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The Trilemma and Dilemma



Klein and Shambaugh (2015)

 Seek to show the relative 
importance of capital controls vs. 
exchange rate regimes for 
insulation of interest rates
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Key equations
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Regression coefficient
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If common shocks
If base rate increase
Breaks peg
If enhanced for pegs
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Distribution of Exchange Rate 
Regimes
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3 x 3 classification
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A soft peg is defined as occurring when a country-year observation 
is not classified as a peg, but the bilateral exchange rate with the 
base country fluctuates by less than +/-5 percent in a given year, 
or when there is no month where the exchange rate changed by
more than 2 percent up or down



Walls and Gates Capital Controls
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Monetary Autonomy Redefined
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Monetary Autonomy Redefined
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Conclusion

 Thus, the main message of our 
paper is the re-affirmation of the 
standard result from international 
macroeconomics; the simplest 
and most certain means for 
achieving some measure of 
monetary autonomy is to allow 
the exchange rate to float or to 
institute broad longstanding 
capital controls.
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Helene Rey (2013)

a “dilemma,” an “irreconcilable 
duo”: independent monetary 
policies are possible if and only if 
the capital account is managed, 
directly or indirectly via 
macroprudential policies. 
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A Global Financial 
Cycle?

17Rey, 2013



Flows and VIX
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Flows and VIX
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Estimate a Simple VAR

2 lag recursive VAR (Cholesky
decomposition)
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Response of VIX to
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Conclusions (I)
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Conclusions (II)

24



Capital Controls Measured



Comparison of Extant Measures

26Source: Quinn, Schindler, Toyoda, IMF Economic Review (2011)



Comparison of Extant Measures

27Source: Quinn, Schindler, Toyoda, IMF Economic Review (2011)



Comparison of Extant Measures
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Comparison of Extant Measures
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Key Advances in Measuring

 IMF Annual Report on Exchange 
Arrangements and Exchange Restrictions 
(AREAER).

 Narrative descriptions regarding multiple 
regimes, surrender of export proceeds, 
current account, capital account 
restrictions, coded (arbitrarily) into 0/1

 With accounting of 1996 (AREAER 1997), 
finer categories for capital account 
available, as well as in/out differentiation

 Schindler (2009), updated in XXXXX
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Heterogeneity

31Source: Fernandez, Klein, Rebucci, Schiller, Uribe, IMF WP 15/80



China: Nuance

32Source: Chen and Qian (2015)



More on China

33Source: Chen and Qian (2015)



Additional Transformations

 One issue is the time dimension
 Using moving average to 

minimize measurement error 
(Klein)

 Alternative is to use persistence: 
Gates and Walls (Klein, BPEA, 
2012). 
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Klein’s Gates/Walls



Capital Control Efficacy



What is the definition of 
“working”?

 Insulation from external 
influences

 Reduce capital inflows/outflows
 Reduce capital inflows/outflows at 

specific times
 Alter composition of capital 

inflows/outflows
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Capital Controls “Work” to 
Insulate Economies

38Source: Klein and Shambaugh (2015)



What about Financial Openness 
More Generally
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Policy Measures and Debt Liab.
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 Recent crisisa Panel data (1995-2008)b
 a/ Dependent variable is share of debt liabilities in total liabilities in 2007 (in percent). Kcont, 

Fincontrol, and Fxreg are averaged over 2000-05. Domreg pertain to the measures in place in 
2005. Constant, and a (lagged) composite index of external vulnerability (excluding debt 
liabilities), and an indicator of overall institutional quality (ICRG index) in 2007 included as 
controls in all regressions..

 b/ Dependent variable is share of debt liabilities in total liabilities (in percent). Kcont, 
Fincontrol, Fxreg and Domreg are lagged one year. Domreg is available for 2005 and 2007 
only. Constant, and region specific and time effects included in all

 regressions. Lagged composite index of external vulnerability, (log of) real GDP per capita, 
institutional quality (ICRG) index and a proxy for financial market development (private credit 
to GDP) included as controls in all regressions.

 Clustered standard errors (on country level) reported in parentheses; *, **, and *** indicate 
significance at 10, 5, and 1 percent levels respectively.

 Notes: Kcont is Schindler's (2009) capital controls on inflow index.
 Fincont1 is the average of binary variables reflecting restrictions on financial sector's borrow 

ing abroad, and differential treatment of nonresident accounts.
 Fincont2 is the average of binary variables reflecting restrictions on financial sector's borrow 

ing abroad, maintenanance of accounts abroad, and differential treatment of accounts held by 
nonresidents.

 Fxreg1 is the average of binary variables reflecting restrictions on financial sector's lending 
locally in foreign exchange, and differential treatment of deposit accounts in foreign exchange.

 Fxreg2 is the average of binary variables reflecting restrictions on financial sector's lending 
locally in foreign exchange, purchase of locally issued securities denominated in forex; 
differential treatment of deposit accounts in foreign

 exchange; and open FX position limits.
 Domreg1 is the average of reserve requirements and restrictions on concentration in sectors.
 Domreg2 is the average of reserve requirements, restrictions on concentration in specific 

sectors, and LTV ratios.
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Policy Measures and Debt Liab.
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Policy Measures and Foreign 
Currency Lending
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a/ Dependent variable is FX credit to total credit in 2007. Kcont, Fincontrol, and Fxreg are averaged over 2003-05. 
Domreg pertain to the measures in place in 2005. Constant, lagged private credit to GDP, a dummy variable for the 
de facto exchange rate regime (=1 if fixed exchange rate; 0 otherw sie), and institutional quality (ICRG) index included 
as control variables in all regressions.
b/ Dependent variable is FX credit to total credit. Kcont, Fincontrol, Fxreg, and Domreg are lagged by one year. 
Domreg is available for 2005 and 2007 only. Constant, and region specific and time effects included. Lagged private 
credit to GDP, lagged dummy variable for a de facto fixed exchange rate regime, (log) of real GDP per capita, and
institutional quality (ICRG) index included as control variables in all regressions. Notes: Kcont is Schindler's (2009) 
capital controls on inflow index.



Policy Measures and Foreign 
Currency Lending
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Policy Measures and Domestic 
Credit Booms
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a/ Dependent variable is the change in private credit to GDP over 2003-07. Kcont, Fincontrol, and Fxreg are averaged over 2003-05
Domreg1 and Domreg2 pertain to the measures in place in 2005. All regressions include a constant, institutional quality (ICRG) 
index, a dummy variable for de facto exchange rate regime (=1 if fixed exchange rate regime; 0 otherw sie), and a dummy 
variable for public or private credit registries/bureaus in 2007.
b/ Dependent variable is the cumulative three year change in private credit to GDP. Kcont, Fincontrol, and Fxreg are averaged over
three lags. Domreg is available for 2005 and 2007 only, and is lagged by one year. Constant, region specific and time effects, an
institutional quality (ICRG) index, dummy variable for fixed exchange rate regime (=1 if fixed exchange rate regime; 0 otherw ise)
dummy variable for public or private credit registries/bureaus, lagged (log of) real GDP per capita, lagged real grow th rate of GDP,
and three-year lagged private credit to GDP as initial condition included in regressions.



Policy Measures and Domestic 
Credit Booms
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