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Developing and emerging economy countries have been experiencing a surge of capital inflows
from the advanced economies, which are threatening their macroeconomic and trade growth
and stability. These capital flows, which are primarily speculative and short-term in nature, are
transmitting destabilizing effectsliquidityinto the economy

(e.g. quantitative easing) and c1ose-to-zero interest rates.

The Federal Reserve's creation of $600 billion in liquidity in early November 2010 stimulated the
dollar carry trade, where investors borrow cheaply in the US and invest in higher-yielding
currencies and assets in emerging market economies. A key problem of asymmetry is seen in
how the quantitative easing pursued in the US is unable to establish stable and rigorous growth,
demand and jobs nationally, and yet has critical structural impacts in developing countries across
the world.

The destabilizing impacts ofcapital inflows in middle-income countries
There are three key adverse impacts that the surge in capital inflows has on developing
countries. First, capital inflows affect trade and financial stability through currency appreciations
and in some cases, widening current account deficits. Currency appreciation disrupts export
competitiveness, increases the price of imports (particularly at a time when food prices are
reaching record highs), and affects employment in export manufacturing and industrial sectors
that form the backbone of many middle-income economies. In countries such as Brazil, South
Africa, India and Turkey, current account imbalances exacerbate the rate and extent of currency
appreciation.

Second, the excess liquidity in middle-income countries is increasing the pressure on consumer
prices and fuelling credit arid asset bubbles through sharp price rises in real estate and the stock
market. However, sooner or later, bubbles always burst, resulting, as the world has seen in the
last few years, in a lot of damage. Third, any surge in capital inflows can lead to a reciprocal
surge in outflows from middle-income countries back to the advanced economies. This scenario
can potentially occur when the US and other advanced economies eventually carry out fiscal and
monetary policy tightening and put an end to the credit expansion and historically low interest
rates which have marked their crisis response. High··volumes of capital outflows in a
concentrated period of time may cause economic disorder through currency devaluations, loan
servicing problems, and balance of payments difficulties, as seen in the Asian financial crisis of
1997-98.

Capital controls and the role of the IMF
In order to manage the various risks associated with the surge in inflows, middle··income
countries across Asia, Latin America, and the Arab region have employed some form of capital



account regulation, or capital controls. The last one year has presented landmark shifts in the
international consensus on capital controls, as demonstrated by the new acceptance of 'macro
prudential regulations' by the International Monetary Fund (IMF) and the Group of 20 (G20) at
its Seoul Summit in November 2010.

The IMF, which has historically been opposed to capital controls, significantly revised its
ideological framework with a February 2010 study titled, "Capital inflows: The role of controls."
This study stated that "capital controls are a leg.296 652.56 Tm1 Tc 4
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