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The paper by Mihir Desai and Jm Hinesisawe come contribution to knowledge at theintersection
of internationa finance and tax andys's, an under- studied areathat weinternationd economistshavelargey
|eft to the public finance people by default. One might suppose that the mgor lessons here haveto do with
internationd differences in tax rates. But as | read this literature, the public finance economists have
concluded, correctly, thet interaction of thetax parameterswithinternationd differencesininflation ratesand
interest rates can dwarf the effects of the ample tax differences. The Desai-Hines paper concludes that
inflation in openeconomiesredlocates capita internationaly, with large adverseimplicationsfor efficiency.
The result that inflation might be more harmful in an open economy than a closed economy would be an
example of the "theory of the second best:” diminaing one digtortion (capital controls) is not necessarily
good, if there exigt other distortions (taxes and inflation). The surprising aspect of the model isthat capita
can flow into the inflating country.

The gpproach follows Hartman (1979), an open-economy version of the andyss of the effect of
inflation on nomind interest rates. The Feldstein- Darby (closed- economy) answer to that question wasthe
nomina interest rate rises more than the increase in the inflation rate, a non-neutrdity. The reason is that
saversdemand no less: otherwise they would suffer alossin the after-tax red rate of return. But what does
it mean that savers demand noloss? What would they subdtituteinto, if the after-tax redl rate of returnwere
tofdl? In closed economies, the answer isthat they would savelessor dse shift into redl assets. But these
arenot perfect subgtitutes. For example, inthe 1970s, the after-tax red returnwasin fact negative. Savers
were Smply not able to protect themsalves.

In an open economy, there is another, potentially more complete, escape: savers can take their
money abroad. Does thisthen give usthe Feldstein-Darby result (the "modified” or tax-adjusted” Fisher
effect)? Not necessarily. Saversaredso taxed on ther foreign earnings, and theforeigninflation rateisnot
directly rlevant to the domestic resident's purchasing power. The effect, rather, comesindirectly, viathe
foreign interest rate and exchange rate. In Hartman's open-economy mode, the Feldstein-Darby effect



apparently vanishes because world capitd markets apparently tie down thered interest rate. We are back
to neutraity (the "traditiond” Fisher effect).

Desal and Hines advance the andysis substantialy, by working out theinflation interactions of three
kinds of non-neutrdities. capital gains on exchange rate changes, the tax-deductibility of nomind interest
payments, and nomind depreciaion dlowances. This andyss is more complete than the earlier
approaches.

| would liketo raise aquestion about the fundamenta framework, inwhich red interest rateswould
be equalized in the absence of tax factors.

We know thet redl interest rates are not in fact equdized internationdly. (Mishkin, 1984, is one
among many references cited in Frankel, 1991.) U.S. red interest rateswere above Japanesered ratesin
the 1980s, for example, and the same is probably again true now. Consder two possible explanations:
imperfect capita mobility, defined as an observed discrepancy between the nomind interest differentia and
the expected rate of depreciation of the domestic currency, and afailure of purchasing power parity (PPP),
defined as a discrepancy between the expected rate of depreciation of the domestic currency and the
expected inflation differentid.

Desal and Hines consder the imperfect mobility casein Section 5, so let usbeginthere. They cite
evidence of home bias in equity holdings, though | would rather cite the Feldstein-Horioka evidence on
correlations between nationa saving and investment, and other evidence on the failure to equdize rates of
returns. They have the Feldstein-Darby effect re-emerging, presumably because savers can take money
their abroad. The nomind interest rate rises by more than the inflation rate, with the difference denoted by
mu. But mu is smply assumed; | would rather it be derived. This could be done by modeling the
internationd flow of capita (or the sock of foreign holdings, in a portfolio- balance model) asafunction of
the differentia in expected returns. One must be careful to recognize that the decision of aresdent what
assatsto hold depends on how he or sheistaxed on domestic versusforeign assets (not onthetax rate paid
by domestic resdents versusforeign resdents). Thismeansthat under certain circumstances, tax ratescan
drop out, ascaninflaion rates. Desai and Hinesdo it right for the case of perfect capital mobility. But the
andysisis not shown for the case of imperfect capital mohility, so one cannot judge.

The authors do not consder the implications of the possible failure of PPP. Not surprising for
public finance economists, but | as a macroeconomist tend to think in such terms. Some examples can
illustrate why | think this macroeconomic dimension could beimportant. Consider amonetary expansion.
The idea behind the Desai-Hines approach is that the inflation rate rises, leading to alarge increase in the
nomind interest rate and acapitd inflow. But in monetary expansons| can recdl (Japan inthelate1980s),
interest ratesfell, and capita flowed out, not in. In monetary contractions| can recdl (the United Kingdom
in 1979, the U.S. in 1980-82, Germany in 1991), interest rates rose, and capital flowed in, not out.

Theinteraction of the tax and macroeconomic effects could be modeled. Equation (1) istill right;
but the expected rate of change of the exchange rate could be specified in elther of two ways. It could be
given by the change in the rdlative price of traded goods versus non-traded, as in the long-term post-war



trend in the yen brought about by rapid Japanese productivity growth. Alternatively, the exchange rate
could be expected to move in the direction of along-term red equilibrium from which it has temporarily
overshot, asin the Dornbusch overshooting model. The outcomewould likely be that monetary expansion
isassociated with alow redl interest rate, red depreciation of the currency, and net capital outflow, rather
than a high red interest rate and net capitd inflow.

Theready defense of the Desal-Hinesmode (and the other internationaized work of public finance
economigts) isthat they are talking about the long run, and that deviations from PPP disappear in the long
run. It should be noted, however, that the short run canlast longer than onethinks. The period over which
acountry's real interest rates can be high or low for pure monetary reasons can easily be aslong asthe
period over which itstax parametersremain a a particular setting.

| agree with the paper'sbottom line, that inflation can have bigger effectsin an open economy thana
closeone. But | aminclined to think it is because savers can take their money out of the country, rather
thenin.
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