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Special Thanks to FLAR and BCRP...

...where I have tried to learn about inflation, K flows, and monetary policy
(and remembering Renzo Rossini)
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Motivation and Main Questions

In recent inflationary episode, countries that experienced higher
inflation also had larger current account deficits

Main questions:

1 Is this pattern consistent with standard models?
2 Does it suggest a need for policy intervention, specially capital
controls?

==> The paper’s answers: yes and yes
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Some Evidence

Presumably, countries that had stronger inflationary pressures needed
to tighten more

(A suggestion: graph CA vs output gaps)
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Strategy of the paper

Sets up a fairly standard, Obstfeld-Rogoff type, two country, dynamic
New Keynesian model

Perfect foresight + "MIT shock"

Supply shock hits Home country
Analysis of "optimal" monetary policy with and without capital
controls (free K mobility vs managed K flows)
"Optimal": world welfare = sum of countries’welfare, full
cooperation and commitment
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Key Claims

1 Under free K mobility, Home country (experiencing the supply
shock) borrows from the other (it runs a CA deficit)

2 Under managed K flows, the result is reversed, i.e. the country hit
by the supply shock should reduce demand even more and lend to
the other country (Home must have a trade surplus)

3 How does the paper rationalize these findings?

Capital inflows increase marginal production costs (because of labor
supply effects or real appreciation)
In so doing, it worsens the inflation-unemployment tradeoff for the
affected country
From a world viewpoint, it would be welfare improving for capital flows
to move in the opposite direction
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Basic Framework for the Analysis

Mostly standard two country open economy model leading to

where the W and D denote world sums and differences (as in Aoki
1981), e.g.

yWt = yt + y ∗t
yDt = yt − y ∗t

ut , u∗t are supply shocks, and θt is the consumption differential:

θt = ct − c∗t
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World Welfare

Special assumptions so that the world welfare function can be expressed as

Remarks:

Derived from a second order approximation of the sum of Home and
Foreign utilities

Very strong restrictions: symmetry matters, as well as log utility,
etc.

There is an "optimal subsidy in the steady state"
The payoff: no linear terms (Woodford)

Not really necessary: Sutherland, Benigno-Benigno
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Free K Mobility

Under free K mobility, θt = 0 at all times, i.e. ct = c∗t
(Backus-Smith)

Optimal policy prescribes a "target" strategy

(Time inconsistency seems present)

Trade balance:
nxt =

η − 1
η
(yt − y ∗t )

The country that has the lowest output runs a trade deficit, which is
intuitive

This relation could be checked against the data, as noted earlier
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Managed K Flows

If θt = ct − c∗t is a policy variable, it must be set as θt = 2yDt , or

ct − c∗t = 2(yt − y ∗t )

K flows must be managed so that the country with the lower output
must also have lower consumption
Trade balance

nxt = −
1
η
(yt − y ∗t )

The country with lower output (and lower consumption) must run a
trade surplus
Policy: the Home country, hit by adverse supply shock, should give its
citizens an incentive to reduce consumption (even more, presumably)
and invest abroad
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Quick Proof of Central Result

Consider small variations dθt = x and dyDt = z that keep other variables
the same. Then (x , z) must satisfy:(

1
η
+ φ

)
z +

1
2
x = 0
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Recalling the world objective:

the impact of the (x , z) variation is

2
(
1
η
+ φ

)
yD z +

1
2

θx

Setting to zero and combining with previous slide, we obtain the crucial
condition

θt = 2yDt
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What is going on

The managed K policy tries to balance consumption and output
differentials
It is not clear if the managed flows policy is Pareto superior to free
K flows

If not, the managed K flows policy could make the Home country
worse off relative to free K mobility
(This is possible if the policy, at the same time, makes the foreign
country better off and the improvement in the Foreign country is
quantitatively larger than the damage to Home)

Need to examine the welfare consequences for each country in
isolation, not only the overall welfare effect
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What I like about the paper...

If a country is hit by a supply shock, K inflows complicate the
inflation-unemployment trade-off

The paper illustrates this idea in a simple, attractive framework
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...and what requires more work

Model is very special, many restrictive assumptions (e.g. log utility of
consumption) needed for tractability

How important are these restrictions for the main results?

I think that the intuition behind the key reversal result is still to be
fleshed out

Most fundamentally: I am skeptical about the maintained
assumptions about the world planning problem
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"Effi ciency", "Optimality", and Interpreting Results

The meaning of "optimal" is defined by

The underlying assumption is that there is an "obvious" measure of
world welfare: the sum of utilities

One implication is that falling utility in one country can be
"compensated" by increasing utility in the other country (as I have
mentioned already)

As a consequence, the "optimal" policy with managed K may be
not Pareto superior to free K mobility
Hard to "sell" (e.g. would you tell Home agents that they need to
curtail consumption, even if they lose, if their loss is smaller than the
gain to Foreigners?)
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Symmetry may be defensible, but analysis is not robust to simple
monotonic transformations of utility
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Some Alternatives

Authors might want to graph evolution of country specific demand
and welfare under the proposed policy alternatives

Instead of assuming a world welfare criterion, think about initial
policy negotiation

Suppose that, at the beginning of time, governments meet and
bargain about capital controls
The bargaining outcome would be given by the Nash bargaining
solution for θ

If the outside option is the free K mobility outcome, the solution
would most probably differ from the paper’s solution
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Final Remarks

The paper is a useful contribution and it helps us thinking about the
interaction between monetary policy and the structure of capital
markets

As a case for active capital markets management, I would need more
convincing

Thank you!!
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