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Key Idea of the Paper 

 

 Investigating the adverse effects of capital controls policy 
on firm-level stock returns and real investment 

 

The study found that capital controls  

1) Segment international financial markets 

2) Increase the cost of capital  

3) Reduce the availability of external finance 

4) Lower firm-level investment 
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BENEFITS AND ADVERSE 
EFFECTS  

OF  
INTERNATIONAL FINANCIAL 

LIBERALIZATION 
 

Introduction 
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Benefits of free flow of international capital 

 

1. Reduce the cost of capital 

2. Increase investment & economic growth 

3. Offer international diversification gains for foreign 
investors 
 

- Chari and Henry (2004), Bekaert, Harvey, and Lundblad (2005) 
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2008 – 2009 Global Financial Crisis 

Monetary policies of U.S. FED, ECB, Bank of 
England, Bank of  Japan, etc. focus solely on 
solving domestic problems. They pressed their 
interest rates down to surprisingly low levels. 

Substantial spillover effects to emerging-market 
countries as investors were attracted to higher 
rates in Brazil, Chile, Taiwan, Thailand and 
South Korea. 

Massive influx of foreign capital. A great portion 
of them was hot money flowing in and out of the 
countries for short-term interest or speculation. 
It disturbed the economy.  

Appreciation of the exchange rate and loss of 
competitiveness with potential lasting effects on 
the export sector. 
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• M a s s i v e  c a p i t a l  i n f l o w s  a l s o  b u i l d  u p  e x c e s s i v e  
l e v e r a g e  i n  t h e  f i n a n c i a l  s y s t e m  d u r i n g  c a p i t a l  

i n f l o w  b o o m s .   

 

• W h e n  t h e r e  i s  a  s u d d e n  s t o p  i n  t h e s e  f l o w s ,  
d e l e v e r a g i n g  b e c o m e s  v e r y  c o s t l y  a n d  m a y  l e a d  t o  

f i n a n c i a l  d i s t r e s s .    

 

• T h i n k  o f  t h e  1 9 9 7  T o m  Y u m  K u n g  C r i s i s  i n  
T h a i l a n d .   

 

 

Adverse effects of  massive 
capital inflow 
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G o v e r n m e n t s  i n  e m e r g i n g - m a r k e t  c o u n t r i e s  
s t a r t e d  t o  a d o p t  c a p i t a l  c o n t r o l s  p o l i c y  t o  

  

( 1 ) c u r b  e x c e s s i v e  c a p i t a l  i n f l o w s ,   

( 2 ) m i t i g a t e  t h e  e x t e r n a l i t i e s  g e n e r a t e d  b y  a  
b u i l d  u p  i n  f o r e i g n  d e b t  a n d   

( 3 ) d e p r e c i a t e  t h e  c u r r e n c i e s .  

 

 

 

Capital Controls 
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Literature Reviews 

 

 Klein (2012) found that there is little evidence of the efficacy of capital 
controls on the growth of financial variables, the real exchange rate, or 
GDP growth. 

 

 Chamon and Garcia (2013) found that controls created distortions in 
the pricing of financial assets. 

 

 Forbes, Fratzscher, Kostka, and Straub (2012) suggested that capital 
controls in Brazil caused investors to significantly decrease their 
portfolio allocations to Brazil in both bonds and equities. 
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Theoretical Underpinnings (1) 


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Theoretical Underpinnings (2) 


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Theoretical Underpinnings (3) 
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



Theoretical Underpinnings (4) 
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



Theoretical Underpinnings (5) 
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

Depends on the scope of  
extensiveness of the controls 



Theoretical Underpinnings (6) 
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 Capital controls act like taxes that drive the cost of capital 
up. 

 

 Thus, expected returns increase and stock price drops 
down. The CARs become negative. 

 

 If capital controls have impacts on the expected value and 
cash flows of the companies, some firms can be better off if 
the expected cash flows rise up substantially enough. 

 

 For example, export companies. 
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Empirical Analysis: 
The Case Study of Brazil 



Background of capital controls in Brazil. 
17 

Brazil’s economy expanded substantially due to a 
commodity exports and consumer BOOM. In 
2008, real, a currency of Brazil, appreciated by 
50% due to massive capital inflows. 

To prevent an excessive inflow of capital, Brazilian 
government imposed IOF, which is a tax on 
foreign fixed income investments. At first, IOF is 
set at 1.5%. 

Foreign investment dropped in response from 
$45.1 billion in 2008 to $25.9 billion in 2009. 
Thus, government eliminated IOF.  

Massive capital inflows resumed. Government had 
to impose IOF with 2% rate, then 4% and even 6% 
to combat appreciation and inflation. 



Evolution of the BOVESPA index 
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Government of Brazil imposed capital controls 15 times 
during 2008-2012 
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Edemir Pinto,  
the chief executive of Brazilian Stock Exchange 
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“ IOF damaged the equity market .  
The tax on financial transactions was 
choking foreign inflows of capital.  
It should be removed.” 



Summary statistics for Brazil’s BOVESPA 
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In the period between Q4 2009 and Q 3 2011, new controls were introduced and 
changed eight times. During this subperiod, nominal and real returns of 
BOVESPA index averaged 35.4% and 26.1%. 
 

Such high returns signify a great drop in stock 
prices. 



Empirical Methodology (1) 
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 Examine investors’ reaction to the strengthening or 
weakening of capital controls.  

 

 If capital market is semi-strong form efficient, with respect 
to the announcements of capital controls, the stock prices 
will quickly adjust. 

 

 The study examines the ABNORMAL RETURNs around 
various different windows of time surrounding the 
announcement of the capital control policy. 



Empirical Methodology (2) 
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 The presenting results are based on two-day windows as it 
is the most reliable one.  

 

 The abnormal returns estimated using a market model with 
Scholes-Williams betas that make adjustments for the noise 
in daily returns data. 

 

 



Empirical Methodology (3) 
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



Firm-level summary statistics for the firms in the 
BOVESPA index 
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Post capital control announcement returns are significantly 
negative.  
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• Controlling the size, the coefficient on the constant term suggests that the CARs fall on 
average by a significant -3.39%. 

• Large firms are less affected from the capital controls. 
• Exporting firms are somewhat shielded from the capital controls. 

 



Why exporting firms are less affected? 
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 First, they may have access to foreign currency proceeds 

 

 Second, capital controls reduce capital inflows and 
subsequently prevent the domestic currency from 
appreciation. Exporters enjoy improved competitiveness 
internationally. This drives up their expected cash flows 
and abnormal returns. 
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External finance-dependent firms are more negatively 
impacted by capital controls. 
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1 . C a p i t a l  c o n t r o l s  l e d  t o  a n  i n c r e a s e  i n  c o s t  o f  c a p i t a l  
a n d  a  s i g n i f i c a n t  d e c l i n e  i n  c u m u l a t i v e  a b n o r m a l  
r e t u r n s  f o r  B r a z i l i a n  f i r m s .  

 

2 . C o n t r o l s  o n  d e b t  f l o w s  a r e  a s s o c i a t e d  w i t h  l e s s  
n e g a t i v e  r e t u r n s  t h a n  c o n t r o l s  o n  e q u i t y  f l o w s .  

 

3 . L a r g e  f i r m s  a r e  l e s s  a f f e c t e d .  

 

4 . E x p o r t i n g  f i r m s  a r e  l e s s  a d v e r s e l y  a f f e c t e d  a s  w e l l .  
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Conclusion 



5 . F i r m s  t h a t  a r e  m o r e  d e p e n d e n t  o n  e x t e r n a l  f i n a n c e  a r e  
m o r e  a d v e r s e l y  a f f e c t e d .  

 

6 . R e a l  i n v e s t m e n t  a t  t h e  f i r m  l e v e l  f a l l s  s i g n i f i c a n t l y  a s  
a  r e s u l t  o f  c a p i t a l  c o n t r o l s .  
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Conclusion 


