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Abstract 
We study a novel policy tool—interest rate uncertainty—that can be used to discourage 
inefficient capital inflows and to adjust the composition of external account between short-
term securities and foreign direct investment (FDI). We identify the trade-offs faced in 
navigating between external balance and price stability. The interest rate uncertainty policy 
discourages short-term inflows mainly through portfolio risk and precautionary saving 
channels. A markup channel generates net FDI inflows under imperfect exchange rate pass-
through. We further investigate new channels under different assumptions about the 
irreversibility of FDI, the currency of export invoicing, risk aversion of outside agents, and 
effective lower bound in the rest of the world. Under every scenario, uncertainty policy is 
inflationary.  

Bank topics: International financial markets; Uncertainty and monetary policy; Monetary policy 

framework 
JEL codes: E32, F21, F32, F38, G15 

Résumé 
Nous étudions un nouvel instrument de politique, soit l’incertitude quant à la trajectoire 
future des taux d’intérêt, qui peut servir à décourager les entrées de capitaux inefficientes et à 
ajuster la répartition des investissements entre titres à court terme et investissements directs 
étrangers dans le compte extérieur. Nous déterminons les arbitrages à faire entre la balance 
extérieure et la stabilité des prix. La politique d’incertitude quant à la trajectoire future des 
taux d’intérêt décourage les entrées de capitaux à court terme principalement par deux 
canaux : les risques de portefeuille et l’épargne de précaution. Par ailleurs, un mécanisme de 
majoration des prix entraîne des entrées nettes d’investissements directs étrangers lorsque 
les variations du taux de change ne sont pas entièrement répercutées sur les prix. Nous 
examinons également de nouveaux mécanismes selon diverses hypothèses sur l’irréversibilité 
des investissements directs étrangers, la monnaie de facturation des exportations, l’aversion 
pour le risque des agents extérieurs et la valeur plancher des taux d’intérêt à l’étranger. Dans 
chaque scénario, la politique d’incertitude est inflationniste.  

Sujets : Marchés financiers internationaux; Incertitude et politique monétaire; Cadre de politique 
monétaire  
Codes JEL : E32, F21, F32, F38, G15 
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Non-technical summary 
We examine the hypothesis that using interest rate uncertainty as an unconventional policy 
tool is effective in dampening inefficient capital inflows and adjusting the composition of the 
external account between short-term securities and foreign direct investment (FDI). 

We develop a two-region New Keynesian model (the emerging market economy [EM]) and 
the rest of the world [RoW]) that separates international flows in short-term bonds from 
international investment in physical capital, which we interpret as FDI. The model allows the 
central bank to manipulate the variance of the domestic policy interest rate in discretionary 
fashion, which its central bank uses to discourage short-term capital flows and attract FDI 
while trying to preserve inflation and output stabilization. International financial markets are 
incomplete, which implies a deviation from perfect risk sharing. 

First, we show that using interest rate uncertainty as a policy tool is effective in discouraging 
inefficient capital inflows. An increase in demand uncertainty for the RoW’s short-term bonds 
generates capital inflows into the EME. We show that an increase in the EME’s interest rate 
uncertainty can discourage these capital inflows, shifting their composition towards FDI, and 
it induces a counteracting effect on the risk-sharing wedge. 

Second, we show that the interest rate uncertainty policy discourages bond inflows mainly 
through investor portfolio risk in the RoW and the EME’s precautionary savings channels. In 
response to increased uncertainty in the EME’s policy rate, the EME’s bond returns do not 
compensate for the additional risk created by the central bank, and RoW investors shift away 
from holding EME debt. In addition, EME households cut consumption in response to 
uncertainty, but savings go to the RoW, where the risk is lower. The combined effect of these 
two channels is an outflow in the bond component of the capital account. 

Third, in our model a price-markup channel operates to affect FDI dynamics. Under sticky 
prices, firms cannot effectively adjust to changes in demand and this inability causes markups 
to move. Furthermore, under imperfect exchange-rate pass-through, exporting firms respond 
to rising uncertainty by decreasing their prices and by increasing their demand for inward FDI 
to expand production. We show that this precautionary pricing behavior depends heavily on 
the level of exchange rate pass-through. 

We further compare the interest rate uncertainty policy with a more tailored instrument: 
capital control uncertainty. We calculate a consumption compensating variation under two 
policy options. When evaluated during capital inflow periods and when both policies 
generate the same magnitude of uncertainty on the respective tool, the EME’s households 
prefer to live under the interest rate uncertainty regime, instead of the capital control 
uncertainty regime. 

We think of this policy as fully discretionary tool to be deployed only in special circumstances. 
With this perspective, our analysis provides a roadmap for how this unconventional tool 
might work. 
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