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Exchange-rate systems: More controlled flexibility since the
late 1990s

Source: Ilzetzki, Reinhart, Rogoff (2019)
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Key concept: The international monetary trilemma

Pick two out of three:
Exchange-rate stability
Open financial account
Monetary policy autonomy
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But the trilemma has its limits as a policy guide, especially
for EMDEs

Some legitimate questions:

1 How to use capital controls?

2 How does monetary policy change if
macroprudential tools are available?

3 What if financial frictions deliver FX intervention
as an additional tool?
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IMF views and their evolution

The IMF became comfortable with floating after the early 1970s

It allows countries sovereign choice over their exchange rate systems

But it has not been clear what principles should govern intervention
by EMDEs, other than not seeking an artificial competitive advantage
in trade

The IMF is broadly comfortable with macroprudential policies

In 2012 it embraced an "institutional view" allowing capital controls
(mostly inflow controls, as in this paper) in some circumstances —but
not as substitutes for monetary/fiscal adjustment

But it is an uneasy acceptance and countries wrestle with the Fund’s
designations of "capital flow measures" owing to fear of stigma

This paper is welcome because it shows how all these tools can be
complementary —opening the door to more balanced advice to EMDE
members of the Fund
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A general point about policy from Stanley Fischer

Source: Israel Economic Review, 2010
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Let’s think simple-mindedly about this

Policymaker wants to minimize L(w1,w2), where L(0, 0) = 0 is the
optimis optimus, or bliss point

If there are two independent instruments (τ1, τ2) such that
w1 = f (τ1, τ2) and w2 = g(τ1, τ2), these can be used to attain
(w1,w2) = (0, 0)

But suppose there is only instrument τ, such that w1 = f (τ) and
w2 = g(τ), but g [f −1(0)] 6= 0 (no "divine coincidence")
Then the policymaker must minimize L(w1,w2) subject to this
constraint w2 = g

[
f −1(w1)

]
The necessary optimality conditions are:

∂L/∂w1
∂L/∂w2

=
dw2
dw1

=
dw2
dτ

dτ

dw1
=
g ′(τ)
f ′(τ)

When there are N > 2 targets and M < N instruments, life becomes
more complex—and in dynamic settings there are tradeoffs across time
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What does this perspective imply?

Policymakers can draw three general
conclusions:

1 Use all instruments (even abstracting from
instrument uncertainty)

2 Interactions among instruments will likely be
important

3 You will be forced to trade off different goals —so
anything you can do to make the tradeoffs more
palatable will be welcome (ex ante measures)
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This paper

Immensely useful (and complex!) illustration of how multiple
distortions can interact, requiring deployment of all instruments

Three-period model (t = 0, 1, 2) with four wedges of ineffi ciency

1 Paradox of thrift wedge
2 Monopoly power in trade wedge —by assumption (ε > 1)
3 UIP wedge — from Gabaix-Maggiori Γ intermediation friction, not risk
4 Land misallocation wedge

Two possible pricing conventions (PCP, DCP)
Wedges owe to sticky prices and (multiple) financial frictions, as well
as international market power (is this last realistic for a small
country?) and, in DCP case, international market segmentation
Multiple policy instruments (at t = 0, 1), with commitment

1 Monetary policy
2 External borrowing tax
3 Household borrowing tax
4 Housing-sector borrowing tax
5 FX intervention (intermediates between foreign and domestic bonds)
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Key results on capital controls and monetary autonomy

If Γ = 0, monetary policy-cum-exchange rate flexibility can effectively
stabilize inflation/aggregate demand, perhaps with a ban on
uncovered foreign currency borrowing (to exclude original sin effects)

There may be a terms of trade externality —optimal tariff?
When there are capital flow frictions, a tax on capital flows comes
into play
There are two motivations here:

1 Moderate the rents paid to foreign owners of intermediaries
2 Discourage domestic borrowers from bidding up external borrowing rate
excessively —also an optimal tariff argument

Is this rationale for capital (inflow) controls the right one; and is it
empirically important?
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Suggestion box

It is hard to keep track of the results; I suggest two tables

1 Spell out, for every period, wedges (targets) and instruments, and
separate instruments into ex ante (affecting the ex post tradeoff) and
ex post

2 Find a compact and clear way to categorize major results

Would greatly raise the paper’s readability and impact
Avoid the Meade trap (Trade and Welfare, 1955) —everyone knows
he won the Nobel for contributions on trade policy, but can anyone
tell us what they were?
If this paper is to be a guide to policy, some thought needed on
dynamic consistency of policy commitments
Investment?
Role for ex ante capital outflow controls? The IMF Institutional View
did not sanction these
Define the Lagrange multiplier ΨB in the main text, please
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Concluding question

The DCP regime requires market segmentation; but the authors
define PCP as LOOP

LOOP certainly implies PCP if domestic prices are sticky in domestic
currency

But PCP does not generally require LOOP

With market segmentation, exporters can set separate sticky
home-currency prices for exports and home goods, stabilizing
revenues in domestic currency

They won’t necessarily be the same markup over domestic marginal
cost

Isn’t this regime more comparable to the DCP regime?

Under both regimes, doesn’t market segmentation open up another
welfare-relevant wedge: between home and foreign prices of the same
home-produced good?
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