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Key concept: The international monetary trilemma

Pick two out of three:

@ Exchange-rate stability
@ Open financial account
@ Monetary policy autonomy

Floating exchange
rate regime
e.g., Japan, Canada

Financially closed E&Cﬁaﬂﬂ‘ qusmﬁiﬁty Monetary Union /

system Currency Board
e.g., Bretton Woods e.g. Euro, Gold Stand.,
Hong Kong
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But the trilemma has its limits as a policy guide, especially

for EMDEs

o Some legitimate questions:
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But the trilemma has its limits as a policy guide, especially

for EMDEs

o Some legitimate questions:

o How to use capital controls?

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

@ 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
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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

o 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

Not infrequently we hear central bankers say something like: “We have only
one instrument — money growth (or the interest rate) - and so we can have only
one target, inflation.” This view may be based on the targets and instruments
approach of Tinbergen, of over 50 years ago, the general result of which was
that you need as many instruments as targets. That view is correct if you have
to hit the target exactly.

But it is not correct if the problem is set up as is typical in microeconomics,
where the goal is to maximize a utility function subject to constraints, in a
situation where for whatever reason it is not possible to hit all the targets
precisely and all the time. Among the reasons we may not be able to hit our
targets precisely and all the time is that there may be more targets than
instruments, for instance when the central bank's maximand is a function of
output and growth. In that case we have to find marginal conditions for a
maximum, and to talk about trade-offs in explaining the optimum.

Source: Israel Economic Review, 2010

M. Obstfeld (UC Berkeley and NBER) Comments on an IPF July 9, 2020



Let’s think simple-mindedly about this

@ Policymaker wants to minimize L(wi, wy), where L(0,0) = 0 is the
optimis optimus, or bliss point
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Let’s think simple-mindedly about this

@ Policymaker wants to minimize L(wy, wa), where L(0,0) = 0 is the
optimis optimus, or bliss point

o If there are two independent instruments (71, T2) such that
wy; = f(T1,T2) and wy = g(T1, T2), these can be used to attain
(w1, w2) = (0,0)

@ But suppose there is only instrument T, such that wy = f(7) and
wr = g(T), but g[f~1(0)] # 0 (no "divine coincidence")

@ Then the policymaker must minimize L(wy, ws) subject to this
constraint wo = g [f(w1)]

@ The necessary optimality conditions are:

8L/aw1 dW2 . dW2 drt g/(T)

aL/aWQ - dW1 - dt dWl - f/(T)

@ 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?

o Policymakers can draw three general
conclusions:
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What does this perspective imply?

o Policymakers can draw three general
conclusions:

0 Use all instruments (even abstracting from
instrument uncertainty)

@ Interactions among instruments will likely be
important

@ 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

M. Obstfeld (UC Berkeley and NBER) Comments on an IPF July 9, 2020



This paper

o 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 inefficiency

M. Obstfeld (UC Berkeley and NBER) Comments on an IPF July 9, 2020 9/12



This paper

o 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 inefficiency
@ Paradox of thrift wedge

M. Obstfeld (UC Berkeley and NBER) Comments on an IPF July 9, 2020 9/12



This paper

o 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 inefficiency

@ Paradox of thrift wedge
@ Monopoly power in trade wedge — by assumption (¢ > 1)

M. Obstfeld (UC Berkeley and NBER) Comments on an IPF July 9, 2020 9/12



This paper

o 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 inefficiency
@ Paradox of thrift wedge
@ Monopoly power in trade wedge — by assumption (¢ > 1)
© UIP wedge — from Gabaix-Maggiori I" intermediation friction, not risk

M. Obstfeld (UC Berkeley and NBER) Comments on an IPF July 9, 2020 9/12



This paper

o 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 inefficiency
@ Paradox of thrift wedge
@ Monopoly power in trade wedge — by assumption (¢ > 1)
© UIP wedge — from Gabaix-Maggiori I' intermediation friction, not risk
© Land misallocation wedge

M. Obstfeld (UC Berkeley and NBER) Comments on an IPF July 9, 2020 9/12



This paper

o 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 inefficiency
@ Paradox of thrift wedge
@ Monopoly power in trade wedge — by assumption (¢ > 1)
© UIP wedge — from Gabaix-Maggiori I' intermediation friction, not risk
© Land misallocation wedge

@ Two possible pricing conventions (PCP, DCP)

M. Obstfeld (UC Berkeley and NBER) Comments on an IPF July 9, 2020 9/12



This paper

o 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 inefficiency
@ Paradox of thrift wedge
@ Monopoly power in trade wedge — by assumption (¢ > 1)
© UIP wedge — from Gabaix-Maggiori I' intermediation friction, not risk
© 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

M. Obstfeld (UC Berkeley and NBER) Comments on an IPF July 9, 2020 9/12



This paper

o 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 inefficiency

@ Paradox of thrift wedge

@ Monopoly power in trade wedge — by assumption (¢ > 1)

© UIP wedge — from Gabaix-Maggiori I' intermediation friction, not risk
© 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

M. Obstfeld (UC Berkeley and NBER) Comments on an IPF July 9, 2020 9/12



This paper

o 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 inefficiency

@ Paradox of thrift wedge

@ Monopoly power in trade wedge — by assumption (¢ > 1)

© UIP wedge — from Gabaix-Maggiori I' intermediation friction, not risk
© 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

e Multiple policy instruments (at t = 0, 1), with commitment

@ Monetary policy

M. Obstfeld (UC Berkeley and NBER) Comments on an IPF July 9, 2020 9/12



This paper

o 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 inefficiency

@ Paradox of thrift wedge

@ Monopoly power in trade wedge — by assumption (¢ > 1)

© UIP wedge — from Gabaix-Maggiori I' intermediation friction, not risk
© 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

e Multiple policy instruments (at t = 0, 1), with commitment

@ Monetary policy
@ External borrowing tax

M. Obstfeld (UC Berkeley and NBER) Comments on an IPF July 9, 2020 9/12



This paper

o 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 inefficiency

@ Paradox of thrift wedge

@ Monopoly power in trade wedge — by assumption (¢ > 1)

© UIP wedge — from Gabaix-Maggiori I' intermediation friction, not risk
© 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

e Multiple policy instruments (at t = 0, 1), with commitment

@ Monetary policy
@ External borrowing tax
© Household borrowing tax

M. Obstfeld (UC Berkeley and NBER) Comments on an IPF July 9, 2020



This paper

o 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 inefficiency

@ Paradox of thrift wedge

@ Monopoly power in trade wedge — by assumption (¢ > 1)

© UIP wedge — from Gabaix-Maggiori I' intermediation friction, not risk
© 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

e Multiple policy instruments (at t = 0, 1), with commitment

@ Monetary policy

@ External borrowing tax

© Household borrowing tax

@ Housing-sector borrowing tax

M. Obstfeld (UC Berkeley and NBER) Comments on an IPF July 9, 2020



This paper

o 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 inefficiency

@ Paradox of thrift wedge

@ Monopoly power in trade wedge — by assumption (¢ > 1)

© UIP wedge — from Gabaix-Maggiori I' intermediation friction, not risk
© 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

e Multiple policy instruments (at t = 0, 1), with commitment

@ Monetary policy
@ External borrowing tax
© Household borrowing tax

© Housing-sector borrowing tax
@ FX intervention (intermediates between foreign and domestic bonds)
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Key results on capital controls and monetary autonomy

o If ' = 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)
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o If I' = 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:

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

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

@ One might worry more about appetite shocks fueling excessive lending
(a macroprudential issue) or causing an appreciation that squeezes
the export sector and thereby weakens external sustainability
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@ 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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