Capital Flow Management

By OLIVIER JEANNE*

Advanced economies have open capital
accounts but there remains a wide variety
in the capital account policies of emerging
market and developing economies. Most
emerging economies have adopted a regime
of free capital account mobility, but some
countries, such as Brazil have recently ex-
perimented with taxes on capital inflows.
Other countries that are important players
in the global economy, such as China, have
traditionally controlled their capital flows
very tightly and continue to do so.

This raises several questions. First, why
do countries have so different ways of man-
aging their capital accounts? Second, do
the international spillovers associated with
capital account policies warrant more in-
ternational oversight or coordination than
is now the case? It may seem surprising
that unlike for international trade in goods,
where the World Trade Organization offers
a strong set of rules, there are no inter-
national rules for capital account policies.?
The rationale for government management
of capital flows, and whether there is a need
for international “rules of the game” for
those policies, have been identified as im-
portant questions for the G20 discussions
after the crisis, and the staff of the IMF has
produced several analytical papers on those
issues (IMF (2011), Ostry et al. (2011)).

The theoretical literature had little to say
about those issues until recently. A few re-
cent papers, however, have started to pro-
vide a more rigorous welfare-based analy-
sis of the gains and costs of capital ac-
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1With some exceptions, such as the pre-requisite of
capital mobility for European Union membership.

count restrictions for individual countries
and for the rest of the world. This paper
will present a brief and selective review of
the lessons we have learnt from that litera-
ture.

I. Light touch

The global financial crisis of 2008 has
been followed by a new wave of experi-
mentation with prudential capital controls,
with Brazil as the poster child.? Brazil in-
troduced a tax on all capital inflows ex-
cept foreign direct investment in October
2009, at a time when many emerging mar-
ket economies were faced with a surge in
capital inflows. In October 2010 the tax
rate on debt inflows was raised to 6 percent,
whereas that on inflows of portfolio equity
remained at 2 percent. The tax was low-
ered recently as the surge in capital flows
to emerging market countries abated, con-
sistently with the tax’s stated intention of
smoothing out the boom-bust cycle in cap-
ital flows. It is too early to tell whether
the Brazilian experience was a success, but
there is evidence that the tax was effective,
perhaps in part because the tax rate has
remained relatively low.

Theoretical justification for such policies
can be found in the new welfare economics
of prudential capital controls, reviewed
in Jeanne, Subramanian and Williamson
(2011) and Korinek (2011b). This litera-
ture essentially transposes to international
capital flows the closed-economy analysis
of the macroprudential policies that aim
to curb the boom-bust cycle in credit and
asset prices. Frictions in the credit mar-
ket lead to an amplification mechanism in
which growth in credit and asset prices feed

2Taiwan, Korea, Indonesia and Thailand also intro-
duced curbs on capital inflows in 2009 and 2010. His-
torically, emerging market economies have resorted to
such capital controls before, with Chile as an important
example until the late 1990s.
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on each other, positively in the boom and
negatively in the bust. Individual agents
tend to overborrow in the boom because
they do not take into account the impact of
their borrowing on aggregate systemic risk.
Thus, it is optimal to impose a Pigouvian
tax on debt inflows in the boom to reduce
the risk and severity of the bust.?

The Brazilian capital controls are consis-
tent with the main features of the optimal
prudential tax implied by theory. First,
the tax should be on capital inflows. Sec-
ond, the tax should be countercyclical, i.e.,
it should be raised when there is surge of
capital inflows and reduced when the pres-
sure abates. Third, the tax should also be
differentiated by type of inflow: the tax
rate should be higher on the flows that
are systemically more dangerous (such as
short-term or foreign currency debt) than
on portfolio equity flows or FDI (Korinek
(2010)). The optimal tax, thus, happens to
fall primarily on the types of capital flows
that have not been found to have a signifi-
cant positive effect on growth.

The optimal tax has been quantified
in calibrated dynamic welfare optimizing
models.  Models with endogenous and
occasionally binding constraints are not
tractable and must be simplified in some re-
spects to be solvable, even numerically, but
the results may be informative. As a nice
example of this approach is Bianchi (2011),
who finds, in a model calibrated to Ar-
gentina, that the optimal tax rate on one-
year foreign currency debt increases with
the country’s indebtedness and fluctuates
between 0 percent and a maximum of 22
percent.

II. Heavy hand

The capital account restrictions of many
countries are much more intrusive than
the optimal prudential controls described
above. China, because of its importance

3Should those objectives be reached with domestic
macroprudential regulation rather than capital controls?
If the transactions that need to be taxed tend to take
place between residents and nonresidents this is a se-
mantic question. Furthermore, the reach of capital con-
trols may be broader than that of macroprudential reg-
ulation if the latter is limited to the banking system.
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in the global economy, is the most signifi-
cant example. It would be an exaggeration
to describe the Chinese capital account as
closed, if only because China receives large
amounts of FDI (and even encourages it
through tax incentives). But China severely
restricts other forms of capital inflows, and
controls its outflows too. Most of the Chi-
nese foreign assets are accumulated as in-
ternational reserves, which the authorities
have accumulated in large quantities.

Let us consider, as a stylized theoretical
representation of this type of policy, a coun-
try that has “full control” over its capital
flows, in the sense that it can determine—
directly or indirectly—the levels of capital
inflows and outflows of various types. Then
full control over capital flows implies full
control over the trade balance and the real
exchange rate. To see this, consider the
simple case of a country in which finan-
cial flows are limited to FDI inflows and re-
serves accumulation. Assume that a given
year, the authorities increase reserves by
$1bn keeping FDI inflows unchanged. Then
as a matter of accounting the current ac-
count and the trade balance must increase
by the same amount ($1bn). And the real
exchange rate must, in equilibrium, be con-
sistent with that trade balance. With full
control over the capital account, the au-
thorities can undervalue the real exchange
rate and affect trade flows in the same way
as they would with tariffs and subsidies on
trade. Jeanne (2011) formalizes this sim-
ple argument in a model with tradable and
nontradable goods and looks at the domes-
tic implications of such a policy.

There can be a domestic welfare case for
such a policy, in the same way as there was
a welfare case for prudential capital con-
trols. For example, it could be justified by
learning-by-doing externalities in the trad-
able good sector (Rodrik (2008), Aizenman
and Lee (2010)). The trade-off, in this case,
is between the growth benefit of developing
the tradable good sector and the valuation
loss on the reserves that will be incurred
when the domestic currency eventually ap-
preciates.
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ITII. Is there a need for international
rules?

There is a theoretical presumption that
international cooperation is desirable for
capital account policies for the same reason
as it is desirable in the area of international
trade. At an abstract level, capital controls
are taxes on intertemporal trade between
countries, and there is no reason to believe
that they should be less of a collective con-
cern than taxes on intratemporal trade, i.e.,
tariffs. Even when capital account restric-
tions are justified by a domestic externality
(as discussed in the previous two sections),
they have an impact on the rest of the world
that needs to be taken into account. For
example, Forbes et al. (2011) find that cap-
ital controls in Brazil caused investors to in-
crease the share of their portfolios allocated
to other Latin American countries, possibly
shifting vulnerabilities from one country to
another.

Unlike for trade policies, where the wel-
fare benefits of international cooperation
have been studied in a large literature, there
has been relatively little research on the in-
ternational coordination of capital account
policies. Recent exceptions are Costinot,
Lorenzoni and Werning (2011) and Korinek
(2011a), and I am summarizing their main
conclusions below.

On one hand, both papers point out that
international cooperation is warranted if
countries are large enough to influence their
intertemporal terms of trade (the world real
interest rate). In the two-country model
of Costinot, Lorenzoni and Werning (2011),
the country that borrows can raise its wel-
fare relative to the laissez-faire level by im-
posing a tax on capital inflows, and lower
in this way the interest rate that it must
pay to the lending country. Conversely, the
lending country will want to impose a tax
on capital outflows in order to raise the
world interest rate. The Nash equilibrium
of this game leads to a Pareto inefficient
“capital war” in which both countries see
their welfare decreased. This is, essentially
the transposition to intertemporal trade of
the classical “optimal tariff’ argument for
free trade.
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On the other hand, Korinek (2011a)
shows that international cooperation is less
justified if countries are small and use capi-
tal account restrictions to redress domestic
externalities. The Nash equilibrium in this
case may look like a capital war and lead
to a decrease in the world real interest rate
but it is Pareto efficient. The reason is that
there is no true international externality:
the spillovers that countries impose to each
other are mediated through a price (the
real interest rate) in a perfectly competitive
market (the global capital market) so that
the first welfare theorem applies to the de-
centralized equilibrium between countries.
A coordinated reduction in capital account
restrictions may be justified, however, if the
restrictions involve deadweight administra-
tive costs or induce circumvention effort.

Those papers make important inroads
but important questions remain to be ex-
plored. In particular, it would be inter-
esting to understand better how capital
account policies interact in a Keynesian
model of the global economy with insuffi-
cient global demand. Presumably, inter-
national cooperation might be justified to
prevent a Nash equilibrium in which coun-
tries use capital account policies to im-
plement beggar-thy-neighbor depreciations
that boost domestic employment at the ex-
pense of foreign employment.

IV. Conclusion

The international community invests con-
siderably more effort in maintaining a level
playing field for international trade in goods
than for international trade in assets. This
may be justified by the fact that the gains
from free trade seem much larger for the for-
mer than for the latter (Bhagwati (1998)).
However, capital account restrictions can
be used to distort real exchange rates to
the advantage of the countries that impose
them, which contradicts the purpose of the
trade rules and over time may erode the
support for free trade. Omne could try to
get the international community to agree
to the appropriate levels or ranges for ex-
change rates, but given the difficulties in-
volved in such an exercise, it would make



4 PAPERS AND PROCEEDINGS

sense to focus instead on the source of the
distortions in domestic policies, in particu-
lar capital account policies.

Whence a case for introducing a dose
of international oversight—or even interna-
tional rules—over capital account policies,
at least for the countries that are signifi-
cant participants in the global trade system.
Those rules should have a light touch and
the goal should certainly not be free capital
mobility, since at least some forms of capital
controls might be justified to redress domes-
tic externalities—and might do so without
imposing significant negative externalities
on the rest of the world. In Jeanne, Sub-
ramanian and Williamson (2011) we dis-
cuss and compare different approaches to
international cooperation in this area, and
propose—for the sake of transparency and
as a way of limiting the potential harm—
that capital controls be price-based and
with a tax rate less than 15 percent.

More generally, capital account policies,
defined in a broad sense (in particular, in-
cluding public accumulation of foreign as-
sets), touch on several issues at the core
of the debates on reforming the interna-
tional monetary system. Further research is
needed to better understand the conditions
under which the international spillovers
from capital account policies warrant inter-
national coordination.
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