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Doubts about the benefits of cross-border integration of financial markets—and specifically large inflows to emerging markets—are getting press. A recent expression came in an FT op-ed by Rodrik and Subramanian (RS) reviewing the ill-effects of hot money inflows and setting out suggestions to limit such flows. But, starting with Keynes, who helped design the international monetary system around a view that large capital flows should be resisted, skeptics about incentives set up by and effects of large capital flows have been plentiful. 
Skeptics’ concerns boil down to two perceptions. First, that large inflows tend to be dominated by, “hot” money, which lacks the commitment to support development needs and is inherently volatile—two ingredients of crises when exuberant expectations that attract such inflows come down to earth. Second, that even if large inflows do not end in crisis, they produce overheating—unsustainable growth of demand and inflated asset prices—eroding competitiveness to a point that undermines the potential benefits of inflows. 
These perceptions gain traction through impressions left from the Latin American, Asian and Russian crises of the 1990s. Recently, overheating in Eastern European countries—the largest recipients of net capital inflows (relative to their economic size) by a substantial margin—reinforces concerns about inflows causing asset bubbles and eroding competitiveness. 
But before jumping on this bandwagon, examine the facts. In its recent World Economic Outlook, the IMF identifies during the past 20 years 94 episodes of surging net private capital inflows to individual emerging market countries, each lasting 1-10 years. True, there were signs of “hot” money in many, and some ended in crisis. But the numbers are modest. 
· In almost half the episodes, non-FDI inflows (an extremely broad definition of “hot” money) were less than half of total net private inflows. Also, in about half the episodes, FDI in the two years after the episode was at least as large as during the episode. In other words, “hot” money, even broadly defined, was a major force in only about half the episodes. 
· Crisis endings to surge episodes are not common. By a broad definition of crisis—falling output in the two-year post-episode period and/or devaluation of more than 20 percent—only 15 percent of all episodes ended in crisis. 

· Clear signs of overheating are even less common. By a (not unflawed, but better than other) standard for overheating—real currency appreciation—only a quarter of episodes saw a real appreciation greater than 5 percent per year. Almost all of these were when recipient countries entered the episode with very high and falling, inflation—circumstances ripe for appreciation.
The conclusion is that while inflows cause serious problems in some cases, most countries receiving large inflows do not have them. In fact, just the reverse. In over half the episodes ending before 2005, average real income growth of recipient countries in the two years after the episode (the period when crises or less traumatic after-effects of a sudden stop or reversal are most likely) exceeded 3 percent per year. Obviously, this growth was not solely due to inflows. The point is that inflows supported investment and technology transfer and were not destabilizing.
Yet there is another compelling reason to get on with the task of learning to live with large inflows: the horse is already out of the barn. Investors worldwide have seen the opportunity, learned the ropes and are unlikely to give up global investment opportunities because of a few bureaucratic barriers. Certainly, countries that have not liberalized fully still have effective control mechanisms, and delaying full opening until good domestic policies and institutions are set makes sense. But for countries substantially open to capital inflows, controls that are not so severe as to be harmful to the domestic economy will not durably restrict inflows. 
So what do experiences with large inflows say about managing in a world of high capital mobility? Most important, if obvious, is that surges in inflows are large cyclical shocks. Thus, policies right for any cyclical upturn are even more right when large inflows are the driver. The objective behind counter cyclical macroeconomic policies is not to reduce inflows, but to lessen incentives for potentially volatile inflows and attract those with a de facto longer term commitment. But the experiences also show that a common mistake countries make in large inflow episodes is to run pro-cyclical policies, exacerbating overheating and raising the risk of hard landings. 
 Now, the scope for countercyclical monetary policy—in the sense of raising interest
 rates—is obviously constrained by both the risk of attracting greater inflows and the cost of sterilization. That said, allowing moderate real appreciation is an important part of a good countercyclical monetary response to large inflows.
Trickier are financial supervision policies. Naturally, these are not up for rapid adjustment in the face of large inflows. Supervision policies need to be crafted for steady enforcement well ahead of inflow episodes. But one lesson we are learning from the current financial turmoil is that existing financial supervision practices and standards—particularly methods of calculating minimum capital holdings and valuing risk—impart considerable procyclicality to banks’ lending behavior. Another lesson stems from the limitations of individual country actions when capital is mobile; stronger international agreements will be essential to making open financial markets safer.  

Fiscal policy—not only a highly effective instrument in reining in cyclical instability
during inflow episodes but also one fully under the control of the recipient country—is the sleeping giant as far as counter-cyclical policy is concerned. The experiences show that most countries—particularly where inflow episodes produce serious overheating or end in crisis—actually run pro-cyclical fiscal policies during inflow episodes. In contrast,  of the 20 episodes that ended most successfully (in terms of income growth and currency stability), only two showed clear signs of (mildly) procyclical fiscal policy. 

What went wrong in fiscal policy formulation? Presumably, too much of the spurt in growth during inflow episodes was taken to be permanent, or politics prevented the right fiscal response. These experiences point to the imperative in a world of mobile capital of removing or reducing the political influence over decisions on the fiscal balance by putting in place a fiscal rule—for example, a commitment to maintaining the cyclically-adjusted fiscal balance within a pre-announced range and following specific rules for determining cyclical influences. Such commitments would go further in limiting instability from large capital inflows than any other single macroeconomic policy action. And cynics about the feasibility of such rules need only look at the countries that have successfully implemented them—Australia, New Zealand, Sweden to name a few. Only possible in advanced countries you say? Consider the role of Chile’s fiscal rule in its successful management of large inflows.
Fiscal policy has another widely overlooked virtue in stemming problems from large inflows—countercyclical actions can be crafted to help direct inflows away from poor uses. A major problem for many recipient countries is unsustainable activity in non-traded sectors—real estate most obviously. An appropriate fiscal policy response, however, might include a real estate transaction tax, both lifting fiscal revenues to achieve rules-based targets for the balance and containing real estate speculation. Other types of consumption taxes could similarly be targeted at consumption of non-traded goods. The value of a rule governing the fiscal balance is that it leaves a huge amount of room for tailoring specific spending (including on infrastructure) and taxes to meet the needs of the economy while contributing to economic stability. 

The search for the right responses to surges in inflows has occupied economists for decades. This is appropriate insofar as capital mobility is not likely to subside and, with the right policy responses, it is a powerful channel for speeding up income convergence. But the search needs to recognize a truism—there is no easy magic bullet. Coming to terms with the need for countercyclical macroeconomic policy is the sine qua non of successful management of large inflows. 
� This address draws on the author’s paper prepared for the ADBI “Managing Large Capital Inflows: Taking Stock of International Experiences,” ADBI discussion paper No. 97.





