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The set of policies for managing a capital boom include, among other options (Capital Flow Management policies)  but also conventional counter-cyclical macroeconomic policies such as tightening monetary policy and  allowing the currency to appreciate.[endnoteRef:1]  
 [1:  Two papers at the 2014 Istanbul conference organized by S. Kalemli-Ozcan considered the menu of possible responses: K.Forbes, M.W. Klein, “Shifting from a Salsa to a Waltz: The Consequences of Policy Responses During Global Booms”, June 2014, and O. Blanchard, J. Ostry, A.R. Ghosh and M. Chamon, “Managing Capital Flows: How to Combine Capital Controls, Macro Prudential Tools, FX Intervention, and the Policy Rate.”  Other research looks at how the menu of options was deployed after crises hit, in 1997-98 and 2009-09: K. Forbes, M.Klein, “Pick Your Poison: The Choices and Consequences of Policy Responses to Crises,” NBER Working Paper No. 20987, February 2015. ] 

4) Revisions in the trilemma, global liquidity conditions, and international coordination
A long-standing principle in international macroeconomics (often associated with Robert Mundell) goes by the name of “the Impossible Trinity.”  Also called the “trilemma,” the proposition states that even though a country might wish to have a fixed exchange rate, highly integrated financial markets, and the ability to set its own monetary policy, it cannot have all three of these things.  The logic is simple.  If there are no differences between the domestic currency and foreign currencies and no barriers to the cross-border movement of capital, then the domestic interest rate is tied to the world interest rate.   The domestic country loses the ability to set its own interest rate.  
This principle helps explain the travails of the euro-zone:   member countries have found it difficult to live with central bank policies that are no longer tailored to their own economic  circumstances.  It also helps explain past crises such as currency crashes in Emerging Markets.  When the Federal Reserve raised interest rates, it would force Mexico, for example, to choose between an unwanted tightening of its own monetary conditions and an unwanted abandonment of the peso’s peg to the dollar.  This area of research is of particular interest at a time when the Fed is expected to continue to pursue a series of increases in US interest rates, which might once again reverse the flow of finance to emerging countries and trigger new crises. 
Research questions abound.   Does the trilemma mean that emerging markets should turn back the clock on capital controls?    Does it mean that the movement toward floating exchange rates is the answer?   Are intermediate regimes such as managed floating more workable than the corner choices?[endnoteRef:2]  Do floating rates in fact insulate countries from foreign interest rates as advertised?    [2:  Developing countries apparently are converging on an intermediate choice of partial exchange rate flexibility, partial financial openness and partial monetary policy independence. J. Aizenman and H.Ito, “Living with the Trilemma Constraint: Relative Trilemma Policy Divergence, Crises, and Output Losses for Developing Countries,” NBER WP 19448, 2014, and in Journal of International Money and Finance, 49(PA), pp. 28-51.  J. Aizenman and H.Ito, “Trilemma Policy Convergence Patterns and Output Volatility,” NBER Working Paper No. 17806, and in North American Journal of Economics and Finance, 23(3), 2012, pp. 269-285.  J. Aizenman, M. Chinn, and H.Ito, 2011. "Surfing the waves of globalization: Asia and financial globalization in the context of the trilemma," NBER Working Paper No. 15876, April 2010, and in Journal of the Japanese and International Economies, 25(3), pp. 290-320.  Also M. Klein and J. Shambaugh, “Rounding the Corners of the Policy Trilemma: Sources of Monetary Policy Autonomy,” NBER Working Paper No. 19461, September 2013. ] 

(4a) Do floating rates really insulate?
In some theoretical models, capital market imperfections may prevent floating rates from performing the shock absorption role claimed in traditional macroeconomic analysis.  Some, such as Emanuel Farhi and Ivan Werning, find that in such circumstances taxation of capital flows can be welfare-improving.[endnoteRef:3]  Others find that capital controls are of limited help.[endnoteRef:4] [3:  E. Farhi, and I. Werning, “Dilemma not Trilemma? Capital Controls and Exchange Rates with Volatile Capital Flows,”  2014 Istanbul conference organized by S. Kalemli-Ozcan.  And X. Gabaix and M. Maggiori, “International Liquidity and Exchange Rate Dynamics” NBER Working Paper No. 19854, January 2014.]  [4:  G. Pasricha, M. Falagiarda, M. Bijsterbosch and J. Aizenman, "Domestic and Multilateral Effects of Capital Controls in Emerging Markets,” NBER Working Paper No. 20822, January 2015. ] 

(4b) US financial conditions drive global liquidity and the world capital flow cycle
Helene Rey finds that one global factor explains an important part of the variance of a large cross section of returns of risky assets around the world. This time-varying global factor can be interpreted as the perceived importance of risk, as reflected in a measure such as the VIX.[endnoteRef:5]  US monetary policy is, in turn, a driver of this global factor and of international credit flows and leverage.[endnoteRef:6]  As an example of “reach for yield,” the carry trade entails short-term capital flows from low interest rate countries such as the US to high interest rate countries such as EMs.[endnoteRef:7]  [5:  K. Forbes and F. Warnock, “Capital Flow Waves: Surges, Stops, Flight, and Retrenchment,” NBER Working Paper No. 17351, August 2011, and in Global Financial Crisis conference, Special issue, Journal of International Economics, 88(2), 2012, pp. 235-251. ]  [6:  S. Agrippino and H. Rey, “ World Asset Markets and the Global Financial Cycle,” NBER Summer Institute. June 2014.
]  [7:  K. Daniel, R.Hodrick, Z. Lu, “The Carry Trade: Risks and Drawdowns," NBER Working Paper No. 20433, August 2014.  ] 

Traditional textbook theory under the trilemma says that floating exchange rates help insulate small countries against global financial factors such as US monetary conditions, each country choosing the monetary policy that suits its own economic conditions.   But transmission of liquidity and risk effects may invalidate this insulation proposition.[endnoteRef:8]  Some say that the power to set independent monetary policy was compromised when interest rates hit the zero lower bound. [endnoteRef:9]    After all, many countries with floating exchange rates suffered effects of the US-originated Global Financial Crisis in 2008-09.  The issue is very relevant in 2017, with fears that coming increases in US interest rates might trigger EM crises as sometimes in the past. [8:   H. Rey, “Dilemma not Trilemma: The Global Financial Cycle and Monetary Policy Independence,” NBER WP, 2015; and in Jackson Hole Economic Symposium 2013 (Federal Reserve Bank of Kansas City).
]  [9:   M. Devereux and J. Yetman, “Capital Controls, Global Liquidity Traps and the International Policy Trilemma,”  NBER Working Paper No. 19091, May 2013.  
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