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ABSTRACT 

JAPAN'S USE OF CAPITAL CONTROLS FOR 
EXCHANGE-RATE MANAGEMENT: 1975-1932 

SYLVIA K. BENNETT 

Over the period of 1975“1982, Japan experienced sub¬ 

stantial fluctuations in its currency and its current account 

position. With the oil price shocks and the evolution of 

the floating exchange rate system, much pressure was placed 

on the yen. A popular balance of payments policy used by 

Japan and several other countries has been to impose certain 

restrictions on capital exports and/or capital imports to 

offset or reinforce the relative currency demands related to 

merchandise and services trade. 

This thesis examines how Japan's use of capital controls 

changed over the years 1975-1982 to accommodate changes in the 

current account of the balance of payments. Examination of 

movements in components of the capital account and in covered 

interest differentials, in relation to changes in capital con¬ 

trols, demonstrates that there is presumption that the con¬ 

trols were largely effective in Japan's case, during most of 

the period under study. But as the general international cli¬ 

mate for capital flows became more liberal, Japan's controls 

weakened. There is evidence that the controls were then not 

successful in stemming the desired capital flows. 
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I. INTRODUCTION 

In the Bretton Woods system, as originally conceived, 

countries were to intervene in the short-run in the foreign 

exchange market to hold the exchange rate fixed within a 

narrow hand around the official par value. In the longer 

run, however, they were allowed to change their intervention 

points (par values) in order to correct fundamental dis- 

equilibria. Thus, in the shorter run reserves would hear 

the brunt of the adjustment, while in the longer run, ex¬ 

change rates would he directed at securing external balance. 

The reality, however, was different. First, against 

the spirit of the Bretton Woods system, exchange rates be¬ 

came relatively rigid for considerable periods of time, 

even in the face of what appeared to be fundamental dis- 

equilibria. This effectively meant that the balance of 

payments could not be ignored. To hold the exchange rate 

at its par value required the use of restrictions on the out¬ 

flow of capital by some deficit countries, and the use of 

restrictions on the inflow of capital by some surplus coun¬ 

tries. Second, with the relaxation of exchange controls in 

1958 and the growth of the Eurodollar market and multina¬ 

tionals, industrial economies became more integrated finan¬ 

cially. The consequence of this was that with fixed ex¬ 

change rates, monetary policy could no longer be directed 

toward domestic objectives, even in the short run. 

These strains and others brought about a collapse of 'the 

1 



system in 1973* And the system that followed was one in 

which, in principle, allowed exchange rates to he determined 

hy market forces. 

In the idealized free float, changes in exchange rates 

would serve to remove any emerging potential disequilibriaj 

in this way, exchange rates would he directed at securing 

a continuing external balance. In the Bretton Woods system 

there was short run intervention, while in the free float 

there was to he no intervention. 

As in the case of Bretton Woods, however, there is a 

distinction to he made between the idealized free float and 

the way flexible rates have actually functioned since 1973* 

Exchange rates have been managed in a variety of ways. There 

has continued to much intervention in foreign exchange mar¬ 

kets. Capital controls have been used to influence exchange 

rates. It is the use of capital controls and particularly 

the use of capital controls by the Japanese authorities from 

the years 1975 through 1982, that will be the focus of this 

study. 

Over the reference period, Japan made changes in the use 

of capital controls which corresponded to fairly well-de¬ 

fined macroeconomic periods. With the oil price rise at the 

end of 1973* Japan was forced to undertake measures to limit 

outflows and try to encourage inflows to offset a huge cur¬ 

rent account deficit. These measures persisted through¬ 

out the year 1975* The second phase (1976-1978), was 

marked by th success of Japan in reaching its objectives in 
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response to the OPEC challenge, and the beginning of the 

achievement of a massive presence in world export markets, 

and large current account surpluses. In this period the 

Japanese had to contend with considerable upward pressure 

on the yen. Controls were reversed, with capital inflows 

being discouraged and capital outflows being encouraged. 

In 1979» Japan was confronted with a second oil price shock 

which again put strong downward pressure on the yen. Con¬ 

trols, therefore throughout 1979 and 1980 were directed at 

encouraging inflows and discouraging outflows. The period 

of I98I and 1982 was marked by diminished ability of the 

Japanese government to influence the size of capital flows. 

The remaining capital controls during this period were not 

very extensive. 

The effectiveness of the controls will be examined byN 

analyzing the developments in the capital account of the 

balance of payments and examining the trend in the covered 

interest differential, using as a reference the interest rate 

parity theory. 



II. THE PROBLEM OP FLOATING EXCHANGE RATES 

The move from fixed to more flexible exchange rates a- 

mong major currencies has been rapid and widespread in re¬ 

cent years, but it has fallen.short of a complete shift to 

a freely floating exchange rate regime. The exchange markets 

themselves have been transformed from the world of fixed 

but adjustable intervention points to a world of managed but 

basically unregulated day-to-day fluctuation in spot and 

forwar exchange rates. Rate management policies still con¬ 

tinue to play a vital role. Monetary authorities have inter¬ 

vened in the exchange market from time to time, and in some 

cases on a more continuing basis, in order to influence the 

movements and levels of exchange rates. Concern over the 

level of the exchange, with its impact on international com¬ 

petitiveness, the cost of living, and the distribution of in¬ 

come between producers and consumers, has replaced concern 

over the level of international reserves as the primary focus 

of a nation's external monetary relations. 

The recurring turbulent experiences with floating rates, 

particularly since mid-1977» resulted in a growing disen¬ 

chantment and discontent with the functioning of the system. 

Exchange rates moved at times in an alarmingly erratic fash¬ 

ion, and there have been no signs of decreased instability 

over time through learning by doing. The alleged insulating 

properties of flexible exchange rates have not enabled the 

national monetary authorities to freely pursue their domestic 

goals due to large-scale interventions that have had à direct 
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bearing on their monetary base. 

In the development of a theory of exchange rate de¬ 

termination in the short-run, many contributors concentrate 

on factors affecting capital movements across countries, and 

emphasize the role of expectations in the process of exchange 

rate determination. It has been shown that the elasticity 

of capital movements with respect to the exchange rate and 

interest rates are crucial factors together with the be¬ 

havior of expectations in determining the stability of ex¬ 

change markets. 



III. THE THEORETICAL FRAMEWORK OF INTEREST RATE PARITY 

Capital funds, especially short-term capital funds, 

have a natural tendency to flow from one country to another 

in search of the highest returns. Thus, if interest rates 

change in one country relative to another, capital flows 

from the country of lower interest rates to the country with 

the higher interest rates. In the gold standard period, 

which was characterized by a remarkable stability in ex¬ 

change rates, there was little interest in analyzing the 

mechanism of capital movements beyond an a priori assump¬ 

tion that they responded to interest rate differentials. 

However, unpredictable movements in exchange rates during the 

1920s made it mandatory to acquire forward cover for inter¬ 

national financial transactions. Keynes was the first to 

see the importance of a developed forward market under con¬ 

ditions of exchange rate uncertainty as a facility that would 

eliminate exchange risk from foreign trade finance and thus 

stimulate trade and serve as an instrument that, to some ex¬ 

tent, could insulate domestic interest rate policy from the 
1 

vagaries of gold and speculative flows. 

Through the mechanism of the forward exchange market, 

such search for the highest returns can be divorced of any 

speculative exchange risk; that is the person (or institu¬ 

tion) that transfers funds from one country to another in 

search of higher returns on investment can cover his spot ex¬ 

change transactions in the opposite direction and thus avoid 
2 

assuming any net open in foreign exchange. Forward exchange 

6 
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contracts specify the purchase and sale of foreign exchange 

to be delivered some weeks or* months later and to be paid 

for then at an exchange rate agreed on in advance. Forward 

exchange is akin to futures in commodities. If there were 

no such facilities, an importer or exporter of goods due to 

paid in foreign currency some time in the future would run 

the risk of unfavorable change in the exchange rate in the 

meanwhile.^ 

The forward exchange market is therefore an institu¬ 

tion that allows the lender who does not wish to risk an ex¬ 

change rate change to "cover” the exchange risk and gain as¬ 

surance at the outset about the domestic currency proceeds 

of his short-term foreign loan. Such transactions are called 

"covered interest arbitrage” - arbitrage referring to any 

transaction involving a movement from a cheap market to a 

dear one. An equality of the spot-forward differential 

(expressed as a percentage of the spot rate) with the in¬ 

terest differential tends to be insured by interest arbi¬ 

trage. It is the task of the arbitrageurs to bring about a 

readjustment by taking advantage of the profit to be made 

from a discrepancy. At any point in time the arbitrageur is 

faced with given domestic and foreign interest rates and 

given spot and forward rates. He has the opportunity to in¬ 

vest overseas without exchange risk or domestically. If he 

invest overseas X/E represents the foreign currency value 

of his investment, where E is the exchange rate expressed in 

terms of domestic currency, and .X is the amount of the in>-* 
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vestment in domestic currency. After three months, the in¬ 

vestment will be worth (X/E)(1+rf) in foreign currency, where 

rf is the foreign interest rate. After the conversion at 

the existing forward rate, the proceeds will be (X/E) (1+rf).F 

in domestic currency. If, on the other hand, he invests do¬ 

mestically the value of the investment after three months 

would be X(l+rd), where rd is the domestic.interest rate. 

Therefore, in the foreign exchange market, the pure arbitra¬ 

geur will buy the foreign currency spot and sell the foreign 

currency forward ifs 

P/E . X(l+rf) > X(l+rd), 

or if the covered interest differential, which is simply 

the interest rate differential adjusted for the forward dis¬ 

count on domestic currency is greater than zero; 

rf-rd + FD> 0; FD = (F-E)/E.5 

If the interest rate were 1'^ percent in London and 1 

percent in New York, an investor in 90 day securities might 

wish to take advantage of the higher rate in London. As¬ 

sume that the spot rate for pounds is $2.80. The investor 

(arbitrageur) would buy pounds at $2.80 and contract the for¬ 

ward sale of pounds to be delivered in 90 days. The rate at 

which he sells pounds forward cannot be lower than $2,793» 

that is, the spot rate minus a discount based on the interest 

differential of \ of 1 percent. At the forward rate of $2,793 

arbitrage would stop, because it would be a matter of indif¬ 

ference, barring other costs, where the investment is made. 
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Should the forward rate be above this figure, the arbitra¬ 

geur would gain by investing in London instead of in New 

York.6 

Interest rate arbitrage can be derived, therefore, from 

the proposition that economic units maximize wealth. If 

under conditions of competition and zero transaction costs, 

the premium or discount on forward exchange is not equal to 

the interest rate differential, then it is possible to bor¬ 

row in one country, lend in the other, and enter into a for¬ 

ward contract in such a way as to achieve, in the absence of 

default, an increase in wealth. Under these conditions, 

wealth maximization implies that the forward premium or dis- 
7 

count equals the interest rate differential. The forward 
Q 

exchange rate is at "interest rate parity" when this occurs. 

When funds do move, previous calculations may be altered. 

If there is a shift of capital from New York to London, the 

supply of funds in New York decreases and that in London in¬ 

creases. This may alter the interest rates in the two cities 

thus changing the spread. The shifting of funds will also 

change the supply and demand relationships in the spot and 

forward markets, altering these rates. 

The arbitrageur's function as depicted by Victor Argy 

(1981), is presented graphically in Figure 3*1»^ The spot 

function assumes that rf, rd, and F are given. As E in¬ 

creases the demand for dollars (which is the foreign currency 

in this case) will drop because the forward discount (premium) 

on the domestic currency is reduced (increased) . The for- 



FIGURE 3.1 

THE ARBITRAGE FUNCTION - THE SPOT AND FORWARD MARKETS 

F 
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ward function assumes that rf,rd, and E are given. As F in¬ 

creases the forward supply of dollars increases. Points OS 

and OF represent the interest rate parity case where there 

is no net demand for dollars spot or forward and, for con¬ 

venience, the two interest rates as well as the spot-for¬ 

ward rates are assumed to he equal. A rise in the foreign 

interest rate will shift the spot function to the left and 

the forward function to the right, inducing a spot purchase 

of dollars and an equivalent forward sale of dollars. 

Another participant in the forward market is the spec¬ 

ulator. The speculator assumes an exchange risk with the 

objective of making a profit. He can- speculate through the 

spot market or the forward market. The former is called ar¬ 

bitrage speculation and the latter pure speculation. In the 

first case, the speculator moves funds across countries with¬ 

out forward cover with the expectation of gaining from a change 

in the exchange rate; in the second case, the speculator will 

buy or sell dollars in the forward market with the expecta¬ 

tion of gaining from the difference between current forward 

rate and the spot rate expected in three months. In contrast 

to pure speculation, arbitrage speculation involves a spot 

movement of funds (and hence reserves) and requires command 

10 
over financial resources. 

Assuming a perfect capital market, what determines the 

choice between the two forms of speculation? Again suppose 

that X units are initially available to be invested and 

that there is speculation against the domestic currency. 
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The arbitrage speculator will buy dollars spot and sell 

these in three months at the expected spot rate. The ex¬ 

pected value in domestic currency from this speculation is 

then: 

X/E(l+rf)*Ee, 

where Ee is the expected exchange rate. By contrast, the 

pure speculator will buy dollars forward and sell thèse in 

three months at the spot rate expected. The expected value 

in domestic currency from this speculation is: 

X(l+rd)/F»Ee. 

Spot speculation is therefore more profitable if: 

X/E(l+rf)*Ee > X(l+rd)/F*Ee or, 

F/E(l+rf) > (1+rd) 

which turns out to be the same as the interest arbitrage 

condition. 

In other words, if the net covered differential is 

positive, it is more profitable to speculate on the spot 

than on the forward market. In this case, one may visual¬ 

ize the speculator, first, acting as a pure arbitrageur (that 

is, buying dollars spot and selling them forward); since the 

covered differential is positive this in itself will yield 

a net gain. Àt the same time, he expects the spot rate to 

be above the present forward rate. He will, therefore, gain 

further by buying dollars forward. This amounts to saying 

that arbitrage speculation is equivalent to covered arbitrage, 
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plus the purchase of dollars forward (pure speculation). 

The speculator's function is represented in Figure 3*2. It 

assumes given expectations. OF represents the point at which 

the forward rate equals the expected spot rate. As the for¬ 

ward rate increases above that, there will be an incentive to 

sell dollars forward. If expectations change, for example* 

if the spot rate is expected to rise (devalue), the function 

will shift to the right (SI). The degree of response of spec¬ 

ulators to a difference between the forward rate and the ex¬ 

pected spot rate will depend on the degree of certainty with 

which expectations are held and the degree of diversity in 

11 opinion among speculators. 

The third participants in the forward market are the 

traders-hedgers. Traders receive and make payments in foreign 

currency in the normal course of their business. Traders may 

be hedgers (risk avoiders) or speculators (that is, they as¬ 

sume some exchange risk). In turn, it is possible to hedge 

in the spot market or in the forward market. In the case of 

spot hedging, the importer has to make a payment X in dollars 

currently or X(l+rf) in three months. The cost of spot pay-? 

ment is, therefore, EX, On the other hand, the importer can 

buy X(l+rf) dollars in the' forward market. The cost will be 

FX(l+rf) in domestic currency. The present value of this 

future commitment is: 

FX(l+rf)/(l+rd). 

So hedging will be undertaken in the spot market if: 



FIGURE 3.2 

THE PURE SPECULATORS' FUNCTION IN THE FORWARD MARKET 



15 

FX(l+rf)/(l+rd)y Ee or 

F/E(l+rf) > (1+rd), 

which again is the interest arbitrage condition. The choice, 

therefore, between spot and forward hedging depends on the 

covered interest differential. 

Traders can also be speculators. In other words, they 

may assume an exchange risk by not covering. For example, 

if an importer expects the future spot rate to drop below 

the current forward rate he will-other things being equal- 

hold off covering in the expectation that the dollars he re¬ 

quires will cost less in domestic currency. 

Exporters can also hedge either by selling their ex¬ 

pected dollar earnings in the forward market or by borrowing 

dollars currently (to invest domestically) (that is, create 

a liability in dollars to match the asset). Finally, the ex¬ 

porter can also speculate (for example, by not selling his 

dollars forward if he expects a devaluation of the domestic 

currency,). Recognition that traders also engage in both 

speculation and arbitrage has the most important implication 

that the pure arbitrage and speculator’s functions will tend 

to be somewhat more elastic (responsive) than in the absence 

12 
of traders. 

The Interest Rate Parity Theory, (IRPT) is therefore an 

example of the general economic law that two identical com¬ 

modities cannot sell for different prices in the same market. 

They will sell at different prices only if they are in fact, 
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not identical or transaction costs make arbitrage difficult 

and costly. Many studies have shown that in general the 

IRPT does not hold. As this is contrary to what is implied 

by economic theory and common sense, an explanation was 

sought. The apparent deviations from interest rate parity 

are explained in the literature by the followings the different 

behavior of the speculators, costs of transactions, exchange 

controls, insufficient fluids or rising costs of obtaining 

funds, and rising opportunity costs.Another significant 

contribution pertaining to the empirical verification of the 

IRPT was made by Aliber (1973) • He argued that assets de- 

nominated in different currencies and issued in different 

countries carry with them additional risks. First, different 

currencies imply that an economic agent, when formulating his 

portfolio will have to incorporate the possibility of a change 

in the exchange rate. Second, assets issued in different 

14 countries carry with them different political risks. Chief 

among these is the risk that capital controls may delay or 

prevent movement of funds from one market to another. The im¬ 

position of controls may have the effect of changing expecta¬ 

tions of market participants regarding possible capital con¬ 

trols in the future. Some investors may avoid a particular 

country's money market because of apprehension that their assets 

might be blocked by the government; fearing that exchange con¬ 

trols which are maintained on some transactions might be ex¬ 

tended to include other transactions. And as capital controls 
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are relaxed and there seems to be little risk of capital 

controls being imposed, then investors and borrowers are 

likely to be quite responsive to covered differentials be¬ 

tween national markets 



IV. THE NATURE OF CAPITAL CONTROLS 

Capital controls are a more indirect way to influence 

the exchange market. They are used to offset or reinforce 

the relative currency demands related to merchandise and 

services trade. 

Government policies to affect movements of capital are 

still widely used today (See Table ^.1). Despite the fact 

that capital movements are a means of increasing world pro¬ 

ductivity, freedom of capital movements does not hold near¬ 

ly so high a priority as freedom of trade. One reason is the 

belief that capital movements do not always flow from areas of 

low productivity to areas of higher productivity, a necessary 

condition if capital movement is to increase world produc¬ 

tivity. Capital may flow from countries where it is already 

scarce because of unstable political conditions or exchange 

rate uncertainty. Even among the more stable, developed coun¬ 

tries of the world, conditions may arise leading to capital 

16 
flows that do not conform to the theoretical case. 

Policies to affect directly the capital account of the 

balance of payments can substitute for exchange rate move¬ 

ments under a floating exchange rate system. Such policies 

have either taken the form of prohibitions or limits on in¬ 

ward or outward flows of capital of certain types or they 

have artificially changed incentives for capital movements 

by taxing or prohibiting interest payments, by requiring 

capital transactions to go through a separate, less favora- 

18 
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ble exchange market, by requiring reserves to be held a- 

gainst foreign borrowing, or by subsidizing or guaranteeing 

protection against exchange risk.*** 

Direct controls over certain types of capital flow 

have always played a role in the post-war adjustment process, 

though precisely what that role should be has never been 

clearly defined. The original Articles of the Fund state 

that, "members cannot borrow from the Fund in the credit 

tranches to meet a large or sustained outflow of capital," 

and that the Fund may in some circumstances request a mem¬ 

ber to impose capital controls. This formulation clearly 

18 
leaves the issue of control for later interpretation, It 

was thought that if fixed exchange rates were to be pre¬ 

served along with a reasonable measure of freedom over do¬ 

mestic monetary policy, some interference with capital move¬ 

ments would have to take place. 

In designing exchange controls, policy authorities 

face the extremely difficult task of defining controls tight¬ 

ly enough to secure a worthwhile benefit to the balance of 

payments, while, nevertheless permitting investment flows 

which are likely to be internationally beneficial. Admini¬ 

strative prohibition may have the advantage of having a more 

predictable impact on the balance of payments. 

Capital controls may be used to serve three purposes: 

1. On a continuing basis, to shelter the economy from poten¬ 

tially destabilizing inflows or outflows of capital. 
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2. To offset longer-term weaknesses or strengths in the 

current account, by biasing the controls against out¬ 

flows in the case of a weak currency (as in the United 

Kingdom until 1979) or by biasing the controls against 

inflows in the case of a strong currency (as in Germany). 

3. To offset short-term exchange market pressures in either 

19 
direction. 7 

In case (1), the controls in place have implications 

for the short-term volatility of exchange rates. Consider 

two potential disturbances, one coming from a fall in the 

foreign interest rate and the other from a current account 

surplus. In the first instance, the presence of controls, 

by limiting inflows, may serve to moderate the rise in the 

exchange rate. In the second instance, the presence of con¬ 

trols may force the exchange rate to overshoot, because in 

this case it will inhibit the flow of stabilizing speculation. 

In case (2), the exchange controls might succeed in influ¬ 

encing the exchange rate in the long-term. In case (3)» the 

capital controls may be used to offset short-term distur¬ 

bances to the balance of payments. For example, fluctuations 

in foreign interest rates may be countered by inhibiting out¬ 

flows when those rates rise and inhibiting inflows when they 

fall. A good illustration of this third use of capital con¬ 

trols occurred in the years 1968-1972, when Europe first 

used barriers to outflows as a means of countering rising U.S. 

interest rates, later reversing the measures and restricting 

20 
inflows as U.S. interest rates collapsed. 



V. JAPAN'S USE OF CAPITAL CONTROLS: 1975-1982 

Japan made the most extensive use of capital controls 

as a means of offsetting persistent current account develop¬ 

ments. In post-war Japan and particularly after 1955 when 

the level of interest rates was kept low, rigorous exchange’ 

controls were maintained to prevent capital outflows and in- 

21 
flows. Beginning in the early 1970s controls were used as 

an instrument to offset other developments in the balance of 

payments and there have been many changes- some liberalizing 

and some restricting; some dealing with inflows and other 

22 
with outflows. Since the introduction of a floating ex¬ 

change rate for the yen in 1973» pressures on the yen and 

official intervention in the foreign exchange market have 

passed through a number of distinct phases. At times whn 

the yen rate was believed to have overshot some unspecified 

appropriate level, the Japanese government introduced measures 

to influence capital flows in an attempt to narrow the ampli¬ 

tude of exchange rate fluctuations. 

The period of 1975-1982 provides a good reference period 

to examine the changes in capital controls in Japan. Devel¬ 

opments in the current account which triggered the capital 

controls will be discussed and then a presentation of the 

various types of capital control policies imposed in response 

to those developments will be given. 

The economy was just beginning to recover from the oil 

price shock by early 1975* In the first quarter of 1975 ex- 

23 
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ports actually fell in response to the marked slackening of 

foreign demand, but the drop in imports was even steeper, 

resulting in a trade surplus of nearly $2 billion. Export 

volume shrunk substantially throughout the first half of 

19751 levelled off in the third quarter and started expand¬ 

ing again as from the fourth quarter of 1974, in line with 

the re-expansion of world trade.^ jn dollar terms, ship¬ 

ments of chemical products and iron and steel which accounted 

for one fourth of total Japanese exports, decreased by 4.2 

and 5*4 percent respectively. The decline in shipments of 

textiles products was even more pronounced (8.5 percent), 

but exports of machinery and equipment rose by 7*6 percent. 

Exports to the Middle East and to.the Sino-Soviet area con¬ 

tinued to expand strongly, posting increases of 65.1 and 

19-3 percent respectively. 

In 1975 a.s a whole, the value of imports on a customs 

basis fell by 6.8 percent. The contraction was particularly 

marked for non-durable consumer goods. Imports of capital 

goods also decreased by nearly 12 percent. Imports of raw 

materials and fuels contracted somewhat less:, reflecting 
nU 

changes in industrial production. 

The traditional large deficit on services and private 

transfers was reduced from $5*9 billion in 1974 to $5-4 bil¬ 

lion in 1975* This trend was essentially due to a decrease 

in the net deficit on transportation resulting largely from 

26 
movements in merchandise trade and the fall in freight rates. J 

The strong position of the current account continued on 
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into 1976. Japanese exports expanded sharply in 1976. On 

a customs basis, year on year, exports rose by nearly 23 

percent in volume and by 20,5 percent in value. The ex¬ 

pansion of exports was particularly strong to the United 

States (*K).6 percent), Western Europe (3^.^ percent), Canada 

and Australia. Taken together, these four markets accounted 

for more than 70 percent of the total increase in Japanese 

exports. Shipments to the Middle East also posted signifi¬ 

cant increases (19,8 percent), while exports to southeast 

Asian countries increased by 12 percent. By commodity groups, 

there was a sharp increase in exports of durable consumer foods 

motor vehicles, television sets and other household elec¬ 

tronic equipment. Shipments of iron and steel product made 

only very limited headway and exports of chemicals continued 

to decline for the second consecutive year. 

The volume of imports rose by around 11 percent in 197&, 

a rather modest growth in relation both to the expansion of 

industrial production (13.8'percent) and to the volume of 

26 
imports in some other large industrial countries. . The 

growth of capital goods imports was modest, reflecting the 

weak trend of business fixed investment. Imports of durable 

goods were very sluggish. Imports from oil producing coun¬ 

tries and from Western Europe rose moderately, while pur¬ 

chases from the U.S. which represented around 18 percent of 

total imports remained practically flat. 

Given the above movement of exports and imports, the 

trade surplus which had risen considerably in 1975 virtually 
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doubled in 1976 to a record level of nearly $10 billion, a 

figure only exceeded among member countries by Germany.^ 

Overall the current account shifted from a small defi¬ 

cit in 1975 ($0.7 billion) to a surplus of $3«7 billion in 

1976, equivalent to 0.7 percent of GNP. 

Despite some improvement in the current account in 1975» 

capital controls continued to be slanted toward encouraging 

inflows and discouraging outflows,- as they had been at the 

end of 1973 and throughout 197^« There was still some down¬ 

ward pressure on the yen at this time (See Appendix B). 

In November 1973» purchases by residents of short-term 

foreign securities had been restricted, controls on nonresi¬ 

dents purchases of Japanese stocks and bonds were abolished 

in December. Also in December of that year, the reserve re¬ 

quirement on nonresidents' free yen accounts was brought 

down from 50 percent to 10 percent. 

In 1976, however, the market began opening up for 

capital outflows. The authorizations were granted to loans 

floated by central and local banks. The prohibition of 

direct investment in "nonurgent” projects was lifted in 

June. Some yen-denominated issues were allowed as of the 

beginning of 1976. There was still some significant re¬ 

strictions of capital outflows. Purchases by Japanese resi¬ 

dents on foreign markets were subject to restrictions since 

June 1975* 

Following a very sharp expansion in 1976, export volume 
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growth decelerated markedly in 1977» to a rate of approxi¬ 

mately 3 percent. The relatively modest expansion of ex¬ 

port volume in 1977 reflected slower growth of world trade 

and possible losses of market shares, linked to the deteri¬ 

oration of price competitiveness in the wake of the marked 

appreciation of the yen, and possibly also to voluntary ex- 

29 
port restraint. 7 Japan's market growth was of the order 

of 7 percent in 1977 (compared to around 9 percent in 1976), 

implying losses of market shares of approximately 4 percent. 

The export performance would seem in particular to have de¬ 

teriorated in North American markets and Australia, but it 

improved in certain European markets such as the United 

Kingdom. Various factors were probably responsible for this 

deterioration. Exports of consumer durable goods continued 

to grow rapidly. This rise was particularly strong for pas¬ 

senger cars (32.2 percent), motorcycles (39*6 percent), watches 

and clocks (46.5 percent), but exports for television sets, 

which had increased by no less than 75 percent in 1976, fell 

by 3.3 percent. Shipments of capital equipment rose by a- 

round 75 percent with increases of around 30 percent for non¬ 

electric machinery and transport equipment. 

From 1976 to 1977» the volume of imports grew only by 

around 3*^ percent or somewhat less than GNP which expanded 

by 5»1 percent. Following a significant rise in the first 

quarter of 1977 seasonally adjusted imports fell in the fol¬ 

lowing two quarters, but picked up again late in the year. 
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The deficit bn current invisibles rose by $136 million 

in 1977 to nearly $6.4 billion. Net payments on transpor¬ 

tation hardly changed, reflecting declines in international 

shipping rates and slow growth of export and import volumes. 

Mainly due to the rising number of Japanese tourists going 

abroad, net travel payments rose by $0.4 billion to $1.7 

billion in 1977» Net payments on miscellaneous services such 

as management fees, patent royalties, agents* fees increased 

also by $60 million. Net receipts on government transactions 

expanded slightly, while the balance on investment income 

shifted from a deficit of $204 million in 1976 to a surplus 

of $115 million in 1977- 

Overall, the current account surplus widened sharply in 

1977» reaching $10.9 billion. Seasonally adjusted, the sur¬ 

plus had risen progressively from an annual rate of $8 bil¬ 

lion in the first quarter of 1977 to nearly $13 billion in 

the first five months of 1978» 

In 1978 the current external balance registered a rec¬ 

ord surplus of $16.5 billion or $5*6 billion more than in 

1977. The trade balance, which had risen rapidly since early 

1977 and reached a seasonally-adjusted annual rate of around 

$27 billion in the first quarter of 1978, remained on this 

plateau during the following six months. 

Shipments of chemicals and precision machinery expanded 

by about 10 percent while sales of passenger cars rose by 

only 4.5 percent. 

Oil imports declined somewhat, partly due to a reduction 
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in oil consumption in manufacturing.-^0 In sharp contrast 

to the sluggish trend of exports, import volume rose rapidly 

since mid-1977 reaching a seasonally-adjusted annual rate of 

around 20 percent. This expansion was mostly supported by 

purchases of manufactured goods which rose in volume terms 

by more than 22 percent. The main cause of these develop¬ 

ments was probably the fall in relative prices between im¬ 

ported and domestic manufactured goods. Imports of manu¬ 

factured goods increased by 36.4 percent in dollar terms, of 

which consumer goods rose by more than 43 percent and semi¬ 

finished goods by around 36 percent. 

The traditional deficit on current invisibles rose by 

$1.7 billion to $8.1 billion in 1978. This widening was most.-r 

ly attributable to rising net payments on the travel account 

which almost doubled, reaching $3*2 billion. The deficit on 

miscellaneous services such as office expenses, patent roy¬ 

alties and agents’ fees also rose by $0.7 billion to $3.4 

billion. 

Overall, the $16.5 billion surplus recorded for 1978 

was by far the largest among member countries. Although 

expressed as a percentage of GNP it amounted to less than 2 

percent, which was smaller than in some other countries.^ 

It would seem that most of the increase in 1978 was attrib¬ 

utable to the widening of the surplus with the U.S. and south¬ 

east Asian countries, .The improvement in the current bal¬ 

ance since the oil crisis was particularly striking in view 

notably of Japan's relatively higher dependence on imported 



30 

32 
energy. ^ 

Because of this increased strength of the current ac¬ 

count during 1977 and 1978, capital controls were progres¬ 

sively reversed, with inflows discouraged and outflows en¬ 

couraged; so as to offset the growing current account sur¬ 

plus. Controls were tightened on securities purchased by 

nonresidents. A 100 percent reserve requirement on all ad¬ 

ditional free yen deposits was introduced in March of 1978. 

At the same time, banks were permitted to increase their 

lending to nonresidents, and residents were permitted to hold 

larger foreign currency deposits in Japan and overseas. Also 

in March of 1978, nonresidents were precluded from purchasing 

Japanese bonds with a maturity of less than five years.^3 

By the end of the fourth quarter of 1978, the current 

account surplus had decreased 7^ percent. Rising long-term 

capital outflows coupled with a declining current account 

surplus led to a rapidly increasing deficit by the second 

quarter of 1979» the first since late 1975* The deficit 

widened rapidly thereafter, reaching an annual rate of a- 

round $21 billion in the first four months of 1980. This 

constituted a radical turnaround from the record high sur¬ 

plus of $16.5 billion registered in 1978. The increase in 

the oil bill in 1979 totaled $120 billion and wiped out 

three-quarters of the 1978 current account surplus. The non¬ 

oil balance was deteriorating too, due in large part to the 

lagged effects of the earlier appreciation in the real ex- 

change rate.J 



On the average Japan's export growth was rather moderate 

over 1978-1979. Deliveries of textiles, chemicals, non- 

ferrous metals and metal products recorded appreciable de¬ 

clines, whereas for iron and steel products the fall was much 

more limited. But exports of automobiles and machinery and 

appliances such as cameras and tape recorders were buoyant, 

expanding on average by 4 per cent and 17 percent respectively. 

Import volume for the year as a whole rose by 11 per¬ 

cent compared with around 7 percent in 1978. These movements 

were essentially influenced by the strong recovery of indus¬ 

trial production on the one hand, and large shifts in the 

price of imports in relation to domestic goods on the other. 

The impact of relative prices was mainly felt on purchases of 

manufactures, which in spite of their relatively small share 

of total imports constituted the main fluctuations in the 

volume of total imports. 

The traditional deficit on current invisibles widened 

further in 1979 reaching $10.6 billion or $2.5 billion more 
* 

than in 1978. Net payments on transportation account in¬ 

creased by $2.5 billion to $4.3 billion reflecting higher 

freight and port disbursements costs as well as rising im¬ 

ports. Net travel expenditures, which had already nearly 

doubled in 1978, expanded further in 1979» reaching around 

$2 billion. This was related to the sizable capital out¬ 

flows, notably the sharp expansion of loans abroad and in- 

35 
vestment in foreign securities by Japanese residents. 

With the turnaround in the current balance and the weak- 
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ening of the yen (the effective exchange rate of the yen 

fell "by some 20 percent), capital controls were tilted to¬ 

ward encouraging net inflows. In January 1979, "the mar¬ 

ginal reserve requirement on free yen accounts was reduced 

from 100 to 50 percent. On February 10, the Bank of Japan 

eliminated the reserve requirement on increases in nonresi¬ 

dents* free yen deposits. The basic reserve requirement of 

0.25 percent on such deposits remained in effect. Also in 

February, the ban on nonresident purchases of yen bonds with 

remaining maturities of less than a year and a month was 

lifted. In March, foreign banks were required to convert 

larger amounts of foreign currency into yen. On May 11, the 

Ministry of Finance announced a seven-point program for re¬ 

laxing restrictions on capital inflows which, included the 

easing of curbs on the use of impact loans with a repayment 

period exceeding one year, lifting the ban on short-term im¬ 

pact loans of less than one year by foreign or Japanese banks, 

the lifting of the 25 percent limit on the share of nonresi- 

dents' subscriptions to foreign yen bonds and the increased 

access given to nonresidents to the Gensaki market, a short¬ 

term market involving sale and repurchase of long-term gov¬ 

ernment bonds.^ 

The current account remained in deficit throughout 1980. 

Export volume growth decelerated significantly in the course 

of the year, influenced both by negative market growth and 

the yen's appreciation. Declines were registered for iron 

and steel (-^ percent) and chemicals (-7 percent), while 
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particularly large increases were recorded for automobiles 

(30 percent), motorcycles (41 percent) and television sets 

(28 percent). 

Import volume declined by 5.9 percent. Crude oil im¬ 

ports fell by 9*5 percent. The volume decline in total en¬ 

ergy imports was less marked as substitution of alternative 

energy sources for oil resulted in a rapid rise in other 

fuel imports such as coal (16.5 percent) and liquefied nat- . 

ural gas (22 percent). Manufactured goods imports decreased 

by 2.5 percent,affected by the lagged effect of the earlier 

depreciation of the yen and by weak domestic demand. Food 

imports fell also by 7*9 percent. 

The traditional deficit on invisibles increased fur¬ 

ther by $2.3 billion to $12.9 billion in 1980. Net receipts 

on investment income were substantially reduced mainly due 

to the worsening net foreign asset position of the private 

sector. The deficit on miscellaneous services such as pat¬ 

ent royalties and agent fees rose by .$1.2 billion.- And 

finally, net transfer payments rose by $0.4 billion in line 

with the Government's policy to step official development 

aid.-*? 

In all, as the widening of the deficit on invisibles 

was only partly offset by the improvement of the trade bal¬ 

ance, the current account deficit rose from $8.8 billion in 

1979 to $10.7 billion in 1980. And capital controls were 

still aimed at encouraging inflows. Free yen accounts held 

by foreign public institutions would be exempted from interest 
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rate controls. Japanese companies were permitted in some 

cases to make private placements of yen-denominated bonds 

abroad. Foreign banks were required to convert larger a- 

mounts of foreign currency into yen.^ 

Merchandise export volumes continued to expand rapidly 

in the first half of I98I (12.4 percent) despite the lagged 

adverse effect of the earlier appreciation of the yen. This 

buoyancy was largely accounted for by the strong recovery of 

export markets and relatively weak domestic demand, but may 

also have been influenced by increasing non-price Competi¬ 
ng 

tiveness. ^ Import volumes, on the other hand, continued 

to stagnate, due mainly to reduced purchases by raw material- 

4o 
processing industries. 

As a result, the trade surplus nearly doubled to $17.75 

billion while the current account turned to a surplus of 

$2.75 billion. These trends continued in the second half 

of 1981, with the surplus on trade and current accounts re¬ 

cording around $25 billion and $9 billion respectively in 

the third quarter. Indeed, Japanese economic analysts 

viewed 1981 as a turning point after the second oil crisis. 

Officials were most pleased to note that the current account 
41 

deficit had been eliminated. 

Japanese export volumes fell by around 4 percent in the 

second quarter of 1982 and stagnated in the third as export 

market demand (especially in non-OEGD areas) declined sub¬ 

stantially, and as foreign import controls and voluntary ex¬ 

port restraints prevented Japanese firms from fully exploiting 
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their comparative advantage. 

The drop in import volumes, however was even sharper, 

with falls in the second and third quarter of over 6 per¬ 

cent and 3 percent respectively. Declining oil imports were 

a major reason. Subsequently, Japan took significant steps 

to open its markets further to foreign imports. These in¬ 

cluded reduction or elimination of import duties on 215 prod¬ 

ucts effective April 1, 1983» easing of customs procedures 

and expansion of opportunities for foreign firms in such 
ho 

service sectors as banking and insurance. v 

A further weakening of the yen over the summer of 1982 

meant a significant deterioration of the terms of trade in ■ 

the third quarter. The trade surplus fell from $22.8 billion 

to $19.^ billion between the second half of 1981 and the first 

half of 1982, but rebounded to around $21 billion in the 

third quarter. 

The current balance remained fairly stable, with a 

surplus of over $1.6 billion as the large capital outflows 

in 1981 boosted net income from abroad. 

Capital controls over this period had been significantly 

liberalized. The new Foreign Exchange Control Law that went 

into effect in December 1980 ratified many of the changes that 

had already taken place, enabling the government to continue 

to work toward the removal of controls. There were, however, 

a few controls directed at limiting outflows . The Ministry 

of Finance exercised administrative guidance over overseas 

loans in yen or foreign currency by Japanese banks. The 
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Ministry used administrative guidance to limit purchases 

of foreign securities by Japanese insurance companies. The 

government placed an emergency prohibition on Japanese pur- 

44 
chases of foreign zero-coupon bonds in 1982. 
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VI THE EFFECTIVENESS OF THE CAPITAL CONTROLS 

One way to evaluate the effectiveness of capital con¬ 

trols is to focus on developments in the components of the 

capital account at which the controls were directed. In 

terms of this criterion, the controls appear to be quite 

effective in inducing and stemming the desired capital flows. 

However, in later years, the effectiveness was weakened, 

(See summary, Table 6.1). 

In 1975» when controls were slanted towards encouraging 

inflows and discouraging outflows in response to the huge 

deficit on the current account which persisted after the first 

oil shock, market forces moved in favor of the yen? it appre¬ 

ciated against the dollar and there was an important build-up 

in foreign exchange reserves. The yen-dollar rate fluctuated 

within.a.relatively narrow band of yen 285 and yen 306.85* J 

This improvement was mainly due to a sharp reduction in pri¬ 

vate Japanese capital outflows on account of bank loans arid 

portfolio investments. The deficit on capital movements 

which had already been curtailed from a record $9*8 billion 

in 1973 to $3*9 billion in 197^ was further reduced to less 

than $0.3 billion in 1975* This marked improvement was main¬ 

ly attributable to a large increase in foreign capital in¬ 

flows and to a lesser extent to a decrease in the outflow of 

46 
private capital. Purchases of Japanese public and corpo¬ 

rate bonds increased .by 100.8 percent from 1974 to 1975* 

Foreign purchases of stocks amounted to about $1.5 billion in 

1975* Purchases of foreign securities by Japanese residents 

39 
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were practically neglible. There was a 63.8 percent de¬ 

crease in the amount of foreign bonds acquired by Japanese 

residents, as compared to 1974. Net outflows were smaller 

than those for the previous three years. There was no net 

increase in the investment in foreign stocks by Japanese 

residents in 1975*^ 

Market forces, which had moved against the yen somewhat 

in the second half of 1975» turned again in its favor in the 

first half of 1976, reflecting the strength of the current 

account and large inflows of capital induced by the interest 

rate differential and the lifting of controls on capital in¬ 

flows. During this period, foreign exchange reserves in¬ 

creased by $2.6 billion, while the yen edged up moderately, 

both against the dollar and in effective terms. The appre¬ 

ciation of the yen remained rather modest over the twelve 

months to December 1976 (around 3z percent against the dol- 

> 48 
lar and approximately 5 percent in effective terms). 

Net foreign purchases of Japanese corporate stocks and 

domestically issued bonds amounted to $1.6 billion, while 

purchases of Japanese bonds issued abroad were also very 

buoyant. The rapid expansion of foreign portfolio invest¬ 

ment in Japan. The movement was reversed in the second half, 

as inflows became less (with the inflow of banking funds turn¬ 

ing into an outflow of $0.9 billion), which was partly re¬ 

lated to the fact that arbitrage became less favorable to 

Japanese assets. Japanese net capital outflows reached $4.6 
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billion, up $1.2 billon from the previous year. However, 

there was a 12.1 percent decrease in investment in foreign 

stocks by Japanese residents from 1975 to 1976, due to the 

persistence of capital controls aimed at discouraging capi¬ 

tal outflows. 

The yen was submitted to strong market pressure through¬ 

out most of 1977» largely reflecting the large and rising 

surplus of the basic balance. This strong upward pressure 

led to a significant appreciation. Between early January 

and early June the yen appreciated by 6.5 percent against 

the dollar on the Tokyo market and by 6.4 percent in ef¬ 

fective terms.^ In the first half of 1977» capital controls 

were still aimed at encouraging inflows and discouraging out¬ 

flows, and capital inflows were still very large. 

When controls were reversed in mid-1977» there was a 

marked decline in foreign capital inflows and a rise in 

Japanese capital outflows. Net purchases of Japanese cor¬ 

porate stocks and domestically-issued bonds which had risen 

rapidly in the two years to 1976 reflecting interest rate 

differentials as well as expectations of an appreciation of. 

the yen, declined in the second half of 1977» There was al¬ 

so a reduction of $410 million in capital inflows from bonds 

floated by Japanese firms in foreign capital markets. Net 

inflows from loans of foreign capital to Japanese residents 

which had reached $326 million in 1976, turned into an out¬ 

flow of $324 million in 1977. Banks’ net liabilities de¬ 

clined substantially in the third and fourth quarters of the 
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year. Movements of short-term hanking funds resulted in net 

outflows of $1.7 billion in 1977 following net inflows of 

$0.6 billion in 1976. 

As already noted, in 1978, inward controls were tight¬ 

ened further. Purchases by nonresidents of Japanese securi¬ 

ties with a maturity of less than five years and one month 

were forbidden. From April 1978, the trend on that account 

changed radically, despite the continuing basic strength of 

the yen, which had appreciated markedly, peaking in October 

at 184 yen against the dollar.-*0 

Monetary inflows in March amounted to some $1.9 billion, 

but by April these were replaced by a net monetary outflow 

of some $1.9 billion. Net loans from Japanese banks to non¬ 

residents rose markedly to $6.3 billion and there was a sharp 

expansion of net purchases of foreign securities by Japanese 

residents. Net purchases by nonresidents of Japanese corpo¬ 

rate stocks and domestically-issued bonds rose modestly by 

$0.4 billion to $1.7 billion in 1978. 

With the turnaround in the current balance and the weak¬ 

ening of the yen (the effective exchange rate of the yen fell 

by some 20 percent), most controls on capital inflows were 

relaxed in the course of 1979 leading to significant, though 

irregular, inflows of foreign capital.-** 

Net inflows of foreign capital rose by $1.2 billion to 

$3.7 billion in 1979» There was a rapid increase in issues 

of bonds by Japanese firms on foreign capital markets and net 

purchases of domestic securities by nonresidents. Net ex- 
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temal bond issues nearly tripled to $2.2 billion. Net ac¬ 

quisitions by nonresidents of domestically-issued bonds and 

corporate stocks rose to $2.4 billion in response to the re¬ 

moval of restriction on purchases of medium and short-term 

bonds in February 1978 and the opening up of the Gensaki mar¬ 

ket to foreigners in May. In the second and third quarters 

of 1979» long-term outflows were some $2.5 billion below the 

same quarters of 1978. 

For the first time since 1964 the balance on long-term 

capital transactions moved into a surplus in 1980, as a 

substantial increase in net inflows of foreign capital was 

accompanied by a significant decline in net outflows of 

Japanese capital. Net inflows of foreign capital rose dra¬ 

matically from $3.7 billion in 1979 to $13*2 billion in 1980, 

mainly reflecting a marked increase in net purchases of do¬ 

mestic securities by nonresidents, including OPEC countries. 

In addition to portfolio diversification on the part of for¬ 

eign investors, exchange rate expectations based on a fa¬ 

vorable assessment of Japan’s fundamentals may also have 

<2 
played an important role. Thus heavy purchases of Japa¬ 

nese securities by nonresidents continued, in spite of the 

significant decline of domestic interest rates in relation to 

those abroad towards the end of the year. 

The balance on short-term capital movements registered 

a record surplus of $3.1 billion in 1980, partly influenced 

by expectations of an appreciation of the yen. ^ Liabilities 

increased much more as the progressive relaxation of restric- 
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tions on free yen deposits led to a rise in yen-denominated 

liquid liabilities. 

After fluctuating around a low level, the yen recovered 

strongly as from iriid-April 1980, no doubt influenced by the 

rapid reduction in the current account deficit and the sharp 

retreat of interest rates in the United States. 

In the first quarter of 1981, net long-term inflows 

amounted to $2.8 billion and short-term transactions were 

also favorable. Net official monetary assets rose by $2.2 

billion. The net change in foreign ownership of Japanese 

securities increased by 26,9 percent over 1980. The amount 

of nonresident yen deposits and foreign currency deposits 

increased by 17 percent over 1980. In 1982 about 16 percent 

of total deposits were in the form of nonresidents yen de¬ 

posits, and a substantial percentage was in foreign currency 

deposits. These changes occurred in conjunction with the en¬ 

actment of the New Foreign Exchange Control Law and the easing 

of reserve requirements and interest rate restrictions on non¬ 

resident yen deposits. 

Capital outflow grew substantially over 1981-1982, in 

spite of controls directed at discouraging outflows. Owner¬ 

ship of foreign securities reached a net increase of $8.7 

billion in I98I. There was a deficit on both the long-term 

capital account and the short-term capital account by the 

end of the third quarter in 1982. 
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Another approach is to look at trends in the covered 

interest differential in relation to the nature of the 

controls. If there are restrictions on net outflows, for 

example, one could look to see if the covered differential 

tends to favor investment overseas; if so, one might infer 

that opportunities for profiting from overseas investment 

are effectively restricted. If one observes changes in the 

covered interest differential associated with changes in 

the controls (e.g. new restrictions on inflows associated 

with the opening up of a covered differential favoring do¬ 

mestic investment), there would be presumptive evidence of 

effectiveness 

To measure the covered differential, the call money 

market interest rate will be used for Japan. It was not 

subject to Japanese official regulation for the period. 

The Eurodollar deposit rate will be used for the comparison. 

Both are three-month rates. 

In 1975 and 1976, the trend in the covered differential 

does not conform to the hypothesis because there is a dif¬ 

ferential in favor of investment in Japan, even though con¬ 

trols over capital inflows had been liberalized at the time. 

There is however a decreasing trend in the net covered dif¬ 

ferential throughout 1975 and 1976 (See Figure 6.1). Over 

the period, the monetary authorities intervened substantially 

to keep the exchange rate within very narrow limits. As a 

result reserves fluctuated substantially. The depreciation 
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of the exchange rate remained moderate as pressures against 

the yen were largely met by Central Bank interventions on 

the foreign exchange market. Overall, during the period, 

Central Bank interventions contributed to smooth out short- 

run fluctuations and resulted in a relative stability of the 

exchange rate. 

We do not notice a change in the direction of the 

covered differential until the end of the first quarter of 

1977 (See Figures 6.2 and 6.5). The differential is shifted 

at this time to favor overseas investment which is being re¬ 

stricted at the time. The interest rate differential had 

shifted at this time in favor of the Eurodollar deposit.mar¬ 

ket and,there was a premium then on the yen which only in¬ 

creased slightly throughout September. But as controls were 

reversed, approximately about the middle of 1977$ with in¬ 

flows being discouraged and outflows being encouraged, we 

notice an almost immediate shift in the covered differential. 

There is a discrepancy in favor of inflows (investment in 

Japan). There is still an interest rate differential in 

favor of investment overseas (on average about 2.4 percent), 

but there is a substantial increase (92.6 percent) in the pre¬ 

mium offered on the yen by‘ the end of the third quarter. 

The trend in the covered differential in 1978 favoring 

investment in Japan, appears to support the conclusion that 

controls were effective (See Figure 6.2). The covered dif¬ 

ferential in favor of inflows increased by 34.5 percent in 

the first quarter of 1978. The average interest rate dif- 
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ferential favoring the Eurodollar deposit remained the same 

as in the last quarter of 1977* And the forward premium on 

the yen kept increasing throughout the year. Although the 

interest paid in the overseas market exceeded the interest 

earned in Japan's call money market, this difference was 

more than outweighed by the opportunity to buy yen spot and 

sell them back forward at an abnormally large premium. In 

their eagerness to do so, arbitrageurs should strengthen the 

spot yen and weaken the forward yen and thus narrow the for¬ 

ward premium. 

During 1979 "the covered differential shifted signifi¬ 

cantly in favor of overseas investment, which was being re¬ 

stricted at the time. During most of the first quarter of 

1979 the covered differential was still in favor of Japanese 

investment. But at the end of March there was a marked change 

in favor of overseas investment; going from a covered dif¬ 

ferential of ->36 to 1.1 by the first of April (See Figure 

6.3), By the last quarter there was a relatively signifi¬ 

cant increase in the gap between interest rates, however, 

the increase in the forward discount on the dollar was small 

in comparison.. 

During the first two'quarters of 1980, there was still 

a large margin in the covered differential favoring invest¬ 

ments overseas (See Figure 6.3)1 which corresponded to the 

time when controls on outflows were still somewhat stringent. 

Although there was an increase of ^3»7 percent in the interest 

rate differential favoring Eurodollar deposits, there was a 
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decrease of 3^*^ percent in the forward discount on the 

dollar. One would expect that with the higher interest 

rates in the Eurodollar market, arbitrageurs would want to 

"buy dollars spot and sell them forward, tending to increase 

the forward discount. This situation persists for most of 

the second quarter. But around the end of May the direction 

of the interest differential changed and for most of the 

third quarter there was a covered differential in favor of 

Japanese investment, (See Figure 6.3). The margin of devi¬ 

ation was ver small throughout the year as the forward rate 

moved relatively commensurate with the interest rate dif¬ 

ferential. This probably represents the move toward in¬ 

creased liberalization of capital controls. 

The covered differential in 1981-1982 had the smallest 

margin of deviation of any of the years under study, probably 

reflecting the more liberal environment for investment. The 

deviation for the majority of 1981 was slanted in favor of 

investment overseas which was being restricted at the time, 

however, the restrictions :were not. very extensive.. In 1982, 

there was no consistent pattern to the deviations from parity. 

During the first and second quarters, it was slanted more in 

favor of Japanese investment. And in the third quarter it 

was slanted in favor of overseas investment, (See Figure 6.4). 

Another method for looking at the effectiveness of 

controls•builds upon work by Frenkel and Levich (1975» 1977)» 

Utilizing basic price theory, it can be shown that the intro¬ 

duction of transaction costs into the Marshallian demand and 
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supply apparatus has the effect of creating a hand around 

the demand curve. Even though the realized price may deviate 

from the equilibrium price (which would prevail without 

transaction costs), the market would still be in equilibrium 

in the sense that there would be no unexploited profits. 

Similarly, the introduction of transaction costs into the 

foreign exchange and securities markets will create a band 

(neutral band in the Frenkel-Levich terminology) around the 

interest rate parity line. It can be shown that all covered 

interest differentials falling within this band are equili¬ 

brium points and transaction costs exceed arbitrage profits. 

The introduction of capital controls will increase the cost 

of transactions to market participants and consequently in¬ 

crease the width of the band. An examination of the changes 

in the width of the band (owing to capital controls) in rela¬ 

tion to changes in the forward premium can lend some evi¬ 

dence to the analysis of the extent to which controls have 

been successful in affecting the flow of capital. 

Frenkel and Levich consider four distinct transaction 

costs for a covered outflow (inflow) of capital: sale of 

domestic (foreign) securities, purchases of foreign (domestic) 

currency spot, purchase of foreign (domestic) securities and 

sale of foreign (domestic) currency forward. Let costs in 

the foreign and domestic security markets and in the spot and 

forward exchange markets be denoted by c*, c, cs and c-f re¬ 

spectively as percentages of the total transaction. The con- 
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dition for profitable capital outflows will be: 

(1) (1+ rd) < P/E (1+rf ) JI’ 

and the condition for profitable capital inflows will be: 

(2) jC (1+rd) > P/E (1+rf) 

whereilî = (1-c) (l-cs) (1-c*) (1-c.f). 

This assumes that the initial position of the arbitrageurs 

is in securities. If the initial position of arbitrageurs is 

in cash Si' should be replaced by Jl'/(l-c)2 in equation (1), 

and by A/(l-c*)2 in equation (2) 

Due to the unavailability of information we need to as¬ 

sume that arbitrageurs begin their position with cash and 

that c=c*. Under those conditions is replaced in equation 

(1) and (2) by «A = (l-cs) (l-cf). 

From equation (1), the lower limit on p(p= (F-S)/S) 

for which outflows of capital are profitable is: 

(1+rd) -Æd+rf) 
(3) £ = Si (1+rf) 

From equation (2), the upper limit on p for which inflows of 

capital are profitable is: 

,n(l+rd) - (1+rf) 
(4) p = (1+rf) 

The neutral band is defined by equations (3) and (4). As 

long as p< p< p arbitrage flows are profitable. For 

p<p inflows are profitable and for p>p outflows are profitable. 
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The empirical implementation of this problem requires 

the estimation of transaction costs in the spot and forward 

foreign exchange markets. Several methods have been used 

for this type of analysis. The procedure used in this study 

to estimate the transaction costs for the Japanese yen-U.S. 

dollar spot and forward exchange markets is one half the 

bid-ask spread plus .06 percent.^ 

The years 1976-1982 were examined, for there was in¬ 

formation available on bid and ask exchange rates. Data on 

interest rates was the same as that previously used to 

measure the covered differential. Using the data £ and p 

were calculated using equation (3) and (4). The results 

are presented in Table 6.2 by quarters. 

The first column indicates the percentage of obser¬ 

vations that lay within the neutral band, i.e. observations 

for which p< pi£. The second and third columns indicate 

the percentage of observations outside the bands p?£ (for 

which there is an opportunity for profitable capital out¬ 

flows) and p<p (for which there is an opportunity for prof¬ 

itable capital inflows), respectively. Column four gives the 

average width of the neutral band. And column five gives 

the number of observations' in each quarter. 

When controls were slanted towards encouraging inflows 

and discouraging outflows throughout 1976 and the first half 

of 1977» of the observations outside the band, there is a 

higher percentage for which p>p. This indicates that there 
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are deviations from interest parity that provide incentives 

for capital outflows. The presence of controls against 

outflows may "be the reason why prices did not adjust to 

reach equilibrium. 

The width of the band increases somewhat in 1977 and 

1978» This corresponds to the time when policies were 

very restrictive in terras of capital inflows. And expecta¬ 

tions of future capital controls produced somewhat larger 

spreads in the spot and forward markets. Of the deviations 

outside the band most are the case where p<p, which indicates 

that there are opportunities for capital inflows to be prof¬ 

itable . 

In 1979 and 1980, a time when the market was in the 

process of becoming more liberalized, especially in terms 

of capital inflows, the width of the band begins to decrease 

around the third quarter of 1979» Of those observations 

outside the band most are those for which outflows would be 

profitable. Outflows, were being restricted at this time. 

In 1981 through the second quarter of 1982, the average 

width of the band starts to increase again. This corresponds 

to a time of great instability and fluctuations in the market, 

at this time. And also there is a substantial interest rate 

differential (See Appendix A). Of those observations outside 

the band in these years, there is slightly more deviations for 

which capital outflows would be profitable. These are re¬ 

stricted at this time only mildly. 
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TABLE 6.2 
NEUTRAL BAND 1976-1982 

5&0NB $p<î> Average - p NOBS 

1976 

I 41.7 33.3 25.0 .029 12 

II 36.4 36.4 18.2 .029 11 

III 38.5 46.2 15.4 .037 13 

IV 45.5 36.4 18.2 .033 . n 

1£ZZ 
I 61.5 38.5 0 

O
 

O
 •
 13 

II ’ 61.5 38.5 0 .051 - 1.3 

III 46.2 26.9 26.9 .056 13 

IV 53.8 0 46.2 .054 12 

$ONB Percentage of observations within the neutral band 

NOBS - Number of observations 

Sources Calculated from the International Monetary Yearbook 
1976/77. Interest • rate data is from the same source 
as in Figure 6.1. 
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TABLE 6.2 continued 

%om Average p - p NOBS 

1978 
I 53.8 15.4 30.8 

• 
•

 O
 •P-
 

13 

II 61.5 0 38.5 .046 13 

III 46.2 7.7 46.2 .046 13 

IV 66.7 0 33.3 .049 12 

1979 

I 57.1 14.3 28.6 .046 14 

II 58.3 16.7 25.0 .052 12 

III 66.7 25.0 8.3 .042 12 

IV 61.5 38.5 0 .041 13 

Sources Calculated from the International Monetary Yearbook 
1978/79. 
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TABLE 6.2 continued 

foom ^P<P Average jo - p NOBS 

1980 

I 76.9 23.I 0 .058 .13 

II 53.8 46.2 0 .052 13 

III 58.3 25.0 16.7 .039 12 

IV 69.2 30.8 0 .035 13 

1981 

I 84.6 15.4 0 .052 13 

II 61.5 15.4 23.1 .051 13 

III 85.8 7.1 7.1 .059 14 

. IV 75.1 16.7 8.3 .061 12 

1982 

I 57.1 35.7 7.1 .0 55 14 

II 46.2 38*5 15.4 

O
 

0
 • 13 

III 41.7 33.3 25.0 .039 12 

Sources Calculated from The Japan Economic Journal. 



VII. CONCLUSION 

The objective of this thesis has been to examine the 

use and the effectiveness of Japanese capital controls over 

the period 1975-1982. This period is exemplary of some of 

the changes that capital account policies undergo. In 

Japan's case, these changes have corresponded to changes in 

the current account balance. Three methods were used to 

evaluate the effectiveness of controls. The first method 

was to examine the developnents in the components of the 

capital account at which the controls were directed." The 

other two methods involved the use of the interest rate 

parity theory. One method was to examine trends in the 

covered interest differential and how these trends related 

to changes in the nature of the controls. The other method 

required the inclusion of transaction costs into the model. 

The inclusion of transaction costs enables one to calculate 

a neutral band around the interest rate parity line. An 

examination of changes in the width of the band and the 

type of transactions that were outside the band was engaged 

in. 

There was some evidence that the controls were largely 

effective in Japan’s case in terms of the first criterion. 

There was significant impact on items in the capital account 

in each period under study. These effects did not seem to 

be offset by developments in "freer” components of the capital 

account. 

6 3 
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In terms of covered interest differentials, there, ap¬ 

peared to be no effectiveness in 1975-1976. Even though in¬ 

flows were encouraged at that time there was a small dif¬ 

ferential in favor of investment in Japan, which did not 

change until the beginning of 1977» But from mid-1977 

through 1980 there was some presumption that the controls 

were effective. The evidence suggests that restrictions 

may have prevented the exploitation of profitable invest¬ 

ment opportunities. The effectiveness of the remaining con¬ 

trols in 1981-1982 is very questionable. The small margin 

of deviation in these years supports the claim that the in¬ 

vestment climate is becoming more liberal. One obvious 

difficulty with this approach is that controls tend to be 

introduced during crises, when one might expect to see de¬ 

partures from covered interest parity. During periods of 

crises and uncertainty transactions costs are viewed as be¬ 

ing higher. During these times dealers, wishing to protect 

themselves against superior information that may be possessed 

by several traders, will quote a wider ask-bid spread and • 

thereby raise the transaction costs.^0 

When estimates of the cost of transactions were used 

to examine the impact of capital controls on the operation 

of covered interest arbitrage, the evidence supported the con¬ 

clusion that the controls were somewhat effective. The ob¬ 

servations that were outside the neutral band corresponded to 

the nature of the capital controls in Japan. 
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