
SECTION 4

THE SEACEN CENTRE’S PERSPECTIVE 
ON A POLICY FRAMEWORK AND ITS 
OPERATIONALISATION

The post COVID-19 pandemic world and the fast-evolving landscape of 
capital fl ows call for a more robust and innovaƟ ve framework of integrated 
policy, whereby monetary policy should be combined with other policy 
measures, such as macroprudenƟ al policies, foreign exchange intervenƟ on 
and capital fl ow management measures. The design features of policies will 
have to ensure macro-fi nancial stability of EM SOFIEs by making them less 
sensiƟ ve to the interplay of global factors of liquidity and risk senƟ ment. 
Furthermore, taking account of the pro-cyclicality between global and 
domesƟ c fi nancial cycles, the role of the US dollar in transmiƫ  ng US 
economic condiƟ ons and policies to the rest of the world (as discussed in 
SecƟ on 1) warrants further consideraƟ ons on appropriate policy measures 
along with greater global and regional co-operaƟ on through policy dialogue. 
To this end, the policy interest rate, while helping to achieve internal balance, 
may have its limitaƟ ons in the global fi nancial cycle contaminaƟ ng the 
macro-fi nancial balances of the domesƟ c economy. For SOFIEs in EM Asia 
with an Infl aƟ on TargeƟ ng framework, interest rate policies were shown to 
be inadequate in managing the procyclicality of capital fl ows while infl aƟ on 
and the credit cycle have proven to be interlinked. Therefore, tools for price 
stability and fi nancial stability have oŌ en been jointly determined and used. 

The SEACEN perspecƟ ve on the design of the policy framework for managing 
capital fl ows promulgates the following features:

 At the highest level of the contours of public policy making, the framework 
should be fi rmly based on more welfare theoreƟ c arguments. This is 
consistent with the pivot towards sustainability and the paradigm shiŌ  to 
environmental, social, and governance (ESG) consideraƟ ons. 

 Pervasive fi nancial market constraints and imperfecƟ ons in emerging 
and developing economies can amplify macro-fi nancial cycles, requiring 
insurance against the risk of capital fl ow volaƟ lity as well as its distribuƟ onal 
impact. 
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 The current policy framework is evolving further to consider broader 
economic and social outcomes, with monetary and fi nancial stability 
implicaƟ ons.

 Therefore, public policy intervenƟ on to internalise externaliƟ es, to further 
promote welfare-enhancing policies, to manage trade-off s, and to adopt 
more fl exible approaches in building resilience will be an integral part of 
overarching policy frameworks going forward. It reinforces the noƟ on of 
miƟ gaƟ ng the social costs from fi nancial crises and output losses from 
sudden stops of capital infl ows. 

 On the macro-fi nancial policy front, the fi nancial-fricƟ ons view off ers a 
diff erent take on exchange rates compared to their tradiƟ onal role as 
shock absorbers. Exchange rates are also fi nancial variables and sensiƟ ve 
to imbalances in fi nancial markets and can be shock amplifi ers. FXI policies 
are likely to be more eff ecƟ ve and welfare enhancing, if used appropriately, 
under imperfect markets. 

 On managing fi nancial stability, the framework emphasises that systemic 
risk from fi nancial cycles including credit and asset booms need to be 
managed before they threaten public and fi nancial sector balance sheets 
and the economy at large. However, by their very nature, systemic threats 
are “tail events,” and represent an agglomeraƟ on of risks from a variety 
of channels. OperaƟ onalising a policy that is both Ɵ me-varying and rules-
based is likely to be unachievable, due to the diffi  culty of quanƟ fying 
systemic risk. Therefore, macroprudenƟ al policies have to be more 
proacƟ ve in managing the fi nancial cycle.

 Capital Flow Measures (CFMs) should be a part of the broader policy 
toolkit as purely domesƟ c macroprudenƟ al measures cannot adequately 
subsƟ tute for CFMs since CFMs beƩ er target the root of the problem of the 
volaƟ lity in internaƟ onal capital fl ows. As is the case with all macroprudenƟ al 
measures, the pre-empƟ ve use of capital fl ow management tools is criƟ cal 
when there is a risk of large capital infl ows. Indeed, systemic risk oŌ en 
builds up in tandem with increasing cross-border interconnectedness and 
spillovers. 

 The eff ecƟ veness of FXI can be enhanced with the presence of CFMs as 
part of the broader toolkit. A combinaƟ on of tools like MPMs and CFMs 
make it easier to achieve mulƟ ple goals such as price stability, fi nancial 
stability, macro-fi nancial stability, and sustainable external posiƟ on; and, 
deal with the complex trade-off s involved.
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 Such a framework has to be fl exible enough without very specifi c policy 
rules to accommodate the uncertainty of faƩ er tails.

 The effi  cacy of managing capital fl ows squarely lies in an integrated 
perspecƟ ve on monetary policy, macroprudenƟ al policy, capital fl ow 
measures, and foreign exchange intervenƟ on. But these policy measures 
have their associated costs. 

 Moreover, the effi  cacy and condiƟ ons of using various policy measures, 
in the context of volaƟ le capital fl ows, depend on prevailing global and 
domesƟ c condiƟ ons, country circumstances, and the origins of shocks.

 In conclusion, The SEACEN Centre has provided its perspecƟ ve on 
conceptualising the policy framework for integraƟ ng capital fl ow 
management, while off ering some suggesƟ ons on operaƟ onalising the 
conceptual framework.

A. Conceptualising the Policy Framework for IntegraƟ ng 
Capital Flow Management: SEACEN Central Banks Leading 
the Way

Central banks around the world are being asked to consider a broader 
range of non-tradiƟ onal monetary policy mandates. These requests refl ect a 
desire by governments to use the economic and fi nancial tools of the central 
bank to help target key public policy objecƟ ves, such as climate change 
risks, digitalisaƟ on, fi nancial technologies, as well as income and wealth 
inequaliƟ es. This longer list of potenƟ al central bank mandates represents a 
new challenge for the decade ahead.

The chief quesƟ on being asked is: can central banks deliver on their core goal 
of price stability while considering other policy objecƟ ves; or would such new 
mandates result in a type of mission creep which in the past had led to volaƟ le 
infl aƟ on outcomes, fi nancial instability, and poor economic performance?

In many respects, the invitaƟ on for central banks to consider new 
responsibiliƟ es is a consequence of their success. Over the past two decades, 
central bankers have achieved considerable success in delivering sound 
economic and fi nancial stewardship. In most cases, the successes followed 
the adopƟ on of monetary policy frameworks which elevated the role of the 
price stability mandate to the highest priority. For many SEACEN central 
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banks, this included the adopƟ on of formal infl aƟ on-targeƟ ng frameworks. 
For other SEACEN central banks, this meant raising the prominence of price 
stability without adopƟ ng formal infl aƟ on targeƟ ng. Nearly all have been 
targeƟ ng infl aƟ on even if they did not adopt infl aƟ on targeƟ ng. Monetary 
policy contributed to periods of low infl aƟ on and sustained growth, with the 
GFC and the COVID-19 pandemic being excepƟ ons. SEACEN central banks 
have performed rather well in terms of tradiƟ onal measures of monetary 
policy success. Moreover, the requests to take on new responsibiliƟ es, 
likewise, refl ect the vital role of banking and fi nance in pursuing other 
objecƟ ves that will address risks related to climate change, harness the full 
potenƟ al of fi nancial technologies and innovaƟ ons, and promote a more 
equitable distribuƟ on of welfare gains.

But considering broader structural trends with monetary and fi nancial 
stability implicaƟ ons certainly increases the complexity of central banking 
in the region. Indeed, having mulƟ ple policy objecƟ ves can overburden 
monetary policy, reduce its coherence, and lead to a loss of credibility. 
Moreover, a central bank cannot consistently pursue and achieve mulƟ ple 
goals with only one policy instrument, such as the short-term interest 
rate. Overreliance on monetary policy may reduce its eff ecƟ veness when 
the appropriate policy involves other instruments or public insƟ tuƟ ons. To 
highlight these new challenges in a historical perspecƟ ve, Figure 4.1 shows 
the evoluƟ on of central banks expanding mandates and consideraƟ ons 
with potenƟ al future implicaƟ ons. The orange line represents the phase in 
which small, open, advanced economies pioneered the adopƟ on of narrow 
infl aƟ on-targeƟ ng regimes. In general, these early manifestaƟ ons of infl aƟ on 
targeƟ ng put most weight in policy decisions on infl aƟ on concerns with some 
central banks sƟ ll heeding short-run (over a year or so) developments in the 
real economy. The green line illustrates the broadening of monetary policy 
frameworks, with weights being put on concerns from, amongst other things, 
fi nancial stability, exchange rates, and capital fl ows. Over Ɵ me most fl exible 
infl aƟ on-targeƟ ng central banks lengthened the target horizon of infl aƟ on 
and emphasised “over the medium-run.” Eff ecƟ vely, this allowed central 
banks to respond to a wider range of economic and fi nancial developments 
of both domesƟ c and global types in the short-run. 

The proposed conceptual framework underscores that fact that operaƟ onally, 
the weight on capital fl ow developments was parƟ cularly large in SEACEN 
economies over the past decade. The weight appeared to vary systemaƟ cally 
over Ɵ me – low when capital fl ow developments were rather quiescent 
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and high when rather volaƟ le. With detailed capital fl ow data becoming 
increasingly available and Ɵ melier, SEACEN central banks can use various 
analyƟ cal approaches to assess the vulnerabiliƟ es from capital fl ows. The 
data are now more granular which makes it possible to understand capital 
fl ow dynamics beƩ er. New methodologies to analyse these data are shedding 
more light on the Ɵ me-varying risks. Armed with beƩ er data and more accurate 
assessments of the risks, monetary authoriƟ es may be interested in puƫ  ng 
even more weight on capital fl ow developments. More research is called for 
to establish just how central banks might want to weight these mandates in 
the conduct of monetary policy.  In addiƟ on, further research is needed to 
examine and assess the trade-off s between various policy objecƟ ves while 
giving consideraƟ ons to provide pracƟ cal guidance to SEACEN members.

One possible way of conceptualising the framework is by considering the 
evoluƟ on of central banks’ expanding mandates and consideraƟ ons with 
potenƟ al future implicaƟ ons. To this end, the broader structural trends 
with monetary and fi nancial stability implicaƟ ons certainly increases the 
complexity of central banking in EM SOFIEs. 

Figure 4.1: Proposed SEACEN Central Banks
Broader Framework and ConsideraƟ ons

Notes: The weights on diff erent mandates are normalised relaƟ ve to the infl aƟ on goal. 
This graph illustrates the more complex weighƟ ng scheme required for trading off  a wider 
range of mandates. Maximising the welfare of its country also factors in implicaƟ ons for 
credibility, accountability, and transparency.
Source: Andrew Filardo and The SEACEN Centre.
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The current policy framework is evolving further to consider broader 
economic and social outcomes, with monetary and fi nancial stability 
implicaƟ ons. The outer purple line indicates how policy mandates and other 
consideraƟ ons are evolving rapidly refl ecƟ ng the paradigm shiŌ  towards a 
more holisƟ c approach, encompassing the social eff ects of capital fl ows such 
as fi nancial crises with income and output losses. In addiƟ on, the balance 
sheet eff ects of exchange rate volaƟ lity warrant policy consideraƟ on. As such, 
FX intervenƟ on in imperfect markets to manage exchange rate amplifi caƟ on 
from fi nancial imbalances can be welfare enhancing. The eff ecƟ veness of 
FXI can be increased by the presence of CFMs as part of the broader toolkit 
because systemic risk oŌ en builds up in tandem with increasing cross-border 
interconnectedness and spillovers. Puƫ  ng even more weight on capital fl ow 
developments now while strengthening risk management tools is needed to 
design more eff ecƟ ve CFMs that have the fl exibility to be more pre-empƟ ve. 
In this framework, CFMs should be a part of the broader policy toolkit as 
purely domesƟ c macroprudenƟ al measures cannot adequately subsƟ tute 
for CFMs since CFMs beƩ er target the root of the problem of the volaƟ lity 
in internaƟ onal capital fl ows. Like with all macroprudenƟ al measures, the 
pre-empƟ ve use of capital controls is criƟ cal when there is a risk of large 
capital infl ows. In addiƟ on, it is important to also consider the holisƟ c impact 
of structural policies on the domesƟ c economy. In the long-run, when done 
right, these may complement central banks’ expanded policy toolkits to 
manage external risks by miƟ gaƟ ng the risks from capital fl ow fl uctuaƟ ons.  
Nonetheless, striking the right balance between policy tools given their 
short-, medium-, and long-term eff ects remains a criƟ cal challenge not only 
for SEACEN economies, but for many other economies as well. 

B. OperaƟ onalising the Policy Framework for IntegraƟ ng 
Capital Flow Management

One possible way of operaƟ onalising the framework is by integraƟ ng 
capital fl ow risk management into the policy framework using a variaƟ on 
of the Taylor-type rule whereby the central banks may want to respond 
systemaƟ cally to capital fl ow tail risks when seƫ  ng the stance of monetary 
policy by directly leaning against tail risks. Box 8 below provides various 
opƟ ons in operaƟ onalising this framework.
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Box 8: IntegraƟ ng Capital Flows Risk Management into
the Policy Framework*

(Andrew Filardo and The SEACEN Centre)

IntegraƟ ng capital fl ow risk management into the policy framework can be 
operaƟ onalised with three diff erent perspecƟ ves using Taylor-type rules as 
helpful ways to moƟ vate the main points of the discussion.

PerspecƟ ve 1: Central banks have oŌ en addressed capital fl ow challenges 
with exchange rate intervenƟ on. The assumpƟ on underlying this perspecƟ ve 
is that less volaƟ le exchange rates result in a less volaƟ le capital fl ow 
environment. One opƟ on, which is labelled as “Taylor-rule Plus,” is a variant 
of a convenƟ onal Taylor rule: 

      = + ( ( ) )+ ( ( ) )         (1)

 a) = ( ( )),       (2a)

  or

 b)  = ( )      (2b)

EquaƟ on (1) is a convenƟ onal Taylor-type rule for a closed economy which 
relates the seƫ  ng of the policy rate, R, to the infl aƟ on gap, ( ( ) ), and 
the output gap, ( ( ) ); in this version the dependence of infl aƟ on and 
output on the exchange rate is emphasised. 

EquaƟ ons (2a) and (2b) off er two versions of an exchange rate intervenƟ on 
(FXI) rule. In other words, the policy interest rate is used primarily to achieve 
domesƟ c equilibrium with respect to infl aƟ on and output; FXI is used 
primarily to smooth the exchange rate and hence reduce the volaƟ lity of 
capital fl ows associated with exchange rate developments. 

EquaƟ on (2a) of the FXI equaƟ on emphasises a preference to reduce the 
standard deviaƟ on of exchange rates, ( ), while EquaƟ on (2b) is an 
alternaƟ ve which focuses on the cyclical deviaƟ on of exchange rates from 
‘equilibrium’ exchange rates, ( ). Both versions have their pros and 
cons which depend on the ability to assess the measures accurately and to 
establish a reliable link between the monetary policy response and the 
exchange rate. 
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PerspecƟ ve 2: AlternaƟ vely, central banks may prefer to jointly determine the 
policy tool mix. The policy rate and FXI both infl uence output, infl aƟ on, and 
the exchange rate. Such a policy rule is EquaƟ on (3), labelled an “Extended 
Taylor-rule”:

( , )= + ( ( ) )+ ( ( ) )+ ( ). (3)

Such a rule requires a good understanding of the trade-off s between the 
interest rate and FXI in the policy mix. In principle, determining these trade-
off s with a high degree of certainty would be helpful in achieving the policy 
goals of the central bank. However, establishing such a relaƟ onship is a 
challenge, especially for emerging market economies. These economies have 
had liƩ le experience of these tools being used systemaƟ cally during stable 
economic and fi nancial environments. Over Ɵ me, it is possible that more 
experience in deploying the two tools systemaƟ cally will provide useful data 
for acquainƟ ng policy makers with the trade-off s.

PerspecƟ ve 3: A third alternaƟ ve captures the possibility that central banks 
may want to respond systemaƟ cally to capital fl ow tail risks when seƫ  ng the 
stance of monetary policy:

    (4)

The tail risk term in EquaƟ on (4) represents a desire to directly lean against 
tail risks before they materialise. With beƩ er leading indicators of capital 
fl ow tail risks, this type of leaning becomes feasible. The higher the quality 
of the leading indicators, the greater the ability to prevent capital fl ows from 
disrupƟ ng economic stability.

Each one of these perspecƟ ves highlights the diff erent ways a central bank 
may want to raise the prominence of capital fl ows in its policy meeƟ ngs and 
hence policy decisions. The relevance of any one of these perspecƟ ves is an 
empirical issue.

*  See SecƟ on 6 for more discussion.
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The BoƩ omline: Evolving EM SOFIEs’ monetary policy frameworks in a 
more complex world and with inherent market imperfecƟ ons and fi nancial 
channels of risk transmission may need to balance mulƟ ple objecƟ ves, 
consideraƟ ons, and trade-off s. EM SOFIEs in Asia have been more closely 
integrated with global fi nancial markets, not only as recipients of capital 
but also as a net exporter of capital. While they have reduced their external 
re-fi nancing risks, eliminated currency mismatches at the naƟ onal level 
and have widened their domesƟ c investor base, new sources of risks can 
worsen the trade-off s. Therefore, taking a more mulƟ faceted approach and 
incorporaƟ ng the following features may be helpful: 

 HolisƟ c, pragmaƟ c, and fl exible (less rules-based) broader framework;

 Puƫ  ng a premium on resilience and having policy buff ers to build resilience 
to tail risks;

 Having the ability to be pre-empƟ ve, such as having ex-ante prevenƟ on 
mechanisms in place;

 IncorporaƟ ng the role of the exchange rate as a stabiliser under certain 
condiƟ ons;

 Hard-wiring macro-fi nancial stability consideraƟ ons;

 Having the ability to implement countercyclical safeguard measures along 
the MPM/CFM spectrum; and 

 AcƟ ng as a “dealer of last resort” to provide some backstop to systemic 
risk emerging from market-based fi nance.  


