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I. INTRODUCTION

Since the onset of the North Atlantic financial crisis (NAFC) in 2008, central banks in
the US and the other major advanced economies have pursued highly accommodative
monetary policy, including through unconventional policy actions. Accordingly, policy rates
have been near zero in these economies for almost five years, and both short-term and long-
term interest rates have touched historic lows. These low interest rates encouraged the search
for yield and consequently, large amounts of capital flowed out from these reserve-currency
economies to the still relatively fast-growing emerging market economies (EMEs),
complicating their macroeconomic management. Capital flows to the EMEs are well-known
for their volatility. This volatility was again in evidence during May-August 2013, when the
US Federal Reserve first hinted at possible tapering from its unconventional monetary policy
(UMP) and again in January 2014 after the actual tapering began. The mere announcement of
tapering in May 2013 led to large capital outflows from the major EMEs, resulting in sudden
and large currency depreciations and ignited fears of the 1980s and 1990s type crises in these
EMEs. However, stronger macroeconomic and financial policies pursued and the buffers
built by these economies over the past decade have helped them to avoid a full-blown
financial crisis this time around. Nonetheless, the tapering episode has hurt their near-term
growth prospects significantly, while also illustrating the potential underlying vulnerabilities
in the international monetary system.

The developments since 2008 have put a spotlight on the key role that monetary
policy in the reserve-currency countries has on the rest of the global economy. Given these
spillovers, there is a renewed debate on the merits of co-ordination of monetary policy
among the major central banks. The conventional wisdom is that there are no benefits from
international coordination of monetary policies: in this view, the global economy is best
served by central banks focusing on their respective domestic inflation and output objectives.
This view is analogous to the conventional wisdom with regard to domestic financial
regulation that was pre-dominant before the NAFC: here, the view was that effective micro-
prudential regulation of individual institutions would ensure systemic stability of the overall
financial system, but this view stands weakened post-NAFC. Accordingly, the focus of
financial regulation is now moving towards both micro- and macro-prudential regulation so
that financial stability can be fostered; serious efforts are in process to foster international
cooperation on key regulatory issues through the Financial Stability Board (FSB). Similarly,
the pre-NAFC dominant orthodoxy was that the central banks should be one-objective one-
instrument institutions (focus on price stability and with short-term interest as the only
instrument) and financial regulation was best kept outside the central banks. This orthodoxy
also stands challenged by the 2008 crisis and there is now a greater recognition of synergies
between the central banks being entrusted with monetary policy as well as financial
regulation. The central banks’ institutional set-up is being re-designed accordingly (for
example, the Bank of England, the European Central Bank and the US Federal Reserve).

The banking sector regulatory architecture has been characterized by international
cooperation for a number of decades now — the Basel I, II and III standards are the well-



known outcomes of this approach (Caruana, 2012a). The NAFC provided an impetus to
international economic and financial coordination, especially regulatory coordination and
“unprecedented and concerted” fiscal expansion. Against the background of deteriorating
economic conditions worldwide in the aftermath of the Lehman collapse in October 2008, the
G-20 Leaders at their Washington Summit (November 15, 2008) agreed that “a broader
policy response is needed, based on closer macroeconomic cooperation, to restore growth,
avoid negative spillovers and support emerging market economies and developing
countries.” At the direction of the Leaders, the G-20 constituted four working groups and
these were tasked with the objectives of: Enhancing Sound Regulation and Strengthening
Transparency; Reinforcing International Cooperation and Promoting Integrity in Financial
Markets; Reform of the IMF; and, Reform of the World Bank and other Multilateral
Development Banks.

The G-20 Leaders initiatives led to a significant strengthening of financial sector
regulations and the regulatory architecture, including the establishment of the Financial
Stability Board (FSB) in April 2009. The FSB was a response to the November 2008 call
from the Leaders of the G20 for a larger membership of the erstwhile Financial Stability
Forum. The FSB coordinates the work of national financial authorities and international
standard setting bodies in order to develop and promote the implementation of effective
regulatory, supervisory and other financial sector policies. At their Pittsburgh Summit
(September 2009), the G-20 Leaders pledged to work together to ensure a lasting recovery
and strong and sustainable growth over the medium term. To meet this goal, they launched
the “Framework for Strong, Sustainable, and Balanced Growth”.

The G-20 initiatives also led to a noteworthy increase in the resources and lending
capacity of the IMF in 2009 and again in 2012, which was a critical step in restoring global
financial stability. At the G-20 London Summit (April 2009), the Leaders agreed to treble the
resources available to the IMF to US$ 750 billion, to support a new SDR allocation of US$
250 billion, at least US$ 100 billion of additional lending capacity for the multilateral
development banks, and to ensure US$ 250 billion of support for trade finance. The G-20
initiatives led to an additional US$ 450 billion of resources for the IMF through bilateral
borrowings in 2012. However, the delay in ratification of the 2010 quota and governance
reforms has veered the Fund away from being a quota-based institution to depend
increasingly upon borrowed resources; as a result, quota and voting shares of many dynamic
EME:s are lower than their relative economic weights in the global economy, raising serious
issues of governance and potential implications for effective Fund surveillance and advice.
Overall, there have been welcome G-20 led initiatives at improving international economic
and financial coordination since the onset of the NAFC and these have played a critical role
in providing some stability to the global economy, while avoiding a repeat of the 1930s Great
Depression.

As far as international monetary policy coordination is concerned, the traditional view
of domestically-oriented monetary policy is still seen as the optimal arrangement, although
there are calls for a re-assessment (Eichengreen and others, 2011). In Saint Petersburg in
September 2013, the G-20 Leaders echoed the conventional view: “Monetary policy will



continue to be directed towards domestic price stability and supporting the economic
recovery according to the respective mandates of central banks”, although being “mindful of
the risks and unintended negative side effects of extended periods of monetary easing. We
recognize that strengthened and sustained growth will be accompanied by an eventual
transition toward the normalization of monetary policies. Our central banks have committed
that future changes to monetary policy settings will continue to be carefully calibrated and
clearly communicated” (G-20 Leaders Declaration, Saint Petersburg Summit, September 5-6,
2013).

It is, however, not the case that there has been no coordination at all. In the aftermath
of the NAFC, the activation of swap lines by the US Federal Reserve with central banks in
major advanced economies and a few select emerging markets is an example of some
coordination, but this coordination appears to have been motivated by the likely adverse
impact of the sudden drying up of liquidity in these advanced economies on themselves.
Thus, this coordination does not appear to have been motivated by the likely impact of their
monetary policies on the EMESs, an issue that is the focus of this paper. Similarly, the Plaza
and the Louvre Accords of 1985 and 1987 are well-known illustrations of international
monetary coordination on the currency front, wherein the major industrial countries agreed to
depreciate the US dollar by engaging in coordinated interventions in the foreign exchange
markets (Frieden and Broz, 2013).

Although there is no regular coordination among the major central banks on monetary
policy actions, a great deal of discussion does occur among leading central banks at various
international fora. The major forum for such discussions is provided by the BIS through bi-
monthly meetings of central bank governors, supplemented by periodic meetings of deputy
governors. G-20 and G-7 are the other major international fora. Various conferences held by
major central banks — for instance, the annual Jackson Hole conference - provide another
opportunity for central bankers to exchange views, but these conferences focus mostly on
analytical issues for monetary and other economic policies. Arguably, monetary
policymakers share a more thoroughly elaborated intellectual framework than their
counterparts in financial regulation — well illustrated by the dominant consensus in favor of
inflation targeting monetary policy frameworks in the pre-NAFC period, but then such a
consensus has its pitfalls as revealed by the NAFC.

The issue of international monetary policy coordination or, rather lack of it, attracted
a lot of attention and debate in early 2014 following the renewed turmoil in some emerging
markets. The subsequent remarks by Rajan (2014a) that international monetary policy
cooperation has broken down have been widely debated. He argues that “the US should
worry about the effects of its policies on the rest of the world........ we would like to live in a
world where countries take into account the effect of their policies on other countries and do
what is right, broadly, rather than what is just right given the circumstances of that country”.
This view gets some support from Buiter (2014) and Eichengreen (2014) who also argue that
the US Fed needs to acknowledge that its policies may have significant spillovers on the
other economies. Eichengreen (2014) suggests that the Fed should negotiate permanent dollar
swap facilities with major EMEs, as it has with other advanced economies.



Ranged against such views are others (e.g. Prasad, 2014) who argue that the root of
the volatility in EMEs is not the US Fed’s monetary policy but is much more a failure of their
own domestic policies. Moreover, it is felt that international coordination, though logical, is
unlikely to work. The skeptics believe that faith in global economic policy coordination is
misplaced and that it is naive for EME governments to expect major financial centers to
adjust their economic policies in response to economic conditions elsewhere (Rodrik, 2014).
According to this view, the EMEs’ vulnerability in mid-2013 is the outcome of their own
misplaced conscious embrace of financial globalization: there was no domestic compulsion
forcing the major EMEs to woo foreign capital as they did in recent years (Rodrik and
Subramanian, 2014). If this view is taken to its logical conclusion, the EMEs should have
protected themselves from the excess capital flows from advanced economies as a
consequence of UMP. Rajan’s appeal for international monetary coordination is to ward off
such arguments that could lead to fragmentation of global financial markets.

Against this backdrop, this paper discusses the scope for international monetary
policy coordination, although it has been commented that “International policy coordination
is like the Loch Ness monster — much discussed, but rarely seen” (Blanchard, Ostry and
Ghosh, 2013). The paper begins with a review of the monetary policies in the major
advanced economies since 2007 and assesses the extent of coordination among the major
central banks (Section II). Section III then moves to the spillovers of monetary policies in the
advanced economies to the EMEs, and focuses on the key channels — capital flows and
exchange rates - of these spillovers and the implications thereof for the EMEs. Section IV
critically assesses the scope and feasibility for international monetary coordination, while
Section V discusses options for the EMEs to manage the spillovers. Concluding observations
are in Section VI.

II. MONETARY PoLICY IN THE POST-CRISIS PERIOD: CONTINUED DOMESTIC
ORIENTATION AND LARGE SPILLOVERS

Conventional Monetary Actions: Uncoordinated

With the onset of the sub-prime crisis in August 2007, the US Federal Reserve
switched its monetary policy stance towards an easing mode beginning September 2007. The
US Fed rapidly cut its policy rate from 5.25 percent in August 2007 to 2.0 percent by April
2008 and reached the zero bound by December 2008. It remains at that level five years later.
The monetary response of the Bank of England (BoE) and the Bank of Canada (BoC)
broadly tracked the US Federal Reserve. The European Central Bank (ECB) initially paused
until mid-2008, then tightened a little bit and went into an easing mode in October 2008
following the collapse of Lehman Brothers; the ECB reached its lowest rate of 0.25 percent
in November 2013. Other central banks displayed a more varied two-way response.

Overall, since the summer of 2007, the conventional interest rate actions of the
various central banks were in response to their respective domestic situations, but were
heavily influenced by developments in the US. However, on one occasion (October 8, 2008)
- the immediate aftermath of the Lehman collapse — there was a coordinated reduction of 25-



50 basis points in the policy interest rates by the central banks of six advanced economies® to
ease “global monetary conditions” (Board of Governors of the Federal Reserve System,
2008a; Eichengreen, 2013b)’. The FOMC members welcomed the opportunity to coordinate
this policy action with similar measures by other central banks:

“By showing that policymakers around the globe were working closely
together, had a similar view of global economic conditions, and were willing to take
strong actions to address those conditions, coordinated action could help to bolster
consumer and business confidence and so yield greater economic benefits than
unilateral action” (Board of Governors of the Federal Reserve System, 2008b).

Thus, in this instance, the US Fed is on record to accept that coordinated action could
be better than unilateral action.

The G-20 meetings were relatively more forthright on the need for a coordinated
fiscal stimulus, but less so in the case of monetary stimulus. This apparently divergent G-20
approach perhaps reflected the pre-NAFC consensus that monetary policy, and not fiscal
policy, is better suited for macroeconomic stabilization. As documented above, almost all
central banks had started monetary easing by October 2008 (with the US taking the lead and
almost in the vicinity of the zero bound by that time). As regards fiscal policy, the pre-NAFC
orthodoxy typically viewed fiscal multipliers as low, and hence limited gains were seen from
fiscal policy in many quarters. And, since monetary policy actions had already been taken
actions beginning October 2008, this might have also made fiscal authorities somewhat
hesitant to loosen their fiscal policies.

Liquidity Swap Facilities: Coordinated

In contrast to the conventional monetary policy actions (policy interest rates), there
has been a higher degree of coordination among the major central banks on the provision of
liquidity through swap facilities, although the utilization of these facilities has been a one-
way operation (from the US Federal Reserve to other select central banks). In the aftermath
of the sub-prime crisis, concerns about credit risk and higher demand for liquidity placed
extraordinary strains on the global market for inter-bank funding in US dollars. Accordingly,
the Federal Reserve entered into US dollar liquidity lines, beginning December 2007, with
the ECB and the Swiss National Bank (SNB). These facilities were extended to another 12

? Bank of Canada, Bank of England, European Central Bank, Federal Reserve, Sveriges Riksbank, and Swiss
National Bank.

* An earlier occasion of coordinated interest cut and liquidity provision was by the G-7 in response to the 1987
stock market crash in the US (Ostry and Ghosh, 2013).



central banks during September-October 2008°. These swap facilities have been renewed at
times and, at present, these arrangements exist with five central banks’. The US Fed boosted
the available liquidity under these swap lines from US § 67 billion in December 2007 to US
$ 620 billion in early October 2008; in view of deteriorating market conditions, the Fed
further expanded the swap amounts in mid-October 2008 by removing the caps on its swap
facilities with four major central banks (the ECB, the Bank of England (BoE), the SNB and
the Bank of Japan). The amounts availed under the swaps peaked at US $ 580 billion (over
25 percent of the Fed’s total assets) in mid-December 2008 (Figure 1).

Figure 1: US Dollar Liquidity Swaps by the Federal Reserve
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The US Fed also entered into foreign-currency liquidity swap lines in April 2009 with
four major central banks® and these were renewed in November 2011 (while also adding the
Bank of Canada to this list). These lines, which mirrored the US dollar liquidity swap lines,
were designed to provide the Federal Reserve with the capacity to offer liquidity to U.S.
institutions in foreign currency. While the Federal Reserve did not draw on these foreign-
currency swap lines, its US dollar liquidity swap facilities were heavily used. In end-October
2013, these six central banks’ decided to convert their existing temporary bilateral liquidity

* These additional 12 central banks were: Reserve Bank of Australia, Banco Central do Brasil, Bank of Canada,
Danmarks Nationalbank, Bank of England, Bank of Japan, Bank of Korea, Banco de Mexico, Reserve Bank of
New Zealand, Norges Bank, Monetary Authority of Singapore, and Sveriges Riksbank.

3 Bank of Canada, Bank of England, European Central Bank, Bank of Japan, and Swiss National Bank.

% Bank of England, European Central Bank, Bank of Japan, and Swiss National Bank.

’ Bank of Canada, Bank of England, Bank of Japan, European Central Bank, Federal Reserve, and Swiss
National Bank.



swap arrangements to standing arrangements - that will remain in place until further notice —
on the grounds that the existing temporary swap arrangements have helped to ease strains in
financial markets and mitigate their effects on economic conditions and the standing
arrangements will continue to serve as a prudent liquidity backstop.

These swap facilities instituted since 2008 have a long history — in fact, they are at
least a century old. Between the 1880s and 1920s, the Bank of England drew upon gold loans
from the central banks of France and Germany to protect the gold standard in lieu of the
option to raise interest rates which would have then had a negative impact on the real
economy. In the post-World War II period, the US Fed negotiated a network of swap lines
with eight foreign central banks during the 1960s, aggregating US § 2 billion. These swap
lines were utilized by the UK, Canada and the US. The US Federal Reserve drew fully the
US$ 150 million swap line with the Bundesbank in the 1960s. In 1961, the advanced
economies also negotiated the General Arrangements to Borrow (GAB), as a preventive tool,
to enable countries to borrow larger amounts of their currencies through the IMF, partly
necessitated by the restoration of current account convertibility and the potential need for
more financing (Eichengreen, 2011 and 2013b). Like the GAB mechanism, the IMF has
since 2009 used the New Arrangements to Borrow (NAB) and the Bilateral Borrowing
arrangements to expand its resources, given the large financing needs in the post-2008 crisis
scenario and the inability to increase its quotas in a timely manner. Overall, it can be argued
that international monetary coordination is not as rare as sometimes implied.

Unconventional Monetary Policy: Uncoordinated

With the constraint of the zero bound on policy interest rates, central banks of the
major advanced economies turned to unconventional monetary policies (UMP) to provide
more monetary accommodation through quantitative easing (QE)/large scale asset purchase
(LSAP) policies. These actions have been aimed at depressing the long-term interest rates in
these economies in order to boost economic activity. As a result, the balance sheets of these
central banks have expanded in a significant manner. Here again the response has been
uncoordinated, with the US Federal Reserve taking the lead. In local currency terms, the US
Fed and the Bank of England have almost quadrupled their respective balance sheets between
end-2007 and September 2013. The Swiss National Bank (SNB) has also quadrupled its
balance sheet in pursuit of its policy to peg the Swiss Franc to resist its appreciation. The
balance sheets of the ECB and the BoJ have expanded relatively moderately — by around 55
and 87 percent, respectively. The ECB’s balance sheet had by mid-2012 more than doubled
over its end-2007 level, but it has been scaled back with the return of some normalcy in the
financial markets. As proportion of their respective GDP levels, the balance sheets have also
recorded notable increases between 2007 and 2012: nearly doubling for the ECB to 32
percent of GDP, and trebling (or more) for the BoE, the US Fed and the SNB (26 percent, 18
per cent, and 84 percent of their GDP, respectively (Figure 2). Overall, the combined
balance sheets of the US Federal Reserve, the ECB, the BoE, the BoJ and the SNB have
more than doubled since end-2007 to US $ 10 trillion as of August 2013.
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Central Bank Assets

Figure 2
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III. MONETARY POLICY IN THE ADVANCED ECONOMIES: SPILLOVERS TO THE EMES

Volatile Capital Flows and Exchange Rates: Risks to Financial Stability

Given the near zero short-term interest rates and also the historically low level of
long-term interest rates in the advanced economies, the sharp increase in their balance sheet
sizes has encouraged an aggressive search for yield and led to large capital inflows to the
EMEs, creating macroeconomic and financial stability challenges. The divergent interest rate
cycles in the major reserve-currency advanced economies on the one hand and the EMEs on
the other hand have given a strong impetus to capital flows to the EMEs, putting appreciation
pressures on the EME currencies. This led to concerns of “currency wars”. Capital flows
have, however, continued to exhibit their well-known volatility, given the risk-on and risk-
off scenario driven by investors’ perception of the macroeconomic and financial
developments in the source countries rather than the recipient countries (Figures 3-4). For
example, the jump in capital flows to the EMEs during 2010 was interrupted by the euro area
sovereign debt crisis in 2011. The resumption of capital flows to the EMEs in 2012 was
again interrupted in mid-2013 as investors got nervous over the possible tapering by the US
Federal Reserve from its UMP. The source of the volatility in capital flows to the EMEs is
primarily the monetary developments in the source countries. This is true of not only the
recent decades but also historically. Push factors (conditions in international capital markets)
perform better than pull factors (conditions in the borrowing countries) in explaining the
surge and reversal in capital flows: this was the case during capital flows in Europe and their
reversals in the 1920s, akin to the developments in the peripheral Europe in the 2000s
(Accominotti and Eichengreen, 2013).

According to IMF (2013b), global factors are found to explain the bulk of changes in
bond flows; purchases of Treasury bonds by the Fed have been associated with capital
outflows from the United States into EMs (although less so than to non-QE advanced
countries); and, reductions in long-term U.S. bond yields and in the VIX (a global index of
risk aversion), both known impacts of QE, are significant “push factors” for capital flows.
Nonetheless, the IMF (op cit) notes that the share of total inflows attributable to QE or to the
push factors is not preponderant and the correlation between capital flows surges and U.S.
QE rounds is loose. In contrast, according to the World Bank (2014), global factors (US
interest rates, risk and the UMPs) accounted for about 60 percent® of the increase in overall
capital inflows to developing countries between 2009 and 2013. Amongst the various
categories of capital flows, the World Bank (2014) finds, consistent with previous studies,
portfolio flows to be both the most volatile and the most sensitive to external drivers
associated with global financial conditions, while FDI investment is relatively insensitive to
the effects of global push factors. Within portfolio flows, the flows into developing-country

¥ More specifically, US short-term interest rates, the US UMP (mainly QE1 and QE2), the US yield curve and
the VIX index explain 4 percent, 13 percent, 20 percent and 26 percent, respectively, of the increase in capital
flows between 2009 and 2013. Further analysis by the World Bank indicates complex interactions between the
various global factors, especially between the VIX and the monetary conditions in the G-4 (the US, euro area,
Japan and the UK).
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bond and equity mutual funds are much more sensitive to push factors than the overall
portfolio flows. An analysis of financial crises between 1970 and 2011 indicates that these
occur in clusters, which suggests that these crises are being caused by common factors or the
existence of important contagion effects.

Figure 3: Private Capital Flows to Emerging and Developing Economies
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Figure 4: Monthly Equity and Bond Flows to EMEs

40 -
30 -
20 -

10 A

USS billion
o

Jan-04
May-0
Sep-04
Jan-05
May-05
Sep-05
Jan-06
Jan-07
May-07
Sep-0
Jan-09
May-09

-10

Sep-06
Sep-09
Jan-10
May-14€
Sep-10
May-11 %=
Sep-12
Jan-13

-20 A

e
Jan
May-#2
N\

-30 A

40 -
EEquity ®Bond
Source: EPFR and Haver Analytics.

According to Ahmed and Zlate (2013), the sensitivity of capital flows to differentials
in the policy interest rates appears to be higher in the post-NAFC period, while growth
differentials ceased to be determinant of capital flows in the post-NAFC period. Ahmed and
Zlate (op cit) also find that the UMPs seem to have changed the composition of net capital
flows to the EMEs towards portfolio flows, although they do not find any statistically
significant impact of the UMPs on overall net capital flows. According to Fratzscher, Lo
Duca and Straub (2013), the US Fed’s QE1 policies triggered a portfolio re-balancing across
the EMEs, resulting in capital outflows from the EMEs into the US, which perhaps was the
outcome of extreme uncertainty in the global financial markets and the equity capital needs
of the US financial institutions in view of their large losses; QE2 policies, on the other hand,
led to capital inflows to the EMEs, and vice versa.

UMPs have facilitated capital flows not only to the major EMEs, but also seem to
have improved market access to international finance for a wider range of sovereign
borrowers. Foreign purchases of portfolio assets (mainly sovereign bonds and equities) in
several frontier markets — for example, Ghana, Nigeria, and Zambia - surged in 2012, and,
reached new highs in some cases. Sovereign entities in other frontier regions have also
accessed international capital markets, either for the first time (Mongolia), or after a
prolonged absence from the markets (Bolivia), or in greater size (Serbia) (IMF, 2013d).

Foreign investors hold almost US § 1 trillion of EME sovereign debt; half of this
amount (US$ 0.5 trillion) was invested during the 3-year period 2010-12 and the flows
during this period were less differentiated against the backdrop of UMPs (Arslanalp and
Tsuda, 2014). The US Federal Reserve’s prolonged reliance on UMPs has confronted
country after country with a difficult choice: to either tolerate a significant exchange rate
appreciation — thereby risking competitiveness, jobs and, in some cases, domestic financial
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stability — or follow the Fed in loosening monetary policy (El-Erian, 2014): this dilemma was
faced not just by the EMEs, but also by other advanced economies, especially Japan, which
experienced a sharp currency appreciation in the context of an already prolonged period of
inadequate economic growth.

Overall, the available empirical evidence suggests that the UMPs have led to an
increase in the proportion of volatile capital flows (portfolio flows and within these, debt and
bond flows) to the EMEs, and thereby increasing their vulnerability to sudden stops, which
eventually happened during June-August 2013. More generally, private capital flows are
volatile for all countries, advanced or emerging, across all points of time (Bluedorn et al.,
2013). Large scale two-way movements in capital flows create sharp adjustments costs.
Large inward capital inflows during the initial phase add to nominal and real appreciation of
the domestic currency, leading to widening of current account deficits; large capital flows
also lead to a boom in credit aggregates and asset prices, and thereby to domestic demand
and output, putting further pressure on the current account deficit. Capital flows have
contributed to greater corporate leverage and foreign currency exposure in EMEs as well as
frontier economies; foreign-currency borrowings by EME corporate have increased by about
50 percent over the past five years (IMF, 2013c). While credit and asset price booms and
stronger demand conditions might call for monetary tightening, appreciation of the currency
helps to keep inflation low, thereby making it difficult for the central bank to make a case for
monetary tightening, especially in the context of inflation targeting frameworks. Monetary
tightening is also complicated if higher domestic interest rates attract even higher capital
flows, putting further upward pressure on the currency, which then continues to keep
inflation low, while continuing to push the current account deficit to more unsustainable
levels. These challenges can be daunting for the global economy especially if the leading
reserve-currency central bank pursues a highly accommodative monetary policy on a
persistent basis.

The empirical evidence indeed indicates that monetary policy in the US has been
generally accommodative since the early 2000s and not just in the post-NAFC period. This
then forced other central banks to pursue more-than-desired accommodative monetary
policies, resulting in low interest rates globally — the “Great Deviation” (Caruana, 2012b;
Gray, 2013; Hofmann and Bogdanova, 2012; Taylor, 2013a). Deviation of the actual
monetary policy from the Taylor rule’ has been greater in the EMEs (an average of 4
percentage points during 2003-12) than in the advanced economies (an average of 1
percentage point) (BIS, 2013). An assessment of the monetary policy stance based on Taylor
rules is best viewed as an illustrative exercise, given that such an exercise involves
assumptions about unobservable variables (for example, equilibrium real interest rate,
expected inflation and expected output) and there are also issues related to the universality of
the policy response coefficients recomm