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Abstract 

Capital Flows to Emerging Markets 
- Do We Need to Control? - 

 

Gozde Gozlet 

Department of Economics 

The Graduate School 

Seoul National University 
 

The motivation question of this study is if the post-crisis behavior of net inflows 

would be considered unusual or not relative to the estimated policies over the pre-

crisis period. It is along this tendency, I examined the determinants of net private 

capital infows to emerging market economies. These inflows are computed from 

annually balance-of-payments data from 1980 to 2012. The main findings are, 

growth and interest rate differentials between EMEs and advanced economies are 

statistically and economically important for net private capital inflows. Also, there 

have been significant changes in the behavior of net inflows from the period before 

the recent global financial crisis to the post-crisis period, especially for portfolio 

inflows. There is an evidence of acceleration of net inflows relative to what the pre-

crisis period policy makers would predict. The difference between the periods is 

economically large, but statistically insignificant and finally, capital control 

measures appear to have discouraged both total and portfolio inflows.  

 

Keywords: capital flows; emerging market economies; balance of payments; 

capital control 
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1. Introduction 

 
     For several decades, the countries that experienced rapid internationalization 

have turned into the world’s most dynamic economies and named as emerging 

markets. Emerging markets are characterized by frequent regime switches, 

a premise motivated by the dramatic reversals in fiscal and monetary policies 

observed in these economies whereas developed markets are characterized by a 

relatively stable trend. When global financial markets have experienced large and 

persistent disturbances, not only the advanced economies have affected, but the 

emerging economies have also experienced serious fluctuations affecting their 

financial markets.  

      According to Kim and Singal (2000), the movements of funds in emerging 

markets are highly sensitive to differences in interest rates, expectations of 

currency revaluations, and expected returns from holding securities. Chari and 

Kehoe (2003) echoed the similar point as economic booms and crisis in EMEs are 

tightly linked to international capitals flows. Large amounts of capital flow into a 

country can lead to economic booms, whereas large amounts of outflow can lead to 

economic contractions as a result of weak macroeconomic fundamentals. Weak 

fundamentals alone may not account for all capital flows; herd behavior drives 

some of them which is showed by previous studies as the herding behaviour caused 

by flows may provide a plausible explanation for economies (Domowitz, 1997) 

(Guo and Huang, 2010). Also big amount of study argues that capital flows in 

developing countries in the same region, are synchronized through various 

channels of financial contagion including herd behavior and information 

asymmetry among others (Calvo and Mendoza 2000; Mendoza 2001). 

      It is along this tendency of convergence in academic fields that I focus on 

capital inflow issues in an economy. What are the effects of capital flow 

differentials on emerging markets? Is there any significant change on capital flows 



 

 2 

to EMEs between the periods before and after crisises? What are the effects of the 

capital control measures in between the crisis period and after global crisis as well? 

What are the possibilities of a new global crisis? Therefore, I intend to explore on 

this issue more which is considerably one of the main concerns of policy makers of 

EMEs. Toward this end, first I checked the changes of capital flows of seven 

emerging market economies from different regions in pre and post crisis periods. I 

am particularly interested in to analyze capital inflows and to show that protection 

methods, lessons which was learned after financial crisis are effective/enough or 

not to avoid a possible future financial crisis by checking their economic activities 

and growth rates. Second, in addition to the capital inflows, I analyzed hot money 

fluctuations about relative countries. Hot money can promote short-term economic 

growth and increase business cycle because of hot money’s uncertain nature and 

short-term characteristic of investing. After summarizing the history of global 

capital flows, I focused on especially the post-global financial period. I found that 

net capital flows are statistically significant by growth and policy rate differentials 

and some important changes in the behavior of capital flows from before the crisis 

to after. The post-crisis behavior of the selected countries indicated an immediate 

upward movements right after crisis.  

       The rest of the paper is organized as follows. Section 2 provides 

determinants of capital flows. Section 3 gives an historical approach of capital 

flows on emerging market economies. Section 4 gives the description of the data 

which was the topic of all literature and this paper. In Section 5 compare the results 

of pre-crisis and post-crisis periods by searching any signs of possible future crisis. 

Section 6 gives a look to the control part of the capital flows and policy makers’ 

alternative, finally Section 7 briefly summarizes the main findings and concludes.  
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2. Determinants of Capital Flows 

 
       In principle, access to foreign savings helps a country to lift future income 

streams and to better smooth consumption over time. In practice, capital inflows 

have often put emerging market countries in major difficulty. During 2006- 2007, 

the rapid rise of gross private capital inflows into the EMEs over $1 trillion a year, 

compared with the previous peak of $300 billion in 1996, caused strains in some 

countries. In contrast, the current year, 2008 to date has witnessed large equity 

outflows by portfolio investors. Such large swings, over a short period of time, 

complicate the conduct of monetary policy and liquidity management in EMEs and 

the financial stability risks have increased. (Committee of Global Financial 

System- Capital Flows and Emerging Market Economies No:33, 2009). The 

question in here is what is the characteristics of these capitals.  

       The factors which derive the capital flows are the most debated topic 

among economists in the last decades. Traditional literature classifies the 

determinants of capital flows in two categories: push factors and pull factors. The 

push factor view argue that capital flows rise when financing conditions in investor 

countries ease. These flows are highly unstable and emerging countries are 

subjected to the evolution of macro and financial conditions in developed countries. 

Others argue that the demand for foreign capital depends on the return of domestic 

investment and economic policies in emerging countries are a crucial condition for 

stable development.       

         Generally, sustained decline of interest rates in the highly industrialized 

countries is one of the reasons of why capitals flow out. The lower interest rates in 

the developed nations attract investors to the high investment yields and improve 

economic prospects in Asia and Latin America. (Inflows of Capital to Developing 

Countries in the 1990s; Calvo, Leiderman, Reinhart, 1996). Byrne and Fiess(2011) 

found that U.S. interest rates are crucial determinant of the common component of 
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global capital flows to EMEs. Ghosh (2012) found many factors to be important, 

including lower U.S. interest rates, greater global risk appetite, and EME’s own 

attractiveness as an investment destination. Calvo (1993) is another study which 

concentrated on external factors and conclude that declining US interest rates and 

economic growth are the main drivers of funds into Latin American countries. 

They seem to boost the region like a common shock, and as a factor of 

vulnerability and out flows whenever foreign conditions might be reversed. Martin 

and Morrison(2008) also indicated two key factors as the reason of why speculators 

are moving their capital, first relative interest rates between a developed economy 

and an emerging economy; second the future expectations in the value of relative 

emerging country’ currency. As shown in Figure 1, the discount rate for all related 

emerging economies in total, and in change are represented separately with capital 

flows to EMEs. 

 

 

Figure 1 Policy Interest Rate 

Countries: China, India, Indonesia, Philippines, Korea, Mexico, Turkey 

Data Source: IMF, Balance of Payments Statistics, FRED (Federal Reserve Economic Data)  

 

       The policy interest rate is computed as the difference between the nominal 

interst rate for each emerging country and US. It is one of the key determinants of 
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calculating net inflows from developed countries to emerging areas. Emerging 

market rates are always higher and more volatile than the difference discount rates 

since early 1990s. By the starting date of Asian crisis, emerging economies 

experienced a sharp rebound on discount rate from 20.8% to 16.3% by 1999 

whereas US difference rate have more stable period around 15.8% - 11.4%. During 

the post-crisis period, the differing cyclical positions of the EMEs and advanced 

economies drove up the interest rate differential but over the past decades, several 

EMEs have been lowering policy rates. Both of discount rates exhibit smaller and 

less volatile performance around global crisis from 8.3% to 6.1% discount rate of 

EMEs, from 0.8% to 0.7% as US discount rate. This picture proved that higher 

interest rates in emerging areas fascinated investors from developed countries since 

early 1990. The difference between US discount rate and EMEs’ discount rate is 

always high even though it becomes smaller around crisis times or global 

depression times since emerging areas financial markets were more vulnerable than 

developed areas. 

         A large body of literature also worked on institutional reforms, policies 

and if the financial market liberalization is another important reason of capital 

flows or not which can be classified as pull factors. Buch, Dapke and Pierdzioch 

(2002) used data for 25 OECD countries to examine the link between financial 

openness and business cycle. They showed that there is no consistent empirical 

relationship between financial openness and the volatility of output. On the other 

hand Kim and H.Kim (2010) found that capital flows, especially after financial 

market liberalization, may create boom-bust cycles in EMEs, particularly 

fluctuations in investment, consumption, exchange rate and other asset prices.    
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3. History of Capital Flows on EMEs 

 

       The neoclassical theory suggests that international capital movements 

should respond to the differences in expected rates of return on capitals across 

countries which means, capitals should flow from high-income countries to 

developing countries. This perspective fits the pattern of late 19th century. Capitals 

flowed to the developing areas, the flows were almost denominated in gold 

standard currencies, and nominal exchange rates were fixed. This helped to 

stabilise inflation expectations. The main investment vehicle was bonds because 

real output was expanding twice as fast in capital-importing countries outside 

Europe than in capital-exporting countries in Europe.  

      Interventions was successful to stabilise currencies around 1920s and did 

not produce an exchange rate regime. By the late 1920s, attempts to keep exchange 

rates fixed strained monetary policies and the system of open capital accounts with 

stable currencies had collapsed in the early 1930s. The role of capital flows was 

restricted in the following 40 years. These controls were regarded as essential for 

domestic policy making and for international trading arrangements. Capital account 

restrictions let governments to control the level of interest rates and gave effective 

control mechanism of domestic finance to banks.  

 

 

3.1 Pre-Asian Crisis Period 

 

       The 1950s and 1960s were the times of trade liberalisation and fast global 

growth, eventhough most of the countries followed a tight control system on 

capital movements. The 1970s oil shock brought attention to inflation pressures, 

created an unstable capital flow and the surpluses of oil-producing countries were 

placed in short-term deposits. The international banks started to look for new 
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borrowers in the developing areas with recession and large current account deficits 

from 1975. Capital flows to the developing areas rose sharply for several years, 

taking the form of short term bank lendings. Banks started to provide finance at 

lower rates than long-term bonds in the same currency (Lessard and Williamson, 

1985). Capital inflows led to currency appreciations by making imported goods 

cheaper which encouraged consumption (Ffrench-Davis and Reisen, 1998, Rodrik 

and Subramanian, 2009). This unstable form of capital flow created currency 

mismatches and short duration debts which played a key role in almost all financial 

crises in the 1980s and the 1990s.  

       From the debt crisis in 1982 till end of decade, investors of industrial 

countries avoided the countries which had borrowed heavily. In the late 1980s and 

early 1990s, a revival of capital flows to EMEs in the industrial countries was 

improved. US policy rate was reduced in 1995 and the decline in European rates 

continued: this easing of monetary conditions increased the supply of low-cost 

finance through banks. So, international bank lendings moved from Latin America 

to the Asian developing countries. East Asia benefited from declining risk premia 

and this period of expansion in capital flows, corresponded with the Mexican crisis 

at the end of 1994, came to an end with the Asian crises in 1997–98.  

       These crises showed that capital flows into countries with weak banking 

systems have huge risks. Local banks financed expansions of bank lending by 

short-term borrowing in foreign currency from international banks. Financial 

markets were thin and leaded to disruptive boom-and-bust cycles. Therefore policy 

makers’ attention shifted from capital account liberalisation to the necessity of 

strong local banking systems. Arguments have turned to need of concentrating on 

more complete financial markets and the management of liquidity risks. The Asian 

crises affected every developing country which had opened to international 

financial markets that raised the contagion issue. Financial crisis in one country 

was transmitted to other emerging markets even the ones that did not exhibit any 

macroeconomic disequilibria. The crises underlined the necessity of making 
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foreign investors more discriminative between countries, and reducing unwarranted 

contagion. According to Draghi Report, improving the quality and availability of 

data and making government operations more transparent are the ways of geting 

out of crisis.  

 

 

3.2 Post- Asian Crisis Period 

 

       After the Asian crisis, capital inflows to EMEs fell around one third of the 

pre-crisis levels. Foreign direct investment delayed and the currencies of crisis-

affected countries recovered, eventhough real exchange rates remained below their 

pre-crisis levels. A new upswing started from 2002. Inflows increased in more 

sustainable forms, much less provoked external financing crises than past. 

Credence on short-term foreign currency debt flows was reduced and currency 

mismatches were mostly avoided. The domestic financial systems have became 

more resilient. Equity markets have deepened; derivative markets have developed 

and regional financial firms have became stronger. Aggregate outflows have grown 

significantly and a large current account surplus has arised. The monetary policy 

actions have been appeared more accommodating in EMEs in Asia and outside 

Latin America since the potential growth are higher than in developed countries. 

Capital outflows have risen because emerging market investors have invested 

mostly in industrial country assets and other EMEs. At the end of 2006, total 

holdings of foreign assets by major EMEs excluding China had reached $6.7 

trillion, compared with $3.2 trillion in 2001. Including China, the total rose to $8.4 

trillion. A large part of the increase in foreign assets was reserve accumulation; 

even by excluding the reserve assets, EMEs still held $5.3 trillion foreign assets in 

2006 (CGFS Paper, No:33). This means that these countries were playing an 

increasingly important role in the financial globalisation process.  
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        Figure 2 provides the cumulative net inflows for emerging market 

economies from 1982 to 2012 by indicating direct investment, portfolio investment 

and banking lending as other investment separately and in total also. It is easy to 

see that direct investment was always higher and less volatile than portfolio 

investment and banking lending in every year. Even though the direct investment 

shows a upward motion on each year, the sharp downward movements can be seen 

around 1998(Asian crisis) as -14$bn which decrease the total number also to 12$bn. 

 

 
Figure 2 Net Capital Inflows to Emerging Markets 

Countries: China, India, Indonesia, Philippines, Korea, Mexico, Turkey 

Data Source: IMF, Balance of Payments Statistics 

 

 

3.3 Post-Global Financial Crisis Period 

        

       The crisis had only a moderate impact on foreign investment in emerging 

market assets at first, the situation worsen and led to sharp reversals of earlier 

inflows, putting local financial systems under stress by the beginning of 2008. In 

most countries, the decline in equity prices and exchange rates had begun in 

summer of 2008. International banks raised liquidity and foreign financial firms 



 

 10 

had begun reducing their exposures. Emerging market financial asset sales put 

exchange rates under extreme pressure. Households and corporate borrowers 

suffered heavy losses as their currencies fell against the dollar or euro. They were 

forced to raise dollars by selling local currency assets at depreciated prices. 

Countries with large current account deficits found it more difficult to raise 

external financing and strong pressure on the currency and/or fears of resulting 

impact on the banking system led governments to seek IMF and EU assistance. The 

authorities responded to these market difficulties by lending to their banks in 

dollars. Several central banks relaxed reserve requirements, expanded liquidity 

facilities in local currency funding markets worsened and large number of 

countries were led to increase guarantees on bank deposits.  

       At first, October 2007, emerging market equities performed significantly 

better and then, between November 2007 and May 2008, prices in the emerging 

and developed markets performed essentially equal. After May, however, equity 

prices in developed markets and emerging markets started to fall. The decline in 

prices was more marked in emerging markets than in developed ones. Local 

currency bond prices were also affected and bond yields fell as investors shifted 

from equities to bonds. As it shown in Figure 2, the same downswing movement 

which have experienced in 1998, is seen again at 2008 as 30$bn portfolio 

investment, 171$bn direct investment and 97$bn in total affected by 103$bn 

negative other investments. Interestingly the effect of crisis to direct investments 

can be seen almost one year later which decreased from 171$bn to 113$bn. The 

depression period after 2010 can be seen as immediate decreasing movements also 

on portfolio investment as 112$bn and 56$bn as other investments and in total 

437$bn from 484$bn. 

       One of the key reasons of the global financial crisis was structural 

mismatch in maturities of US dollar-denominated assets and liabilities in non-US 

financial institutions. European banks built up a large long position in US dollars 

and eventhough exchange-rate risks were typically hedged with foreign currency, 
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risks from maturity mismatches remained. As a result of this crisis, the credit 

standing of some foreign banks made it more expensive to raise dollars to lend to 

local banks. The banking systems in emerging markets had financed part of their 

lending expansion with offshore funds. Both local and foreign banks had funded 

local currency assets with short term liabilities in dollars, euros or both. The 

increased cost of borrowing dollars in global banks have presented local banks of 

emerging markets with some problems even if the local economy was stable.  

       Central banks took several measures to provide funding for local banks 

and lent both local and foreign currency. When banks are hoarding domestic funds, 

selling foreign exchange in large amounts at a time makes pressure on local money 

markets. Attempting to ease this pressure by too much local currency lending may 

serve to help the banks to finance purchases of foreign exchange. 

 

 

4. Characteristics of Data 
 

       The Institute of International Finance illustrated capital flows within the 

balance of payments which is calculated as current account balance plus change in 

reserves, financial account balance plus omissions. At the same time financial 

account balance (net capital flows) formula is given as net capital outflows by 

residents added to net capital inflows by nonresidents. To reach the proper net 

capital inflow; foreign direct investment (FDI), portfolio equity, bank lending and 

also non-bank lending have to be taken in to account. In this study, after calculating 

capital flows and current account deficits, foreign direct investment data, GDP 

growth and real effective exchange rates are checked to see related countries’ 

domestic economic activities. Additionally, international reserve assets and 

volatility index data also have been calculated to see the terror rate of selected 

countries and US. 
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Balance of Payments 

= Current Account Balance + Change in Reserves + Financial Account 

Balance + Omission (Net Errors) 

 

Financial Account Balance 

= Net Capital Outflows + Net Capital Inflows 

 

Net Capital Inflows 

= FDI + Portfolio Equity + Bank Lending + Non-bank Lending 

 

       Even though the hot money term is commonly used in financial markets to 

refer to the flow of capitals in order to earn short-term profit on interest rate 

differences and anticipated exchange rate shifts, they can move very quickly in and 

out of markets, potentially leading to market instability. By following Martin and 

Morrison(2008) hot money flows is calculated as follows: 

 

Hot money flows(in US$bn) 

= Changes in foreign exchange reserve - Balance of trade - Foreign direct 

investment(FDI) 

 

       Basically, annual data and for volatility index, quarterly data from the 

International Financial Statistics (IFS), Oxford Statistics and Balance of Payment 

(BoP) are used to document the economic activities of selected countries which are 

China, India, Indonesia, Korea, Mexico, Philippines and Turkey. The sample period 

is from 1980 to 2012, all data are real and seasonally adjusted. Since the main point 

of this study is the analysis of the capital inflow effects in the recession period 

between two financial crisis and the specific signs of post-crisis period, I examined 

the relation in different sub-periods: 1980q1-1997q3 as pre-crisis (Asian), 1997q4-

2008q4 as interval period and 2009q1-2012q4 as post-crisis period (Global 
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Financial) by following Fung (2002) and Hesse (2007) which conducted the 

analysis by using the sub-sample data. All data are changed from national currency 

to US$ currency by exchange rates which are measured as period averages in units 

of US dollar per national currency and are changed from million to billion. Foreign 

exchange reserve data are taken from the IFS as well as the balance of trade data. It 

comes from export- import equation. Foreign direct investment data are taken from 

Oxford Statistics because of different and unreliable results from online databases.   

 

 

5. Comparison of Sub-periods 
 

       The main purpose of this section is evaluating the economic performance 

of selected countries during last 30 years and tries to figure out the effects of 

capital flows for the signs of possible future crisis by comparing sub-periods. IMF 

indicated that net private capital flows to 143 emerging markets and five small 

open economies rose from $90 billion in 2002 to around $600 billion in 2007. The 

Institute of International Finance echoed a larger figure of $780 billion for 2007 for 

a smaller number of countries. A large volume of foreign capital in short-term and 

foreign currency, helped finance current account deficit in many emerging 

economies. As a result, they exposed to the risks of currency mismatches. Most of 

these countries have recorded strong current account surplus in recent years except 

central Europe. Also, the current account balance is one of the key determinants of 

Balance of Payment formula and is calculated for each selected country separately 

from 1982 to 2012 in Figure 3.  

       Since 1999, increases in saving rates have outpaced investment while the 

current account balance of EMEs as a whole has not only been in surplus but has 

also expanded rapidly. Korinek, 2008 indicated that countries which face external 

financing constraints in a crisis can be forced to rapidly generate current account 

surpluses to meet crisis-induced capital flows abroad. The visual inspection 
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indicated that until 1998, Asian crisis, almost all countries have negative current 

account balance especially big emerging markets like Mexico, Turkey, Korea and 

India. The countries which affect recent global market show simple performance 

those years.  

 

 

Figure 3 Current Account Balance for Each Country 

Data Source: IMF, Balance of Payments Statistics 

 

       For instance, right before Asian crisis, in 1996, the current account balance 

value is -2.437$bn for Turkey, -22.953$bn for Korea and 7.243$bn for China which 

were relatively increasing in the next year to -2.638$bn for Turkey, -8.182$bn for 

Korea and 36.963$bn for China. This upward movements also continue in 1998 as 

31.472$bn for China, 2$bn for Turkey and 42.644$bn for Korea. The first effects of 

Asian crisis on current account balance can be seen in 1999 also continued in the 

following years until early 2000s which decreased from 31.472$bn to 21.115$bn 

for China and from 42.644$bn to 24.478$bn for Korea. Mexico and India give 

negative values almost all sample period whereas Philippines gives positive 

movements especially after 2000s like 5.34$bn in 2006, 7.112$bn in 2007 and 

9.35$bn in 2009. Indonesia indicates small but a positively increasing performance 

since early 1990s as 4.1$bn in 1998, 7.9$bn in 2000, 8.1$bn in 2003 and 10.63$bn 
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in 2009. Especially after Asian crisis, the current account balance rates of Korea 

and China are always positive and they showed incredible boost since 2012 even 

during depression period of 2010. The values of Korea increased from 15.58$bn in 

2003 to 32.79$bn in six years whereas China exhibit a bigger volume as 132.37$bn 

in 2005 that is increasing to 353.1$bn in 2007 and 420.5$bn in 2008. In contrast, 

during the same period of time, the values of Turkey are always negative and 

decreasing which are calculated as -14.4$bn in 2004, -37.7$bn in 2007 and -

75.1$bn in 2011. 

        In recent years, US policy rates have changed in gradual way and have 

remained comparatively low. Capital flows continued to expand between 2004- 

2007 when real interest rates in the US and euro area were rising. The IMF 

Coordinated Portfolio Investment Surveys showed that the holdings of emerging 

market equity and debt securities by developed countries have increased steadily 

since 2001. Policy reforms played a key role which ease the access of foreign 

investors to domestic financial markets, as the removal of capital controls and the 

liberalisation on foreign direct investment. To sum up, low interest rates in 

industrial countries have encouraged both equity and debt flows to EMEs, also 

strong domestic policies are important in attracting foreign capital into these 

countries. Emerging economies which have domestic savings over investment 

export their surpluses by foreign exchange reserve accumulation.  
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Table 1 Descriptive Statistics of Capital Flow Volatility 

 
India Indonesia Korea Philippines Mexico Turkey 

Total period (1990Q1-2011Q4) 

Mean 5.62 0.74 0.86 0.69 5.25 4.06 

Min -5.37 -6.20 -32.81 -4.44 -10.37 -11.02 

Max 33.22 11.83 17.67 5.31 22.54 23.83 

Std 7.08 2.90 5.88 1.59 4.93 6.12 

Pre-crisis (1990Q1-1997Q2) 

Mean 1.75 1.74 2.56 1.26 4.39 0.83 

Min -0.77 0.12 -0.52 -1.02 -3.71 -2.46 

Max 4.55 4.08 9.43 3.62 11.42 3.06 

Std 1.26 0.98 2.40 1.04 3.28 1.53 

Between-crisis (2002Q1-2008Q2) 

Mean 9.29 -0.12 0.57 0.12 4.34 6.92 

Min 0.66 -3.71 -10.87 -3.07 -1.86 -0.51 

Max 33.22 3.56 9.91 3.12 12.80 19.37 

Std 8.63 1.76 4.29 1.43 4.01 5.32 

Post-crisis (2009Q3-2011Q4) 

Mean 15.72 4.74 1.10 1.14 11.83 13.40 

Min 8.07 -3.11 -15.20 -4.44 4.89 6.39 

Max 22.42 11.62 17.67 5.31 20.55 23.83 

Std 4.53 4.34 8.64 2.58 5.41 6.50 

 

Source: IMF, Balance of Payments Statistics (Billions of US Dollars) 

 

        Table 1 provides the descriptive statistics of capital flow volatility in 

selected emerging countries for each sub-period. When we look at the all sample 

period, the maximum levels are recorded by India as 33.2$bn which is followed by 

Turkey as 23.8$bn. Even Korea and Mexico have smallest capital inflow activities, 

interestingly they have high level capital inflows which can be explained by the 

standard deviations. As it can be seen, standard deviation of India is the highest 

which is followed by Turkey as 6.13$bn and 5.8$bn for Korea that means capital 

flow activity in these countries is extremely volatile and it experienced a net 

growth. The pre-crisis statistics proved the idea that easing of monetary conditions 

by reduced US policy rate and declined European rates increased the supply to 

low-cost finance which cause international bank lendings to move from Latin 
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America to the Asian countries. Specifically, rates of Asian countries have 

increased from 0.74$bn to 1.74$bn in Indonesia and from 0.86$bn to 2.56$bn in 

Korea. After Asian crisis, Turkey and India continue to have highest average 

capital flow volatility rater as 9.29$bn for India and 6.92$bn for Turkey. During 

this period, Asian crisis-hit countries are recorded extremely low rates whereas 

they have recorded much better performance after global financial crisis.  

 

Table 2 Correlation with Capital Flows of EMEs 

 

GDP 

growth 

Net 

exports 
Policy rate 

US GDP 

growth 

US Policy 

rate 

Total period 

(1990Q1-2011Q4) 
0.51 -0.02 -0.57 -0.04 -0.25 

Pre-crisis 

(1990Q1-1997Q2) 
0.49 -0.40 -0.19 0.24 -0.30 

Between-crisis 

(2002Q1-2008Q2) 
0.32 0.66 -0.58 -0.27 0.52 

Post-crisis 

(2009Q3-2011Q4) 
-0.24 -0.07 -0.15 -0.19 -0.07 

 

Countries: India, Indonesia, Philippines, Korea, Mexico, Turkey 

Source: IMF, Balance of Payments Statistics, International Financial Statistics 

 

Table 2 provides the correlation descriptive statistics with capital flows in selected 

emerging countries for each sub-period. The flows to emerging markets have been 

correlated especially with GDP growth in all sub-periods except post-global 

financial crisis period. In the pre crisis period, US GDP growth is the second 

determinant which is correlated with capital inflows. On the other hand, in between 

crisis and post crisis periods, US policy rate, 0.52 and net exports as 0.66 are the 

significant correlation determinants with capital flows.  
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Table 3 Summary Statistics of Emerging Market Economies (1990Q1-2011Q4) 

 

Mean Min Max Std 

Correlation with 

Capital flows  

of EMEs 

Correlation with 

Hot money  

of EMEs 

Capital flows 17.20 -42.48 73.18 17.19 1.00 0.71 

Hot money 17.99 -170.79 212.43 54.61 0.71 1.00 

Direct invest. 5.75 -1.28 17.49 3.98 0.23 0.14 

Portfolio invest. 7.03 -22.78 61.57 11.97 0.62 0.48 

Other invest. 4.41 -49.05 39.63 12.63 0.71 0.47 

GDP growth 5.24 -1.57 8.80 2.11 0.51 0.27 

IP growth 4.83 -8.86 17.35 3.85 0.61 0.36 

Net exports 7.83 -46.21 81.47 19.40 -0.02 -0.07 

Foreign direct investment 22.23 1.58 77.70 16.69 0.63 0.34 

Policy rate 13.87 5.70 23.10 4.83 -0.57 -0.40 

US GDP growth 2.42 -4.58 5.38 1.96 -0.04 -0.09 

US Policy rate 3.72 0.50 7.00 1.93 -0.25 -0.18 

 

Countries: India, Indonesia, Philippines, Korea, Mexico, Turkey 

Source: IMF, Balance of Payments Statistics, International Financial Statistics 

 

      Table 3 provides the summary statistics for bigger number of determinants. 

 

The gross foreign direct investment values are represented for each country 

separately between 1982 to 2011in Figure 4. FDI is the major source of capital 

flows into EMEs. The main criteria for investing in emerging areas are competitive 

labour costs and growth prospects, in this context, the rapid increase in FDI to 

EMEs in the early 1990s concentrated mostly in Asia, and China in particular. 

Until 1998, China is the leader of receiving FDI which is followed by Mexico, 

privatisation has played an important role in the large FDI flows in Latin America 

especially in Mexico during the past two decades. China receives incredibly 

increasing values in time for instance, 38.1$bn in 1996, from 41.1$bn in 1998 to 

90.3$bn in 2005 and 231.6$bn in 2011. On the other hand, Mexico exhibits a 

smaller performance according to China such as 9.1$bn in 1996, 12.7$bn in 1998 

and 17.9$bn in 2005. Korea exhibits negative values until Asian crisis as -2.34$bn 
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in year 1996 and -1.6$bn in 1997 and then are turning to small positive values. 

However, after 2005, Korea starts to receive negatively increasing foreign 

investment again such as from -17.9$bn to -22.18$bn in 2007 and in 2010.  

 

 

Figure 4.Gross Foreign Direct Investment to EMEs 

Data Source: IMF, Balance of Payments Statistics        

 

        After Asian crisis Turkey has turned to an important foreign investment 

station. Foreign investment values of Turkey showed a strong upward movement 

from 2.8$bn in 2001 to 8.9$bn in 2005 and 13.7$bn in 2011 by the sales of 

domestic banks, oil companies and telecominication companies to foreign investors. 

India is another fast-growing country in recent years which are modest compared to 

those in China. Indonesia and India exhibit the similar results from 5.27$bn in 

2005 to 11.7$bn in 2011 for Indonesia and from 4.6$bn to 11.5$bn for India in the 

same years. These results match with recent economic news about foreign direct 

investments flows to EMEs especially to the popular emerging markets such as 

Korea, Turkey and Indonesia. 
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Figure 5 Real GDP 

Countries: China, India, Indonesia, Philippines, Korea, Mexico, Turkey 

Data Source: IMF, Balance of Payments Statistics          

 

        For explanatory variables, economic growth is measured as the 

difference between four-quarter real GDP growth rates in each EME and an 

aggregate of US. As shown in Figure 5, aggregate real GDP growth in EMEs, the 

blue line has consistently outpaced that in the US, the red line has fluctuated over 

the sample period. In 1985, the GDP growth differentials are equal to each other 

which is 4.14% change. In the next decade, emerging markets always recorded a 

higher GDP growth and were effected by the Asian crisis more which was equal 

again right after Asian crisis as 4.83%. The smallest growth percantages was 

recorded in 2009 as -3.7% for US and 1.87% for emerging markets which made a 

strong jump to 2.4% for US and 7.8% for emerging markets in 2010. 
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Figure 6 VIX (CBO Volatility Index) 

Countries: China, India, Indonesia, Philippines, Korea, Mexico, Turkey 

Data Source: IMF, Balance of Payments Statistics, quarterly 

        

       As an indicator of global risk appetite, I also checked the quarterly 

average of the Volatility Index (VIX) computed by the Chicago Board Options. 

This is a measure of the implied volatility of the S&P 500 index, and it measures 

market expectation of near term volatility conveyed by stock index option prices. 

Indeed, Figure 6 shows the VIX index which is correlated with the flows to 

emerging market-dedicated funds. Since VIX shows the terror of the global market, 

if the VIX index is high, it means the international investors are panicked and then 

the capitals will be witdrawed from emerging market. In Figure 6, it is easy to read 

that capital flows plunged during the panic times after Lehman bankruptcy in Sep 

15, 2008 as 58.6 and again as European situation worsened. In the second half of 

2010, concens about Greece are reflected as VIX, 26.4, also in August 1, 2011, 

increased concern over Italy and Spain and in May 6, 2012, increased concerns 

over spin banks and outcome of Greek election are calculated as 30.6 in 2011 and 

20.03 in 2012. 
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Figure 7 Real effective exchange rates in EMEs 

Source: IMF, Balance of Payments Statistics 

 

       The real effective exchange rates are calculated for only four emerging 

market countries which are China, Mexico, Philippines and Korea because of the 

REER data availability problems of other countries. As indicated so far, after the 

Asian crisis, private capital inflows to EMEs fell around one third of the pre-crisis 

levels. These reflected declines in the more volatile flows. FDI held up 

comparatively well. The currency of crisis-hit countries gradually recovered and 

eventhough real effective exchange rates remained below pre-crisis levels. 1990’s 

rate is standard for each country after that bigger number means appreciation of 

that country’s local currency. EME policymakers in Asia and Latin America 

allowed their currencies to appreciate some in response to the sharp rebound in 

capital inflows after the global financial crisis. The visual inspection from Figure 7, 

until the end of Asian crisis Mexico and Philippines recorded the highest exchange 

rate index such as 127.6 for Mexico in 1993, 128.3 for Philippines in 1996 and 

106.3 for both in 1998. On the other hand, Korea and especially China have 

recorded pretty low effective interest rates in the same crisis year, 97.5 for China 

which was a huge jump up after its lowest record in 1994 and 73.6 for Korea 
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whereas it was a huge fall after its highest level in 1996. Another sharp decrease 

has been recorded for each country during global financial crisis, 101.4 for China, 

102.6 for Mexico and 104.1 for Philippines also 67.25 which is the lowest 

exchange rate index of Korea.  

 

 

Figure 8 Real Growth and Net Capital Flows to EMEs 

Countries: China, India, Indonesia, Philippines, Korea, Mexico, Turkey 

Source: IMF, Balance of Payments Statistics 

 

        A major element that pulls capitals to the EMEs is higher expected risk-

adjusted returns. Better growth performance and more stable outlook are important 

external factors. In Figure 8 real growth in percent and net capital flows are 

provided together for all period which pointed out the differences of real growth of 

countries as emerging markets and US. Since early 1980s FDI and private capital 

flows have moved parallel especially after Asian crisis and emerging market 

economies become the locomotive in terms of growth. During early 1990s, growth 

of EMEs was always higher than the US growth. Altough EMEs have higher but 

more volatile growth performance than US still the increasing movement of net 

private capital flows to EMEs are so clear which continues until 1998. By the 
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beginning date of Asian, the growth rates of EMEs had an incredable fall from 

6.1% to 0.3% which is below US growth rate level, 4.4% also capital flows are 

recorded as 11.8$bn for EMEs in the same year. However, this hopeless times for 

EMEs passed in short time and the growth rates increased from 0.3% to 6.3% in 2 

years. The global financial crisis affected all markets negatively and both EMEs 

and US growth programs lost blood and the EME rates decreased from 4.4% to 

1.9% and -0.3% to -3.1% for US. The net private capital flows to EMEs had a 

sharp decrease from 247.8$bn to only 97.3$bn in one year. In the depression 

periods of global markets, 2010 and 2011, the capital flows are calculated around 

485$bn and 436$bn which are the highest rates of all times for EMEs. To sum up, 

the pace of net private capital flows into EMEs tends to pick up whenever the 

growth in the emerging markets surpasses that in the US druing all period.  

 

 

Figure 9 International Reserve Assets of EMEs 

Source: IMF, Balance of Payments Statistics 

 

       International reserve assets are indicated in Figure 9 for emerging market 

economies. Basically, it can be thought as governments’ foreign assets such as 

money,gold or SDR. These assets should be plenty in emergency situations which 
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is proved during asian crisis as lack of reserve made the situation worse for crisis-

hit countries. The official reserve rates perform an increasing movement especially 

after late 1990s and Asian crisis which proves that after the crisis, the crisis-hit 

governments tried to fix the leaks of domestic financial markets and to keep more 

reserve assets. As it shown in Figure 9, the reserve rates recorded a proper increase 

since 1998, eventhough the 2008 crisis showed that there is a long way for 

emerging markets to have a stronger financial market. Recent years, in the 

environment of global market depressions, reserve rates exhibit strong upward 

movements as 3785.5$bn in 2010, 4178.3$bn in 2011 and also 4371.8$bn in 2012 

in total.  

 

 

Figure 10a.Hot Money and Business Cycle Volatility of EMEs 

Countries include: China, India, Indonesia, Philippines, Korea, Mexico, Turkey 

Source: IMF, Balance of Payments Statistics, International Financial Statistics 
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Figure 10b Hot Money and Business Cycle Volatility of EMEs 

Countries include: India, Indonesia, Philippines, Korea, Mexico, Turkey 

 

 

 

Figure 10c Hot Money and Business Cycle Volatility of EMEs 

Countries include: Indonesia, Philippines, Korea, Mexico, Turkey 
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The hot money analysis part is represented in Figure 10. After calculating 

hot money data for each selected country according to the formula of Martin and 

Morrison (2008). In Figure 10a, hot money is shown with business cycle volatility 

of all EMEs including China whereas Figure 10b exhibits the same result without 

China and Figure 10c without China and India. In Figure 10a, it is found that both 

hot money and business cycle have pretty volatile periods over the past few years 

especially after Asian crisis. Also extremely high levels have been witnessed on 

hot money flows because of global financial crisis around 2007-2009 which is 

followed by extremely low levels during and/or right after crisis. Guo and 

Huang(2010) indicated that with the collapse of market trust resulting from the 

global financial crisis, large financial institutions in industrial countries increased 

the amount of cash they held while dumping such financial assets as bonds, 

causinga slowdown in currency circulation in the global financial crisis. Without 

China, Figure 10b, gives a smaller but more volatile hot money flows which gives 

almost same reactions to the crisis periods with Figure 10a. Almost all emerging 

countries showed a reversed case in the second/third quarter of 2009 which means 

they gave signs of improvent and business cycle fuctuations have started to be 

affected by the huge amount of existing capital. 

In Figure 10c, the amounts of hot money flows decreased even though the 

business cycle volatility exhibits almost same performance which means that India 

is a locomotive economy receiving hot money into economy yet not capable of to 

make an efficient macroeconomics program. To see the real effect of hot money on 

growth, Figure 11 exhibits the relation between hot money and GDP growth. 

Although there is no significant effect of hot money on real GDP growth, the visual 

inspection indicates that especially after 2008 crisis there is statistically important 

relation. Right after global crisis, in 2009, both of determinants have significant 

upswings which reaches maximum levels but hot money stays sensitive to global 

depression periods in 2010, 2011 and 2012.  
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Figure 11 Hot Money and Real GDP Growth of EMEs 

Countries include: China, India, Indonesia, Philippines, Korea, Mexico, Turkey 

Source: IMF, Balance of Payments Statistics, International Financial Statistics 

 

 

6. Policy Responses 

 

      Martin and Morrison (2008) showed that more than half of the hot money 

flown into China takes the form of over-reported or forged FDI. The aggregate 

capital that flowed into China during 2003- 2008 was approximately US$1.75tn. 

which made China one of the largest recipients of speculative fund in the world. 

They also pointed out that the influx of these capitals is contributing to China’s 

existing problems with inflation. Efforts to reduce the inflationary effects 

may accelerate the inflow, while actions to reduce the inflow may threaten the 

economic growth of EMEs, as well as have negative consequences for the U.S. and 

global economy. Eventhough the emerging market countries welcome capital 

inflows, because of the negative effects on the economy, they are instituting 

different policies to stop it from coming into their country and to eliminate the 

effects. (Capital Inflows: The Role of Controls, IMF Staff Position Note, February, 
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2010). It is also believed that the speculative capital inflows have driven up stock 

prices and helped accelerate a worrisome bubble in the real estate market. (Zhang& 

Fung, 2006).  

        As it is shown high negative swings, sudden stops in capital inflows are 

dangerous. They may result in bankruptcies and destruction of local credit channels. 

IMF(2011) finds loose policy in the advanced economies to be an important 

determinant, but also are the improved fundamentals and growth prospects of 

EMEs. Similarly, Calvo(1993) pointed out that large current account deficits are 

dangerous on how they are financed. That’s why to keep the same current account 

deficit new money is necessary, and the latter is hard to get during sudden stops. 

The higher the share of consumption financed by capital inflows, the stronger is the 

negative impact of a future sudden stop. Most of countries still maintain 

some restrictions over foreign exchange and international capital flows 

with various instruments to prevent the inflow of the unwanted capitals yet controls 

are not applied fully to all categories of capital account transactions and several of 

them are still loosely managed (Xie, 2004).   

       The studies prior to 2009, generally suggest that capital controls have been 

more successful in altering the composition of flows to a country than in changing 

the aggregate volume, except in the very short run (Cardoso and Goldfajn, 1998; 

Cardenas and Barrera, 1997; Montiel and Reinhart, 1999; De Gregorio, 2000; 

Clements and Kamil, 2009; Ostry, 2010; and Qureshi, 2011). According to a 

Deutsche Bank survey of 200 companies and 60 high income individuals, over half 

of the capital coming into China is being done in the form of false foreign direct 

investment (FDI). An additional 11% of the hot money is generated by 

underreporting the value of imports, and another 10% comes from the overvalued 

exports (Ma Jun, “What are the Wherefores and Whys of Channeling ‘Hot Money’ 

Flows?,” Caijingwang, May, 2008) . Still because of the possibility of capital 

inflow to turn into consistent foreign investment, emerging economies keep 

welcome it in the future which also means that endless scholars will be involved 
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this literature to provide answers for emerging country policy makers and investors 

as well. 

       Most of the restrictions were made in 2010 especially for foreign 

investment taxes, limits on banks’ FX exposures and required reserves on FX 

liabilities. Almost all the countries are from developing Asian countries which 

experienced both crises sharply. Thailand looks like still needs to take precautions 

whereas South Korea looks like the made the necessary provisions. It will be 

proven in next years whether these control mechanisms are enough or not. The 

results of previous studies also suggest that the new capital control measures 

introduced since 2009 have exerted a significant dampening effect on inflows and 

the number of capital control measures has a negative and statistically significant 

coefficient for both total flows and portfolio flows (Ahmed& Zlate, 2013). These 

capital controls can not take away the importance of the growth and interest rate 

differentials, also VIX which were reported earlier in Figure 6, still the results 

suggest that flows would have been even higher in the absence of these controls. 

The relation between capital controls and capital flows is also consistent with the 

findings in existing literature suggesting that investors take time to adjust their 

portfolios (Forbes, 2012).  

 

 

7. Conclusion 

 

       I start to analysis by asking if the post-crisis behavior of net inflows would 

be considered unusual or not relative to the estimated models over the pre-crisis 

period. For the total net inflows, shown in the Figure 2, after the crisis, have been 

growing at a consistently faster pace than the pre-crisis period. The higher growth 

rate was just making up for the greater loss of flows which occurred during the 

crisis, but eventhough these losses overcame around 2010, cumulative flows 

continued to rise at a faster pace. This means that there is an evidence of 



 

 31 

acceleration of net inflows relative to what the pre-crisis period policy makers 

would predict. The evidence is much stronger for portfolio flows, however the pre-

crisis levels would have predicted cumulative flows to remain subdued in the post-

crisis period, whereas actual cumulative flows took off. Total net inflows have 

been somewhat higher in the post-crisis period than the pre-crisis would have been 

predicted for the both total inflows and also the portfolio inflows have increased in 

the post-crisis period. The difference between the periods is economically large, 

but statistically insignificant. 

      To conclude, first, I found that net capital flows to EMEs are statistically 

significant by a number of different factors, including growth and policy rate 

differentials, which is consistent with the findings of previous studies. In the post-

crisis period, these differentials are equally important for both total net inflows and 

portfolio net inflows, whereas in the pre-crisis period growth differentials were 

relatively more important for total inflows. Second finding of this study is that 

there are some significant changes in the behavior of capital flows to EMEs from 

before crisis to after. If we keep using the pre-crisis policies to the post-crisis 

period to determine variables, somewhat the total net capital inflows have turned to 

be under- predicted. The sensitivity of portfolio flows to policy rate differentials 

appears to have increased during the post-crisis period. As third, I found that the 

capital control measures that several EMEs have used in recent years appear to 

have had some effect in dampening capital inflows. Also, the results from the pre-

crisis period suggest that when countries step up their foreign currency intervention, 

it tends to be followed by stronger inflows of capital. In other words, such 

interventions create expectations that induce more capital inflows. However, it is 

not possible to identify such an effect in the post-crisis period. The reason might be 

because of the correlation between the intervention variable and other determinants 

of flows, such as capital controls in the post-crisis period.  
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국문초록 

 

신흥시장으로의 자본유입  
- 자본통제는 필요한가? - 

 
Gozde Gozlet 

경제학부 경제학 전공 

서울대학교 대학원 

 
경제위기 이후 신흥시장(개발도상국)으로의 자본유입이 경제위기의 

이전과 다른 움직임을 보이고 있는지에 대한 의문에서 본 연구를 

시작하게 되었다. 또한 신흥시장으로 유입되는 자본을 결정하는 

요인들에 대해서 조사하고자 하였다. 1980년부터 2012년까지 IMF의 

Balance of Payments의 데이터를 이용하여 다음과 같은 결론을 

도출하였다. 첫째, 신흥시장과 선진국 경제 사이의 경제 성장률과 정책 

이자율의 격차가 신흥시장으로의 순 자본유입에 영향을 준다. 둘째, 

위기 이전에 정책 결정자가 예상한 것 보다 경제위기 이후 큰 폭의 순 

자본 유입 증가가 있었다. 셋째, 1997 아시아 경제 위기와 2008 글로벌 

금융위기를 중심으로 분리된 세 기간을 비교해 볼 때, 신흥시장들의 

자본 통제 노력에도 불구하고 자본 유입의 변동 폭이 작아지지 않았다. 

 

주요어 : 자본 유입, 신흥시장, 국제수지, 자본 통제 
학  번 : 2011-24014 
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