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Introduction

Two policy options in emerging market economies to cope with
vollatile capital flows: capital control and exchange rate managment

Capital control in Asia:

China: Restriction on foreign borrowing in bank
Thailand: URR leads a sharp decline in fixed-income portfolio in 2006
Korea: Restriction on foreign and domestic banks’ dollar borrowing and
transactions on FX derivatives
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Introduction

Recent Views on Capital Controls and exchange rate management. . .

Schmitt-Grohe and Uribe (2012)

Farhi and Werning (2012)

Costinot, Lorenzoni, and Werning (2011) and De Paoli and Lipinska
(2013)

Korinek (2011), Jeanne and Korinek (2010), Bianchi and Mendoza
(2013), Bianchi (2011), Benigno, Chen, Otrok, Rebucci, and Young
(2013), and Korinek (2013)

Optimal monetary policy with exchange rate regime: Clarida et al.
(2000), Lubik and Schorfheide (2007), and Svensson (2000), De Paoli
(2009)
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Introduction

Recent Views on Capital Controls and exchange rate management. . .

Dilemma not trilemma (Rey 2013)

Farhi and Werning (2013): capital control is a Pareto imrovemnt even
with flexible exchange rate regime

Kim and Yang (2012)
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Empirical Analysis

We focus on empirical analysis of the impacts of various external shocks
(US shocks) to selected EMEs

4 different group of EMEs
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Empirical Analysis

Degree of Capital Controls

Figure: Higher Capital Control Countries
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Empirical Analysis

Figure: Lower Capital Control Countries
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Empirical Analysis

Rigid Exchange Rate Regime

Figure: Fixed Exchange Rate Regime Countries
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Empirical Analysis

2X2 Classification

Table: Classification of EMEs

Higher Capital Control Lower Capital Control

Fixer China, Malysia, Ukraine Hong Kong, Bulgaria, Latvia
Floater India, Indonesia, Thailand, Philippines Korea, Chile, Peru, Czech Republic,

Brazil, Columbia, Mexico, Poland, Russia Romania, Turkey, Hungary,
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VAR Analysis

G (L) y i (t) = d i + e i (t), i = 1, 2, . . . , I (1)

y i (t) =

[
y1(t)
y i2(t)

]
, G (L) =

[
G11 (L) 0
G21 (L) G22 (L)

]
,

d i =

[
d1

d i
2

]
, e i (t) =

[
e1(t)
e i2(t)

] (2)

y i (t) = c i + B(L)y i (t − 1) + ui (t), i = 1, 2, . . . I (3)

B(L) =

[
B11 (L) 0
B21 (L) B22 (L)

]
, c i =

[
c1

c i2

]
, ui (t) =

[
u1(t)
ui2(t)

]
(4)
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VAR Analysis

Figure: Impulse Responses of G-4 to the US shocks
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VAR Analysis

Figure: Impulse Responses of G-3 to the US shocks
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VAR Analysis

Figure: Impulse Responses of G-2 to the US shocks
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VAR Analysis

Figure: Impulse Responses of G-1 to the US shocks
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Model

Household

Et

[
∞

∑
i=0

βi

(
logCt −

Ht
1+ν

1 + ν

)]
, σ 6= 1, 0 < β < 1. (5)

Ct = [
∫ 1

0
Ct(j)

φ−1
φ dj ]

φ
φ−1 , (6)
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Model

Household

Ct(j) =

[
Pt(j)

Pt

]−φ

Ct , (7)

PtCt + BH,t + StB∗F ,t ≤

Rt−1BH,t−1 + StΨt−1R
∗
t−1(1 + τB,t−1)Θ(

StB∗F ,t−1

Pt−1
)BF ,t−1

+Wt(1− τt)Nt + TRt .

(8)
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Model

Firm: domestic firms, importing firms, capital producers

Domestic Firms

Yt(j) ≤ AtKt(j)
γHt(j)

1−γ, (9)

Vt = γMCt
Yt (j)
Kt (j)

,

Wt = (1− γ)MCt
Yt (j)
Ht (j)

,
(10)
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Model

Domestic Firms

max Et{
∞

∑
k=0

αkQt,t+k [PHt,tYt,t+k(j)−MCt+kYt,t+k(j)]}, (11)

subject to

Yt,t+k(j) =

(
PH,t

PHt,t+k

)−φ

Yt+k ,

P
1−φ
H,t = (1− α)P

1−φ
Ht,t + αP

1−φ
H,t−1. (12)
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Model

Importing Firms: no price setting role as law of one price holds

PF ,t(j) = StP∗F ,t(j). (13)
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Model

Capital Producers

Kt+1 = (1− δk)Kt + Φ(It , It−1) = Kit + (1−z(It/It−1))It , (14)

max .{It+j ,Kt+j}Et

[
∞

∑
j=0

βjΛt+j (Qkt+jKkt+j + (1−z(It+j/It+j−1))It+j −Qkt+jKt+j − It+j )

]
.

Qktz
′
(

It
It−1

)
It
It−1

+ βEt [
Λt+1

Λt
Qkt+1z

′
(
It+1

It
)
It+1

It
] = 1. (15)
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Model

Financial contract

Lt/Pt = QktKkt+1 −Nt .

Et [R
e
t+1] = Et

[
rkt+1 + (1− δk)Qkt+1

Qkt

]
, (16)
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Model

Financial intermediaries: domestic borrowing

Et [R
e
t+1] = (1 + χt)Et

[
Rt

πt+1

]
, (17)

where χt = χ
(

Nt
QktKt+1

)
, χ

′
(.) > 0 and χ(0) = 0.

Nt = θ

[
Re
t Qkt−1Kt − [

Rt−1

Pt/Pt−1
]
Lt

Pt−1

]
+ (1− θ)De

t , (18)

Yongseung Jung, Soyoung Kim and Doo Yong Yang (Kyunghee University and Seoul National University)Capital Control Policy in a Small Open Economy with Financial FrictionsApril 2017 23 / 1



Model

Financial intermediaries: foreign borrowing

StLt/Pt = QktKkt+1 −Nt . (19)

Et [R
e
t+1] = (1 + χt)Et

[
St+1PtR

∗
t

StPt+1

]
. (20)

Finally, the evolution of entrepreneurs’s net worth, Nit+1 is given by

Nt = θ

[
Re
t Qkt−1Kt − [

StΨt−1R
∗
t−1(1 + τB,t−1)Θ(.)

St−1Pt/Pt−1
]
St−1Lt
Pt−1

]
+(1− θ)De

t .

(21)
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Model

Quantitative Evaluation

Table: Parameter Values

Parameter Values Description and definitions

ε 11 Elasticity of demand for a good with respect to its own price
σ 2 Relative risk aversion parameter
η 1 Elasticity of substitution between home and foreign goods
ν 1 Inverse of elasticity of labor supply
ηF 0.02 The elasticity of the country spread to net foreign asset
1− θi 0.0272 Entrepreneur’s death rate
Nss/Kss 1.2 Leverage ratio
rp 0.0035 Risk spread or External finance spread
αi (i = H,N,M) 0.75 Probability of the price not adjusting

z−1′ 2 Elasticity of the price of capital to investment
r 0.016 Steady state real interest rate
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Dynamic Response under Alternative Policy Regimes

No Capital Controls and No Finanical Frictions

Figure: Impulse Response to a Risk Premium Shock with No Financial Frictions
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Dynamic Response under Alternative Policy Regimes

Figure: Impulse Response Function to a Risk Premium Shock under DPI rule
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Dynamic Response under Alternative Policy Regimes

Figure: Impulse Response Function to a Risk Premium Shock under CPI rule
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Dynamic Response under Alternative Policy Regimes

Figure: Impulse Response Function to a Risk Premium Shock under PEG rule

Yongseung Jung, Soyoung Kim and Doo Yong Yang (Kyunghee University and Seoul National University)Capital Control Policy in a Small Open Economy with Financial FrictionsApril 2017 29 / 1



Conclusion

EMEs responded capital flows regardless of exchange rate regimes.

Flexible exchange rate regime with less capital control policy is not
the best policy in EMEs to deal with volatile capital flows.

Capital control policy is countercyclical.

Combined policy options with fixed and capital control is a better
option in EMEs when we have a financial frictions.
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