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1 m Introduction

Capital inflows provide emerging market economies with
invaluable benefits in pursuing economic development and
growth by enabling them to finance investment, smooth
consumption, diversify risks, and expand economic
opportunities. However, large capital inflows, if not managed
properly, can expose capital-recipient countries to at least three
types of risks (Kawai and Takagi, 2008). The first is
macroeconomic risk. Capital inflows could accelerate the growth
of domestic credit, create economic overheating including
inflation, and cause the real exchange rate to appreciate, thus
affecting macroeconomic performance in a way not consistent or
compatible with domestic policy objectives such as sustainable
economic growth with price stability. The second is risk of
financial instability. Capital inflows could create maturity and
currency mismatches in the balance sheets of private sector
debtors (particularly banks and corporations), push up equity
and other asset prices, and potentially reduce the quality of
assets, thereby contributing to greater financial fragility. The
third is risk of capital flow reversal. Capital inflows could stop
suddenly or even reverse themselves within a short period,
resulting in depleted reserves or sharp currency depreciation.
About 15% of the large capital inflow episodes over the past 20
years ended in crisis, with emerging Asia experiencing
proportionately more episodes of hard landings (Schadler, 2008).
The most devastating of these episodes occurred in 1997-98.

This stresses the point that emerging Asian economies need to
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manage these risks well so that they can enjoy the benefits of

capital inflows.

The nine emerging Asian economies included in this study! have
posted remarkable growth rates since 2000, with the People’s
Republic of China (PRC), Viet Nam, and India showing the
fastest growth rates. The International Monetary Fund (2007a)
identified India, Pakistan, Thailand, and Viet Nam as Asian
countries that were experiencing capital inflow episodes in the
late summer of 2007. In contrast to the years before the crisis,
all economies in the region except Viet Nam and India have
experienced current account surpluses. One unhealthy
development is the dramatic fall in investment ratios of crisis-
affected economies after the Asian financial crisis, and there is
no clear sign yet that the ratios will return to their pre-crisis
levels in some countries. In contrast, the investment ratios of the
PRC, India, and Viet Nam have risen and exceeded those of the
crisis-affected economies in recent years.

Despite sizeable current account surpluses, many emerging
Asian economies have received significant private capital
inflows.? This has led to the accumulation of massive foreign
exchange reserves in these economies. It 1s to be noted that
capital inflows have considerably slowed in the past few quarters
due to the deepening of the United States (US) subprime loan
crisis and the uncertainty it has brought to the global financial
1 This refers to the nine country studies. Unless otherwise specified, emerging Asian economies

refers to People’s Republic of China, India, Indonesia, Republic of Korea, Malaysia, Philippines,
Singapore, Thailand, and Viet Nam.

2 Net private capital inflows to emerging Asia, which at the mid-1990s peak were the largest
(relative to GDP) of any region, have recently been well below those to emerging Europe
(Schadler, 2008).
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market. US financial institutions in particular have become
cautious about extending loans and investment, domestically
and internationally, in order to protect their balance sheets and
capital bases. While realizing losses on their impaired assets,
several major banks are trying to recapitalize through private
sources. This is the factor behind the ongoing credit crunch in
the US. However, once US financial stability is restored,
financial institutions rebuild the capital base, and the credit
crunch eases, capital inflows to Asia will likely resume and in a
big way, posing serious policy challenges, including for
macroeconomic management, exchange rate policy, and financial
sector supervision. Emerging Asian economies must therefore be
prepared to deal with another surge in capital inflows, even
though the region as a whole is likely to maintain a surplus in
its current account. Now 1is the time for emerging Asian
economies to put in place measures to manage risks arising from

such future surges.

2- Capital Flows in Emerging Asia

Patterns of Capital Inflows

Capital inflows into emerging economies have been facilitated by
liberalization of the capital account. Although most emerging
Asian economies have maintained various types of controls on
cross-border capital flows as reported in the International
Monetary Fund’s Annual Report on Exchange Arrangements and
Exchange Restrictions, 2007, their capital accounts are much
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more open than they appear to be, as suggested by the high and
generally rising ratios of total stocks of foreign assets and
Liabilities to gross domestic product (GDP). Capital inflows have
also been facilitated by “push” and “pull” factors. The push
factors have included low interest rates globally, slow growth
and the lack of investment opportunities, and deregulation that
has allowed greater global risk diversification in industrial
countries. The pull factors have included the robust economic
performance and the improved investment climate in emerging
Asian economies, which are the results of a series of trade,
financial-sector, and legal reforms and other economic

liberalization measures.

Turning to the composition of capital inflows, foreign direct
investment (FDI) began to take the dominant role in total
capital flows in the middle of the 1990s. By the late 1990s, FDI
accounted for more than half of all private capital flows to
emerging Asian economies as portfolio investment shrank. The
total FDI inflows in emerging Asian economies amounted to
US$147 billion in 2006, of which more than half went to the
PRC. FDI is expected to remain an important source of capital

inflows in the region.

Portfolio equity inflows have increased in the region since the
Asian financial crisis. Most Asian economies have reduced
barriers to investment on equity markets to recapitalize ailing
banks and non-financial corporations. As a result, equity
financing rapidly increased in 1999, but its momentum was
reversed in 2000 due to the bursting of the IT bubble and the

subsequent recession in the US. Portfolio equity inflows
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resurged in recent years in the region from US$4.8 billion in
2002 to US$60 billion in 2006. The recent increases in equity
inflows were dominated by the PRC (US$43 billion) and India
(US$10 billion). Moreover, equity inflows have shown volatile
movements in the last several quarters as the US subprime loan

crisis deepened.

Unlike equity, portfolio debt financing is a relatively small
component of capital inflows in emerging Asia. Underdevelopment
of the local currency bond market was pointed out as one of the
main reasons behind the Asian crisis. Several policy initiatives
have been undertaken to promote local-currency denominated
bond markets, and the size of regional bond markets has been
expanding. In recent years, debt-financing inflows are

increasing, especially in the Republic of Korea (hereafter Korea).

Bank financing in Asia has shown the most volatile pattern,
plummeting first in the early 1990s and again in the middle of
the Asian financial crisis in 1997-98. Since then, bank lending
has accounted for a negligible proportion of capital inflows in
Asia. However, bank loans are picking up in recent years for the

PRC, Korea, Singapore, and, to a lesser extent, India.

Total capital outflows from emerging Asia have also increased,
reaching US$328 billion in 2006. Capital flows in the region
have therefore become increasingly two-way in recent years. The
PRC had the largest amount of capital outflows in 2006; its
US$160 billion accounted for more than half of the total outflows
in these economies that year, followed by Singapore and Korea.
Countries with large capital outflows appear to be seeking risk

diversification in their wealth holding.
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As the amount of total capital outflows has increased since the
Asian financial crisis, the composition of capital outflows has
also changed. Portfolio equity outflows increased dramatically in
2006. Singapore had been a dominant equity investor abroad,
but that year Korea surpassed Singapore’s equity investment
abroad. Portfolio debt outflows also increased in 2006. The PRC’s
debt outflows reached US$110 billion in 2006, which was 80
percent of emerging Asian economies’ total portfolio debt

outflows for the year.

Even though more than half of net capital inflows to the world’s
emerging market economies went to transition economies of
eastern and central Europe, emerging Asia’s share has increased
recently while flows to Latin America have remained weak. It is
noteworthy that although the volatility of net flows varies
greatly across countries in the region, it is generally high
(Burton, 2008).

Impact of Capital Flows

The combination of persistent current account surpluses, rising
capital inflows, and accumulation of foreign exchange reserves in
Asia with persistent US deficits has exerted upward pressure on
the exchange rates in emerging Asian economies. More
specifically, the real effective exchange rates in the nine
emerging Asian economies have tended to appreciate since the
early 2000s regardless of their exchange rate regimes.

Accumulation of massive foreign exchange reserves is one of the
most significant changes in the region’s landscape since the
Asian financial crisis. The reserve accumulation has been the

result of intervention in the currency market to stabilize

Managing Capital Flows in Asia: Policy Issues and Challenges | 07



exchange rates vis-a-vis the US dollar with varying degrees.
Much of this has been sterilized. Sterilized interventions
adopted by emerging Asian economies include the sale of
government securities and/or central bank debt instruments to
absorb liquidity. In Korea and India, the national governments
issued securities and deposited the proceeds with their central
banks to mop up excess liquidity brought about by the central
banks’ currency market interventions. This has made the
operation of sterilization in these countries more transparent to
the general public with appropriate checks and balances

between the ministries of finance and the central banks.

Equity prices in most Asian economies have increased markedly
since late 2003. Indonesia’s equity market started to boom in
2003. The PRC and India had shown strong price hikes in equity
markets for three years until recently. However, there have been
significant reversals in stock price booms over the past quarters
following the US and global credit market turmoil. A future
surge in capital inflows to emerging Asia could once again lead
to stock price booms and even create another bubbly sentiment
in the market.

In contrast to equity prices, until recently goods and services
price inflation had stayed at lower levels, albeit inflation rates in
Indonesia, Philippines, and Viet Nam were generally higher
than those of other countries. However, the risks of higher
inflation have increased over the last several quarters as a
result not only of the monetary impact of rising foreign exchange
reserves, but more importantly of increases in the prices of oil,

food, and other commodities in the global markets.
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Challenges

The deepening of the subprime crisis has reduced the volume of
capital inflows, particularly the volatile portfolio capital, into
emerging Asia in recent months. In August and November 2007
alone, foreign investors liquidated over US$12 billion in six
Asian markets (McCauley, 2008).% Partly as a consequence of
this, equity prices in the region have dropped significantly.
Nonetheless, many of these economies indicate signs of robust
economic growth, with economic overheating still a concern in
some of them—including the PRC. The Korean won and
Indonesian rupiah have started to depreciate, while other Asian
currencies remain strong against the US dollar. At the same
time, inflationary pressure from rising oil and food prices has
continued to build up. These have added to the challenges in

managing capital flows.

Following the restoration of US financial stability and the easing
of the ongoing credit crunch, capital inflows to emerging Asia
will likely resume in a big way given the robustness of the
region’s economy relative to the US economy. This will pose
serious policy challenges for macroeconomic management,
exchange rate policy, and financial sector supervision. Allowing
one’s currency to appreciate in response to significant capital
inflows is desirable for better macroeconomic and financial-
sector outcomes—from the perspective of containing domestic
inflationary pressure and incipient asset price bubbles and
reducing financial sector vulnerability—as it can prevent the
accumulation of foreign exchange reserves, ensure more prudent
monetary policymaking, and set the ground for facilitating

3 The countries include India; Indonesia; Korea; Philippines; Taipei,China; and Thailand.
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possible external adjustment. However, it could damage

international price competitiveness of the concerned country.

3 m Policy Issues

To manage persistently large capital inflows, policymakers in
the region must address the following questions:

e Of the measures tried before, which work better and why?

e What other domestic policy options should be mobilized?

e Is there a scope for collective action, particularly at the

regional level?

This section discusses possible policy measures to manage
surges in capital inflows, which are summarized in the table on
pages 12—15.

Doing More of What Has Been Tried Before

Sterilized intervention. Sterilization has been the favorite tool
applied by many emerging Asian economies to prevent nominal
and real exchange rate appreciation and economic overheating.
Because net foreign exchange inflows from the current and
capital accounts have been sustained for quite some time now,
intervention in the foreign exchange market has been
unidirectional, making sterilization an increasingly costly
method of preventing overheating of the economy.* The need to

allow greater exchange rate flexibility is thus becoming more

4 Some estimates for the period 2000-2007 suggest that sterilization has become increasingly
costly as capital inflows are sustained for a long period.

10 | Managing Capital Flows in Asia: Policy Issues and Challenges



compelling. Making this an attractive policy option for the
region’s authorities is an important challenge that is explored
below.

As of end-2007, total foreign exchange reserves in the world
were more than US$5 trillion with the emerging Asian
economies accounting for half of it. However, there is a growing
consensus—based on standard measures of reserve adequacy,
e.g., in terms of months of imports of goods and services, and in
terms of ratios (of reserves) relative to external debt, to GDP, or
to domestic money supply—that these foreign exchange reserves
are excessive. Even though it is difficult to come up with a
reliable estimate of the optimal level of reserves, the current
total foreign reserves in Asia exceed the level that is needed for
mitigating abrupt capital reversals or external financing in
crisis. The countries’ apparent desire for large reserves may be
reduced if there is a credible reserve-sharing arrangement at
least at the regional level. Such an arrangement, like an
expanded, multilateralized Chiang Mai Initiative, would
collectively insure member countries against short-term capital
reversals without each member holding unnecessarily large

reserves, which is costly.

Managing Capital Flows in Asia: Policy Issues and Challenges | 11



abed jxau uo panunuo)d

sojel Xe} Buionpai Jo senusal
xe} Jaybiy jo o Buipuads
Buiseasoul Jnoyim Aloijep
S9OIAIBS DISBq PUB JUSLWISOAU
aJnjonJisesyul pauueld
swa|dwi Aew uswuianob
8y} ‘sl jeys 1o6pnq

s|esianal Moj}
jendeo Buimojjo}
souewioped
ymoub

Janaq Buidesy
pue uoneoaidde
[eas Bupuanaud

SMOJ}Ul [leUOlippE

joBJ1IE 0] 1080 Buleubis
aAlysod e jo Ayjiqissod
{JUSWIISAAUI 8IN}ONJISEIUI
puUE S92IAISS JISE(] SWOS

10 uoisinoid 8y} JO UoONpPaI
‘Buiuaybiy Jo aai1bap ay}

uoneloaidde

|eal Juanaid ‘einssaid

a)el 1saJeyul Buionpai
Ag smojyul [reudeo

8y} JO uoiouNy Jazijigels Ul SSeUBAI}0ae | O} Hwi| [BINjBU B {SSauljawi} abeinoosip ‘einssaid Bujueiybi
oljewolne ay} Hojdx3 | Jo 8ouUspING BWOS pue Aj|IqIxa]} JO Yoe] Areuonejul urejuo) | Aoljod [eosiq
sy s Aem-omy Buiyeslo Aq
(uonoe 899|092 [euolbal smojjul [eydeo aaeinoads Aujqixaly
JO UOISSNOSIP 8Y} 98S) |  SMOJ4 8AI1BINoads abeunoasip uaswabeuew ael
uoneladood [euoibai ybnouyy | jo ssuodsal sy} uo ssauaAj}edwod 2|LIOUOD80I0BW abueyoxa
ANjIqixaly Joyeaib mojly | @ouspIne pajwi | 9oud [euoljeulalul Jo ssoT | Joy Aoljod Atelouowl 10841Q Jaresln
(enreniu uoljejjul [enjusna
e\ Buelyo jesareynw 0] 8Np WJd} Wnipaw
€ 9yl)) Juswabuelse Buleys wual Buo) 9yl Jano uoneloaidde
-aAJesal e ybnouy) seAlasal | 0] wnipaw 8y} ul [eaJ Juanaid o} a|qeun Asuow eseq
[euoleUJBlUl ®ONPaJ ‘einseaw | Jou Ing ‘W.s} Yoys {SMOJJul [BUOIIPPE J0BJNE | JO YimolB ay) Buizijesnsu
UNJ-HOYS B SB UOIJUSAIBIUI | Y} Ul SSOUBAI}OBYS Jeyy sajel y3saisiul Jaybiy a|lym uonelosidde | uonuaAILUI
Paz1|lI9}S JO 8Sn 8y} Wi | }JO SOUSPIAS SWOS {1500 [eos|y-Isenb Buisly | [eas pue [euILLOU JUdASId pazi|ue1s

sosuodsal
Ko1j10d papuswiwosay

SSOUDAIORYD
uo 92UdpIAg

Seaw J1WouUo0d3040E N\

suonepwy 9|qissod

awo2}No papuajuj

sjoo} Aoijod

sainses|\ Aolj0d JO Aewiwing

12 | Managing Capital Flows in Asia: Policy Issues and Challenges



abed jxau uo panunuo)

uoisinadns SMO|JUI [BUOIIPPE
J0}08s |eloueuly Bujusyibuails SMOJjul 1oBJ)E 0] 10848 Buleubis sysl Ayisianip SMOJJINo
Se yons sainseaw | [eudeod [euolppe anijsod e jo Ayjigissod 0} SjuapIsal Moje [eyded uo
Areyuswa|dwod yum Jayiabol Bunowoud ‘sjosse ublalo} 1oy} {smojjino Buibeinoous SUOI}01I1Sal
S|0J1UOD MO|JIN0 8SeT | JO 9oUsPIAS BWOS | puewap dn-uad jusioiunsu| AQ smoyjjul 19U 8oNpay Buiseq
juswdojeAap [euolinyisul
yum Jayieboy Aem paousnbas awl} Jeno
-||om e ul uoljezijesaql | USXeam O} Spus}
junoooe [eydeod ensund SSOUBNAI08le
‘S9ILIOUO0DD PasO|d Ajeloueuly ‘awinjoA
104 "S|0JIUO0D SAIIRJISIUILPE ay} uo 1oedwi
OAISUS]IX® JO WalsAs yonw noyym
B PIOAB pUB S|0J]JU0D Paseq | SMOjul Jo Ajnjew S9ILOU0Dd
-1oxJew ‘Aejodway ‘OAi309|es ay1 Buiuayibus) 19w Buibiews Auew SMOJJUI
ubisep Ajnjeses ‘sejwiouods ul sseuaAiloaye | ul Bupjoel st yoiym ‘paiinbai jeydeo
uado Ajjeloueul JoH | Jo 8ouspIne awog | Aloeded aaiesisiuiwpe ybiH smojjul |leuded ywi] | uo sjou0)
sjeylew juswabeuew ysu
[eudeo uadasp pue dojersp Bunpowoud Aqg sjesionai wiojai
‘uone|nbai pue uoisinledns unJ Moy} [exdeo jo 1oedwi 10}09s
J10309s-[eloueUl Usyibuang "B'U| MOUS 8y} Ul 8|geAsIyde JO0N aniyebau sy} azZiwiuIN |eroueul

sasuodsal
Ko110d papuswiwosay

SSOUDAI09YD
uo 92UapIAT

a2inseauw |ein}onis

suoneywy| 8|qissod

8Wo21N0 papualu|

s|oo0} Aoljod

panunuoH—sainses|) Adljod Jo Aewiwng

Managing Capital Flows in Asia: Policy Issues and Challenges | 13



abed jxau uo panunuo)

uolewoul uone|nba.

yoseasal oljeWwWAse pue [efoueuy | -

ainyn} Jo} epusbe auyy jo poddns | yoepedwi wouy Burynses | ur Aujeoljoko |5

ped se ainseaw Siy} JopISuo) ‘''u apIM A28l 0} A|BMIlun | JoIABYSQ PIBY SZIWIUIN -;epuno) (g

AKouasedsuen s|ejuswepuny m

ul asu sjuedioipyed | jo ajos a8y} Bulusyibuais m,.

saAleul Aoussedsuely | sy} eudsep sasKO| 193 ew AQ s|ejuswepuny 0} Aqg smoyj [endeod | Aousiedsues |3
Jeuoleussiul buiobuo poddng JO 80UBLINDD0Q) | UOIUSHIE JUBIDIYNS JO OB |  JO AH|IIBJOA Y} SZIWIUIN Jayealn

|pel] azljelaql|

uoijoe aAildd[|0)

SMOJjUl [eUOIIPPE J0BIlE
0} 1090 Buleubis aniisod
e Jo Ajjiqissod ‘jnseJ e se

aAIH}edWOod 8I0W SBWo0o8q
J0108S sa|geped} 8y} uaym

a1eJ abueyoxs

|eaJ 8y} uo ainssaid
psemdn urejuod ‘spoduw
Buibeinoous Aq sesn|dins

uonezjessq|

0} spoys Bujobuo ureysng "B'U| @Sl 0} spoduwil }8U JO INjie4 | JUNODJE JUS.IND 9oNpay |  8peJ} Jayund
uoljosioud 10109s a1eJ abueyoxs
[BIOOS PJEMO} JUBLIISAAUI |eaJ 8y} uo ainssaid
108J1paJ pue sbuires psemdn urejuod ‘puewsp
ployasnoy pue 8elodiod 0[}SSWOP O} [BUJSIXS
aonpal ‘Oyd 104 "JusWwisanul wouJy yimolb Jo s8aInos
2JN1oNJ1SeJUl S1e|NWIS sajoljod Bunsixe uopueqge | Buisnoojal Aq sesnidins ymoub
‘S9ILIOUODS SISIIO-I8WIOL 10 "B’U| O} @oUBlONjal SI9YBWADIOd | IUNODDE JUSLIND 8oNpaYy Buiouejeqey
sasuodsal SSaUBANO3YD
suonenwi| ajqissod awWo92}N0 papualu| sjoo} Aoljod

Ko1j10d papusawiwoosay

uo 92UapIAg

panunuoH—sainses|) Adljod Jo Aewiwng

14 | Managing Capital Flows in Asia: Policy Issues and Challenges



sjexJew sy} Ul

onbojeiq Sysl [eloueuly Buiseaioul Buip|ing
A)IgeIS [BlOUBUIH UBISY,, abeuew o} siosiniadns|  Ayoedeo uo
8y} Jo suoiouny juepoduw UoIIN}ISUl BAI08YS |  pue sioyenbai [eloueuly| uonesadood D
Buowe ainsesw siy} opnjou| 'u ue INoYUM S|geIA 10N 10 Aloedeo aoueyug [euoibey w.
uoibejuod wlv
[eloueUly pue Joireysq|  uonesBaiul| §
SaNss| J0}08s-[elouUBUly pJay Jojsanul jo joedwi| /eoue||ioAIns W
|euoifal uo enbojeiq oy} a1ebiIW ‘SMmoj} 19)4BW m
AJIge1s [eloueul] ueIsy,, UOIIN}ISUI SAI}08YS [endeo pue sjexyiew |eroueuly
[oA8l-ybly ‘mau e ysigelsg ’'u UB INOYUM S|gEBIA JON | [eloueul) [euolBal JONUOA [euoibay
uoneloaidde ssausaAadwod aoud
Aoua1nd aA1108]|00 uoljesadood pue [euoljeulaiul Buizosye| uoleuIpIood
andIyoe 0} dyJINT pue ady3 anbojelp Aoijod aAisusiul yonw noyum Ayjigeis ayel
€+NV3SY Se yons sassaooid Bunonpuod Joy} wsiueyosw J0}08S-|BloUBUlL pPUB abueyoxs
anbojeip Aoijod Bunsixe aziin Bu B INOYHM S|gBIA JON |OIWOUOIS0I0BW UlBIURIA [euoibey
sasuodsal SSaUBAND3YD
Koijod pepuswwooay suonejwi| 9|qIssod awWwo092)No papuau| sjoo} Aoijod

uo 92USapIAg

panunuoH—sainses|) Adljod Jo Aewiwng

Managing Capital Flows in Asia: Policy Issues and Challenges | 15



Strengthening national financial markets. One important lesson
learned from the Asian financial crisis and from the recent US
subprime crisis i1s that the banks and other financial institutions
must be well governed and their risk management capacity must
be high. Thus, there is now great appreciation of the importance
of financial-sector supervision and regulation in each country, in
inducing banks and non-bank financial institutions to manage
large capital inflows in a prudent way. Efforts must be
intensified to (i) improve prudential regulations such as limiting
the practice of concentrating lending to a few individuals or
business entities and moving towards Basel 2 capital adequacy
standards, (i1) ensure stronger governance and risk management
of financial institutions through greater transparency and better
disclosure, and (iii) enhance the capacities of regulatory bodies.

At the same time, reforms to accelerate the development and
deepening of domestic capital markets and to put in place
efficient market infrastructure must be pursued to enhance the
absorptive capacity of domestic financial markets to match large
capital inflows. The Asian Bond Markets Initiative (ABMI) is in
support of such national efforts. The growth of domestic capital
markets would provide alternative channels for intermediating
ample domestic savings and foreign funds for domestic
investment and would help alleviate the burden put solely on the
banking sector.

Controls on capital inflows. Capital controls are a common tool
for limiting capital inflows in emerging market economies.
While capital controls can take a variety of forms, for countries
that have substantially liberalized the capital account, more
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market-based controls—such as the Chilean unremunerated
reserve requirement imposed on capital inflows—have been the
predominant option in recent years. Thailand adopted this
measure in December 2006, but encountered a severe side effect
of rapidly falling stock prices, suggesting that designing and
implementing capital inflow control is not an easy task. To these
economies, returning to the days of draconian capital controls or
recreating a system of extensive administrative controls is no

longer a viable option.

Evidence on the effectiveness of capital inflow controls is mixed.
Country experiences suggest that the best market-based controls
can be expected to do is to lengthen the maturity of inflows; such
controls can have little impact on the volume. The effectiveness
of capital control measures tends to weaken over time as agents
in the markets find ways to circumvent them. At the same time,
capital controls can produce adverse effects: they tend to
increase domestic financing costs, reduce market discipline, lead
to inefficient allocations of financial capital, distort decision-
making at the firm level, and be difficult and costly to enforce.
To the extent that capital controls are effective only for
relatively short periods of time, such measures might be used at
the time of surges of inflows rather than as a permanent
measure (Grenville, 2008). But again, effective implementation
1s not an easy task. Administering capital controls requires high
administrative capacity, as country authorities must constantly
look out for unwanted flows—often disguised—entering through

other channels.

The story may be different for countries such as the PRC and
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India, which have not substantially opened their capital
accounts and maintain restrictions on some types of capital
transactions. In a way, they have been successful in managing
the process of gradual capital account liberalization by moving to
adopt investor-based controls and prudential-like measures.
Capital account liberalization needs to be well-sequenced,
proceed within an integrated framework to 1improve
macroeconomic and financial-sector management, and be
accompanied by the development of institutions that can ensure

markets’ continued stability.

Easing restrictions on capital outflows. Countries with
significant capital controls have tried easing restrictions on
capital outflows in a limited manner to reduce net capital
inflows. Easing restrictions on capital outflows is expected to
generate some capital outflows, reduce the size of net capital
inflows, and hence mitigate the upward pressure on exchange
rates. This is the policy that used to be pursued by many East
Asian economies, like Japan, Korea, and Taipei,China during
the periods of large balance of payments surpluses. It has been

adopted by the PRC in recent years.

As these measures are expanded, it must be kept in mind that a
more liberal capital outflow policy could invite more capital
inflows. Thus, to be effective, these measures need to be
combined with other measures mentioned above, such as

strengthening financial sector supervision.

Exploring Other Options
The countries in the region can explore other policy options that

they have not rigorously pursued in the past in order to contain,
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mitigate, or cope with the adverse impact of surges in capital

inflows.

Fiscal policy tightening. In emerging Asia, fiscal policy has not
yet been explored thoroughly as an instrument for managing
large capital inflows. Although there is no definitive theoretical
presumption on the impact of fiscal policy on capital flows,
evidence from country experiences suggests that countries that
use fiscal tightening tend to perform better than others in
managing the adverse consequences of large capital inflows
(Schadler, 2008). Tightening fiscal policy or more generally
making the fiscal policy stance countercyclical to surges in
capital inflows has often been found to help reduce the risk of an
overheating economy and the appreciation pressure on the
domestic currency. This lessens the need for the monetary
authorities to engage in costly and often ineffective sterilized
intervention in the foreign exchange market. Exploring ways to
make fiscal policy flexible in the face of surges in capital inflows

therefore should receive high priority.

The appropriateness of this policy for emerging Asia must be
assessed carefully because in recent years, most economies in
the region have been running very slim fiscal deficits, if not
fiscal surpluses. Tightening fiscal policy further can be achieved
only if governments are willing to forego the provision of some
basic services or curtail much needed investment in
infrastructure. A realistic option in the face of surges in capital
inflows and the associated economic boom would be to exploit
the automatic stabilizer function of the budget. That is, the

government may implement planned infrastructure investment

Managing Capital Flows in Asia: Policy Issues and Challenges | 19



and basic services delivery without increasing spending out of
higher tax revenues or reducing tax rates. This automatic fiscal
tightening can offset the impact of the economic boom associated
with surges in capital inflows and lead to a better

macroeconomic outcome.

Rebalancing growth. In the context of the economies affected by
the 1997-98 financial crisis—Indonesia, Korea, Malaysia,
Philippines, and Thailand—there is a need to increase private
investment, thus refocusing the engine of growth from external
demand to domestic demand. Public investment especially in
soft and physical infrastructure is a key measure to stimulate

domestic demand in the short run.

In the context of the PRC, there is a need to reduce savings. The
PRC’s investment-GDP ratio is very high and the savings-GDP
ratio is even higher. The challenge for the PRC is to reduce
corporate and household savings and redirect investment
towards soft investment with high social rates of return. One
effective way would be for the authorities to absorb a large
portion of corporate savings (or undistributed profits) through
lower interest subsidies to, and/or collection of larger dividends
from, state-owned enterprises and through generally higher
taxes on private corporations. The revenues could be spent on
social sector protection (such as health, education, pension
reform), environmental improvement, energy efficiency, and

rural sector development.

Although these measures are not intended to contain or mitigate
the adverse impacts of large capital inflows, they are desirable
not only in and of themselves, but also in order to reduce the
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current account surpluses and hence to minimize upward

pressure on the exchange rate.

Scope for Collective Action

The broad consensus in the academic literature, as well as our
review of recent country experience in Asia, seems to suggest that
none of the available tools to deal with large capital inflows at the
individual country level is a panacea, as each involves significant
costs or brings about other policy challenges. If policies taken by
individual countries are of limited effectiveness, is there any
room for collective policy action by a group of countries to deal
with large capital inflows? Not surprisingly, relatively little has
been said about the potential for collective action, given the
presence of general skepticism among economists and
policymakers on such approaches and the resulting reluctance of
countries to pursue them. However, in the absence of effective
national measures to manage excessive capital flows, and given
the frequent and compelling need to do something about them, it

1s time to start thinking outside the box.

Global solutions. On the global level, we have observed over the
past several decades that there is cyclicality in global capital
flows and that the pattern of capital inflows to specific emerging
market economies closely matches that of global capital flows
into all emerging and developing countries. One global solution,

therefore, is to reduce the cyclicality of global capital flows.

The global initiatives of recent years have focused mainly on
transparency as a way to minimize the volatility of capital flows.
Behind the transparency initiatives is the idea that better

quality information leads to a global allocation of resources that
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1s based more on economic fundamentals, hence leading to a
more efficient and stable global flow of capital. While there is no
doubt that transparency can minimize surprises in the
revelation of unfavorable information and hence sudden
reversals, it i1s difficult to believe that transparency alone can
eliminate the broader boom-and-bust cycles of capital flows
(Metcalfe and Persaud, 2003).

The volatility of global capital flows may well be intrinsic to the
way financial markets operate. Proponents of such a view point
to evidence suggesting that the incidence of crises has not
declined despite the increase in transparency, as evidenced by
the US subprime crisis. From this perspective, the role of
imperfect and asymmetric information is key in creating herd
behavior or “information cascades” that lead to market myopia.
“Supply-side” reforms in advanced economy financial markets
can be a solution to the problem. Ocampo and Chiappe (2003),
for example, proposed that a countercyclical element be included
in the regulation of financial intermediation and capital flows
(see also Griffith-Jones and Ocampo, 2003). However, such
drastic reforms of the regulation of capital flows in source
countries are not forthcoming and are unlikely to receive wide

support in the near future.

Regional solutions. If no effective global responses are
forthcoming, a search for a cooperative solution could begin in
our neighborhood. At the regional level, collective action can
expand the menu of options available to individual countries.
There are three relevant dimensions to regional cooperation in

Asia: exchange rate cooperation, financial market supervision
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and integration, and capacity building on financial supervision

and regulation.

Regional exchange rate coordination. If loss of competitiveness
is the reason for not allowing its currency to appreciate, a
country can cooperate with its competitor neighbors in similar
circumstances to take the action simultaneously. Collective
currency appreciation is a solution to this dilemma because it
allows the economies experiencing large capital inflows to
maintain macroeconomic and financial stability without much
affecting the international price competitiveness and, hence, the
growth prospect of individual countries within Asia (see Kawai,
2008). Such collective appreciation would spread the adjustment
costs across Asia, thus minimizing and balancing the costs from

the perspective of individual economies.

In order for collective currency appreciation to become a viable
policy option, there must be an effective mechanism of intensive
policy dialogue and cooperation. The existing policy dialogue
processes among the region’s finance ministers (such as
ASEAN+3)? and central bank governors (such as the Executives’
Meeting of East Asia-Pacific Central Banks [EMEAP]) can play a
critical role in fostering the establishment of such a mechanism.

Regional financial market surveillance and integration. One of the
main factors behind the severity and simultaneity of the Asian
financial crisis was the large impact of swings in international
investor sentiments and the spread of the contagious effects
throughout the region. To mitigate the impact of investor herd

5 ASEAN+3 consists of the 10 members of the Association of Southeast Asian Nations (ASEAN)
plus the PRC, Japan, and Korea.
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behavior and financial contagion, it is critical for the region’s
policymakers to intensify their monitoring of financial markets
and exchange information on a continuous basis. From this
perspective, the surveillance and monitoring of regional financial
markets is an important area for regional cooperation.

It is high time for the region to introduce institutions that
conduct meaningful financial market surveillance and address
common issues for financial market deepening and integration.
This could be best accomplished by establishing a new, high-
level “Asian Financial Stability Dialogue” on regional financial-
sector 1ssues (ADB, 2008). This forum would bring together all
responsible authorities—including finance ministries, central
banks, and financial supervisors and regulators—to address
financial market vulnerabilities, regional capital flows, common
issues for financial-sector supervision and regulation, and efforts
at regional financial integration through greater harmonization
of standards and market practices.

Capacity building. The lessons of the Asian crisis reiterated the
need for a sound regulatory and supervisory framework. The role
of regulation and supervision in such a situation is to promote
financial market stability and minimize systemic risk.
Regulators and supervisors must therefore be well trained so
that they will be prepared to deal with handling increasing
financial risks in the markets, including financial contagion. In
line with this, regional cooperation on capacity building for
financial regulators and supervisors can be enhanced. This
would be another important function for the “Asian Financial
Stability Dialogue.”
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About this Research Policy Brief

While capital inflows can provide emerging market economies
with invaluable benefits in pursuing economic development
and growth, they can also pose serious policy challenges for
macroeconomic management and financial sector supervision,
as has been experienced by emerging Asian economies in
recent years. This policy brief describes the patterns of capital
flows in and their impact on emerging Asian economies and
discusses possible policy measures to manage surges in
capital inflows while remaining consistent with the goals of
macroeconomic and financial sector stability. It suggests
options for workable national policies and regional policy
cooperation, particularly in exchange rate management.
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The Asian Development Bank Institute (ADBI), located in
Tokyo, Japan, is a subsidiary of the Asian Development Bank
(ADB). ABDI was established in December 1997 to respond to
two needs of developing member countries: identification of
effective development strategies and improvement of the
capacity for sound development management of agencies and
organizations in developing member countries. As a provider
of knowledge for development and a training center, ADBI
serves a region stretching from the Caucuses to the Pacific
islands.

ADBI carries out research and capacity building and training to
help the people and governments of Asian and Pacific
countries. ADBI aims to provide services with significant
relevance to problems of development in these countries.
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