
The Challenge for National Macroeconomi c Managemen t 

The proble m t o b e deal t wit h macroeconomi -
cally i s one o f aggregate deman d runnin g ahea d 
of aggregat e supply . Th e difficult y ma y simpl y 
be on e o f timing , a s som e Mexica n policy -
makers maintained . Polic y reform s an d th e 
associated investmen t ma y b e properl y directe d 
towards increasin g aggregate supply capacity fo r 
tradeable goods , but gettin g th e additiona l pro -
duction o n strea m take s time . Mexico' s export s 
of manufactures wer e i n fact growin g fas t i n th e 
early 1990s - bu t no t a s fast a s the import s stim -
ulated b y th e increas e i n aggregat e demand . 
Losing th e rac e ma y b e ver y costly . O n e 
response i s to tr y t o slow down demand , bu t w e 
shall se e tha t thi s i s intimatel y relate d t o th e 
capital flow problem. 

5.1 Preventin g the Increase in 
Aggregate Demand 

What i s required i s some policy in the face of this 
increase in demand. As we shall see, such policies 
require th e authoritie s t o fac e u p t o a  funda -
mental dilemma . I n th e short-to-mediu m ru n 
there i s macroeconomi c disequilibrium . Th e 
obvious weapon with which to fight the increas e 
in aggregat e deman d i s a  ris e i n th e domesti c 
nominal interes t rate . A  ris e i n th e nomina l 
interest rate will depress domestic interest-sensi -
tive expenditures . T o th e exten t tha t domesti c 
inflationary pressure s ar e threatening , th e 
nominal interes t rate will need t o go sufficientl y 
high t o raise the rea l interes t rat e sufficiently t o 
depress expenditures an d contain th e boom . 

This i s a  very bi g task . Polic y authoritie s i n 
advanced industria l countries are accustomed t o 
using monetary policy to respond t o increases of 
aggregate demand - du e to investment boom s or 
consumption booms - o f perhaps as much as five 

per cent of GDP. For example, the extraordinar y 
boom i n German y post-reunificatio n adde d t o 
aggregate deman d b y a s much a s six per cen t o f 
GDP. B y contras t th e increas e i n investmen t 
resulting fro m th e liberalisatio n whic h w e ar e 
discussing might take the investmen t share fro m 
the hig h teen s (number s commo n i n Lati n 
America) t o th e thirtie s an d abov e whic h ar e 
common i n the Asian NIEs, and within the space 
of a  decade o r even hal f a  decade. Such shift s -
in the absence of immediate and unprecedente d 
mobilisation o f national saving s effort s -  woul d 
require the use of tight monetary policy of a kind 
without precedent i n the OECD countries. Note 
that Europea n pos t war growth saw high invest -
ment shares , bu t capita l wa s ver y immobil e 
internationally, an d ther e wa s tigh t credi t 
rationing t o mobilise savings . 

5.2 Th e Dilemm a 

A tigh t monetary policy will itself induce capita l 
inflow, over and above that attracted by the ne w 
investment opportunities . Tha t capita l inflo w 
will mak e i t ver y difficul t t o preven t th e 
exchange rat e fro m appreciating . Thi s i s a n 
example o f the 'inconsisten t trilogy' : in general , 
it i s impossible t o maintai n simultaneousl y fre e 
movement o f capital, domestic monetary auton -
omy, and a  fixed exchange rate . 

Indeed, a  ver y tigh t monetar y policy , suffi -
cient t o sto p a n investmen t boo m o f th e kin d 
discussed above , wil l mak e i t impossibl e t o 
prevent th e exchang e rat e fro m appreciatin g a 
very grea t deal . I f capita l i s ver y mobile , w e 
should expect appreciation to go so far as to com-
promise severel y th e new-foun d profitabilit y o f 
the export sector. Indeed i f capital is very mobile, 
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the mechanis m b y which th e investmen t boo m 
is damped dow n wil l consis t almos t entirel y o f 
the crowdin g ou t o f ne t exports , sinc e interes t 
rates will not be able to increase far above world 
levels. 

5.3 Th e Policy Options - a  Taxonomy 

We ca n creat e a  taxonom y o f response s t o thi s 
dilemma. Each responds to the increase in aggre-
gate demand i n a  different way . 

(i) sterilised  intervention 
The Centra l Ban k may attempt t o maintain th e 
value of the exchang e rat e i n the face o f capita l 
inflow b y buyin g u p reserve s i n exchang e fo r 
domestic money . I t ma y the n als o attemp t t o 
prevent consequence s o f th e inflo w fo r th e 
domestic money supply, by selling domestic-cur -
rency denominated government bonds to a value 
equal t o th e capita l inflow , s o a s t o maintai n a 
fixed monetar y bas e i n th e fac e o f th e macro -
economic disturbance . Thi s i s a  polic y o f 
sterilised intervention . I n th e vie w o f severa l 
observers, this policy has often been successful, a t 
least withi n limit s (Domíngue z an d Frankel , 
1993; IMF, 1995; Montiel, 1995) . 

The effec t o f such a  policy could wel l be no t 
just t o preven t th e capita l inflo w fro m leadin g 
to a  monetar y expansion , bu t als o t o forc e u p 
domestic interes t rates on domestic governmen t 
bonds an d s o provid e som e macroeconomi c 
dampening. Thi s i s because portfoli o holder s -
both domesti c an d foreig n -  woul d hav e t o 
absorb a n increase d suppl y o f thes e assets . T o 
the exten t tha t th e capita l inflo w wa s carrie d 
out wit h th e intent io n o f purchasin g suc h 
bonds, then n o yield adjustments woul d be nec-
essary. But t o th e exten t tha t th e capita l inflo w 
was carried out with the intentio n o f purchasing 
real assets , whose profitabilit y ha s rise n fo r th e 
reasons discusse d i n th e previou s chapter , th e 
sterilised interventio n wil l creat e a n ex-ant e 
excess suppl y o f governmen t bonds , an d wil l 
lead t o a  ris e i n interes t rates . I n general , too , 
we would expec t domesti c an d foreig n asset s t o 
be les s substitutabl e fo r ou r 'emergin g market ' 

economy tha n fo r a  highly developed country . 
There ar e fou r problem s wit h suc h a  policy . 

First ther e ar e limit s t o th e exten t tha t suc h a 
policy ca n b e pursue d i n th e fac e o f larg e an d 
determined capita l movements ; th e Centra l 
Bank ma y simpl y ru n ou t o f sufficien t govern -
ment pape r assets , o r th e capacit y o f new , thi n 
markets for government paper to absorb this new 
emission ma y b e limited . I n th e en d th e polic y 
becomes unsustainable , fo r reason s alread y 
described. 

Second, sterilise d interventio n i s typicall y 
very costly for a developing country. It is likely to 
be paying severa l hundred basi s points mor e o n 
its obligations tha n i t earn s o n th e foreig n cur -
rency asset s i t ha s purchased . Th e quasi-fisca l 
burden ma y be very great . 

Third, suc h a  policy ma y be macroeconomi -
cally unstabl e an d it s effect s upo n aggregat e 
capital flows  unsustainable . I t i s tru e tha t an y 
rise i n domesti c interes t rate s ma y dampe n th e 
attractiveness of investment i n the export sector 
and thereby dampen capital inflow whose desired 
destination i s investment i n that sector. But such 
a ris e i n domesti c interes t rate s wil l mea n tha t 
returns on bonds in the home country rise above 
returns abroad, and that will encourage inflows of 
capital fund s int o thos e assets . An y reduce d 
capital inflo w o f th e firs t typ e wil l simpl y b e 
replaced by inflow of the second type, which may 
be eve n greater . Capita l inflo w wil l continue , 
creating furthe r nee d fo r sterilisation . Indee d i f 
capital i s very mobile , capita l inflow s wil l con -
tinue unabate d precisel y unti l th e polic y i s 
abandoned. 

For al l thes e reasons , sterilise d interventio n 
may be useful when a capital inflow i s temporary, 
but i t i s unsustainable an d unwis e i n th e fac e o f 
long-term inflows . Moreover , a  polic y respons e 
relying upo n sterilise d interventio n ignore s ou r 
fundamental dilemma . Observer s wh o believ e 
that suc h a  polic y respons e i s likel y t o b e ade -
quate ar e viewing the capita l inflo w i n isolatio n 
from othe r macroeconomi c developments . 
Because of the large demand boom the monetar y 
authorities wil l need t o raise interes t rates ; the y 
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may nee d t o rais e interes t rate s wel l abov e th e 
levels which migh t possibl y b e induce d b y ster -
ilised intervention . Bu t for th e ver y reasons jus t 
described, i f capital i s mobile, any such increas e 
in interes t rate s will generate capita l inflo w o f a 
magnitude sufficien t t o destro y th e sterilise d 
intervention. 

(ii) unsterilised  intervention 
The centra l bank ma y als o attempt t o maintai n 
the exchang e rat e b y buyin g u p reserve s i n 
exchange fo r domesti c money , allowin g th e 
money supply to expand i n consequence. This is 
a policy o f unsterilised intervention . I t faces n o 
financial constraint , i n tha t th e Centra l Ban k 
can -  i n principl e withou t limi t -  exchang e it s 
domestic mone y (whic h i s it s own liability ) fo r 
foreign reserves . 

But such a  policy prevents th e Centra l Ban k 
from takin g any policy response to moderate th e 
demand boom . Indeed , th e expansio n o f th e 
money suppl y may allow domestic interes t rate s 
to fall , an d s o aggravat e th e domesti c deman d 
boom. 

The consequenc e wil l b e a  combinatio n o f 
(i) domesti c inflatio n an d (ii ) afte r a n interval , 
competitiveness pressures on the tradeable goods 
sector -  bot h th e expor t secto r an d th e impor t 
competing sector . Rea l exchang e rat e apprecia -
tion come s throug h a  ris e i n price s rathe r tha n 
nominal appreciation . 

If capital i s very mobile, so that ther e i s little 
or no scope for interes t rate increases , we should 
expect competitiveness pressure s to continue s o 
far a s t o compromis e severel y th e new-foun d 
profitability o f the expor t sector . Excess deman d 
and continuin g inflatio n wil l prevai l unti l th e 
investment boo m survive s onl y t o th e exten t 
that i t has crowded ou t ne t export s i n a  curren t 
account deficit . Th e econom y wil l the n b e lef t 
with an overblown cos t structure, i f the nomina l 
exchange rat e i s fixe d (rea l appreciat ion) . 
Another formulation o f this problem stresses the 
rise in the price of nontradeables tha t i s induced 
by the expansio n o f domestic deman d ahea d o f 
supply - an d hence rea l exchange rat e apprecia -

tion, with th e consequences noted . 

(iii) currency  appreciation 
The centra l ban k ma y allow a  nominal appreci -
ation o f th e currency , o r wit h a  currency band , 
may widen the band of permissible currency fluc-
tuations an d allo w th e (rea l an d nominal ) 
exchange rat e t o drif t up . Thi s wil l chec k th e 
domestic boom by putting pressure on both trade-
able good s sector s -  bot h th e expor t secto r an d 
the import-competin g sector . 

As alread y noted , i f capita l i s ver y mobile , 
we should expect appreciation to go so far that i t 
will seriously reduce the profitability o f the expor t 
sector. If the monetary authorities are resolute in 
their determination t o stop excess demand fro m 
leading to inflation, the n they will persevere with 
monetary restrain t unti l th e investmen t boo m 
survives onl y t o th e exten t tha t i t ha s crowde d 
out ne t exports . 

Despite thes e problem s associate d wit h 
exchange rate flexibility,  one can already see that 
a fixed exchange rate may be the worst policy. It 
may prov e impossibl e -  eve n wit h a  fixe d 
nominal rat e -  t o sto p th e rea l appreciatio n 
because of domestic inflation. The fixed nominal 
exchange rat e ma y a t th e sam e tim e remov e 
future flexibility  t o respond t o a  capital outflow . 
And pric e rise s ar e harde r t o revers e tha n 
nominal exchang e rat e depreciation , i f th e 
capital inflows themselves reverse. A fortiori,  cur-
rency boar d arrangement s ar e t o b e avoided , 
except i n th e cas e o f ver y small , ver y ope n 
economies (eve n then, the Central Ban k should 
retain scop e fo r lende r o f las t resor t action s an d 
should arrang e line s o f credi t i n advanc e o f 
potential crises) . 

5.4 Softenin g the Fundamenta l Choice 
The fundamenta l choice , however , i s no t 
between fixed  an d floating  exchang e rates . I t i s 
between, on the one hand, attempting to prevent 
the rea l appreciation, th e pressure on th e trade -
able goods sector, and the emergence of a current 
account deficit ; and , on th e othe r hand , accom -
modating the capital inflows and allowing this to 
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happen (eithe r b y floating  th e exchang e rat e o r 
by allowing domesti c inflation) . I n general , th e 
appropriate response depends on th e assessmen t 
of whether th e inflow s wil l persist. I f so, accom -
modation i s the right choice, and hindering i t is 
positively harmful . Eve n a  'virtuous ' contrac -
tionary fiscal policy, recommended by Schadler et 
al. (1993 ) an d Corb o an d Hernande z (1994 ) i n 
all circumstances, wil l for persisten t inflow s jus t 
increase th e require d degre e o f rea l exchang e 
rate appreciatio n (b y improvin g th e curren t 
account) an d s o hurt th e tradeable s secto r eve n 
more (Kenen , 1996) . 

As Kenen (1996 ) points out, however, 'ther e 
is n o wa y t o forecas t th e duratio n o f a  capita l 
inflow and, therefore, no way to know whether a 
country shoul d accommodat e t o it' . I n vie w o f 
this ineradicable uncertainty , i t may be sensibl e 
to softe n th e choice , possibl y b y reducin g th e 
net inflow . 

There are indeed a  number of ways of soften -
ing the choice : 

to quicken th e pace of trade liberalisatio n 

to increase the reserve ratio applying t o 
bank deposit s 

to switch government-controlled deposit s 
from th e commercia l banks to the centra l 
bank 

to improve the mobilisatio n o f privat e 
savings 

to eliminate an y remaining subsidies t o 
inward investment , suc h a s investmen t 
guarantees, location subsidies , etc . 

to impose or increase control s on capita l 
inflows 

to relax controls on capita l outflows . 

We discuss these further i n Chapter 6, togeth-
er with a  review of some important country cas e 
examples. 

5.5 Capita l Inflows and Budge t Deficits 

A numbe r o f countries , som e i n Africa , hav e 

been carryin g ou t polic y reform s tha t involv e 
significant liberalisation , but they have not mad e 
corresponding progres s i n fisca l consolidation . 
Budget deficit s ar e financed  b y sellin g govern -
ment bonds. Interest rates rise to the point wher e 
foreign capita l i s attracte d an d capita l inflo w 
ends up financing  th e deficits. The consequenc e 
is a weakening o f the fiscal  constraint -  th e dis -
cipline tha t coul d suppor t fiscal  refor m i s lost . 
The hig h rate s o f return tha t induc e th e inflo w 
are illusory , i n th e sens e tha t th e inflow s d o no t 
finance investmen t i n tradeable s wit h a  corre -
spondingly hig h yield . Th e lesso n i s tha t th e 
deficit should be controlled before openin g up to 
capital flows. 

5.6 Institutiona l Implication s 

5.6.1 Monetar y polic y and central ban k 
independence 

If fixed exchange rate s are to be avoided, then i t 
is essential to establish an alternative framewor k 
for anti-inflationar y monetar y stability . On e o f 
the ke y reason s fo r maintainin g fixed  exchang e 
rates is as a nominal anchor , a  form of anti-infla -
tion discipline. This was why Mexico operated a 
quasi-fixed exchang e rat e a s part o f it s stabilisa -
tion proces s i n th e run-u p t o th e signin g o f 
NAFTA. This i s the justification fo r the curren -
cy boar d la w i n Argentina : i n th e wak e o f th e 
memory o f th e hyperinflatio n o f th e 1980s , th e 
value of the currency i s fixed to the US dollar by 
legislation. 

The politica l proble m i s to find  som e 'disci -
pline device' , whic h ha s th e sam e potenc y a s 
that whic h wa s believe d t o b e possesse d b y a 
fixed exchang e rate , whic h wil l remov e th e 
ability t o inflat e th e econom y i n th e pursui t o f 
short-run advantage . 

The technical problem is that the relationshi p 
between th e instrument s o f fiscal and monetar y 
policy o n th e on e han d an d inflationar y out -
comes on th e othe r han d i s not clea r cut . Som e 
years ago , i t wa s hoped tha t th e solutio n la y i n 
the rigi d contro l o f som e monetar y aggregate . 
But financial  liberalisatio n means that the setting 
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for monetar y polic y require d t o disciplin e infla -
tion is uncertain, and reliance on higher interes t 
rates as the discipline mechanism encourages dis-
intermediation (i.e . the pursuit of other method s 
of financing  expenditure s so as to keep the infla -
tionary burst going) . 

The technica l proble m an d th e politica l 
problem ar e deeply intertwined . I f there wer e a 
simple connectio n betwee n th e mone y suppl y 
and inflation , the n th e centra l ban k coul d 
announce a simple monetary policy (for example, 
keeping the money supply growing at χ per cen t 
per annum) . Politica l interferenc e wit h suc h a 
policy would be easy to observe . Bu t i f the con -
nection between monetary policy and inflation i s 
a complex one requiring frequent adjustments , i t 
is much more difficult t o detect and punish polit -
ical inflationar y intervention s amongs t thes e 
myriad adjustments . 

There are two approaches to this combination 
of politica l an d technica l problems . A  countr y 
undergoing a  liberalisation shoul d conside r -  a s 
a matte r o f urgenc y -  ho w t o adop t on e o r th e 
other o f thes e solutions . Th e first  i s th e 'Ne w 
Zealand solution ' -  creatin g a n independen t 
central ban k wit h a  contractua l obligatio n t o 
pursue lo w inflation . Thi s i s transparen t an d 
straightforward, bu t not very flexible. The secon d 
solution i s t o adop t a n explici t inflatio n targe t 
(see Leiderma n an d Svensson , 1995) . Th e 
problem with this is that i t requires detailed fore -
casts of future inflation ; a  shared understandin g 
about how much monetary contraction i s needed 
- i.e. , abou t ho w muc h interes t rate s ar e t o b e 
raised - wheneve r the forecast inflatio n rat e rises 
above target ; an d share d understanding s tha t 
there exis t circumstance s i n whic h thi s firs t 
understanding coul d b e over-ridde n (implici t 
escape clauses). The difficult y wit h thi s 'British ' 
solution i s tha t i t i s intensiv e o n analysi s an d 
trust. 

As we have explained, i n the presence of the 
capital inflow s whic h liberalisatio n i s likel y t o 
bring, the exchange rat e may undergo consider -
able movements . Thi s underlyin g stabilit y ma y 
combine wit h self-fulfillin g expectation s t o 

produce disastrou s outcome s -  e.g. , i f capita l 
inflows revers e an d a  speculative attac k brings a 
collapse o f th e exchang e rate , thi s i n tur n ca n 
force an abandonment o f anti-inflationary disci -
pline that will 'justify' th e collapse. In the face of 
such possibilities, an underlying 'fulcrum' o f anti-
inflationary disciplin e i s essential. Therefore on e 
of the mos t importan t institutiona l innovation s 
required in liberalising countries facing high an d 
volatile capita l flows is the establishment o f one 
or the othe r o f the suggeste d institutiona l struc -
tures for providing anti-inflationar y discipline . 

5.6.2 Fisca l policy institutions 

We hav e argue d tha t par t o f th e capita l inflo w 
problem i s a  consequenc e o f aggregat e deman d 
running ahea d o f aggregate supply , a t leas t fo r a 
time until the latter can catch up. Evidently con -
tractionary fiscal  polic y coul d hel p t o clos e th e 
gap, and tha t would be appropriate i f the capita l 
inflow were financing  governmen t consumptio n 
or wer e expecte d t o b e temporary . Bu t i n man y 
countries, the effective us e of fiscal policy for sta-
bilisation - i n particular, tax increases - require s 
significant improvemen t i n tax administration . 

An alternativ e t o increasin g public saving i s 
to stimulate private saving . One mean s of doing 
this i s t o privatis e al l pensions . Thi s measure , 
begun by Chile in the early 1980s, has proved suf-
ficiently successfu l tha t othe r middle-incom e 
countries shoul d certainl y conside r takin g th e 
same step . 

5.6.3 Th e banking system and financial fragilit y 

If a  hig h proportio n o f th e liabilitie s o f th e 
domestic bankin g syste m aris e fro m capita l 
inflows, i n the form o f deposits by non-resident s 
or interbank borrowing from non-residen t banks , 
a sudden reversal of the inflows can threaten th e 
stability of the system . 

There ar e tw o form s thi s dange r ca n take . 
With a  fixe d exchang e rate , capita l outflo w -
exacerbated by the economy-wide liquidit y crisis 
it create s -  ma y amoun t t o a  classic ru n o n on e 
or more major banks . Moreover, i f the exchang e 
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rate peg is broken, or if the rate was floating at the 
outset, a  sharp depreciation wil l corresponding -
ly rais e th e domesti c currenc y valu e o f 
foreign-currency-denominated liabilities . Th e 
Mexican banking system suffered th e latter shock 
in Decembe r 199 4 an d thereafter ; whil e on e o f 
the few significant spillover s from Mexico was the 
loss o f confidenc e i n th e Argentin e bankin g 
system, which experienced the first type of finan-
cial distres s i n a n extrem e for m i n sprin g 1995 . 
And a s w e note d above , financial  fragilit y ca n 
preclude th e us e o f interes t rate s t o defen d th e 
exchange rat e agains t a  speculative attack . 

There are policies that can limit these dangers. 
Enhanced supervisio n an d regulatio n o f bank s 
are obvious but stil l essentia l measures . Market -
based, self-regulating supervisio n has it s place i n 
highly developed financial  systems , but develop -
ing countries -  eve n (o r perhaps mor e so ) thos e 
with flourishing  securitie s market s -  requir e a 
sound institutiona l basi s fo r ban k supervision . 
They should also set higher capital adequacy and 
other prudential standards for these banks than are 
needed i n more developed systems . Finally, the y 
may wish to consider taxes or quantitative limit s 
on non-resident ban k deposits (se e Sec. 6.2) . 

5.7 Earl y warning indicators 
Policy-makers woul d naturall y lik e guidanc e t o 
tell the m whe n t o star t worryin g an d whe n t o 
translate thei r worrie s int o actions . Sinc e th e 
Mexican crisis , severa l author s hav e sough t t o 
specify th e factor s tha t indicat e o r determin e 
how vulnerabl e a  country ma y be t o a  financial 
crisis (Frankel and Rose, 1996 ; Goldstein, 1996 ; 
Sachs, Tornell an d Velasco , 1996) . 

Both theoretica l model s o f th e 'fundamen -
tals' an d traine d economi c intui t io n an d 
experience (als o informed b y theory) give similar 
stories, in the form o f a presumptive se t of 'early 
warning indicators' . Goldstei n (1996 ) list s th e 
following seve n categories : 

(i) a n upward tur n i n internationa l interes t 
rates 

(ii) growin g mismatch betwee n th e govern -

ment's/banking system' s short-term liqui d 
liabilities an d it s liquid asset s (particularl y 
international reserves ) 

(iii) a  large current-account deficit , use d 
mainly for consumption an d financed  i n 
good measur e with short-ter m borrowin g 

(iv) a  highly overvalued rea l exchange rat e 

(v) constraint s (mos t o f them relate d t o finan-
cial fragility) o n th e willingnes s t o increas e 
domestic interes t rate s when ther e i s an 
adverse shif t i n internationa l capita l flows 

(vi) a n unsustainabl e boo m i n bank lendin g 
followed b y a sharp fal l i n asse t price s 

(vii)high susceptibilit y t o 'contagion ' (reflect -
ing small country size , regional effects , 
characteristics simila r t o original crisi s 
country and/o r wea k policy fundamentals ) 
following th e outbrea k o f a financial crisis 
elsewhere. 

This is all perfectly sensible. But these 'explain' 
both to o littl e an d to o much . Take n a s a whole, 
they amount to a fairly complete description of the 
relevant economi c structure , polic y stance , an d 
international environmen t o f th e econom y i n 
question. I n an y cas e whe n thing s 'g o wrong' , 
some of these indicators will be 'flashing red' - bu t 
others doubtless will not. Conversely, many coun-
tries fo r whic h som e o f th e indicator s d o sho w 
danger ahea d wil l b e protecte d b y strength s i n 
other areas . Moreover , man y o f th e 'indicators ' 
tend to move together (collinearity ) because most 
are endogenou s i n a  complex se t o f causa l rela -
tionships, including policy reactions . 

Partly fo r thes e reasons , th e empirica l evi -
dence available so far certainly does not permit us 
to derive a limited, unambiguous set of indicators 
with clea r predictiv e value . Goldstei n ma y b e 
demanding to o much , bu t hi s own review o f th e 
data concludes that 'predicting contagion on th e 
basis o f an y singl e characteristi c didn' t far e to o 
well' (p.44) . 

Although th e stud y by Sachs et  al. (1996 ) o f 
a sampl e o f 2 0 countrie s post-Mexic o doe s find 
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explanatory powe r fo r crise s i n variable s repre -
senting Goldstein's categories (ii) , (iv), and (vi) , 
these author s fin d non e i n th e siz e o f capita l 
inflows relative to GDP, the proportion of capital 
inflows tha t ar e short-run , th e curren t accoun t 
deficit, th e share of savings in GDP, and govern -
ment consumptio n a s a share o f GDP (variable s 
which represen t aspect s o f Goldstein' s (iii ) an d 
(vii) a s well as other plausibl e candidate s he di d 
not include). Frankel and Rose (1996), looking at 
currency crises in annual data for 10 5 developing 
countries ove r th e perio d 1971-92 , als o observ e 
that the current account deficit , th e governmen t 
budget deficit, and the maturity structure of exter-
nal deb t ar e no t usefu l indicators . On th e othe r 
hand, they too find that rea l exchange rate over -
valuation an d th e growt h o f ban k lendin g d o 
show something - bu t they also find half a  dozen 
other equall y usefu l indicators , includin g som e 
(like debt composition) tha t Sach s et al. reject . 

To make matters worse for the hopeful policy -
maker, Franke l an d Ros e establis h tha t 'mos t 
variables...tend t o mov e ver y sluggishl y i n th e 
years surroundin g currenc y crashes . Thi s lead s 
one to expect that i t will be difficult t o predict th e 
exact timing...(p. 16)' . An d i f that too is perhaps 
an excessively demanding requirement , conside r 
the statement of Kaminsky and Reinhart (1995) , 
as reported b y Goldstein: '...eve n th e bes t early -
warning indicators send at least two wrong signals 
for every correct one, and for most indicators, the 
signal-to-noise ratio i s much worse than that... ' 

We conclud e tha t ther e i s no substitut e fo r 
seasoned economi c judgment . Ou r ow n discus -
sion above focuses on the real exchange rate and 
financial fragilit y -  ye t despite it s high apparen t 
vulnerability o n thes e criteria , Argentin a 
managed t o escap e a  crash i n earl y 199 5 (with , 
admittedly, som e externa l help) . I t i s har d t o 
measure an d us e as an 'indicator ' th e credibilit y 
of policy-makers. 

5.8 I s there a Justification for any 
Further Action? 

In thi s chapte r w e hav e considere d th e appro -
priate macroeconomi c policie s i n respons e t o 

inflows. I n th e nex t Chapte r w e wil l conside r 
some policie s whic h migh t b e undertake n i n 
order t o limi t directl y th e inflow s themselves . 
But befor e w e d o this , th e reade r ma y reason -
ably ask , "Wh y migh t suc h restrictiv e policie s 
ever b e desirable ? Wh y no t jus t carr y ou t th e 
recommended macroeconomi c policies - i n par-
ticular avoiding a pegged, over-valued exchang e 
rate - an d then allow the free movement of inter-
national capital ? Wha t i s the marke t failur e t o 
which suc h controls ar e supposedly addressed? " 

This difficult questio n gets to the heart of the 
matter, an d ther e i s no genera l agreement . Ou r 
view i s that ther e ar e market failure s t o do wit h 
capital flows and tha t thes e can - not  do, but can 
- justif y furthe r policie s o f a  preventive , inter -
vent ionis t kind . Ther e i s a  usefu l lis t i n 
Eichengreen an d Wyplos z (1996) , wh o asser t 
that "ther e i s b y no w a n accumulatio n o f his -
toric an d episodi c evidenc e consisten t wit h th e 
notion tha t suc h distortion s characteris e th e 
international lendin g process" . Here w e simpl y 
provide a  check-list o f such marke t failure s an d 
the relevan t arguments . 

(i) Swing s i n sentiment no t obviousl y associat -
ed with th e arriva l of economic o r politica l 
news often occu r i n internationa l capita l 
markets. These ca n give rise to bandwago n 
effects whic h lea d to excess flows. There 
are significant informationa l difficultie s 
associated with foreign lending , i n particu -
lar the difficulty o f assessing sovereign risk . 
A rationa l response may be to ration credi t 
to individua l borrowers and t o rely partly 
on th e judgements o f other lender s whe n 
determining how muc h t o lend. In thes e 
circumstances, minor 'news ' can give rise t o 
major change s i n assessment o f sovereign 
creditworthiness, a  problem whic h ca n b e 
compounded b y "cascades" of (possibl y 
false) informatio n a s lenders imitat e eac h 
other's behaviour. (Se e Gai , 1995 ) 

(ii) Exces s flows may occur because of mora l 
hazard i n the banking system . Regulator s 
may be unwilling, an d i n less developed 
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countries the y may be unable , to allo w 
banks to fail , an d a t th e same time ma y be 
unwilling or unable t o enforce sufficien t 
prudence i n the face o f risks. Banks, 
knowing tha t the y are assured of a bailout 
(either explicitly , or implicitly throug h th e 
government relievin g them o f their obliga -
tions) fac e incentive s t o lend t o too many , 
too risky projects. Improved regulator y 
structures wil l greatly reduce but may no t 
completely remove the susceptibilit y t o 
these problems . 

(iii) In liquid internationa l markets , there ar e 
possibilities of self-fulfilling speculativ e 
attacks which shar e similar features wit h 
bank runs and which ma y occur even i f 
not justified b y the underlying economi c 
"fundamentals". 

(iv) Finally, the macroeconomi c policie s i n 
response t o capital flows which we hav e 
reviewed i n this Chapter ar e not i n them -
selves costless. We have discussed th e 
difficulties o f rapidly increasin g th e saving s 
rate. In the meantim e ther e ma y be n o 
alternative t o allowing the nominal , an d 
the real , exchange rate to appreciate. Thi s 
inflicts cost s on traded good s producers. If 
the capita l flows are temporary th e appreci -
ation may cause dislocation o f production , 
whose effects ar e difficult t o reverse. If th e 

capital flows are permanent, th e effec t o n 
traded good s producers wil l again be tem -
porary as , with time , policy induce s 
domestic savings to increase , thereb y 
enabling th e rea l exchange rat e t o com e 
back down again . 

All of these problems can interact. Initial trade 
liberalisation ca n giv e ris e t o over-exuberan t 
capital inflow . Tha t ca n caus e over-appreciatio n 
of th e nominal , an d real , exchang e rate . Tha t 
can cause such a large fall in the profitability of the 
tradable good s secto r a s t o induc e a  reversa l o f 
capital inflow. That can cause rapid self-reinforc -
ing withdrawal. I t can eve n cause a  self-fulfillin g 
crisis. 

This sketc h jus t given i s not completel y dis -
similar to the actual Mexican experience . It may 
seem a bit overdrawn. But i t indicates why we do 
not thin k tha t th e minimalis t advice , namel y 
"just carry out the recommended macroeconom -
ic policies and the n allo w the free movemen t o f 
international capital" , i s alway s th e correc t 
advice. (Note to o tha t i t i s not eve n completel y 
clear tha t floating  th e exchang e rat e wil l guar d 
against such a  crisis, since i f the reversal of flows 
is great enough, the exchange rat e may go into a 
self-reinforcing slide . This is especially i f markets 
for the currency are thin, a s they are in develop-
ing countries , an d i f th e credibilit y o f th e 
policy-makers i s not watertight. ) 
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