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News

New Book SuggeStS PriNciPleS for iNterNatioNal regulatioN of caPital flowS

waSHiNgtoN—In their new book, Who Needs to Open the Capital Account? Olivier Jeanne, Arvind Subramanian and 

John Williamson of the Peterson Institute for International Economics call for new and ambitious rules to regulate inter-

national capital flows. Twenty years after the rise of emerging markets finance there has been a distinct shift in attitudes 

towards international capital flows. Repeated financial crises have moved the pendulum from an enthusiastic embrace of 

foreign capital to wariness, which the authors think is well-warranted. 

Nowhere is this more evident than in the position of the IMF: in 1996 it was a cheerleader for free capital flows, today 

it is more sympathetic to capital controls. Similarly, the United States in its free trade agreements in the early 2000s 

circumscribed the ability of partners to use capital controls; now, there is pressure on the administration to clarify that 

that is not the case. 

The new book suggests that this shift does not go far enough. The novelty of the proposal made in the book is twofold. 

First, in a world where capital and trade flows have become so linked, the book suggests that the asymmetry of the current 

international regime under which trade is regulated extensively (by the World Trade Organization) but capital flows are 

unregulated is increasingly untenable. 

Like for trade in goods, new international rules are needed to constrain, discipline, and at times legitimize restrictions 

that countries put on their capital account. For example, the lack of commonly agreed rules implies that capital controls 

are still marked by a certain stigma, so that the appropriate policies may be pursued with less than optimal vigor. 

The second novelty is to highlight that new rules are necessary not just for the situations where capital flows may be 

too large (for example, Brazil) but also critically where they may not be large enough (for example, China). Through a 

combination of reserve accumulation and restrictions on inflows, countries can maintain undervaluation and a current 

account surplus. This has the same economic effects as trade protectionism and undermines the global public good that 

is free trade. The recent experience with China’s exchange rate illustrates why rules may be necessary to avoid beggar-thy-

neighbor trade effects from policies that keep out capital.

Key features of the proposal include a preference for transparent, price-based capital account measures, and a countercy-

clical tax on certain types of capital flows. The international community could agree on a ceiling on the tax rate to ensure 

that the harmful effects of controls (if any) would be limited. And for countries, such as China, that maintain excessive 
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controls, there would be a presumption in favor of eliminating them over time. These new rules could be embodied in 

an international code of good practices developed under the auspices of the IMF. 

The policy proposals in the book are based on a theoretical and empirical analysis of capital controls. For example, the 

case for prudential capital controls is linked to curbing the boom-bust cycle in credit and asset prices. The optimal 

policy is to impose a countercyclical Pigouvian tax on debt inflows in a boom to reduce the risk and severity of a bust. 

Interestingly, the optimal tax would fall primarily on the flows (short-term or foreign currency debt) that are the least 

likely to be conducive to economic growth. 

Similarly, the book undertakes new empirical work to show that free capital mobility has little impact on economic 

development although there is some evidence that foreign direct investment and stock market liberalization may, at least 

temporarily, raise growth.

Securing international cooperation on these new proposals will not be easy because there will be some loss of sovereignty 

for some countries in some situations. The book outlines the possible carrots and sticks that might need to be deployed 

to achieve this cooperation. 

The strongest message of this book is perhaps that the debate needs to move beyond whether a new international regime 

for capital flows is necessary to how this might be accomplished.
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