CAPITAL FLOWS AND THEIR IMPLICATIONS
FOR CENTRAL BANK POLICIES IN
THE SEACEN COUNTRIES

Min B. Shrestha and Choon-Seng Lim, Vincent

The South East Asian Central Banks (SEACEN)
Research and Training Centre
Kuala Lumpur, Malaysia
2009



© 2009 The SEACEN Centre

Published byThe South Easfsian Central Banks (SEACEN)
Research andraining Centre

Lorong UniversitiA

59100 Kuala Lumpur

Malaysia

Tel. No.: (603) 7958-5600

Fax No.: (603) 7957-4616
Telex: MA 30201

Cable: SEACEN Kuala Lumpur
Website: http://www.seacen.@

Capital Flowsand their Implicationsfor
Central Bank Policiesin the SEACEN Countries
by Min B. Shrestha and Choon-Seng Lim, Vincent

ISBN: 983-9478-75-3

All rights reserved. No part of this publication may be reproduced, stored
in a retrieval system, or transmitted in any form by any system, electronic,
mechanical, photocopying, recording or otherwise, without the prior

permission of the copyright holder.

Printed in Malaysia bysraphic Stationers Sdn. Bhd.



FOREWORD

The SEACEN countries have benefited significantly from the large volume
of capital flows in the last two decadédter experiencing a financial crisis in
1997, most of the countries in the region have become increasingly concerned
about the effective management of capital flows. Despite the numerous benefits,
capital flows may also pose challenges to monetary and financial stability of an
economy Massive capital inflows may complicate the transmission of monetary
policy while their sudden reversal may create instability in the financial markets.
In light of these issues, this study explores the implications of capital flows for
central bank policies and reviews country experiences on managing capital flows
in the SEACEN region.

This study finds that both domestic and external factors are responsible for
the increased capital inflows in the SEACEN region and that the surge in capital
inflows was one of the contributory factors for asset price bubbles and sharp
increase in bank credit. Based on the analysis of the composition of capital
flows in the SEACEN region, the study argues that due to the increasing share
of highly volatile short-term capital inflows, the SEACEN economies are facing
the risk of sudden significant capital reversal. The study also puts forth some
suggestions to optimise the benefits of capital flows while minimising potential
risks.We hope that the findings and suggestions of this study may be valuable
reference to central bankers and other policy makers.

This collaborative research was led by.Min B. Shrestha and
Dr. Choon-Seng Limyincent, both Senior EconomistsTie SEACEN Centre,
and participated by 14 country researchers from 12 member central banks and
monetary authorities. The SEACEN Centre wishes to express its sincere gratitude
to the participating member central banks and their country researchers for
actively participating in this project and preparing the country papers for their
respective countrie§hey are namelyMs. Nurhuaida Damit of the Ministry of
Finance, Brunei Darussalam; Mfayat Cadarajat of Bank Indonesia;.NRaja
SyamsulAnwar and Ms.Tan Bee Chin of Bank Negara Malaysia;. N&an-
Ochir Doojav ofThe Bank of Mongolia; Dawhida MyoAung of Central Bank
of Myanmar; Mr Bibhu Aryal of Nepal Rastra Bank; Mifanu Irau of Bank
of Papua New Guinea; Ms. Sittie Hanisha M. Butocan of Bangko Sentral ng
Pilipinas; Mt P. Pushparajah of Central Bank of Sri Lanka; ¥ur HsiaoYuan
of Central Bank of the Republic of Chinaafivan); Mr Khatharit Sitthikul and
Ms. NashaAnanchotikul of Bank ofThailand and Ms. Ngd@hi Thu Tra of
State Bank ofVietnam.The SEACEN Centre also wishes to thank Bamon
Moreno, Head of Emerging Market Issues, Bank for International Settlements,



Basel, Switzerland, for his invaluable comments on the integrative paper of this

volume. The Project Leaders also would like to thank participants of the Fourth

International Conference on Business and Economic Research held in Bangkok
on 28-30 December 2008 for their constructive comments.
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EXECUTIVE SUMMARY

The SEACEN economies have liberalised their external accounts and
domestic financial markets. The current account is fully convertible in all the
countries in the SEACEN region while the capital account is by and large fully
convertible in the majority of these countries. Since early 1990s, net capital flow
to the SEACEN countries increased steadily until 1996 due to the massive
increase in total capital inflows. Howeyafter the financial crisis of 1997, total
capital outflows have outweighed total capital inflows resulting in a negative net
capital flow

Both domestic factors such as attractive economic growth, attractive interest
rates and large current account deficits and external factors such as low world
interest rates are responsible for the increased capital inflows in the region.
However determinants of short-term capital inflows vary from that of the total
capital inflows. Notablyshort-term capital inflows are found to be inversely
associated with domestic economic growth. The effects of push and pull factors
on capital flows vary across the countries. Recent experiences of SEACEN
countries indicate that the US sub-prime mortgage crisis has led to slower capital
inflows in the region while domestic political climate, further liberalisation in
overseas investment; and, encouragement to invest abroad have accelerated
capital outflows.

The SEACEN region has benefited significantly from the increased capital
inflows mainly in terms of increased investment, higher economic growth,
favourable external accounts and developed financial markets. Howapéal
flows have also led to challenges for monetary and financial stalbtigyrecent
experience of SEACEN countries shows that capital flows can create asset
price bubbles and induce sharp increases in bank credit while outflow of capital
results in lower equity prices and depreciation of exchange rates.

Short-term capital inflows are highly volatile and prone to sudden reversals.
After 2003, the share of short-term inflow started to become increasingly dominant
in the total inflow in the SEACEN region, resembling the pattern of capital
flows before the 1997 crisis. Due to the larger share of highly volatile short-
term foreign capital, SEACEN economies are again, facing the risk of massive
capital reversals. In order to prevent a repetition of the same problems in the
future, SEACEN countries need to encourage more long-term capital inflows
rather than short-term oné safeguard the financial system and the economy
from speculative attacks, authorities need to implement more prudent regulations

Xi



and cautiously monitor potential areas of such attacks. In order to maintain a
conducive monetary stability environment, central banks need to sterilise inflows
with appropriate intervention measures.

Freer exchange rates allow for more capital flows in and out of the country
However in the time of distress, the countries that have a free floating exchange
rate regime may suffer from larger capital reversals. Therefore, a managed
floating exchange regime may be more advantageous during a crisis.

The financial markets and economies of the SEACEN countries are currently
affected by the global financial crisis, due mainly to external factors. In order
to minimise further negative impacts of the crisis on various sectors of the
economy including capital flows, to speed up the recovery process, and also to
explore the possibility of inventing new economic drivers within the region,
coordinated policy measures need to be implemented at the national as well as
regional levels.
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Chapter 1

CAPITAL FLOWS MANAGEMENT IN
THE SEACEN COUNTRIES

by
Min B. Shrestha and Choon-Seng Likincent

1. Background

The liberalisation of capital accounts and domestic financial markets in the
emeping countries has resulted indarsuges in capital flowsVarious studies
have suggested that recipient countries are best placed to reap the benefits of
foreign inflows if their economic fundamentals are sound. Capital inflows can
finance a higher rate of economic growth but they can also be disruptive as
they can lead to rapid monetary and credit expansions, higher inflation, real
exchange rate appreciation and unsustainable external debt positions. On the
other hand, abrupt reversal of capital flows may bring severe economic
consequences.

The SEACEN countries attracted large volumes of capital from developed
countries during the 1980s and 199R#er the financial crisis of 1997, the
direction and composition of capital flows have seen a significant change. Based
on the past experiences of the cycle of massive capital inflows, sudden reversal
and financial crisis, Governments these days are not just courting capital inflows
but are concerned about the proper management of such flows. The objectives
of capital flows management are to ensure that the financial system is able to
intermediate inflows in a sound and safe mandeect the inflows into the
most productive uses, and to limit the adverse impact of capital flows, particularly
large and sudden speculative short-term capital flows.

Against the above backdrop, this study aims at examining the overall status
of capital flows management in the SEACEN region. The main objectives of
this research are to share the country experiences on managing capital flows,
in particular short-term capital flows; and to explore the implications of capital
flows for central bank policies. The study presents an overview of the recent
developments in capital movements and compares the capital flow management
policies in the SEACEN countries. Based on its findings, the study suggests
some policy measures for effective management of capital flows.

1. Senior Economists, The SEACEN Research and Training Centre

1



This study in general covers all the sixteen SEACEN countries which include
Brunei Darussalam, Cambodia, Fiji, Indonesia, Korea, Malaysia, Mongolia,
Myanmar Nepal, Papua New Guinea, Philippines, Singapore, Sri Lankaan,
Thailand andvietnam. Howeverdue to data unavailabilitgome countries are
omitted in various sections of data analysis and empirical investigation. The
countries covered are indicated in the respective sections of the discussion
wherever relevant. Individual country cases of 12 SEACEN countries are
discussed in detail in the accompanying 12 country papers.

This paper which is the integrative part of this volume, igamised as
follows. Section 2 presents the literature survey on the theory and evidence on
various aspects of capital flows. Section 3 discusses the general policy
frameworks for capital flows in the SEACEN countries. Section 4 examines
recent trends in capital flows in the region. Section 5 discusses the impact of
ongoing global financial crisis on capital flows. Section 6 outlines the recent
policy measures implemented to mitigate the negative impact of global financial
crisis. Section 7 analyzes determinants of capital flows. Section 8 discusses the
monetary and financial implications of capital flows. FinaBgction 9 presents
concluding remarks.

2. Literature Survey
2.1 Determinants of Capital Flows

Economic theories suggest that capital will move from rich to poor countries
due to investment opportunities and return differentials (Lucas, 1990; Mishra et
al, 2000). Studies show that various push and pull factors work as the determinants
of capital flows. Push factors refer to those that lead to capital flows out of the
capital exporting country while pull factors refer to the internal factors which
attract the capital to the recipient country

Calvo et al (1993) found that external factors such as declines in US interest
rates were the primary determinant of capital inflows to developing countries in
the early 1990s. While studying broader samples of emerging markets, Fernandez-
Arias (1996) found that global interest rates accounted for nearly 90% of the
increase in portfolio investment flows to the average emerging market in 1989-
1993. Kim (2000) also poses the similar view that external factors mainly in the
form of changes in the foreign interest rate and foreign output determine capital
flows.



According to Salt (2002), both external and internal factors are important
in determining capital flows but the relative importance of external and internal
factors difer across components of the capital accodst.documented by
World Bank (1997), domestic factors became more important determinants of
capital flows in 1993-1995, as rising US interest rates did not interrupt continued
flows of capital to developing countries. Kang et al (2002) found that both pull
and push factors were important determinants of capital flows in Korea during
the 1990s and current account was one of the most important determinants of
capital flows.

Bacchetta et al (2000) argue that financial liberalisation and structural reforms
which included removal of capital controls, liberalisation of the domestic financial
system, trade liberalisation, macroeconomic stabilisation, and privatisation
undertaken in recent years in emerging as well as industrialised countries are
the fundamental factors behind the increase in capital inflows to developing
countries. Mody and Srinivasan (1998) argue that new capital flows tend to go
to countries that have received large flows in the past.

2.2 Consequences of Capital Flows

Most of the studies support the view that foreign capital positively affects
domestic consumption and investment which in turn leads to higher economic
growth (North, 1956; Chenery and Strout, 1966; Calvo et al, 1996; Bosworth et
al, 1999; Mishra et al, 2000; Moreno, 2000). The additional capital coming from
outside can help increase investments in the econlliisira et al (2000) find
that a 1% increase in capital inflowsA&rica boosts investment by more than
1%. Ito (2000) opines that capital flowsAsia increased investment, which in
turn contributed to higher growth Asian nations and subsequent high growth
performances attracted further capital inflows creating a virtuous cycle of capital
flows and economic growth.

In addition to increasing consumption and financing rapid rates of investment,
capital flows also allow investors to diversify their risks (Calvo et al, 1996;
Moreno, 2000). Several studies also suggest that foreign finance may come
packaged with expertise and can be a vehicle for technology transfer (Borensztein
et al, 1998; Urata and Kawai, 2000; Eichengreen, 2006).

Some studies argue that the productivity and benefits of foreign capital will
depend on the pre-existing conditions in the econdmagas (1990) finds that
new investment is more productive in countries with a skilled workforce and
well-developed physical infrastructure. Foreign direct investment helped boost

3



productivity in MalaysiaTaiwan and southern China but similar impact was not
evident in Moroccounisia, and Uruguay (Mishra et al, 2000). Borensztein et
al (1998) suggest that FDI can contribute to economic growth only when a
sufficient absorptive capability of the advanced technologies is available in the
host countryBailliu (2000) analysed panel data of 40 developing countries over
the period 1975-1995 and found that capital inflows can accelerate growth only
if the banking sector has reached a certain level of development.

Studies also point out to the differing impact of the foreign capital on the
economy depending on the composition. Bosworth et al (1999) document stronger
impact of foreign direct investment and weaker impact of portfolio flows and
international bank lending on domestic investm@atording toWorld Bank
(1996), foreign direct investment is more likely than portfolio investment to go
into new projects, increasing demand in capital goods markets and for capital
imports. Mishra et al (2000) find that private capital flows in the form of portfolio
flows are associated with the development of domestic capital markets, which
in turn bolster growth.

Capital inflows may bring various benefits to the economy but it is not
immune from negative impact and risks. Several studies have analysed the
potential negative impact of capital inflovkélatility in capital flows may have
negative influence as sudden reversal of the capital can be devastating for
recipient countries. Moreovierapital flows may also be associated with financial
instability and macroeconomic risks.

Lensik et al. (2003) examine the impact of uncertain capital flows on the
growth of 60 developing countries during the 1990s. They find that uncertain
capital flows have a negative effect on financial market and growth in developing
countries.

Various factors may be behind the sudden capital reversal. Milesi-Ferretti
and Razin (1998) studied sudden reversals in capital inflows in 86 countries
from 1971-1992 and found that both external and domestic factors may cause
sudden reversals. External factors that increased the likelihood of capital flow
reversals included worsening terms of trade, high US interest rates, and low
official transfers to the developing country while domestic factors likely to be
associated with a capital reversal included larger current account deficits or
foreign borrowing, a smaller ratio of exports plus imports to G@#er foreign
reserves, and a smaller proportion of concessional Aestiudy by Beg and
Pattillo (1998) suggests that domestic factors may have played a larger role in
the EastAsian currency crises of 1997.
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Capital flows can increase the vulnerability of a country with weak financial
markets to banking and exchange rate crises (Mishra et al, 2000). Kawai and
Lamberte (2008) argue that 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 fragittording
to Eichengreen (2006), financial sector weaknesses played a larger role than
macroeconomic imbalances in setting the stage for the cAiBisng these
weaknesses were poorly regulated banking systems, pervasive connected lending,
unreliable bankruptcy and insolvency procedures, and weak creditor rights.
Schadler (2008) find that about 15% of the large capital inflow episodes over
the past 20 years ended in crisis.

The macroeconomic risks associated with larger capital flows include rapid
monetary expansion, inflationary pressures, real exchange rate appreciation and
widening current account deficits (Calvo et al, 1986rld Bank, 1996; Bacchetta
et al, 2000). The capital inflows can lead to inflationary pressures, especially
when they are monetised. Since an inflow of capital also implies a higher demand
for a nations currency it often means an appreciating exchange rate which
may widen the trade deficit to uncomfortable levels (Calvo et al, 1996). Kawali
and Lamberte (2008) opine that capital inflows could affect macroeconomic
performance in a way not consistent or compatible with domestic policy objectives
such as sustainable economic growth with price stabBigchetta et al (2000)
argue that the capital inflows and outflows themselves generate significant
turbulence in emerging market economies and this turbulence in turn affects
capital flows.

2.3 Policy Issues and Challenges

Capital flows can boost investment and spur productivity growth when
harnessed &fctively. Therefore, domestic policy priorities that foster more
efficient investment will also attract productive foreign capital (Mishra et al,
2000).World Bank (1996) ayues that freer capital flows improve the allocation
of capital globallyallowing resources to move to areas with high rates of return
while attempts to restrict capital flows lead to distortions that are generally costly
to the economy imposing the controls.

Understanding of the relative importance of external or domestic factors in
driving capital flows has important implications for poli¢fycapital flows are
driven largely by domestic factors, developing countries can attract a steady
and predictable flow of foreign capital and minimise cycles by adopting sound



macroeconomic and financial policies. Howevietapital flows are driven lgely

by external factors, developing countries are vulnerable to unexpected external
shocks even if they maintain prudent policies, and they must take measures to
insulate themselves (Moreno, 2000).

When the volume of capital flows, especially short-term flows becomes too
large, monetary policy becomesfaitilt (Khan and Reinhart, 1995; IME995).
Therefore, capital importing countries face the challenge of designing appropriate
policies that secure the most benefits from capital inflows while maintaining
monetary stability

3. Existing Policy Frameworks

A countrys policy framework related to capital flows and the exchange
rate regime is crucial in encouraging or discouraging capital flows to and from
the country Current account and capital account liberalisation is taking place at
a faster pace and countries are increasingly floating their exchange rates in the
SEACEN regionAt present, 4 countries have a free floating exchange rate
regime and 9 countries have a managed floating regime while 3 countries are
maintaining fixed exchange rate regime (See Box No. 1).

Current account is fully convertible in all the countries covered in this.study
On the capital account side, it is fully or almost fully convertible in Brunei
Darussalam, Indonesia, Korea, Malaysia, Papua New Guinea, Singapore and
Taiwan while there are some restrictions imposed in Cambodia, Fiji, Mongolia,
Myanmar Nepal, Philippines, Sri Lank@hailand andvietnam.

Countries where both inflow and outflow of FDI, portfolio and other
investment are fully or almost fully allowed are categorised as the countries
with fully convertible capital accounts. In the countries where capital account
is partially convertible, FDI inflow is allowed while portfolio inflow is allowed
in only some of them. Brunei, Cambodia and Myanmar do not have formal
capital markets to attract portfolio inflows while in Nepal, the capital market is
not opened to foreign investors. Investment abroad by residents is either by and
large prohibited or limited in the countries with partial capital convertibility



Box No. 1. Capital Flow Management Frameworks

—

W

Country Exchange Rate Regime  External Accounts Convertibility
Brunei - Currency board system| - Both current and capital accounts are fully
Darussalam | _ Singapore currency is convertible.

the anchor currency - Foreign investors can lease land but are ng

- Brunei Dollar is at par | allowed to own.
with Singapore Dollar

Cambodia | - Managed floating system- Current account is fully convertible while

- Exchange rate is set capital account is partially convertible.
freely by the market byt - There is no limit for the foreign direct
official exchange rate is investment and capital flow from oversees
used for official - Investment abroad by Cambodian residents
transactions exceeding USD 50,000 must be declared to

NBC
Fiji - Fixed exchange rate - Current account is fully convertible while
system capital account is partially convertible.

- Value of the Fiji dollar | - Exchange controls are used to meet the
determined vis-a-vis a objectives of low inflation and a comfortabl
basket of currencies level of foreign reserves.

Indonesia | - Free floating system - Both current and capital accounts are fully
convertible.

- Bank Indonesia employs prudential measures
governing foreign transactions, including
foreign borrowing, derivative transactions gnd
net open position.

Korea - Free floating system- | . Both current and capital accounts are fully|
Exchange rate basically|  convertible.
ie;:akrg;med by the - Negative list system adopted under which
the authorities control capital transactions fin
certain areas.
. - Managed floating system- Both current an ital nts are full
Malaysia g g sy oth current and capital accounts are fully

- Exchange rate of the
ringgit determined based -
on a basket of
currencies.

convertible.

Foreign currency borrowings by residents
above a specified limit require prior
permission

Both residents and non-residents are free to
remit abroad own funds. Non-residents are
free to repatriate any amount of capital,
profits and income earned in Malaysia.




Mongolia - Managed floating System- Current account is fully convertible while
capital account is partially convertible.
- Official exchange rate of
togrog against the USD Investment by private corporations in
is set daily by the Bank export promotion, use of advanced
of Mongolia technology and the exploration of natural
resources are encouraged
Sales or issue of capital market securitigs,
money market securities, derivatives and
other instruments locally by nonresidents
are prohibited
Nonresidents can purchase local bonds and
other debt securities and commercial
credits to and from nonresidents are
allowed
Myanmar - Managed floating system- Current account is almost fully convertible
- Kyat officially pegged to while capital account is partially
SDR and exchange convertible.
rates of all major
currencies determined Foreign Investors can setup their business
based on their value either in the form of wholly foreign-owned
against SDR or a joint venture and repatriation of
capital and profits is allowed through
banks after payment of taxes and other
prescribed funds.
Nepal - Flexible exchange rate for- Current account is fully convertible while
convertible currencies capital account is partially convertible.
and fixed exchange rate
for Indian currency Foreign direct investments except in certain
areas are allowed but require prior
approval.
Nonresidents may invest in equity shares
up to 25% of the capital of the Nepalese
companies; residents are not allowed to
make investments abroad; repatriation of
profit earned from investment does not
need approval.
Papua New| - Managed floating system- Both current and capital accounts are fully
Guinea convertible.

- All private capital account flows, must be

approved by BPNG




- All private capital account contracts to

acquire or deal with an asset within or
outside PNG and to open foreign curren
accounts outside PNG require approval

Philippines

- Free floating system

- Exchange rate determine
by market forces

o

Current account is fully convertible while
capital account is partially convertible.

Policies and measures aimed at
strengthening countrg’ external position
and reducing countrg’ vulnerability to
sudden reversals of capital flows are
adopted.

Singapore

- Managed floating system-

characterised by basket
band and crawl
framework

Both current and capital accounts are fu
convertible.

No restrictions on inflow and outflow of
funds including repatriation of profits,
dividends and capital abroad.

No exchange control formalities or
approvals required for any forms of
payments or capital transfer

ly

Sri Lanka

- Free floating system

Current account is fully convertible while
capital account is partially convertible.

Investment abroad by residents permitte
on a case by case basis and foreign

investment in government Treasury Bond

is permitted up to 5% of the outstandin
Treasury Bond amount.

)|

)

Taiwan

- Managed floating systen

- Exchange rate determine
by supply and demand
in the foreign exchange
market

o

Both current and capital accounts are fu
convertible.

Only limited restrictions remain on short-
term financial transactions involving the
conversion of the NTD.

Domestic company can freely conduct
inward and outward remittance up to US
50 million and such limit for residents is
USD 100 thousand and nonresidents ca
remit up to USD 100 thousand per
transaction.

ly

D




Thailand - Managed floating system - Current account is fully convertible while
capital account is partially convertible.

Value ofBaht largely

determined by the - Residents are encouraged to invest abroad
market force in order to promote more balanced capital
movements.
Vietnam - Managed floating - Current account is fully convertible while
system capital account is partially convertible.

- Forward exchange rate|is Foreign investors can invest Wiethnam
determined on the through capital contribution and purchase
differential between the of shares of the domestic enterprises
prime interest rate of

VND and that of the - Enterprises and economic agencies are
FED allowed to borrow from foreign borrowing
sources.

Source: “Exchange Rates and Capital Flows in the SEACEN CoUlnBEACEN Occasional
Papers No. 462008, and “Monetary and Financial Stability in the SEACEN RegiS8EACEN
Occasional Papers No 49, Forthcominz009.

In general, the objective of capital flow management frameworks have been
to attract high volumes of foreign capital and discouraging the capital outflows.
There has been a surge in capital inflows in most of the SEACEN countries
during 1980s and 1990s. Howeydhne financial crisis of 1997 has taught a
valuable lesson in that countries should encourage more long-term capital inflows
since short-term capital are prone to sudden reversals. L3EACEN countries
are increasingly allowing and encouraging their residents to invest abroad.

4. Trends in Capital Flows until 2007

Data on capital flows show that net capital flow has become negative post
1997 in SEACEN region due to the increase in capital out®aa result of
the distress created by financial crisis of 1997, there was massive decline in
both the total inflow and total outflow of capital. Capital inflow as well as capital
outflow picked up after 2002 but the rate of increase in total outflow exceeded
that of the total inflow resulting in a negative net capital flow
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Figure 1: Total Capital Flows Figure 2: Composition of Inflow
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Figure 3: Composition of Figure 4: Net Capital Flow
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Out of the total capital inflow of USD 278 billion received in 2007 ky 1
SEACEN countriesincluded in the studyUSD 69 billion came as direct
investment, USD 73 billion as portfolio investment and USD 136 billion as other
investments. On the outflow side, portfolio investment held the largest share.
Out of the total outflow of USD 321 billion, total portfolio investment outflow
was USD 139 billion, other investment outflow was USD 122 billion while FDI
outflow was USD 60 billion. Net FDI has been comparatively stable and positive
while net portfolio flow and net other investment flow have remained mostly
negative and highly volatile during the study period.

2. These countries include Cambodia, Indonesia, Korea, Malaysia, Nepal, Philippines, Singapore,
Sri Lanka, Taiwan, Thailand andVietnam.
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Figure 5: FDI Flows Figure 6: Portfolio Investment Flows
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Composition-wise, the breakdown shows that both FDI inflow and outflow
have increased after 2002 (Figure 5). Portfolio investment inflow remained stable
while outflow increased significantly in the recent years (Figure 6). Other
investment inflow fluctuated highly after thaian financial crisis until 2005 and
has since recorded a significant increase in 2006 and 2007. Other investment
outflow started to see a persistent increase since 2003 (Figure 7).

Figure 7: Other Investment Flows Figure 8: Term-wise Net Capital

Other Investment Flows Net Long-term and Short-term Capital Flows
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In terms of maturityFDI is long-term capital while portfolio investment and
other investment are short-term capital. The term-wise breakdown shows that
net long-term capital, which is identical to net FDI fldvas remained positive
and comparatively stable while net short-term capital flow has fluctuated highly
and continued to remain negative after the financial crisis of 1997 (Figure 8).

Both short-term capital inflow and outflow have increased by a higher rate

than long-term capital inflow and outflow in the recent years (Figures 9 -12).
Short-term capital inflow amounted to USD 208 billion in 2007 compared to a
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long-term inflow of USD 69 billion. Similarlyshort-term capital outflow was
USD 261 billion compared to the long-term outflow of USD 60 billion in the
same year

Figure 9: Term-wise Capital Inflows Figure 10: Term-wise Capital Outflows
Long-term and Short-term Capital Inflows Long-term and Short-term CapitalOutflows
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Figure 11: Long-term Capital Flows Figure 12: Short-term Capital Flows
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Thus, it can be seen from the data that the SEACEN region is becoming
net capital exporter in terms of aggregate flows after the 1997 financial crisis.
However this amount also includes the capital movement that had taken place
within the region. The composition of capital flow has also gone through a
significant change. In the recent years, short-term capital has taken a larger

share in both capital inflow and outflow resembling the pattern of capital flows
before 1997.
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5. Global Financial Crisis and Capital Flows

The global financial crisis that originated from the US subprime mortgage
crisis in August 2007 has started tofeaft the capital flows in the SEACEN
region. Countries having financial markets that are highly integrated with the
global market appear to be facing deeper impacts. Due to the deleveraging by
foreign investors, capital inflows have slowed down and instead capital reversal
is taking place.

The latest figures of 2008 reveal that net FDI flow as a ratio of GDP has
slowed down in Indonesia, Mongolia, Papua New Guifikailand and/ietham
in the first nine months of 2008 while it has become negative in Singapore in
the second quarter of 2008 (Figure 13 and Box No. 2). HowewtrFDI
continued to increase in Cambodia and Malaysia in the second quarter of 2008.
Korea andraiwan, which are among the net capital exporters in this region and
had a net negative FDI flgvalso show a slowdown in 2008.

Figure 13: Net Capital Flows to GDP Ratio in
Selected SEACEN Countries*
(in percent)
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Figure 13c: Korea Figure 13d: Malaysia
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Figure 13e: Mongolia Figure 13f: Papua New Guinea
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Figure 13g: Singapore Figure 13h: Taiwan
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Figure 13i: Thailand Figure 13j: Vietnam
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* Countries selected based on data availability; data for 2006 and 2007 are in annual frequency
and for 2008 in quarterly frequency; 2008Q3 data not available for Cambodia, Malaysia and
Singapore.

Data SourceSEACEN Occasional Papers No. £rthcoming.

15



Box No. 2: Recent Trends in Capital Flows

Country Trends

Cambodia The surge in capital inflows which began in 2005, continued in 2008 The
share of FDI flows in total inflows has risen sharply in recent years.
There is no portfolio flow in Cambodia due to the absence of a capital
market.

Indonesia After theAsian financial crisis, foreign capital flows to Indonesia maiply
consist of portfolio flows. During the first six months of 2008 also,
capital flows was dominated by net portfolio investment. Net other
investment flow continued to record a net outflow in 2008an impact
of ongoing global financial markets turmoil, Indonesia has experiepnced
increased capital outflows, which has led to a significant fall in the Jakarta
composite index. The yield of government bond saw a sharp rise in
September-October 2008 but dropped significantly afterwards. Morepver,
portfolio readjustment of rupiah instruments by foreign investors restlted
into a depreciation of rupiah by 10 percent.

Korea The current account turned negative in Q1 and Q2 2008, resulting|from
the sharp reduction in trade surplus due to high oil prices. The financial
account balance deteriorated as foreign investors sold off equity ip the
stock market and banks began to repay their foreign-currency borrowings.

Malaysia In the first half of 2008, the financial account recorded a net inflow of
RM13.4 billion. Direct investment outflow reached RM20.8 while direct
investment inflow stood at RM20.7 billion resulting into a marginal |net
outflow. Portfolio investment recorded a net outflow of RM3 billion due
to the liquidation of both debt and equity securities by foreign investors.
However, other investment recorded a net inflow of RM16.4 billion
reflecting mainly net placement of deposits by foreign banks in the domestic
banking system.

Philippines The capital and financial account recorded a sizeable increase in net inflows,
aggregating US$1.2 billion in the first semester of 2008, from US$144
million in the same period in 2007. The direct investment flow in the first
half of the year reverted to a net inflow of US$742 million net inflow
from a net outflow of US$1.4 billion a year ago. The other investment
account recorded a net inflow of US$643 million in the first semester of
2008, a turnaround from the net outflow of US$632 million a year ago.
The portfolio investment account posted a net outflow of US$191 million
during the first half of 2008, a turnaround from the US$2.3 billion |net
inflow recorded in the comparable quarter in 2007.

Singapore While Singapore continued to record net outflows from the financial
account, the magnitude of such flows moderated in the first half of 2008
to S$2.4 billion, compared with S$17 billion over the same period|last
year In terms of the major components of capital flows, portfplio
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investment registered a net outflow of S$13 billion, while direct investr
and other investment showed a net inflow of S$4.6 billion and S
billion respectively

nent
$5.6

Taiwan

During the first half of 2008, the current account registered a surpl
US$8,495 million and US$6,493 million in the first and second qua
of 2008, respectivelyin the same period, direct investment registere
net outflow of US$2,568 million and US$1,516 million, respectiwalith
respect to portfolio investment, residents’ portfolio investment regist
a net outflow of US$6,377 million and US$7,141 million in the first
second quarter of 2008, respectivélipn-residents portfolio investmen
on the other hand, stood at a net inflow of US$9,313 million in the
quarter of 2008 but it turned into a net outflow of US$3,609 millior
the second quarter of 2008s for the financial derivatives, a net inflo
of US$821 million was recorded in the first quarter of 2008 comparé
a net outflow of US$35 million in the second quarter of 2008. Meanw
other investment recorded a net outflow of US$242 million in the
quarter of 2008 compared to a net inflow of US$13,142 million in
second quarter of 2008. Overall, the financial account registered net in
of US$947 million and US$841 million in the first and second quarte
2008, respectively
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Thailand

Net capital inflows to Thailand continued to be positive until 2007

the first half of 2008. However, in the third quarter of 2008, net ca
inflows registered a deficit mostly due to a reversal of capital infl
from portfolio and other investments, while FDI inflows remained relati
stable. The portfolio outflow declined markedly in 2008 due to the gl
financial turmoil, while FDI outflow remained quite resilient to the exte
shocks and continued to register relativelgéanet outflow in 2008As

for other investments, two items that have been major components i
category are changes in bank swap positions and hedging by res
During 2006-2008Q2, the net outflow under this category largely refle
bank outflow associated with the increase in foreign holdings by the ba
sector to square their foreign asset positions as a result of be
counterparty to the BO¥’ swap agreement3his amount more tha
offset bank intflow due to an increase in the FX hedging ratio by expd
against currency appreciation. The opposite was happening in the
quarter of 2008 when the Baht started to depreciate due to a ¢
reversal by non-residents.
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Vietnam

In the first nine months of 2008, foreign capital flows continued to incr
in Vietnam, the majority of which was medium and long-term capital.
in the first nine months registered at US$ 57 billion, which was five-
compared to that in the same period of 2007. The reimbursed FDI incr
by 13.2% and was recorded at US$8.1 billion, of which fore
reimbursement accounted for US$ 5.67 billion. The downturn of]
Vietham $ock market led to the decrease of portfolio investment infl
The net portfolio investment inflow decreased by 65% to US$ 1.6 bi
compared to that in 2007. In general, the structure of foreign capital

in Vietnam still remains highly stable given the medium and long-1
capital including FDI, ODA as well as medium and long-term comme
borrowings which accounted for 72% of total inflows, as compare
58% in 2007.
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Source: SEACEN Questionnaire Sury®ecember 2008
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Among the three components of capital flows, the portfolio investment flow
has been affected the most by the global financial crisis. Decreased inflow and
increased outflow in portfolio flow has resulted into a decreased net portfolio
inflow in Indonesia and Papua New Guinea while it has became negative in
Malaysia, Thailand andViethnam in 2008. In Singapore afda@iwan, the net
portfolio outflow has slowed down while it has fluctuated in Korea in the same
period (Figure 13).

Net other investment flows in Cambodia, Malaysia and Papua New Guinea
remained stable but fluctuated highly in Korea, Mongolia, Singagaieian,
Thailand andvietnam in the first nine months of 2008.

6. Recent Policy Measures to Manage Capital Flows

The negative impact of the global financial crisis has been felt in 2008 by
the majority of the SEACEN countries. Capital inflows are slowing down and
capital reversal is increasing due to the liquidation of assets by foreign investors
to deleverage their parent companies. This has put downward pressures on the
domestic currencies of the SEACEN countries and has also been associated
with declining foreign exchange reserves due in part to central bank intervention
to increase foreign currency liquidity

With a view to minimise the negative impacts of the ongoing global financial
crisis, central banks and the governments of the SEACEN countries have
implemented various policy measures. Key policy measures include lowering
interest rates to ease the effect of the financial market turmoil and avoid a
severe contraction of economic activity; banning short-selling and implementing
a circuit-breaker to contain the mounting pressure on equity markets; enhancing
existing repurchase agreement facilities through relaxed valuation and a broader
list of acceptable collateral; intervention of the foreign exchange market; policy
coordination between government and the central bank to mitigate financial
market panic; shoring up market confidence through timely communication on
developments and policy changes; implementing deposit insurance to fully
guarantee deposits in the banking system; and, coordinating at regional level to
share information, discuss emerging developments, and pool resources, particularly
foreign exchange reserves (See Box No. 3 for detail).

18



Box No. 3. Policy Measures Implemented Recently

Country

Trends

Cambodia

New measures introduced by the National Bank of Cambodia incl
increasing the reserve requirements and imposing a cap on bank le
These measures are aimed to reduce excess liquidity in the banking

and to limit banksexposure to the real estate sec&ince the measure
have been ééctive only in July it is still premature to give a goo
assessment of their impact. However, there are some indications th
level of bank excess liquidity has been reduced.
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Indonesia

Indonesia has implemented several policies in 2008 to manage ¢
flows. One of them is the intensified policy coordination between
government and Bank Indonesia which includes setting an auto rej¢
of transactions when prices fall below 10% to mitigate the fall in
stock market. Meanwhile, the Indonesian government has committ
buy back government bond (SUN) to improve liquidiurthermore, to
reduce potential losses, Bank Indonesia and the Indonesian Instit
Accountants gave freedom to holders of securities to establish a fair
for securities, including SUN-owned by bankdso, in an attempt tg
ensure sdicient liquidity in the economythe Indonesian government h
placed its fund in state owned banks, while Bank Indonesia lowere
reserve requirement ratio for both domestic currency and foreign cur
deposits.
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Korea

The Korean government, that is the Ministry of Strategy and Fing
held the South Korean currency down on behalf of exporters. The r
were not as the government has anticipated as depreciation of th
did not improve the current account but instead raised consumer (I

nce,
bsults
e won
rices.

Malaysia

The Ministry of Finance and Bank Negara Malaysia jointly announ
pre-emptive and precautionary measures to maintain the stability ¢
Malaysian financial system in October 2008. These measures includ
guaranteed of altinggit and foreign currency deposits with banks 2
financial institutions until December 2010; extension of access to

Negara Malaysia' liquidity facility to insurance companies atakaful

operators; reduction in corporate income tax rate; fine-tuning of custo
tax and non-tax incentives to promote specific industries; generou
incentives and flexibilities to invest and operate in the 5 economic corri
and reduction or improvement in processes, procedures, legislatio
human resources in the public sector to reduce costs of doing bus
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f the
e full
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s tax
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Philippines

The BSP has been implementing various measures to ensure the soy
and stability of the banking sectostrengthen the publig’trust and
confidence in the financial system, and guard against systemic risk
could arise from a sudden stop or reversal of capital flows. The meg
implemented include ensuring adequate peso and dollar liquidit
enhancing existing peso repo facilities, establishing the US$ repo fa|
maintaining a presence in the spot and swap markets by selling d
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reducing reserve requirement and providing directed relief to banks. These
measures along with the concerted efforts in the regional and international
fronts by central banks and financial agencies have helped stabilised the
financial markets. The peso recovered from a 22-month low of P4Dp.58/
US$1 on 28 October 2008 to P48.08/US$1 on 6 November 2008| The
benchmark Philippine Stock Exchange Index reached a four-year low of
1,704.4 index points on 28 October 2008, but recovered subsequently

Sri Lanka

The Government has opened the Rupee denominated Treasury bill market
for foreign investors since May 2008 and are permitted to invest Up to
10% of the value of Treasury bills outstanding at any given point of time
through the primary market. Domestic Banks are allowed to accept|time
deposits from nonresidents in foreign currencies. Similarligrants’
transfers have been relaxed by allowing a transfer of foreign exchange
equivalent to US$150,000. These new series of initiatives are designed to
promote international investor confidence, secure comparative advantages
by moving to global financial markets and to further mobilise foreign
savings to address the coungrydomestic savings-investment gap.

Taiwan

In March 2008, the Financial Supervisory Commission (FSC) allowed

insurance companies to issue policies denominated in US dollaf; the
Executive Yuan relaxed the calculation base of domestic firdiggct
investment ceiling in Mainland China; and the FSC raised insurance
companys foreign investment ratio of its insurance funds from 35% to

45%, and allowed them to invest in foreign private equity funds |and

overseas real estates. In July 2008, the government allowed Mainland
Chinese to invest in domestic industries and securities makket.in
October 2008, the government announced the full deposits insurance
scheme that covers foreign exchange deposits. This will attract res|dents
not only to maintain but also to attract foreign deposits bacKTaitwan.

Thailand

Vietnam

The key policies in 2008 included the removal of the unremunerated rgserve
requirement (URR) measure which was implemented in December [2006
to discourage short term speculative inflows. In March 2008, when the

Baht movement became much more stable and the economic growth
momentum became more stable, the BOT decided to remove the ¢apital
flow regulation measurédditionally, further capital liberalisation aim
at promoting private portfolio investment abroad to reap more international
diversification benefits was carried out by increasing the limit on overall
outflow by qualified institutional investors from US$10 Billion to US$30

Billion in March 2008. Initially the actual outflows increased in response

to the increased limit but it slowed down sharply in Q3 of 2008 due to
the unfavorable conditions in the global financial markets and higher risk
aversion of Thai investors.

Key measures implemented Wietnam in 2008 in order to manage capital
flows include expansion of daily trading exchange rate band to realise a
flexible exchange rate regime in line with the demand and supply for
foreign currencies in the market as well as to prevent speculations; and
adjustment of prime interest rate, discount rate and refinancing rate to
cope with the negative impacts of the international financial crisi$ on
Viethams economic growth.

Source: SEACEN Questionnaire Sury®ecember 2008

20



7. Determinants of Capital Flows: Empirical Test

As discussed earliecapital flows are determined by various internal and
external factors. In order to examine the determinants of capital flows (CF) in
the SEACEN region, empirical tests are conducted employing the following model.

CF=a+hbX +dZ+u (1)
where,

X — set of internal variables (pull factors), and

Z — external variables (push factors)

The internal factors that may work as the pull factors for capital flows
include economic growth rate, interest rate, inflation level, current account balance,
stock price index, exchange rate volatjlityedit rating, trade openness, investment
environment, and so on. Similarlgotential external factors that work as pull
factors for capital flows include economic growth rate of developed countries
and interest rates prevailing in those countries. Understanding the relative
importance of internal and external determinants of capital flows is critical in
the implementation of appropriate policies to maintain a favourable level of capital
flows. If capital flows are driven largely by domestic factors, developing countries
can attract a steady and predictable flow of foreign capital and minimise cycles
by adopting sound macroeconomic and financial policies. Howéveapital
flows are driven largely by external factors, developing countries are vulnerable
to unexpected external shocks even if they maintain prudent policies, for which
they must take measures to insulate themselves (Moreno, 2000).

Since data on all these variables are not available for the study period and
also since the inclusion of too many variables is not appropriate, selected key
variables are included in the model as follows:

CAPIN = B,+B,RGDPR+B,RIR+B,CAGDP+5WGDPR+
5WRIR+e, (2)

where,

CAPIN — capital inflow composed of FDI inflowportfolio investment
inflow and other investment inflow to GDP ratio
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RGDPR - real GDP growth rate

RIR — real interest rate proxied by one year time deposit rate minus
inflation rate

CAGDP - current account to GDP ratio

WGDPR - world real GDP growth rate proxied by the average real GDP
growth rate of US and Japan

WRIR  — world real interest rate proxied by average deposit rate minus
average inflation rate of US and Japan

In the above equatiom is the interceptf, 3, and 3, are the coefficients
of internal variables (pull factors) ari and 9, are the coefficients of external
variables (push factors). CoefficienBsand 3, are expected to have positive
signs while signs of the coefficienfls, 6, andd, are expected to be negative.

Capital flows are composed of both long-term and short-term investments.
The determining factors of short-term capital flow may be different than those
of long-term flow In order to analyse specifically the determinants of short-
term capital inflows, following model is employed.

SCAPIN = a,+B,RGDPR+BRIR+B,CAGDP+5,WGDPR+
5WRIR+e, (3)

where,

SCAPIN - short term private capital inflow (composed of portfolio inflow
and other investment inflow received by banks and others) to
GDP ratio

The independent variables (pull factors and push factors) are same as in
equation (2). In the above equatiam, is the interceptf,, B, and 3, are the
coefficients of pull factor variables ardl and d, are the coefficients of push
factor variables. Regarding the sign of coefficieftsand 3, are expected to
be positive whileg,, 4, and o, are expected to be negative.

In this study annual data of 1977 to 2007 period has been emplayed.

data are compiled by taking the average of 10 SEACEN countries which include
Fiji, Indonesia, Korea, Malaysia, Nepal, Philippines, Singapore, Sri Laaiean,
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and Thailand. The data for all the countries exce€fdiwan are taken from
International Financial t8tistics database, December 2008e Taiwanese data
have been taken from various issues of the Monthly Financial Statistics published
by the Central Bank of the Republic of Chinaif¥an).

A widely used procedure for analysing the time series data is the cointegration
test. Prior to conducting the cointegration test, it is essential to check each time
series for stationarityif a time series is non-stationathe regression analysis
done in a traditional way will produce spurious results. Therefore, the unit root
test is required to be conducted first.

Perron (1989) showed that in the presence of a structural break in time
series, many perceived non-stationary series were in fact statidhempn
(1989) re-examined Nelson and Plosser (1982) data and foundltlwttiie
14 important US macroeconomic variables were stationary when known
exogenous structural break is included. Perron (1989) allows for a one time
structural change occurring at a tifig (1 <T,< T), where T is the number
of observationsTraditional tests for unit roots such as Dickey-Fuleigmented
Dickey-Fuller and Phillips-Perron are viewed to have low power in the presence
of structural break. Perron (1989) models cannot be applied where such breaks
are unknown.To solve this problem, Zivot anéindrews (1992), Perron and
Vogelsang (1992), and Perron (1997) among others, have developed unit root
test methods which include one endogenously determined structural break.

The unit root tests conducted following Perron 1997 modelé&agohented
Dickey-Fuller models are presentedlable 1. SCAPIN and RGDPR are shown
to be stationary by both Perron 1997 amF models but there is no agreement
in the results for CAPIN, RIR, CAGDRVGDPR andWRIR. Both of these
models indicate that the variables included in equation (2) and (3) are of mixed
order of integration.
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Table 1: Unit Root Test Results

Perron 1997 Augmented Dickey-Fuller
ariabl i
Vv ble 102 Model 101 Model AO Model With . With
. intercept and
intercept
trend
CAPIN Stationary Stationary | Nonstationary | Nonstationary | Nonstationary
SCAPIN Stationary Stationary Stationary Stationary Stationary
RGDPR Stationary Stationary Stationary Stationary Stationary
RIR Nonstationary | Nonstationary | Stationary | Nonstationary | Nonstationary
CAGDP Stationary Stationary | Nonstationary | Nonstationary | Nonstationary
WGDPR Stationary Stationary | Nonstationary | Stationary | Nonstationary
WRIR Stationary Stationary | Nonstationary | Stationary | Nonstationary

Note: Results have been determined at 5 percent significance level.

While plotting the data in graph, CAPIN is seen to have gone through a
structural break in 1998 (Figure 14). Howevirere is no distinct structural

break in SCAPIN (Figure 15).

Figure 14: Total Capital Inflow

Figure 15: Short-term Capital Inflow
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In order to capture the known structural break in CAPIN, a dummy that
takes value of O until 1998 and 1 after 1999 will be included in equation (2)
following Perron (1989). Howevgthere will be no dummy variable in equation
(3) as there is no distinct structural break in SCAPIN.
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Since the variables in the equation are of mixed order of integration, the
standard cointegration tests such as Johansen (1991; 1995) cannot be employed
as these tests require all the variables to be of equal order of integration, which
is 1(1). Therefore, the OLS based autoregressive distributed lag (ARDL) method
is employed to analyse the cointegration among the variables in the model. This
method can be applied irrespective of whether the regressing variables are 1(0)
or I(1) (Pesaran and Pesaran, 1997). FromARBL model, a dynamic error
correction model (ECM) also can be derived which integrates the short-run
dynamics with the long-run equilibrium without losing long-run information.

The ARDL method estimatesp¢1)< number of regressions in order to
obtain optimal lag length for each variable, wheis the maximum number of
lag to be used anidis the number of variables in the equatids.the data used
in this study are in annual frequendyis selected as the maximum lgy 10
be usedl The model can be selected using the model selection criteria like
Schwartz-Bayesian Criteria (SBC) aAHRaike’s Information Criteria (AIC). In
this study models are selected based on SBC as it is known to be parsimonious.

The ARDL model for equation (2) is as follows:
bV P v P
ACAPIN, =B, + D x,ACAPIN _, + > 8, ARGDPR, , + Y & ,ARIR, , + > §,ACAGDP,_,
i=1 i=1 i=1 i=1

r r
+ Y @, AWGDPR, +Y "y AWRIR, + %, RGDPR, +},RIR, + 1,CAGDP,

i=1 i=1

+ A WGDPR, + M JWRIR, + A,Dp,popy, + 1t (4)

DCAPIN ¢ t

In the above modeD is the dummy variable that captures the structural

CAPIN
break incapin The null hypothesis i, =A, =A; = A, = A, = A, =0, which
means the non-existence of the long run relationship. The key statistics of the
ARDL based cointegration test are presentedalble 2 and 3.

3. Foreign investors’ decision to invest in a developing country is generally based on the analysis
of macroeconomic performance and other environment factors of the past few years and even
after making the decision, some time may elapse before the foreign investment actually flows
to the countryTherefore, a longer lag is preferred in the model. Howeéyerause of the limited
observations available, regression with more than 3 lag is not feasible in this study
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Table 2: ARDL (2,3,3,2,3,3) Model Long Run Results
DependenYVariable: CAPIN

Regressor Coefficient Standard Error T-Ratio
B, -2.8463 1.8620 -1.5286

RGDPR 1.0313 0.2375 4.3419"
RIR 1.2129 0.2670 4.5426™
CAGDP -0.6897 0.1336 -5.1612™
WGDPR 1.5510 0.2920 5.3123"
WRIR -3.1858 0.5245 -6.0742"
D 4.6537 1.2180 3.8207"

CAPIN

*** Significant at 1% level

** Significant at 5% level

Table 3: ARDL (2,3,3,2,3,3) Model ECM Results
Dependent Variable: DCAPIN

Regressor Coefficient Sandard Error T-Ratio
Db -5.0438 3.2129 -1.5698

DCAPIN(-1) 0.7495 0.2802 2.6753"
DRGDPR 0.7683 0.1334 5.7581"
DRGDPR(-1) -0.3802 0.2558 -1.4863

DRGDPR(-2) 0.1768 0.1534 1.1530

DRIR 1.2894 0.3002 4.2954"
DRIR(-1) 0.1818 0.2322 0.7830

DRIR(-2) 0.3194 0.1294 2.4691"
DCAGDP 0.6262 0.1853 3.3796"
DCAGDP(-1) 1.1610 0.2888 4.0197
DWGDPR 1.0621 0.3423 3.1032"
DWGDPR(-1) 0.6720 0.2320 2.8970"
DWGDPR(-2) 0.3714 0.2063 1.8002"
DWRIR 0.1084 0.5969 0.1816

DWRIR(-1) 3.7457 0.9477 3.9526™
DWRIR(-2) 1.7387 0.3920 4.4355™
DD, (-1) 8.2465 2.4727 3.3350"
ECM 1.7720 0.3485 5.0846™

**x - Significant at 1% level

** Significant at 5% level




The long-run statistics of tleRDL model tests show that real GQRwth
rate, real interest rate, world real GDP growth rate are positively associated
with capital inflows while current account to GDP ratio and world real interest
rate are inversely associated with capital inflows in the SEACEN regadoig(T
2). All these results are statistically significant at 1% leVéle coeficient of
ECM (Table 3) indicates to a short-run dynamics that the shock or the deviation
from the long-run equilibrium is adjusted back in less than one year time (about
7 months).

Equation (3) is aimed at analyzing the determinants of short-term capital
inflows. The ARDL model for equation (3) is as follows:

P P P
ASCAPIN , = iy + D v,ASCAPIN ,_; + > 'm,ARGDPR,_, + > & ,ARIR,_,

i=l1 i=1 i=1

)4 p P
+Y 0,ACAGDP_, + Y 8, AWGDPR, +) p,AWRIR, +c,RGDPR,

i=1 i=1 i=1

+6,RIR +06,CAGDPG WGDPR +o WRIR +u, ©)

In the above model, the null hypothesisds =0, =03 =0, =05 =0
which means that there is no long run relationship between SCAPIN and a set
of independent variable$he ARDL test statistics of this model are presented
in Table 4 and 5.

Table 4. ARDL (3,1,2,1,3,3) Model Long Run Results
DependenvVariable: SCAPIN

Regressor Coefficient Standard Error T-Ratio
H, 6.5303 0.5293 12.3383"
RGDPR -0.4470 0.1087 -4.027™
RIR 1.0268 0.1637 6.2739"
CAGDP -0.1717 0.4938 -3.4775™
WGDPR 0.8957 0.1712 5.2305"
WRIR -3.2984 0.3352 -9.8414™

*** Significant at 1% level
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Table 5:

ARDL (3,1,2,1,3,3) Model ECM Results

DependenYVariable: DSCAPIN

Regr essor Coefficient Standard Error T-Ratio
Dm 21.1638 2.9725 7.1200™
DSCAPIN (-1) 1.5025 0.2722 5.5210"
DSCAPIN (-2) 0.7644 0.1535 4,981~
DRGDPR 0.2191 0.2828 0.7747
DRIR 2.0892 0.3873 5.3950"
DRIR(-1) -0.5259 0.3203 -1.6419
DCAGDP 1.4282 0.2685 5.3191"
DWGDPR 2.1474 0.5235 4.1022"
DWGDPR(-1) 1.5421 0.3572 4.31747
DWGDPR(-2) 1.0456 0.3252 3.21537
DWRIR -1.4041 0.7034 -1.9961
DWRIR(-1) 8.0390 1.3802 5.8246"
DWRIR(-2) 3.7469 0.7906 4.7396"
ECM -3.2409 0.3553 -9.12107

*** Significant at 1% level
** Significant at 5% level

The long run test statistics show that there is a highly significant relationship
between short-term capital inflow (SCAPIN) and all the independent variables
included in the model @ble 4). Howeverin contrast to the results of CAPIN
(total capital inflow) presented ifable 2, the domestic real GIffowth rate
is negatively associated with the short-term capital inflbiws result suggests
that when economic growth rate is high, more capital will flow into the country
as long-term investment such as FDI while there will be more short-term capital
inflows when domestic economic growth is declining. This is in line with the
fact that portfolio inflows may come to the country even in low growth situation
mainly with speculative motive and on the other hand, when FDI inflow is low
banks and other sectors need to borrow more short-term capital from abroad.
According to test results, the effects of domestic real interest rate and world
real interest rate appear to be of almost similar magnitude for both total capital
inflow and short-term capital infloiHowever current account balance and world
economic growth have higher impact on total capital inflow compared to short-
term inflow.
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ECM statistics presented Trable 5 suggest that the short-run change in all
the independent variables except real GDP growth rate (RGDPR) is associated
significantly with the change in SCAPIN. The ECM of -3.2409 suggests that
the speed of adjustment is very fast and it takes only about 3.6 months to adjust
back the deviation from the long-run equilibrium.

The above results are based on the aggregate data compiled by taking the
average of 10 SEACEN countries as mentioned ealllieg impact of each
individual variable on capital inflows vary across the countries but the above
test results do not help in analyzing the determinants of capital inflows in the
individual countries. The empirical test results reported in the accompanying
country papers, which are summarizediable 6 belowsuggest that domestic
real GDP growth rate has a positive impact on capital inflows in all the 7 countries
included in the tableAmong other factors, country risk and world interest rate
are inversely related to capital flows while stock market return affects capital
inflows positively Howevey the impact of domestic real interest rate, current
account balance, exchange rate volatility and world economic growth appear to
vary across countries.
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Table 6: Determinants of Capital Inflows

(Summary of the empirical results reported in accompanying country papers)

Variable Indonesia| Malaysia®| Mongolia| Philippines | Sri Lanka| Taiwan | Thailand

Real GDP + +P + + + + +

Growth Rate

Real Interest - -F +

Rate

Current Account - +F + - -

Balance

Stock Market + +F +P

Return

Country Risk - -F

Exchange Rate +P -

Volatility

World Economic -P +

Growth Rate

World Interest - -

Rate

Other variables | In addition to above variables, real effective exchange rate
appreciation, liquidity, reserves to short-term debt ratio, contagion and
global financial market volatility also affect capital inflows in
Malaysia while real interest rate differential and market view of risk
are other variables affecting capital inflows in Thailand.

Note:+ indicates a statistically significant positive relationship while ‘—’ indicates a statistically
significant inverse relationship.

* Country paper of Malaysia reports separate regression results for FDI Inflow and Portfolio
Inflow. In the table, F indicates thegression esult for FDI Inflow while Andicates the esult

for Portfolio Inflow.

The individual country analysis based on a survey indicates that the US
sub-prime mortgage crisis, heightened risk aversion of global investors, global
liquidity squeeze and uncertainty in financial markets; and, slower global economic
growth are the external factors that have slowed down the capital inflows while
the political climate of the countriurther liberalisation on overseas investment;
and, encouragement of sovereign funds to invest abroad are the internal factors
that have accelerated capital outflow in the SEACEN region.
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Box No. 4: Internal and External Factors Influencing Capital Flows

Country

Factors

Cambodia

External factors influencing capital inflows to Cambodia inclédiean

economic strength and stability while internal factors: political and

economic stabilityhigh and sustainable growth rate over than a de
and improved investment opportunity

Indonesia

The increased risk of slowing global econgmyorsening global
financial sector crisis and also the negative outlook on the Indaome
balance of payments affected the development of capital flows. Slo
global economy and strengthening of the US dollar led to the dec
in international commodity prices, including export commodities
Indonesia. These adverse conditions are perceived to negatively
Indonesias balance of payments, especially the current acco
Meanwhile, the US subprime crisis triggered capital flight from
developing countries. This resulted in the depreciation of the dom
currenciesAlthough the rupiah depreciation is quiteger the rupiah

ade

sia’
wing
ease
of
affect
unt.
the
estic

exchange rate is relatively more stable when compared to other regional

currencies. Conducive domestic economy in addition to tighter mon
policy stance and foreign exchange stabilisation implemented by
Indonesia helped to alleviate the pressure on the rupiah.

btary
Bank

Korea

The factors which influence recent capital flows in Korea are oil pr
and the global credit crunch. Kore&urrent account is alsofefted
by the fluctuations in the oil prices. Under the global liquidity sque
foreign investors have the tendency to withdraw capital from Kg
because assets can be redeemed easily in Kovesl-developed
financial markets.

ces

ezZe,
rea

Malaysia

The increase in investment abroad by Malaysians in 1st half 2

2008

reflected diversification of operations and the growing competitiveness

of Malaysian companies to become regional and global players.
larger inflows of FDI reflected the sustained attractiveness of Malg
as an investment destination, supported by the strong econ
fundamentals, favorable investment environment. The liquidatio
portfolio funds from Malaysia, which continued into the 3Q 20
was due mainly to the uncertainty on the future direction of finan
markets following the heightened global financial turmoil. Global
leveraging led to tight liquidity in US dollar money markets and for
some global investors to liquidate their profitable investments in
region, including Malaysia, both to obtain US dollar liquidity as w
as to offset their losses in the home markets. Global risk ave
has also caused investors to re-allocate their investments into perg
safe and liquid assets, which contributed to the liquidation of t
existing holdings in equities and bonds in emerging markets, inclu
Malaysia.
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Philippines

Taking out the déct of the substantial rise in capital outflow in 20
(resulting from the purchase of shares of a foreign power com
by a resident), the net capital inflow in the first semester of 2
comes out lower compared to that in the same period in 2007.

D7

bany

008
The

lower inflow is likely a result of the slowdown in the global econpmy

specifically the countrg major trading partnersThe decline in risk

appetite of foreign investors stoked by the US subprime mortgage

problems also contributed to weaker capital inflows. Higher

isk

aversion affected most emerging market economies, including the

Philippines and this was most evident in the trends in portfolio
equity capital flows.

and

Singapore

The large flow of capital in and out of Singapore reflects the fact
it is a small and open econoygs well as an international financi
centre. Singapore’liberal trade and capital regimes, as well as
strong macroeconomic fundamentals, have attracted signifi
investment flows into the countnAt the same time, the governme

that
Al

its
cant
nt

has been investing public sector surpluses abroad, and hag also

encouraged private entities to develop an “external wing” overs

eas.

Sri Lanka

The major internal factor that influenced the recent trends in capital

flows is the gradual liberalisation of the capital account transacti
Higher growth prospects in some industries in the services se
especially telecommunication, attracted higher amount of portfolio
FDI inflows. Private sector firms were prompted to borrow extern
and foreign investment in government treasury bills and bonds
encouraged due to the recent surge in the domestic interest rate
the stable exchange rate. However, the global international liqu
crisis has influenced some capital outflows specially the fore
investments in Treasury bills and bonds and portfolio investme
However, lower international interest rates influenced the domg
private firms to borrow abroad.
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Taiwan

In terms of current account, the surplus mainly came from the g
trade surplus, especially exports to neighboufisigin countriesWith
regard to financial account, the net outflow of direct investmen
mainly due to large investment in Mainland China where the econ
is booming and production cost is lower than thaTaifvan.As for

owing to the increased securities investment abroad by natio
especially life insurance companies. The factors driving the invest
are the low interest rate Faiwan and the Jp increase in the ceiling
of foreign investment as a percentage of its insurance funds for insu
companies. Non-residents’ portfolio investment turned into a
outflow and this was induced by reduced foreign investment in |
stock market where share prices have fallen sha@iher investment
turned into a net inflowthis is attributable to the introduction ¢
foreign funds and decrease of deposits in affiliated overseas bra
by the banking sector

the net outflow of residents’ portfolio investment, this is primaEy
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f
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Thailand From 2006 through the first half of 2008, internal factors that attragted
large capital inflow to Thailand were mainly stable economic
fundamentals and strong long term growth prospédslitionally,
external factors that contributed to the growth of capital inflow before

2008 included lower yields on assets in major economies, increases in
global liquidity, and investorsrisks appetite. Plagued by political
instability at home, after the first quarter of 2008, capital inflow

started to decelerate. Entering the second half of 2008 amidst the
global financial turmoil, the reversal of capital inflows could be due

to tightening liquidity conditions as well as a higher risk aversion

among international investors. Internal factors such as recent relaxation
of capital outflow restrictions and external factors such as arbitfage
opportunities abroad are the main determinants of capital outflows
from Thailand over recent yearsA significant portion of portfolio
outflows was targeted to invest in Korean sovereign bonds with|full
FX hedging for yield pickups.

Vietnam In early 2008, FDI including registered and reimbursed capital increpsed
dramatically The key reasons were théttnam scored high economic
growth as compared to regional countries. In addition, the coantry’

investment environment saw considerable improvement. Forgign
investors’ confidence in the long-term economic prospect was another
factor contributing to high increase in FDIVietnam in the context
of global financial crisis. Medium and long-term external debtg of

domestic enterprises and FIl fell sharply compared to 2007 while

short-term external debt was on the increase. This development was
due to credit crunch in the US that led to the shrinkage in internatjonal
financial markets and decrease of liquidity

Source: SEACEN Questionnaire Sury®ecember 2008

8. Monetary Policy and Financial Stability Implications of Capital Flows

Capital flows are known to affect monetary and financial stability through
various channels in the econon@apital inflows increase the supply of money
in the economy and may result into a soaring inflation if they are monetized.
Central banks can use sterilization interventions in order to check the rapid
monetary expansion but such sterilization also may induce some costs to the
economy Similarly, capital inflows increase the supply of foreign exchange in
the financial system. During the episode of capital inflows, domestic currency
continues to strengthen. Howevire massive outflow of capital results in volatile
foreign exchange market weakening the domestic curréwings in capital
flows may lead to exchange rate fluctuation whereby exchange rate management
becomes difficult. On the other hand, increase in real effective exchange rate
may damage the competitiveness of the export sector
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Increased capital inflows reduce cost of capital and also help investors in
risk diversification. Short-term capital flows specifically may contribute in financial
market development leading to stock market boom and real estate boom. But
such flows are known to be highly speculative in nature and vulnerable to sudden
reversal. Increased inflows generally push asset prices upward while increased
outflows result in lower prices. Surge in capital inflows also may reduce the
quality of assets, thereby contributing to greater financial fragility

Increased capital flows into th&sian economy in 1990s helped spur
economic growth but it also became a major cause of the financial crisis in
1997. The recent experience of SEACEN countries shows that capital flows
created asset price bubbles, pushed inflation up and brought sharp increases in
bank credit while outflow of capital resulted in lower equity prices and depreciation
of exchange rates. Increased foreign capital flows make the financial system
and the economyas a whole, vulnerable to external shodkse possibility of
sudden and massive capital reversal creates increased risk and uncertainty in
the financial system (See Box No. 5 for detail).

Box No. 5: Policy Implications of Capital Flows

Country Implications

Cambodia The implications include booming real estate sector, rising inflation,
sharp increase in bank credit. Therefore, the challenges are to maintain
low inflation and a sound banking system. The Cambodian banking
system has no exposure to the US sub-prime crisis. This is begcause
the sector operates mainly locally and has limited involvement in the
international financial markets. However, the country is not totally
immune from the recent global crisis from the macro aspect, including
FDI, tourism sector, and external trade.

Indonesia The capital flows to Indonesia are currently dominated by portfolio
inflows. Contrary to FDI flows which are more sustainable, portfplio
investment is categorised as “liquid flows” and vulnerable to sudden
capital reversal. Nevertheless, the portfolio inflows have contributed
to increasing the foreign exchange supply to the econblisgorically,
data on foreign exchange transactions between domestic banks and
others show that excess foreign exchange demand from domestic
players is covered by the portfolio inflows. The movement in rupiah
exchange rate is also closely related to the daily net flows between
the non-resident and domestic bank (cross-border concept), hence
fostering the stability of exchange rate.
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Korea

Although the global economic slowdown may have an impact, in
October 2008, the current account is expected to turn positive gwing
to the recent plunge in oil prices. Recentlye financial account is
in deficit and this is related to the global credit crunch. Global
cooperation and bold actions by the Bank of Korea and the Korean
government to stabilise the financial markets will alleviate capital
outflows. The global credit crunch is a matter of concern. This i$ the
cause of the international financial market unrest and global economic
slowdown which has impacted capital flows in 2008. Global
cooperation, like the currency swap between the Federal Reserye and
the Bank of Korea is expected to stabilise the local financial market
and alleviate outflow of foreign capital.

Malaysia

Malaysia has benefited from the continued inflows of FDI, in terms
of generating employment, increasing domestic productiyity
encouraging the transfer of technology and skills, as well as potential
for higher export growth. While there have been large amounts of
profits and dividends accruing to foreign investors arising from MNCs’
successful operations in Malaysia, the bulk of these earnings was
retained for reinvestment in Malaysia. However, the recent outflows
of foreign portfolio funds, in tandem with the trend in the regianal
markets, have resulted in lower equity prices in the domestic capital
market. Despite the outflow of portfolio funds, liquidity remained
ample in the Malaysian economgupported mainly by sustained
large current account surplus and net inflows of other investment.
During the episode of capital inflows, the Malaysian ringgit continued
to strengthen, reaching an all-time high since the day it was unpeggged.
Volatility in the local foreign exchange market rose somewhat but|with
resulting increased in U.S. dollar liquiditgubsequent)ythe reversa
of capital inflows has steadily resulted in increased volatility in|the
foreign exchange market and weakening of the Malaysian ringgit against
the U.S. dollar More importantly the collapse of Lehman Brothers
has exerted an unprecedented escalation of credit and liquidity] risks
and worsened global de-leveraging activities that later turned into a
vicious circle, efiectively drying up liquidity of the U.S. dollar

Philippines

The weaker capital flows, specificallyhe reversal in net portfolip
flows, have put a dampening effect on the peso and resulted in|sharp
declines in equity prices in 2008. Nonetheless, the sustained flow of
remittances of overseas Filipinos as well as higher export sefvices
receipts continue to provide a balancinfgef on the domestic currengy
Moreover, weaker capital flows in 2008 have so far, been reflected
mainly in the large net outflow of portfolio capital. Direct and other
foreign investments remain in surplus. The macroeconomic effe¢ts of
weaker capital flows have also been muted due to the continued
resilience of domestic demand, sustained health of the corporate $ector,
and the dominant domestic financing of investments. However, the
threat of a sudden and massive capital flow reversal cannpt be
discounted, especially in light of the heightened uncertainties in the
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global financial marketsA sustained and massive reversal of capital
flows can have substantial effects on the domestic economy similar
to those seen during thesian financial crisis in 1997.

Singapore

The financial outflows are a counterpart to the current accpunt
surpluses in the Singapore economeflecting the outcome optimising
saving and investment decisions by economic agents. Singapofe has
thus far been successful in intermediating large capital flows. This is
supported by its strong economic fundamentals, unique monetary
policy framework that is able to cope with both short-term volatlity
and avoid longer-term misalignments in the exchange rate, and resjlience
of the financial sector underpinned by a sound regulatory|and
supervisory framework. The ongoing financial crisis has brought gabout
significant volatility in capital markets worldwide, including |in
Singapore. In addition, there has been a global squeeze on liquidity
and credit. The turmoil would in turn cause volatility in capital flows,
especially short-term portfolio flows as well as banking flows.

Sri Lanka

The capital inflows helped the Sri Lanka rupee to appreciate reversing
its depreciating trend, particularly after the international bond igsue.
However, to prevent sharp appreciation of the rupee, the Central
Bank has to intervene in the foreign exchange market by absdrbing
foreign exchange. This process helped the Central Bank to build-up
its foreign reserves during the first half of 2008. However, the cufrent
global financial crisis is posing a major challenge in attracting new
capital flows and Sri Lanka experienced some capital outflows|as a
result of the crisis. Increased reserves helped cushion sudden capital
outflows with respect to foreign investments in Treasury bills jand
bonds. Emerging vulnerabilities are the potential downside risk to the
expected inflow of FDI, portfolio investments and the government
and private sector borrowings. The unexpected outflow of capital in
forms of Treasury bills and bonds by foreign investors is also a corjcern.

Taiwan

Free capital flows indicate that the government has embraced financial
liberalisation in line with the international trend. The net outflow of
direct investment showed a concentration risk of investment in Mainland
China and lack of an incentive and friendly domestic investment
environment to attract more foreign direct investment and encourage
domestic firms to invest imaiwan. Hence, this will &ct employmen
and economic growth in the future. The volatility of portfo|io
investment and other investment means the surge of capital inflow
may quickly reverse. Thus, to avoid the adverse effect of huge capital
flows, in addition to the sterilisation by the Central Bank in its open
market operations, financial supervisory institutions must impose
stricter regulations on financial institutions and enforce stronger financial
market discipline. The US sub-prime crisis has directly or indirectly
influencedTaiwan’s financial stability and economic growth sinc
erupted in the third quarter of 2007. Financial institutions, securities
firms, securities investments trust enterprises, insurance compgnies
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and domestic investors have suffered huge losses from ove

rseas

investments in mutual funds and financial derivatives, such as CDO

or structured notes. Furthermore, for compliance with regulation

S on

capital adequacy and risk management, financial institutions have to
sell their assets and to decrease lending, leading to severe credit ¢runch.

The Central Bank has taken various measures, such as injecting lic

uidity

in the money market and foreign exchange call loan and swap market,

decreasing the discount rate and required reserve ratio, curbing
outflows and depreciation of the Ndollar However due to

apital

consumers’ loss in confidence, there were occurrences of bank runs in

some banks. The government has since announced a full de

insurance scheme including interbank lendiAgban on short selling

in equity market was also imposed.

Thailand

posits

While inflows are expected to bring benefits in terms of lower tost

of capital as well as market development, large inflows into Thai
over the past few years have presented a number of key chall
particularly with its implications on the exchange rate. During
past few years up until the second quarter of 2008, large infl
together with current account surplus, have put sustained ug
pressure on the Baht. This rapid rate of Baht appreciation,
resulting in an increase in real effective exchange rate, could da
the competitiveness of the Thai export sector which would in
adversely affect the overall economic stability since the exports

up a lage portion ofThai GDP The BOTthus attempted to alleviate

this upward pressure on the Baht by intervening in the FX ma3
This has led to a large accumulation of international reserves. Th
increasing economic resiliency to external shocks, an increa
international reserves could also mean an increase in domestic lig
which translates to an increase of inflationary pressures. Und
inflation-targeting regime, the BOT normally sterilises the mone
impact of intervention in order to avoid inflationary effects as
as to maintain the policy rate at the level set by the monetary p
committee.
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Vietnam

Increased capital inflows t®&ietnam contributed to increase
investment which promoted economic growth, financed current ac
deficits and narrowed the difference between savings and invest
In addition, inflows also aided financial market development, espe
stock market development while reducing the double mismatch ¢
banking sectorlt also improved market liquidity and encourage
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more effective monetary transmission mechanism. The surplus of

capital account remained higher than the deficit of the current aca
which caused volatility in foreign currency demand and suppig
macroeconomic and monetary developments became increa
complicated as a result of immediate changes in investment and d
behaviours. The swings of capital flows, notably Fll caused g
turbulence in the USD/VND exchange rate. VND appreciated ir
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first quarter of 2008 but depreciated considerably in the second guarter
and only became stable lately owing to SBVriterventions. Exchange
rate fluctuations posed negative impacts on imports and expofts as
well as economic competitiveness. Other than monetary policy and
exchange rate management, the selection of monetary policy
management targets was also challenged.

Source: SEACEN Questionnaire Sury®ecember 2008

9. Concluding Remarks

The SEACEN economies have relaxed the barriers to capital movement
and liberalised their domestic financial markets. The current account is fully
convertible in all the countries in the SEACEN region while the capital account
is by and lage fully convertible in the majority of these countries. Howeaer
few countries in the region still exercise some restrictions on capital movement
across the borde&arting from early 1990s, net capital flow to the SEACEN
countries increased steadily until 1996 due to the massive increase in total capital
inflows. After the financial crisis of 1997, total capital outflows have outweighed
total capital inflows resulting to a negative net capital fléunong three
components of capital flownamely FDI, portfolio investment and other
investment, portfolio investment flow has become dominant in both capital inflow
and outflow in the recent years.

Empirical results show that both domestic factors such as high economic
growth, attractive interest rates and large current account deficits and external
factors such as low world interest rates are responsible for the increased capital
inflows in the region. Howevethe efects of these factors on capital flows
vary across the countries. The contagion effects of global financial crisis that
originated from US subprime mortgage crisisAingust 2007, has brought a
significant change in the direction and volume of capital flows in the SEACEN
region. Recent experience of SEACEN countries indicates that the US sub-
prime mortgage crisis which heightened risk aversion of global investors, global
liquidity squeeze and uncertainty in financial markets; and, slower global economic
growth are the external factors that have slowed capital inflows while the political
climate of the countryfurther liberalisation on overseas investment; and,
encouragement of sovereign funds to invest abroad are the internal factors that
have accelerated capital outflow

Capital flows affect monetary and financial stability through various channels
in the economylincreased capital flow may lead to monetary expansion which
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in turn may result into soaring inflation. Howeysterilisation intervention by
central banks can mitigate such risks. Capital flows also affect asset prices
including financial assets and real estate. Increased capital flows iFAsidme
economy in 1990s in general, helped spur economic growth in the region but
they also became a cause of the financial crisis in 1997. The recent experience
of SEACEN countries shows that capital flows create asset price bubbles, push
inflation up and induce sharp increases in bank credit while outflow of capital
results in lower equity prices and depreciation of exchange rates. Increased
foreign capital flows, as a whole, make the financial system and the economy
more vulnerable to external shocks. The possibility of sudden and massive capital
reversal creates increased risk and uncertainty in the financial system.

9.1 Policy Implications

The SEACEN region has benefited significantly from the increased capital
inflows mainly in terms of increased investment, higher economic growth,
favourable external accounts and developed financial markets. Howleger
financial crisis of 1997 and also the current global financial crisis have clearly
demonstrated the vulnerabilities associated with the capital flows. The 1997
financial crisis erupted mainly due to internal factors while the current financial
crisis is due mainly to external factors. In both cases, the slowing down of
capital inflows and massive capital reversals were the common factors that
generally led to greater financial and economic turbulence. These episodes have
clearly indicated the need for the proper management of capital flows.

A lesson learned from the 1997 financial crisis was that countries should
encourage more long-term capital inflows as short-term capital inflows are highly
volatile and prone to sudden reversélter the 1997 crisis, the share of FDI
inflow started to outweigh the share of portfolio inflow in the SEACEN region
which continued until 2003. Howeveafter 2003, the share of portfolio inflow
started to become increasingly dominant, resembling the pattern of capital flows
before the 1997 crisis. Due to the larger share of highly volatile short-term
foreign capital, SEACEN economies are again, facing the problem of massive
capital reversals. In order to prevent a repetition of the same problems in the
future, SEACEN countries need to encourage more long-term capital inflows
rather than short-term ones.

Short-term capital inflows may also lead to speculative attacksafeguard

the financial system and the economy from such attacks, authorities need to
implement more prudent regulations and to cautiously monitor potential areas of
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such attacks. Similarlyncreased capital flows in general may lead to monetary
expansion and inflation. In order to maintain a stable monetary policy environment,
central banks need to sterilise inflows with appropriate intervention measures.

Exchange rate regimes to a larger extent, determine the volume and direction
of capital flows in an economyreer exchange rates allow for more capital
flows in and out of the countr{However in the time of distress, the countries
that have a free floating exchange rate regime may suffer from larger capital
reversals. The experiences of some SEACEN countries have shown that a free
floating exchange rate regime is not always the best regime and that during a
crisis, a managed floating exchange rate regime may be in more advantageous
position.

The financial markets and economies of the SEACEN countries are currently
being afected by the global financial crisi&s such, positive developments are
less likely in the region until the global market recovers. Howdganinimise
the further negative impacts of the crisis on various sectors of the economy
including capital flows, to speed up the recovery process and also to explore the
possibility of inventing new economic drivers within the region, coordinated policy
measures need to be implemented at national as well as regional levels. In this
regard, SEACEN economies may benefit by establishing a strong regional
mechanism for effective policy coordination.

40



REFERENCES

Bacchetta, Phillippe and Eric vayincoop, (2000), “Capital Flows to Enggng
Markets: Liberalization, Overshooting avdlatility”, In Edwards, Sebastian
(ed.), Capital Flows and the Emging Economies: Thegr Evidence,
and ContoversiesThe University Press of Chicago, Chicago and London.

Bailliu, Jeannine N., (2000), “Private Capital Flows, Financial Development, and
Economic Growth in Developing CountrieBank of Canada Wking
Papers No. 00-15.

Berg, Andrew and Catherine Pattillo, (1998), “Are Currency Crises Predictable?
A Test”, IMF Working Paper WP/98/154.

Borensztein, E., De Gregorio, J. and LeeWdJ. (1998), “How Does Foreign
Direct investmentAffect Economic Growth?”Journal of International
Economics45:115-135.

Bosworth, Barry B Susan M. Collins and Carmen M. Reinhart, (1999), “Capital
Flows to Developing Economies: Implications for Savings and Investment,”
Brookings Papers on Economictivity, 1999(1): 143-180.

Calvo, GuillermoA., Leonardo Leiderman, and Carmen M. Reinhart, (1993),
“Capital Inflows to LatinAmerica: The Role of External FactorsiMF
Saff Papers40, pp: 108-151

Calvo, GuillermoA., Leonardo Leiderman, and Carmen M. Reinhart, (1996),
“Inflows of Capital to Developing Countries in the 19903burnal of
Economic Perspectives,oV 10(2), pp: 123-139.

Chenery H.B. andA.M. Strout, (1966), “Foreignmssistance and Economic
Development,”American Economic Revievs6(4):179-773.

Eichengreen, Barry(2006),Capital Flows and CriseMIT Press, Cambridge,
Massachusetts.

Fernandez-Arias, Eduardo, (1996), “The Néfave of Private Capital Inflows:
Push or Pull?”Journal of Development Economid8, pp: 389-418.

Goldstein, Morris and D..R. Folkerts-Landau, (1995)nternational Capital

Markets: Developments, Bspects, and Policy IssueBjternational
Monetary FundWashington, D.C.

41



Ito, Takatoshi, (2000), “Capital Flows isia”, In Edwards, Sebastian (ed.),
Capital Flows and the Emgimg Economies: Thegr Evidence, and
Controversies The University Press of Chicago, Chicago and London.

Johansen, Soren, (1991), “Estimation and Hypothesssing of Cointegration
Vectors in GaussiaWector Autoregressive Models”Econometricab9,
pp: 1551-1580.

Johansen, Soren, (1999)ikelihood-Based Infence in Cointegrated e¢tor
Autoregressive Mode|sOxford University Press, Oxford.

Kang, Sammo, Soyoung Kim, Sunghyun H. Kim afithjong Wang, (2002),
Understanding the Determinants of Capital Flows in &arAn
Empirical Investigationinstitute for International Economic Policgeoul.

Kawai, Masahiro and Mario B. Lamberte, (2008), “Managing Capital Flows in
Asia: Policy Issues and ChallengeSDB Institute Reseah Policy Brief
26, June 2008.

Khan, Mohsin S. and Carmen Reinhart, (1995), “Capital Flows irABEeC
Region”, IMF Occasional Paperdl22.

Kim, Yoonbai, (2000), “Causes of Capital Flows in Developing Countries”,
Journal of International Money and Financ&9, pp: 235-253.

Leffm N.H., (1969), “Dependency Rates and Saving Ratégrerican
Economic Review59(5), pp: 886-896.

Lensik, Robert, Oliver Morrisey and Robert Osei, (2003), “The Impact of
Uncertain Capital Flows on Economic Growth in Developing Countries:
An Empirical Analysis for the 1990s”websitel.wideunu.edu/
confeence/confeznce-2003-3/confence-2003-3-papers/ Lensink-
Morrissey-Osei-0608.pdf.

Lucas, Robert, (1990), “Why doesn’t Capital Flow from Rich to Poor Countries?”
American Economic Revievd0(2), pp: 92-96.

Milesi-Ferretti, Gian Maria, andlssaf Razin, (1998), “CurreAiccount Reversals

and Currency Crises: Empirical RegularitieNBER Vérking PaperNo.
6620.

42



Mishra, DeepakAshoka ModyandAntu Panini Murshid, (2000), “Private Capital
Flows and Growth”,Finance and DevelopmentoNM38, Number 2,
International Monetary FundVashington, D.C.

Mody, Ashoka, and Krishna Srinivasan, (1998), “Japanese and US Firms as
Foreign Investors: D@hey March to the Sameune?”Canadian Journal
of Economics31, pp: 778-799.

Moreno, Ramon, (2000), “What explains capital flowBRBSF Economic Letter
2000-22, July 2000Federal Reserve Bank of San Francisco.

North, Douglas C., (1956), “International Capital Flow and Development of
American West,” Journal of Economic Histgr 16(4), pp: 493-505.

Pesaran M. H., B. Pesaran, (199Working with Miciofit 4.0: Interactive
Econometric AnalysjsOxford University Press, Oxford.

Salt, H., (2002), “Capital Flows téurkey: The Role of External and Internal
Factors,”mimeq Tufts University

Schadler Susan (2008), “Managing Lge Capital Inflows:Taking Sock of
International Experiences’ADB Institute Discussion Papé¥o. 97.

Shrestha, Min B., and Khorshed Chowdhury (2005), “A Sequential Procedure
for Testing Unit Roots in the Presence tfuStural Break infime Series
Data: An Application to Nepalese Quarterly Data 1970-2003",
International Journal of Applied Econometrics and Quantitative
Sudies2(2), pp: 31-46.

Urata, Shujiro and Hiroki Kawai (2000), “Intra-firffechnologyTransfer by
Japanese Firms iAsia”, in Takatoshi Ito andAnne O. Krueger (eds.),
The Role of Fagign Direct Investment in Economic Development
University of Chicago Press, Chicago.

World Bank (1996)Managing Capital Flows in EadAsia, Washington, D.C.
World Bank (1997),Private Capital Flows to Developing Countries. The

Road to Financial IntegrationThe World Bank and Oxford University
Press,Washington, D.C.

43



PART I1:
COUNTRY PAPERS



Chapter 2

CAPITAL FLOWS AND THEIR IMPLICATIONS FOR CENTRAL
BANK POLICIES IN BRUNEI DARUSSALAM

by
Hjh Nurhuaida Fakhriah Hj Danit

1. Introduction

Brunei Darussalam is a small country located on the island of Borneo, with
a total land area of 5,767 sq km and over 160 kilometres of coastline along the
South China Sea. Recent statistics showed that Bmurpmipulation is
approximately 390,000 with the majority being Malégllowed by Chinese
(DEPD, 2009). Brunei is governed under a constitution, in which His Majesty
the Sultan has executive authority and is assisted and advised by 5 constitutional
bodies:- the Council of Succession, the Council of Cabinet Ministers, the Privy
Council, the Legislative Council and the Religious Council (Brunei Government,
20009).

Brunei Darussalara’economy is dominated by the oil and gas industry and
accounts for more than 90% of its exports and more than 50% of its Gross
Domestic Product. Nevertheless, the government sees the need to diversify away
from oil and gas and to widen the economic base, including by strengthening the
financial and tourism sectors.

Brunei does not have a central bank. Howetlez functions of a central
bank are shared between the departments under the Ministry of Finance. Brunei
operates under a currency board system, in which the Brunei Dollar is pegged
at parity (one-to-one) with the Singapore Dollar under the Currency
InterchangeabilityAgreement which was signed in 1967.

2. General Framework and Major Capital Flow Management Policies

One of the acts drafted after Brunei Darussataimdependence in 1984
was the Exchange ContrAtt, in which laws regarding gold, foreign currency

1. Author is Manager of Monetary Research and Management of the Brunei Currency and Monetary
Board, Ministry of Finance, Brunei Darussalam. The views expressed herein are absolutely those
of the author and do not necessarily reflect those of Ministry of Finance, Brunei Darussalam.
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travellers’ cheques, and payments to and from Brunei Darussalam were
promulgated.TheAct also prescribed the laws with regard to securitgssies
as well as restrictions on imports and exports of notes and securities.

However the Exchange Contrdict was later repealed by the Exchange
Control Order of 2000, with effect orit July 2000. Since then there have been
no formal exchange controls, but the Ministry of Finance retains responsibility
for exchange control matters. Howevirere are also other relevant legislations
which are related to capital flows, particularly in encouraging foreign direct
investment flow

For businesses in the private sectbe Brunei Compankct requires that
companies incorporated in Brunei to have at least two directors, in which at
least one Director should be a Brunei natioAamajority of the shareholders
in Brunei registered companies must be locals if they are going to bid for
government projects or apply for government licenses. Howthisishould not
deter foreign partners from bringing in foreign capital to invest domestically

Besides that, companies in Brunei are also permitted to obtain loans from
non-resident lenders with a 20% withholding tax on the interest paid. Hqwever
the government may provide exemption if the approved foreign loan is for the
purpose of purchasing production equipment, which is more than B$200,000.
This is just one example of the incentives provided to investors following the
enactment of the Investment IncentAet of 1975 that may influence the flow
of borrowings from overseas.

Foreign companies are welcomed to set up branches in Brunei. Hpowever
businesses which fatct the public directlysuch as banks, finance companies,
insurance companies, travel agencies and money |esderequired to obtain
special licenses from the government and must observe a more stringent set
of rules before approval, which includes the amount of capital they need to
bring in. These foreign companies, like local companies, are subject to 27.5%
corporate tax for the first year and 25.5% for the subsequent years. However
under the Investment Incentivact, pioneer companies are exempted up to
eight years, with an option to extend up tb\ears.

In April 2007, His Majesty the Sultan of Brunei consented to pass the Sungai
LiangAuthority (SLA) Order for the Brunei Economic and Development Board
(BEDB) to handle the needs of the industries at Sungai Lfiy. this Act,
it provides the SLA to be the single point in granting licenses, approvals and
consent in developing the Sungai Liang Industrial ParlARED. This will
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facilitate faster access and less red-tape for foreign investors to invest in Brunei.
Besides SRRK, the BEDB is also planning to develop Muara Island into a
deep sea port. It is also studying the possibility of developing it into a
manufacturing complex of major industries and an export processing zone for
Halal food.All these projects are aimed at attracting more foreign direct
investment into the country

3. Key Macroeconomic Indicators

3.1 GDP Growth Rate

Graph 1: Real Gross Domestic
Product
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After experiencing negative growth in 1997 and 1998, due to the sluggish
performance of the construction industBruneis GDPincreased in 1999 by
3.1% with an increase in the mining industry by 10%, compared to a reduction
of production by 1.8% in 1998. Since then, Brum@DPcontinued to experience
a positive growth albeit in at a decreasing rate from 2003 to 2005 before increasing
sharply to 4.4% in 2006. The 0.5% growth in 2004, compared to 2.9% growth
in 2003, was due to a slowdown in economic activity in the industrial sector
which comprises 62.5% of the total economic activity (DEPD, 2007).
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The positive growth of the industrial sector in 2006 contributed to the 4.4%
GDP growth in 2006, which also marked a 7.4% increase in the services sector
in the same yearcompared to 4.1% increase in the previous.ydawever
despite an increase of 10.4% in the services seéb®economic growth tapered
to 0.60% in 2007when the industrial sector weakened as the result of an economic
slowdown in both the mining and manufacturing sectors, which jointly contributed
up to 67.6% of Brunes’ economy

3.2 Exchange Rate

Graph 2: Exchange Rate (B$/USS)
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Under the Currency Interchangeabildgreement 1967, the Brunei dollar
is pegged at par with the Singapore dolldre Brunei dollar has remained
relatively stable against the US dollar due to the strong underlying economic
fundamentals of the Singapore dalldlevertheless, after th&sian Financial
Crisis in 1997, the Brunei dollar depreciated to B$1.7917 in 2001 before
appreciating and reaching its peak in June 2008 at B$1.3616 in the current
financial crisis. Howeveiin January 2009, the US dollar strengthened, which if
the trend continues, mayfa€t Bruneis income from oil and gas.
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3.3 Inflation

Graph 3: Inflation
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Supported by the Currency Boadkdangement, Brunes'inflation generally
moves in tandem with the trend price developments in Singapore. This was also
reflected when Brunei experienced a deflation of 2.3% in 2002, when Singapore
experienced a deflation of 0.39% in the same.yEae decreasing trend of
inflation was due to the recession encountered in the late 1990s. Nevertheless,
inflation picked up again in 2003 and remained subdued in the 0-1.5% region but
increased to 2.9% year-on-year in November 2008. This was a result of relatively
higher prices of food and entertainment, increasing at 5% compared to November
2007.
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3.4 Current Account Balance

Graph 4: Current Account Balance
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The current account has been showing an increasing trend since 2002
dominated by the trade balance followed by balance on services. Despite an
increase in imports for both goods and services, the current account remains in
the surplus. Whilst the balance on services continues to be negative, the surplus
in the trade balance offsets it. This is mainly due to a relatively higher marginal
increase in exports, particularly with the high energy prices contributing to more
than 90% of total exports.
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3.5 Overall Balance of Payments

Graph 5: Balance of Payments
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The overall balance of payments is on a rising trend. It is apparent that
current account, net errors and omissions dominate. The net capital account
recorded is relatively small and is in deficit. It is noted, howebat no data
has been collected for capital transfers and acquisition or disposal of non-produced
and non-financial assets overseas and, thus, the statistics may not reflect the
true nature of Bruned’ capital account. Nevertheless, the financial account is
further explored in the next section.

4. Capital Flows

Although capital flows do not dominate the overall balance of payments like
the current account, they continue to be an important composition of it and will
continue to be as Brunei diversifies its economic base away from the oil and
gas industryIn this section, the components of the financial account will be
discussed and looked at.
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4.1 Net Foreign Direct Investment

Graph 6: Foreign Direct Investment
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Brunei yearly records a positive foreign direct investment infldve major
portion of this investment goes to the primary seciwdrere the oil and gas
industry still plays a dominant role in the development of BraresibnomyThe
United Kingdom and Netherlands have predominantly been the two largest
investors in Brunei as the oil and gas industry in Brunei is mostly managed by
Shell. Howeverin 2006, the United Kingdom and France were the main investors
that accounted for 14.5% of total FDI inflows. In 2002, there was an increase
in foreign direct investment. This was largely contributed by an increase in
investment into the tertiary sector

With regard to foreign direct investment outflothe data for 2004 and
2006 are only available in the International Financial Statistics. This may not
reflect Bruneis actual foreign direct investment overseas as there have been
reports of record-high investment by Brunei in China, as reported by the Beople’
Republic of China Embassy in BruneAccording to this report, Brunei had
invested in 121 projects in China, with an actual investment of US$34.92 million
as at the end dApril 2003, compared to 82 projects with an actual utilisation
of US$21.34 million in 2002.
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4.2 Net Portfolio Investment

Graph 7: Portfolio Investment
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Bank Islam Brunei Darussalamferfs equities to the local Public. Howeyver
these equities are noffefed to non-residents of Brunei. Similatlye Government
of Brunei Darussalam, through the Ministry of Finance, issues short-term Sukuk
Al-ljarah, currently to the local financial institutions anfere is no data available

on portfolio inflow

There is no apparent trend in the portfolio investment made overseas by
Brunei residents. Howevgt was noted that in 2001, the repatriation of equities
invested overseas was relatively higher than new investment, with net portfolio
investment outflow recorded at US$180 million. In 2003, on the other hand, new
investments were higher than repatriation with net portfolio investment outflow
recording US$60 million. New equities invested overseas were the majority
component. Thus, equity investments continue to dominate the portfolio investment
flow relative to debt securities.
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4.3 Net Other Investment

Graph 8: Other Investment
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The Governmend’ Investment overseas, which is managed by the Brunei
InvestmentAgency and Brunes SovereignVealth Fund, is guarded under the
Brunei InvestmenmigencyAct, where its operations and statistics are not publicly
disclosed.

For banks, between 2003 and 2005, relatively high net repatriation of funds
back to Brunei was recorded after positive net other investment outflows in
2001 and 2002. Howevén 2006, net deposits and investments placed overseas
by the local banks was US$637 million, the highest compared to 2001 and 2002.
Repatriation of borrowings and investments from foreign banks to Brunei,
however were relatively lower with net banks investment liabilities the highest
in 2003 at US$73 million. In 2005 and 2006, borrowings and investments from
foreign banks were relatively higher at US$210 million.

The private sector had also recorded high inward repatriation of deposits
and investments made overseas of US$568 million in 2004, compared to only
US$75 million repatriation in 2003. In 2006, repatriation was also higher despite
a positive amount invested abroad by the private sector in 2005.
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For borrowings from overseas and investments made by foreign private
sectors in Brunei Darussalam, it peaked in 2004 with US$413 million, where
subsequentlyborrowings continued to be more than repayments and repatriations
despite at a relatively lower amount.

4.4 Net Errors and Omissions

Graph 10: Net Errors and Omissions
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The overall Balance of Payments has shown that whilst the CAcentint
is dominant, the Financidlccount continues to play a role in the transfers of
international commercial transactions in Brunei. Between 2005 and 2006, there
was an increase by 41% in the CurrBntount Balance and 92% increase in
the Net Capital Flow in the Financiatcount. Howeverit is observed that net
error and omissions were high, particularly in 2005 and 2006, dominating other
flows. This reduces the predictive power of the data and information gathered.

5. Capital Flows on Monetary Policy

Brunei's exchange rate has remained stable with the Currency
InterchangeabilibtAgreement and strong underlying fundamentals of the Singapore
dollar. Also, with the repeal of the Exchange Con#ot in 2000, access to the
market is relatively freéds such, in reference to the Impossibiaity Theorem,
Brunei is not in a position to undertake an independent monetary. pdiicyugh,

55



in theory this may lead to volatile domestic output and inflation, statistics have
shown that both have remained relatively stable as highlighted in Graphs 1, 2
and 3.

6. Capital Flows on Financial Sability

Graph 9: Net Banks Investment
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Looking at the financial stability of Brunsifinancial sectgithe aggregate
bank lending and non-performing loans are analysed against net banks investment
outflows. The first observation derived from the graph is that aggregate bank
lending decreased while net bank investment outflow by banks incrédsed.
it is observed that, prior to 2005, as deposits into the bank increased, aggregate
lending increased. Subsequendlggregate lending decreased despite the rising
trend of deposits in the banking system. This may have resulted in the increase
in overseas deposits or investments when domestic banks placed their excess
liquidity abroad, which they were unable to lend out as much as they could
when the Ministry of Finance, through the Financial Institution Division, introduced
a loan capping directive in May 2005.

Whilst the loan capping directive was introduced to reduce the level of

personal debt and promote the savings culture, the increasing outflow of liquidity
overseas as the result of excess liquidity could have been used for investment
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domestically However relatively less financial investment opportunities are
available in Brunei, due to the absence of a vibrant financial market, as compared
to Singapore where similar activities can be undertaken with no currency risk.

In 2006, the Ministry of Finance revised the Banking Qrdeder which
directives were issued to assist counteract excessive liquidity being transferred
overseas as well as providing ways of ensuring that there is enough short-term
liquidity available domestically in times of crisésmong them are the minimum
reserve requirements put in place. The measures include minimum liquid asset
requirement, where the authority may require each bank to hold a certain amount
of liquid asset as a percentage of their total liabilities and investments; minimum
cash balances, where there is a provision to place up to 30% of the bank’
deposits and other liabilities with tAeithority; and minimum asset requirements,
where theAuthority may require each bank to hold a minimum amount of specified
assets domestically (Banking Ord2006).

In 2006, Brunei also @dred its first short-term Sukukl-ljarah in its bid
to further develop the domestic financial system. Since then, there have been
25 issuances over BND1.4 billion, where the Primary Dealers consists of the
local banks and local branches of international banks. There is no secondary
market for the Sukuk as yet, but the certificates are tradable amongst the Primary
Dealers.

Recently the Ministry of Finance issued a directive by which each local
branch of the international banks is required to hold at least BND10 million
worth of Sukuk-Al-ljarah to fulfill the minimum asset requirement (FID, 2009).
This is one way to ensure that some of the excess liquidity is maintained.locally

7. Conclusion

Brunei is practicing free capital flow with the repeal of the Exchange Control
Act 1984 by the Exchange Control Order in 200th this, there are no
restrictions on the flow of capital and no formal exchange control issue.
Nevertheless, the Ministry of Finance still retains the responsibility pertaining to
this area.

Based on the data published, the current account and net errors and omission
dominate the Balance of Payments. The current account balance has been on
an increasing trend since 2002 and has remained in surplus due to the contribution
of total exports.The FinancialAccount, on the other hand, has been on a
decreasing trend since 2002, before increasing again in 2004. The flows are
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dominated by the changes in the banking sedfitiist these changes may
reflect that the Financialccount is heavily impacted by the changes in flows
in the banking sectpiit needs to take into consideration that net errors and
omissions are also relatively high.

In light of this, in assumption that there is an impact, financial stability will
be of utmost importance. It is noted that there was an increase in outflow from
the banking sector when the loan capping directive was introduced in May 2005.
The measure was implemented to improve financial stability and increase public
confidence in banks in Brunei and indirectly ensure that there are sufficient
funds remaining in the country to reduce the risk of any sudden and irregular
flows.

There is scope for changes in capital flows, particularly in the financial
sector as Brunei diversifies away from the oil and gas indusgyertheless,
the oil and gas industry will continue to play an important role in the movement
of capital flows.
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Chapter 3

CAPITAL FLOWS AND THEIR IMPLICA TIONS FOR CENTRAL
BANK POLICIES IN INDONESIA

by
Yayat Cadarajat

1. Introduction

Indonesia has achieved outstanding economic growth since 1968 which was
partly attributed to capital inflows. While capital inflows contribute extensively
to economic development as an alternative and/or as a complement to other
sources of financing, they carry risk exposure and are full of inherent risks. The
1997 Asian financial crisis is one of the clear examples that failure to manage
capital inflows may lead to vast economic damage. This study aims to examine
the macroeconomic variables that determine capital inflows to the country and
elaborate their implications for monetary policy and financial stability

Following this introduction, an overview of the capital account liberalisation
and the major capital-inflow management policies is outlined in Section 2. The
evolution of capital inflows in Indonesia is described in Section 3. Sections 4 and
5 discuss the recent developments of short-term capital flows and monetary
policy as well as financial stabilityhe capital inflow determinants are analysed
in Section 6. Finallythe conclusions are drawn and presented in Section 7.

2. Overview of Indonesias Capital Account Liberalisation

Indonesia has long been known as one of the most open economies in the
region and among the developing countriesApnil 1970, Indonesia lifted its
control on capital account.The sequence of Indonesaéxternal account
liberalisation is somewhat unconventional in the sense that the capital account
openness preceded the opening up of the financial sétiore with the spirit
of free foreign-exchange systeamd broadened financial reforms, Indonesia
liberalised its current account in May 1988, as it acceptédle VIII of the
IMF, whereas the obligation to repatriate export proceeds was revoked since
1982.

1. Economist at Directorate of Economic Research and Monetary P&gyk IndonesiaThe
author would like to thank MiMade Sukada, MiWijoyo Santoso and other researchers which
cannot all be mentioned for their assistance. The views and opinions expressed in this paper

are those of the author and do not necessarily reflect the views or policies of Bank Indonesia.
Contact: E-mail: yayat@bi.go.id
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Prior to the period of economic unrest that began in late 1997, there were
four clearly-discernible efforts to attract capital inflows. The first attempt is the
deregulation of foreign exchange management in 1970 that resulted in significant
changes in the volume of capital inflows. The second and the third attempts
took place in 1980s, with the liberalisation of interest rates in 1983 and the
removal of entry barriers to the domestic banking sector in 1988. Fittadly
foreign investment liberalisation in 1994 led to huge capital inflows preceding
the financial crisis of 1997. In the post-crisis, capital flow management policies
are mainly marked by financial restructuring and strengthening of prudent capital
account management which partly can be regarded as foreign exchange and
capital controlAll the measures are primarily aimed at improving the business
environment and enhancing the development of the domestic financial market
as well as the attainment of financial system stability

2.1 Gradual Liberalisation of Foreign Exchange: 1970 — 1982

This period was marked by the beginning of foreign exchange as well as
capital account liberalisation. Indonesia relaxed its tight control on foreign
exchange transactions which was imposed by the Foreign Exchahgdo.
32/1964. Residents were required, among other things, to surrender foreign
exchange receipts and are not allowed to hold foreign exchange without the
expressed permission of the authorities. The deregulation programmes, aimed
largely at accelerating economic recovery and promoting foreign investment,
were implemented through the enacting of the Bankittg1967 and the Foreign
Investment Law1967.The programmes covered, inter alia, the liberalisation of
foreign-exchange transactions mechanisms by permitting residents to keep a
certain fraction of their export proceeds to finance their imports, allowing foreign
banks to establish branches or joint-venture banks to increase participation in
the foreign exchange market, providing fiscal incentives in terms of tax holidays
and free import tariffs to enhance foreign investment, and allowing non-residents
to invest up to 30 year-duration.

The Government Regulation No. 16/1970 lifted Indonssiantrol on capital
account and relaxed the foreign exchange trading system. These foreign exchange
reforms included, among other things, freeing the selling and purchasing of foreign
exchange, compensation of export proceeds surrendered concurrently by the
endorsement to buy foreign exchange in any amount and freeing the holding of
foreign exchange receipts from exports of services. Thus, Indonesia nullified its
foreign exchange control at a very early stage in the development of its financial
system.
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2.2 First Financial Reform: 1982 — 1987

The drive in the liberalisation of foreign exchange continued in 1982 through
the passing of the Government Regulation No.1/1982 where restrictions on foreign
exchange transactions were entirely removed. The regulation invalidated the
obligation to surrender export proceeds. Furthermore, banks were no longer
required to sell their acquired foreign exchange to the central bank. This can
be regarded as an aggressive stage since neither a monitoring system nor reporting
obligation of foreign exchange transactions has been established.

This period is also considered to be the starting point of reforms in the
financial sector and of a more market-based monetary policy framework. The
comprehensive financial reforms of June 1983 have altered drastically the previous
financial infrastructures which can be described as a repressed financial system.
Moreover the Central Bank Certificate (Sertifikat Bank Indonesia) and the
Discount Facility were introduced in February 1984. This series of reforms
incorporated liberalising interest rates, streamlining the central aglidity
credit, abolishing credit ceilings and introducing open market operation.
Furthermore, in order to promote non-oil exports and economic diversification,
gradual liberalisation of foreign direct investment was conducted in 1985 through
the simplification of investment procedures and possibility of opening certain
closed fields of investment if the entire production is exported.

2.3 Second Financial Reform and Foreign Investment Deregulation: 1988
— 1996

In order to increase financial deepening, the second round of financial reforms
was conducted in the late 1980%e efects of the acceptance Afticle VIII
were that the branches of foreign banks, which were previously prohibited from
managing foreign exchange, could now do so by simply informing Bank Indonesia
and the swap premium shifted to market-based determination and the maximum
maturity extended from six months to three years. The announcement of the
banking-sector reform-policy package in October 1988 (Paket Oktober 1988)
was mainly expected to promote the mobilisation of fund and raise the efficiency
of the financial institutions. One of the important points was the abolishment of
the restriction on the establishment of new private banks. The deregulation and
liberalisation of entry to the domestic banking sector shifted Indoeefsiad
allocation principles. This was considered the turning point with regard to the
domination of the state-owned banks over the private banks in the banking sector
and the ascendance of competitive principles in the banking system. These
reforms have also increased the efficiency of monetary management and
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promoted a more conducive environment for the development of the financial
market.

In line with the banking sector liberalisation, financial market reforms were
introduced in December 1988 aiming at mobilising more long-term capital flows
by encouraging further development of capital market and improving investor
confidence. Since then, foreign investors were allowed to own domestic
companies by purchasing stocks in the capital market. Further foreign investment
liberalisation in 1994 permitted foreign ownership of domestic companies up to
100% for certain categories of investment, and permitted foreign investment in
joint ventures in vital sectors such as power generation, ports and
telecommunicationAll the deregulation and liberalisation packages, combined
with the new capital market law in 1995 aimed at strengthening the legal
fundamentals of the capital market, including the removal of equity ownership
limitation?, boosted capital inflows into Indonesia in the first part of 1990s until
preceding 1997, when the capital flow reversal began to materialise.

2.4 Recent Major Capital Flow and Exchange Rate Management Policies

Learning from the 1997 financial crisis, the country realised the pressing
need for more prudent management of capital flows, especially of the short-
term types. Policies, such as improved prudential measures on foreign exchange
transactions, better prudential banking supervision, and other policies to further
develop financial infrastructures, are mainly designated to maintain financial and
monetary stabilitywhich are extremely important to support a more conducive
investment climate and attain most advantageous benefits from capital inflows.
The central bank has initiated several policies to cushion capital flows and
exchange rate volatilitysuch as foreign exchange intervention and domestic
currency sterilisations (open market operation), anti-speculation on foreign
exchange measures, and policies related to resident and non-resident transactions.

2.4.1 Intervention and Sterilisation

In order to curb foreign exchange volatilithe central bank introduced
Bank Indonesia Regulation (PBI) No. 30/2005 on the third amendment of PBI
N0.9/2002 on Open Market Operation. This regulation was instituted to enhance
the effectiveness of open market operation as an instrument to stabilise the
rupiah. With the purpose in smoothing out exchange rate volatitltyect

2. The Minister of Finance Decree No. 179/KMK.010/2003 applied special restrictions to equity
ownership of banking business and joint securities companies.

64



intervention in the foreign exchange money market is carried out in the spot,

forward and swap market, where the tenor of the forward and swap transactions
is not exceeding seven days. Furthermore, sterilisation in the rupiah money market
is conducted to absorb excess liquidithilus, generally speaking, the regulation

is intended to intensify open market operation in the inter-bank money market

due to the high correlation of foreign exchange money market and the rupiah

money market.

2.4.2 Anti-Speculation Policies

Regarding the capital flows and foreign exchange stabilisation, Bank Indonesia
enacted, among other things, PBI No. 31/2005 on Derivataesactions, PBI
No. 36/2005 on Swap Hedging, and PBI No. 37/2005 on the second amendment
of PBI No. 13/2003 on Bank’Net Open Position (NOP) to reduce speculative
transactions on foreign exchange. PBI No. 31/2005 prohibits banks from: i) doing
foreign exchange or interest rate related derivative transactions without underlying
transaction; ii) holding position on derivative transactions of affiliated parties
unless the transactions are channelled instantly to other parties, where affiliated
parties refer to the regulation of Legal Lending Limit of banks; iii) conducting
margin trading of the rupiah against foreign exchange for the benefit either banks
or their customers except for credit provision and/or overdraft facilities from
bank relatives to the derivative transactions of their customers.

In order to encourage investment in the real sed® No. 36/2005
introduced a swap hedging facility where banks are allowed to enter into swap
transactions with Bank Indonesia to hedge investment risks in the real sectors
which are partly or entirely financed by external debts. The regulation (PBI
No. 13/2003) on NOP is intended to improve banks’ management of foreign
exchange risks and limit banks from foreign exchange transactions that can
potentially trigger foreign exchange instabilitiRegarding this, the regulation
sorts NOPinto on-balance sheet and overall N@MPere both are reported in
the rupiah presentation at the end of the day or any other specified time with
the limit of 20% of banls capital.

243 Restrictions and Limitation on Certain Transactions
The other policy to reduce the rupiah exchange rate volatility was released
as Bank Indonesia issued PBI No. 14/2005 (improvement on PBI No. 3/2001)

on the Restriction of Rupiafransactions and Provision of Foreign Exchange
Loan by Banks. The coverage of the regulation is as follows:
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a. Prohibits banks from doing certain transactions with non-residents including
providing rupiah and foreign exchange credits to non-residents, placement
of rupiah in the form of deposits or other means in offshore banks, purchasing
rupiah-denominated assets issued by non-residents, inter-office accounts in
rupiah (domestic branch lending to offshore branches), inter-office accounts
in foreign exchange for provision of credits in offshore, equity participation
in rupiah, rupiah transfer to an account held by non-residents and/or a joint
account in onshore or offshore and rupiah transfer to residents in outside
Indonesia.

b. Limits banks from doing transactions with non-residents including purchasing
and/or selling foreign exchange derivative transactions against rupiah without
its underlying transaction not exceeding the threshold of US$1 million
(lowered from US$3 million in PBI No. 3/2001) for each individual transaction

or outstanding position for each bank.

In regard to external debts, Bank Indonesia issued regulations concerning
bank and non-bank corporate foreign borrowings. PBI No. 1/2005 on Bank
Foreign Borrowings requires banks to hold daily outstanding short-term foreign
loan position not exceed 30% of their capital. Banks are also required to obtain
the approval of Bank Indonesia before entering the market for long-term foreign
borrowings and to give reports not exceeding seven working days. Furthermore,
PBI No. 7/2008 on Non-Bank Corporate Foreign Borrowings gives conditions
to corporate sectors to use long-term foreign borrowing as their source of finance,
such as having good financial health profiles as well as international rating,
reporting its financial statement and corporate risk management analysis. The
regulation also requires corporations to report their outstanding foreign loan
positions each semester

2.4.4 Monitoring of Exchange Rate Transactions

In order to support those capital flow related policies and obtain more accurate
data and information concerning capital flows, Bank Indonesia prompted to further
improve the foreign exchange monitoring systerhe Online Monitoring System
of Foreign Exchange (LLD) was applied in 2000 involving banks, non-bank
financial institutions, companies and individuAldditional to the online monitoring
system, Banks Daily Report (LHBU), which was released in 2005, covers all
market players’ transactions including that of offshore pldydisis system

3. Act No. 24 /1999 on Foreign Exchange allowed Bank Indonesia to acquire information from
residents regarding foreign exchange transactions.
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monitors foreign exchange transactions in the money market with only one day
time lag and can trace the data up to the individual transactions due partially
to the utilisation of the Onlindnalytical Data Processing (OLAPT.he
information generated from this system thus can be used as ‘leading information’
towards foreign exchange flows.

3. Trend in Capital Flows in Indonesia

As shown in Figure 1, prior to the financial crisis, Indonesia recorded current
account deficit for most periods except in the period of oil price boom attributed
to oil and gas exports. Opposite to the current account, in line with the economic
performance, this country maintained capital account surplus mounting to 10.7%
of GDR as the highest, in 197bheAsian financial crisis has reversed the path
of Indonesias external accounts. In the post-crisis, while the economy achieved
current account surplus, it experienced capital account deficit until 2003 and
turned the deficit to surplus in 2004, the first time for Indonesia to record surpluses
all together in both current and capital account.

The capital account surplus in the pre-crisis period was contributed variously
by its components which were in sync with macroeconomic fundamentals and
policies. Figure 1 also shows that, before the 1990s, other investment was dominant
over other components of capital flows in contribution to the capital account. In
the 1990s up to the financial crisis, capital flows were dominated by FDI and
portfolio investment, whereas portfolio investment is the main contributor to the
recent capital account surplus.

4. Bank Indonesia Regulation No. 10/2005 on Banks Daily Report was enacted partly in purpose
for improvement in the establishment of the Money Market Information System (PIPU) in
1993.
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Figure 1
Evolution of Capital Flows and its Components
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3.1 Foreign Direct Investment

Indonesia has experienced two phases of high FDI inflows since 1980. The
first period of high FDI inflows occurred after the first-1985 deregulation of
foreign investment which happened to coincide with the flow of Japanese and
NIE's FDI to the developing countrieBhe second period of high FDI inflows
took place following the second foreign investment liberalisation in 1994 where
the FDI raised up to more than 100% in 1995 from US$ 2.2 billion in 1994 and
reaching its highest point of US$ 6.25 billion in 1996. The high FDI inflow was
attributed to the high economic growth and stability of macroeconomic
fundamentals. The development of FDI inflows seems to be in line with GDP
growth and the openness of the econpexgept in the period of deep financial
crisis, which reflects the higher portion of trade in terms of total GDP (Figure
2).
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The 1997 financial crisis which resulted in a large depreciation of local
currency against US dollar and other currencies led to the difficulty of private
sector to repay their external debAscelerated debt repayments and limited
loan disbursements from affiliated companies as well as low equity investment
in relation to FDI inflows caused the deficit to rise from 1998 through 2004,
except in 2002. While the economy recorded US$ 1.9 billion inwards FDI, it still
experienced a net FDI deficit in 2004 due to residents’ outwards FDI of US$
3.4 billion. Furthermore, Indonesia has attained net FDI surpluses in the last
three consecutive years which was partly attributed to investments in oil and
gas sector and acquisition of domestic companies by non-residents. Mpreover
direct investment recently has reached a more preferable level with high capital
inflows on one side and growing domestic overseas assets on theAdtiler
Indonesia recorded high inwards FDI, since 2004, the FDI is also characterised
by increasing residents’ assets overseas. The high outwards FDI of US$ 4.8
billion in 2007 reveals that domestic companies are relatively competitive against
other global competitors.

Figure 2
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3.2 Portfolio Investment

Since 1992, the performance of portfolio investment, as shown in Figure 3,
is marked by domination of the private sector over the public sector in net portfolio
investment up until 2003. Prior to 1997, portfolio investment displayed an
impressive performance as it recorded high annual average growth of 54% during
the time period spanning 1993 through 1996, which was mainly attributed to
investment in corporate debt securit®s the financial crisis broke out Trhailand
in July 1997, the capital flow reversal, as high as nearly US$5.4 billion, struck
the country in the last quarter of 1997. The portfolio investment, since then,
experienced negative net inflows until 2004. Recepibytfolio investment has
arrived at a more favorable level where high capital inflows tend to be stable
and increasing in amount which indicates that the ecorsofugtiamentals have
improved and are sounder

Figure 3
Portfolio Investment; Public vs Private
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Prior to the 1997 financial crisis, Indonesia received huge portfolio inflows
which peaked at 2.2% of GDP (more than US$ 5.0 billion) in 1996. This massive
portfolio investment inflows were supposed to be attributed to high and sustainable
economic growth, less volatile foreign exchange rate, large interest rate differential
and very rapid growth of capital market (See Figure 8 for exchange rate
development). Those sound macroeconomic fundamentals lowered the country
risks and led to greater foreign investor confidence. Part of the portfolio investment
is in terms of foreign purchase in the stock market. Figure 4 shows that the
development of stock market index went alongside with the composite country
risks index, published by International Country Risk Guide (ICR@he capital
inflow reversal occurred as the financial crisis hit the country in 1997 and
recorded net portfolio investment deficit of US$2.63 billion or nearly 1.2% of
GDP The negative picture of portfolio investment continued up to 2001.

Figure 4
Jakarta Composite and Country Risks Indices
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5. The value of the index ranges from 0 to 100, where 100 indicates completely no risks and vice
versa. In this case, the value refers to the composite index and 1/index is used as a unit in the
Right Scale of Figure 4.
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Following the improved macroeconomic indicators, for example, better fiscal
sustainability less volatile exchange rate and expectation of appreciation, higher
economic growth as well as lower country risks, portfolio investment surplus
was re-attained in 2002. In additional to these fundamental factors, ample global
liquidity and low international interest rate in comparison to that of the emerging
markets are considered as the other compelling factors. Furthermore, the
privatisation programmes of state-owned companies through the capital market
were believed to be one of the additional factors in attracting higher foreign
investments. The favorable performance of portfolio investment continued to
mount up portfolio liabilities to US$9.8 billion as of 2007. The last, but not the
least, important factor in influencing portfolio investment is the extraordinary
growth of Indonesia capital market, which is recently regarded as one of the
best in performance in the regios the result, the net portfolio investment
surplus rose to US$5.5 billion in 2007 from US$1.2 billion in 2002.

3.3 Other Investment

The profile of Indonesia’ other investment has changed from net inflows

in the preceding 1994 to recent net outflows. In the decade of the 1980s, other
investment was dominated by external government debts. While the role of the
government was extremely pivotal in the economic development, as the oil price
boom ended and the government could no longer rely on the oil and gas incomes,
external debts in terms of project-aid began its role as one of main source of
development financing. The increasing private commercial external debts incurred
in the first part of 1990s is judged to be one of the major contributors to the
prolonged 1997 financial crisis. In the post-crisis era, continuing its unfavorable
picture preceding the crisis, other investment recorded net deficit until the recent
years.
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Figure 5
Other Investment; Public vs Private
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Other investment in the 1980s was characterised by long term government
external debts with low interest rate and relatively long grace periods. Most of
the government foreign debts were mainly in terms of project loan and programme
loan which focused on infrastructures and other development ageftas.
the ceilings on foreign borrowing by foreign exchange bank and non-bank financial
institutions were removed in 1989, the rising amount of private external debts
in the early 1990s was mainly in the form of commercial bank borrowing
converted to local currency through central bangwap facility Concerned
that the commercial loans might be excessive, showed up by the domestic
economy that started to overheat in 1990 — 1991, indicated by the accelerated
inflation and significant increase in interest rate, the government formed a Foreign
Commercial Borrowing Management Coordinatiligam (PKLN) in 1991.
Furthermore, the prolonged 1997 financial crisis is regarded as partly due to the
weaknesses of external debt management by the private sector (banking and
corporate sectors) which failed to cope with, among other things, currency and
maturity mismatches.

The 1997 financial crisis was further aggravated by foreign investors’ loss

of confidence that led to pressures on the domestic private sector to accelerate
their debt repayment with no additional disbursements. Regarding this, private
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other investment deficit peaked at nearly US$12 billion in 1998, when at the
same time the government (central bank) took the IMF standing loan (Figure
5). All in all, other investment recently is still in the negative figure due gelar
private debt repayments and the government debt management strategy which
stipulates foreign loan disbursements in particular fiscal year should be less than
its repayments, including the speeding up of debt repayment to the IMF

4. Short-term Capital Flows and Monetary Policy in Indonesia

As implied in the impossible trinityallowing the exchange rate to float and
maintaining cross-border capital convertibility complicates the conduct of monetary
policy and exchange rate management under the objective of maintaining price
stability. Realising that the 1997 financial crisis is an evidence of improper
monetary policy in dealing with the impossible trinignd the swe in capital
inflows is one of main source of the problems, policymakers need to be
concerned and take some necessary preemptive measures to reduce the possibility
of sudden capital reversal, this section analyses the short-term capital flows in
the recent years with its embedded risks. The monetary policy reactions are
discussed in the last part of this section.

4.1 Short-term Capital Flows in the RecentYears

Figure 6 displays the short-term capital flows which consist of portfolio
investment and short-term loan over the past five years. While portfolio
investment recorded high net inflow due to the remarkable high performance of
the capital market, other investment in the post-crisis era is characterised by
persistent negative net inflows, which are attributed to negative net disbursements
and growing foreign assets in terms of currency and deposits. Thus, in general,
it exhibits a quite volatile net balance of short-term capital flows.
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Figure 6
Recent Development of Short-term Capital Flows
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The noticeable performance of portfolio investment in the recent years
suggests that Indonesia is one of the emerging markets in the region that has
recently received massive short-term capital inflows. The increasing portion of
debt securities from the total value of portfolio investment is closely related to
the higher interest rate differential in the country in comparison with that of
other emerging markets (Figure 6, right panel). Government bonds and Bank
Indonesia certificates are the most interesting rupiah outlets (debt securities)
that foreign investors are willing to hold as they carry fairly lower risks than
those issued by the corporate sectbe high inflows of “hot money” have not
only vast monetary implications to the econothgy also suggest the increasing
risks of sudden capital reversal.

Expanding capital inflows will directly be reflected in the appreciated nominal
exchange rates since it has direct effects on the supply of and demand for
foreign exchange in the domestic foreign exchange market. Figure 7 shows the
appreciation in real exchange rates (RER) and real effective exchange rate
(REER) at the time of relatively stable nominal exchange rate. Figure 8 (lower
left panel) exhibits the movement of the rupiah against the US dollar exchange
rate that links strongly to the capital inflows associated with the major rupiah-
denominated outlets. Figure 8 (upper left panel) also shows how the foreign
exchange reserve picks up when the exchange rate moves in narrow bands,
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while it drops when the foreign exchange largely depreciates, as occurred, for
instance, in the 1997 financial crisigdll in all, it can be seen that the foreign
exchange reserves change depending on the direction of capital inflows.

The surging in of capital inflows can also be reflected in the increasing
money supplyfor foreign exchanges are converted into the domestic currency
as soon as the foreign investors purchase local-currency-denominated assets.
Furthermore, rising capital inflows when it is connected to the banking sector
is usually followed by increasing credit growth. Howewke recent high credit
growth seems to be isolated from the huge inflows of “hot mbnéyigh
domestic credit growth in the last part of 1980s and in the first part of 1990s
up to the 1997 financial crisis were attributed to the large inflows of other
investment (loan) into the banking sectehile the expanding credit growth in
the recent year is associated with negative net inflows of other investments
(lower right panel of Figure 8). Moreoydhe high growth of money supply
theoretically leads to increasing inflationary pressures. In the case of Indonesia,
the accelerating money supply growth is not necessary connected to the scaling
up of the price level (upper right panel). The empirical study of Bank Indonesia
found that there is no clear evidence of strong relationship between monetary
aggregates and inflation in the post crisis. Thus, even though capital inflows
accelerate the growth of monay is not always followed by rising domestic
credit growth and increasing inflationary pressures.

Figure 7
Nominal Exchange Rate (NER), Real Exchange Rate (RER) and
Real Effective Exchange Rate (REER)
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Capital inflows, as it implies an increasing demand for domestic assets, will
significantly affect domestic asset prices. Positive non-resident net purchase of
stocks listed in the Jakarta Stock Exchange (JSX) is associated with the mounting
stock price index (Figure 8, upper right panel). This is confirmed by equity
securities inflows (portfolio investment) which exhibit an increasing scale that
is in line with allied returns in the stock market (lower left paralditional to
the equity securities market, changes of yield on debt securities show a relatively
close connection to portfolio inflows in debt securitiégld growth reveals a
reduction as there is a surge in capital inflows (upper left panel). Capital inflows,
thus, could have resulted in creating a domestic asset price bbbteding
to the empirical study of Hardiyanto and Kurniati (2006), persistent asset price
bubble is regarded to have been occurred since 2003.

Figure 8
Selected Macroeconomic Indicators
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Figure 9
Capital Inflows and Asset Prices
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4.2 Monetary Policy Reactions

Regarding the surge in capital inflows, how much capital inflows are enough
for the economy? Lge capital inflows, while they benefit the host counitry
not managed appropriately can have a detrimental impact on the egonomy
including greater exchange rate appreciation, excessive money supply growth,
which in turn increases inflationary pressure and heightened risks of domestic
asset price bubbles and sudden capital reversal. Concerning on the possibility
of those undesirable pressures, therefore, the central bank is required to manage
“the impossible trinity” under the monetary policy framework to achieve all the
monetary and economic objectives. There are some available tools that can be
used in managing capital inflows, such as open market operation (market
intervention and sterilisation), interest rates adjustment, and “limited” capital
control.
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In the post 1997 financial crisis, Indonesia adopted a floating exchange rate
regime. Bank Indonesia has allowed the rupiah to adjust to the market mechanism
and associated macroeconomic fundamentals. Short-term capital inflows in the
recent years have grown significantly and contribute to exchange rate instability
In addition, short-term capital inflows for the purpose of currency speculation
have largely contributed to more rapid rupiah appreciation than those economic
fundamentals could bearIn order to curb the exchange rate from unexpected
sharp appreciation associated with growing capital inflows and the possibility of
sudden reversal, the central bank carries out foreign exchange market interventions
which result in the accumulation of foreign exchange reserves and increasing
domestic liquidity Additional to market intervention, the monetary authority has
constituted regulations on anti-speculation and regulation that could be considered
as capital control as well as developed foreign exchange transaction monitoring
systems (as explained in the previous sections).

Reserve accumulation associated with capital inflows has monetary
implications, for instance, increasing domestic liquidithen the central bank
conducts market interventions, it must choose whether to finance it by raising
the reserve money base, which could potentially cause inflationary pressures, or
by reducing its net domestic assets, which sterilises the impact on the domestic
liquidity. Regarding excessive domestic liquidity resulting fromdarapital inflows,

Bank Indonesia carries out open market operation to sterilise the foreign exchange
intervention. Despite the pressures caused by portfolio inflows, positive net
foreign purchase of domestic assets has enhanced the size and liquidity of the
domestic asset market as well as contributed in supplying foreign exchange to
the domestic foreign exchange markegreater and more liquid domestic asset
market would provide greater support for effective open market operation. In
order to increase the effectiveness of open market operation in the money market,
Bank Indonesia regulation No. 30/2005 on Open Market Operation has given
a legal basis known as the Fine-tune Operation (FTO) where Bank Indonesia
can control the daily domestic liquidity through overnight interest rate which can
direct the movement of the interbank interest rates aroursdr&® bands. Bl

rate adjustment is usually taken to maintain price stability with consideration to
other fundamental macroeconomics indicators. Domestic liquidity management
operations are also carried out by the central bank through credit, mlidy

as adjustment in reserve requirement, productive asset write-off reserve, etc.

Figure 10 shows the extent of sterilisation that the central bank conducted

up to the recent yeard positive net international reserves (NIR) change is
related to foreign reserves inflows, whereas a negative net domestic asset (NDA)
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change is associated with reduction in domestic assets held by the central bank.
The figure also shows the nominal exchange rate movement which is associated
with the conduct of foreign exchange market interventions and domestic money
market sterilisations.

Figure 10
The Extent of Serilisation
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Figure 1L displays the rolling regression of sterilisation @oefnt over 40-
quarter samples, where the value ranges from -0.96 to -1.08, suggesting the
degree of sterilisation is around full sterilisafigkssuming that the demand for
money is stable, this implies that (under the monetary approach to the balance
of payment) the expansion of domestic credit at the growth rate of GDP would
increase the demand for moneyull sterilisation suggests that the central bank
allowed domestic credit to fully accommodate greater demand for money
attributed to GDP growth, but avoided any credit acceleration caused by stashing
foreign reserves.

Reserve accumulation to a level deemed sufficient and the capital inflows
management from the perspective of monetary and/or financial stability became
a critical issue for emerging economies like Indonesia. Several indicators are
considered to be useful in analysing the fragility of monetary and financial stability
M2/reserves ratio measures the gap between liquid domestic assets (that can
be converted into foreign currency-denominated assets) and the stock of foreign
reserves available to meet demand for domestic assets. Debt to reserve ratio
is another indicator that is important in connection to reserve adequacy to cover
external debtsThe indicators iffable 1 imply that the current ratio of foreign
reserve is much better than before the onset of the 1997 financial crisis (for
discussion on such indicators see, for example, Kamihskgndo and Reinhart,
1998).

6. Following Aizenman and Glick (2008), we estimate the degree of sterilisation by a simple OLS
regression of the central baskthange in NDAon the change in its NIR, where change is
measured over fotguarter and scaled by foeguarter lag of reserve money stodk control
for other explanatory variables, Z, that might induce the demand for muameyncorporate
nominal four-quarter GDP growth rate in the right side of the equafiNA = A + BANIR
+ Z.

The coeficient of sterilisationf= 0, corresponds to no sterilisatioh.unitary coeficient, i.e.,

B= -1, implies full monetary sterilisation of the foreign reserve assets, whereas the coefficient
in between these level, -1 & < 0, represents partial sterilisation, afic< -1 corresponds to
tighter monetary policy
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Table 1
Selected Reserve Indicators

End of Malreserves Private short term | Private long term | Total private Total
Period debt/reserves debt/reserves | debt/reserves | debtireserves
1996 6.85 0.20 2.67 2.87 5.76
1997 598 0.29 3.94 4.23 8.01
2003 3.10 0.06 143 1.49 3.87
2004 3.12 0.09 142 1.51 3.91
2005 347 0.16 1.31 147 3.94
2006 3.56 0.15 1.09 1.24 3.13
2007 3.12 0.20 0.78 0.98 2.49
2008q1 2.91 0.22 0.76 0.98 2.56
200892 3.09 0.23 0.75 0.98 2.55

Source: Bank Indonesia

5. Capital Flows and Financial $ability in Indonesia

Capital flows can create a risk to financial stability through currency and
maturity mismatch of assets and liabilities in the financial sediorthe case
of Indonesia, assessment on financial system stability implies an evaluation on
banking sector soundness and capital market resilience due to their domination
over other component of financial system, such as multifinance, insurance, etc.,
in term of size and contribution to the development of the cauFitig section
reviews the recent developments of the banking sector and capital market with
consideration to capital flows and their implication for financial stabilibye
general framework for achieving and maintaining financial stability would be
discussed in the last part of this section.

5.1 Capital Flows in the Banking Sector

The recent development of capital flows in the banking sector represents
a fairly volatile net inflow Regarding the liability of the banking secttris
recent period is characterised by positive inflows, except for 2003 and 2005,
where debt repayments were recorded higher than its disbursements. On the
assets side, the capital outflows mostly correspond to currency and deposits of
domestic banking sector that are held by foreign bank to support cross-border
transactions either for the banks or for their customers. The overall net inflow
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variation shown in Figure 12 represents mostly the behavior of domestic banks’
liquidity management of foreign assets. The figure also displays the reduction
in debt stock in 2004 and 2006 is associated with debt repayment in 2003 and
2005. Positive capital inflows in 2007 are also clearly reflected in the figure of
the external debt stock.

The impact of capital inflows in the banking sector can directly be seen in
the domestic credit expansiods shown in the previous section (Figure 8), the
acceleration of domestic credit in the recent years is not so high as that of
credit after bank business liberalisation (October 1988) and before the onset of
the crisis when the credit growth of private national banks and foreign-joint
venture banks are extremely high. In general, the lower value of capital inflows
into banking sector in the recent years in comparison with that in the last 1980s
up to the financial crisis contribute mainly to the lower domestic credit expansion.
Higher recent credit growth, thus, are primarily supported by domestic saving.

Figure 12
Short-term Capital Flows in the Banking Sector and their
Debt Position
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5.1.1 Banking System Soundness

Considering the two aforementioned channels that transmit the impact of
capital inflows to financial sector stabilithanks with high capital adequacy
ratio (CAR) and good assets qualities (indicated by low rate of non-performing
loan (NPL)) are believed to be fundamental for banking system soundness.
Banks with high capital ratio (higher than that of required ratio) are assumed
to be able to absorb all reasonable amount of loss, whereas banks with good
assets qualities imply that they are exposed to lower pressures of financial loss
either related to risks associated with capital inflows or other rigkse 2
exhibits both ratios in the recent years and of that before the 1997 financial
crisis. Despite the high credit growth this recent year (around 30%), the average
CAR of the banking sector is far higher than required (8%) with lower NPL
of 3.4% at the end ofugust 2008.This implies that banking sector is now
relatively strong to handle credit risks, interest rate risk, and currency and maturity
mismatch risks.

Table 2
Capital Adequacy Ratio and Non-Performing Loan (in pecent)
Period CAR NPL
1996 11.8 95
1997 92 8.1
1998 -15.7 53.8
2007 19.3 4.1
Jun-08 17.6 35
Aug-08 17.1 34

Source: Bank Indonesia
5.2 Capital Market Development

Figure 13 shows the recent development of the capital market in Indonesia.
The remarkable performance of the stock price index since 2004 is associated
with the relatively high growth of market capitalisation. Howetlgs noticeable
performance of the capital market was coupled with high volatility of the stock
price index which has been increasing significantly since the subprime scandal
burst in the second part of 2007. While the volatility was intensified, the earning
yield of the stock market has been lower than the BI rate since July 2005,
which indicates that foreign investors are attracted more to capital gain than
earning yield (dividend).
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Figure 13
Selected $ck Market Indicators
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The development of the capital market is relatively close to that of the
global financial market due to the relatively significant role of foreign investors
in shaping Indonesiga’capital market performancehis implies that the capital
market, besides benefiting from ample global liqujdi&yexposed and quite prone
to external shocks and more sensitive to global financial instability than that of
Malaysia, Singapore, Thailand and The Philippines. This is viewed to be connected
with the foreign ownership limitation of listed companies which is higher than
in those countries (Indonesia allows foreigners to own listed companies up to
100% (non-banking sector) as in the previous section, while in Malaysia,
Singapore and Thailand foreign investors are allowed to own only up to 49%,
whereas in the Philippines up to 51%). Figure 14 shows the average foreign
ownership in Indonesis’stock market, which exhibits a significant decline from
74.1% in 2006 to 59.6% in 2008 (up to September 2008) due to the global
liquidity problem following the subprime scandal.
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Figure 14
Average Forign Ownership in the $ock Market
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6. Determinants of Capital Flows

As the above analysis has shown, foreign direct investment flows are less
volatile than that of portfolio investment and other investment which are highly
unstable. This section investigates the factors that determine capital inflows into
the economy and verifies the things that influence short-term capital inflows and
FDI inflows decisions. The analysis conducted in this paper is estimated based
on the Pesaraat al (2001) autoregressive distributed lag (ARDL) regression
model.

6.1 Data, Estimation Model and Methodology

The data of the analysis are quarterly data that span from 1985Q1 to 2007Q4.
Some of the data are obtained from the International Financial Statistics (IFS)
that is published by the International Monetary Fund (IMF), such as exchange
rate, interest rate, inflation and US GOMRe US GDPgrowth and USI-BIll
are used as proxies to world economic growth and world interest rate, respectively
The nominal interest rate data are converted into real term by simply subtracting
the current inflation rate from it. Real GDdpital inflows and current account
per GDP ratio are obtained from Bank Indonesia and Statistic Indonesia (Badan
Pusat Statistik — BPS), whereas the country risk data employed is the composite
country risk index published by ICRG
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The empirical model of capital inflows used in this analysis is constructed
in the form:

Cap, =a, +a,CA, +a,Y, +a,r, +a,Y  +ayr" +aJCI, +a,CR, +&, (1)

whereCap is capital inflows which consist of foreign direct investment, portfolio
investment and other investment. The estimation will be conducted to the equation
of total capital inflows (Cap), short-term capital inflows (Caps) and foreign direct
investment inflows (FDI). Short-term capital inflows consist of portfolio investment
and other investment inflow€A means current account to GDP ratio which
hypothetically has a negative sign. Whylendr represent real domestic GDP
and real interest rate¥¥ andr* correspond to real world GDP growth and real
world interest rate. Both real GDP are estimated in the form of natural logarithm.
The explanatory variable @A, Y andr were regarded as the pull factors to
international capital inflows, where&$ andr* were considered to be the push
factors.JCI is changes of natural logarithm of stock (Jakarta Composite Index)
prices which represents return on investment in the stock market. This implies
that higher return in the domestic stock market leads theoretically to increasing
capital inflows. CR stands for country risk index which is estimated in the form
of 1/index. Thus, lower country risk is expected to attract higher capital inflows.

Several econometric procedures have been developed to investigate
cointegration among the questioned variabM§th regards to univariate
cointegration approach, the most popular method is that of Engle and Granger
(1987) and the modified OLS process of Phillip and Hansen (1990). The
Johansers (1996) full information maximum likelihood technique is one of the
most popular methods in testing multivariate cointegration. Recensingle
cointegration approach, well-known ARDL initiated by Pesaraat al.(2001)
has impressed increasing number of researchers. It is necessary to note that the
ARDL approach to cointegration has convinced econometric advantages in
comparison to other single cointegration procedures as followW$ielARDL
approach can cope with the endogeneity problems and inability to test hypotheses
on the estimated coefficients in the long run as can be found in the Engle Granger
method (Pesaran and Shin, 1999); ii) it is able to estimate both the long-run and
short-run parameters of the model simultaneodslg short-run parameters are
JT -consistent with the asymptotically singular covariance matrix antRDg -
based long run estimators of the long run coefficients are super-consistent
(Pesaran and Shin, 1998); iii) it can test for the existence of long-run relationship
between variables in level regardless of whether the regressors’ state of
stationarity are purely(0), purelyl(1), or partly integrated (Pesaran and Shin,
1999); iv) theARDL approach has far superior properties for the small sample
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in comparison to that of multivariate cointegration. (See e.g. Narayan (2005) for
discussion on the econometric advantages oARRBL method.)

The ARDL approach consists of two steps for estimating
cointegration (Pesaran et al. 2001). The first step is to test for the
existence of the long-run relationship among variables, whereas the second
step is to estimate the long-run and short-run coefficients in the same
equation. The test investigates the null hypothesis of having no coinegration
or long-run relationship among variables in the equatidh;

a=a,=a,=a,=-a,=-a,=a;=a, =0, it is tested against the
alternative hypothesid,: a, # a,, #a,, #a,, #a,; #a,, # a;; # a,; # 0 by

comparing the computdetstatistics to thé--statistics provided in Pesaran and
Pesaran (1997). If the comput&dstatistics exceeds the upper critical value
then theH  is rejected. If the=-statistics is below the lower critical value then

it entails no cointegration. Howevéf the F-statistics is in between the lower

and the upper bounds then it suggests that the test happens to be inconclusive.

The equation (1) is represented in &kirRDL model as follows:

ACap, =a, +Z:a“ACapH + Z%ACAH +Za3‘.AYH + ZLIA‘A}’H +Za5‘.AY'H +Za6,Ar*H +
i=0 i=0 i=0

i=1 i=0 i=0

n n
Za7iA']C[/—1 +Za81ACR/—1 tagCap, +a,,CA_ +ay, Y +ayn, +ayY i+ (2)
i=0 i=0

amr*,fl +a,5JCI_ +a,;CR_ +v,

The ARDL approach estimatgp+1)¢ number of regressions to find the
optimal lag for each variable, whepeas the maximum number of lag akds
the number of variables in the equation. Following Pesaran and Pesaran (1997),
we use 4 lags as the maximum lag since the quarterly data is employed. The
optimal model is selected using Schwarz Bayesian Criteria (SBC) due to the
finding of Pesaran and Smith (1998), based on Monte Carlo empirical evidence,
that SBC is preferable thkaike Information Criteria (AIC) as it minimises
the lag length to maximise the observatoodegree of freedom. Hence, this
analysis uses SBC in selecting the optimal lag for each variable in the model.

The conditionaRRDL-related error correction model (ECM) can be obtained

as the long-run relationship has been established. The general form of the ECM
estimation is constructed as in the equation (3).
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ACap, = a, + Z:a“ACapF1 + ZaZI.ACAH + Z%AYH + Z%-A”H + ZaS,AY*H + ZaﬁlAr*H +
i=0 i=0 i=0 i=0

i=1 i=0

zam‘AJCIH + zaxiACszl +AEC_, 47, (3)

i=0 i=0

6.2 Estimation Results

As noted above that tleRDL model is applicable irrespective of whether
the variables arg0) or I(1). Table 3 shows that while some variables such as
CA, Y, Y*, r* andCR arel(1), the rest aré(0). The results of thDF test
for null hypothesis of unit root in the variables in question presented in that table
indicate that théARDL approach to long-run relationship is more appropriate
than other procedures for testing cointegration.

Table 3
Results of the ADF Tests

Variable ADF Lag
Cap -4.165%* 0
ShCap -5.339%* 0
CA -1.902 1
ACA -14.280%* 0
Y -2.069 4
AY -3.79%* 3
Y* -2.415 2
AY* -4.392%* 1
r -4.201%* 5
r* -2.049 1
Ar* -5.465%* 3
ER -6.155%* 2
CR -2.758 1
ACR -5.675%* 1
JCI -9.640%* 0
RDF -3.404* 1
FDI -2.489 1
AFDI -13.677** 0

Notes: ** indicates 1% significance level.
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The ARDL method estimates (4+1¥390,625 number of regressions for
each model to get the best model selected by SBC. The long-run cointegration
and theARDL-based error correction model of total capital inflows, short-term
capital inflows and FDI selected by SBC are respectively shown in Figure 18.
In the long run, total capital inflows are influenced by country risk, current account,
real interest rates, domestic real economic growth and stock market return.
Higher country risk leads to lower capital inflows, whereas greater current
account surplus (per GDP) would need more capital inflows to finance it. While
domestic economic growth and stock market return have, as theoretically
expected, positive impact on total capital inflows, real interest rate has significant
negative influence on total capital inflows. This might suggest that foreign investors
consider other macroeconomic indicators such as domestic inflation which is
relatively higher than other countries in the region as additional factor influencing
investment decision into this country

In the short run, all the long run explanatory variables have significant effects
on capital inflows with lower coé€ient value. Moreoverthe error correction
model suggests that 57% of deviation of total capital inflows in the short term
from its long-run equilibrium will be corrected so that it will be maintained in
its long-run pattern. The significance of the error correction term coefficient
also implies that all variables involved in the regression are cointegrated is
confirmed.

In the estimation of short-term capital inflows, the cointegration model found
that only country risk, current account, stock market return and a dummy for
the 1997 financial crisis are statistically significant in influencing short-term capital
inflows. Opposite to current account and stock market return coefficients which
have less power in affecting short-term capital inflows, country risk becomes
more powerful in shaping long run short-term capital inflows. Howelmmestic
economic growth is statistically insignificant in determining short-term capital
inflows. This suggests that non-residents who invest in the short-term instruments
give more weight on country risk than they who invest for longer period.
Furthermore, in théARDL-based error correction model, the domént of
adjustment for short-term capital inflows is higher (0.85) than that of total capital
inflows.

The long-run model estimation exhibits that FDI inflows to domestic economy
is determined by country risk, current account, real interest rate and stock market
return. Howeverin the short run, stock market return is statistically insignificant
in affecting FDI inflows. This suggests that part of FDI inflows is in term of
acquisition of listed companies through the capital market and in the long term
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foreign investors also consider the performance of the existing listed companies.
On the contraryFDI investors would not notice stock market return in the short
run due to their long term horizon in investment. Howgekeal interest rate is
found to have negative impact on FDI as well as on total capital inflows. In
addition, FDI inflows estimation also found lower rate of adjustment (0.37) of
short-term deviation from equilibrium compared to both estimation of total capital
inflows and short-term capital inflows.

All'in all, the composite country risk index is extremely dominant in influencing
capital inflows into the Indonesian econaniiyvestment opportunities created
by high economic growth are less powerful than country risk which corresponds
to foreign investor views on comparative business risks in each cotlhisy
also implies that improvement in all components of country risk, such as political,
economic and financial risk, is similarly important in attracting capital inflows.
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Table 4

Estimation Results of theARDL Model

ARDL (1,4,0,0,0,0,0,0) selected based on SBC ARDL (2,0,0,0,0,0,0,0) selected based on SBC ARDL (2,0,0,0,0,0,0,1) selected based on SBC
Dependent variable : Capin Dependent variable : Caps Dependent variable : FDI
Sample: 1985ql - 2007g4 Sample: 1985ql - 2007g4 Sample: 1985ql - 2007q4
Regressors Long Run ECM’ Regressors Long Run ECM’ Regressors Long Run ECM”
CA -0.33%%* -0.19%* Caps(-1) 0.27%%* FDI1 -0.23%*
(-2.805) (-2.582) (3.026) (-2.120)
r -0.23%%% 0.01 (-1.684) CA -0.15%* -0.05%*
(-3.266) (-0.290) CA -0.13%* -0.11%* (-2.406) (-2.447)
rl -0.11%%* (-2.545) (-2.393) r -0.08*** -0.03**
(-2.780) r -0.01 -0.01 (-2.666) (-2.625)
2 0.03 (-0.327) (-0.326) r* -0.07 -0.02
(0.628) r* 0.08 0.07 (-0.525) (-0.544)
3 0.12%%% (0.713) (0.720) Y 0.02 0.01
(2.916) Y 0.02 0.01 (0.406) (0.410)
r* 0.09 0.05 (0.324) (0.320) Y* 0.16 0.06
(0.412) (0.413) Y* 0.16 0.13 (0.945) (0.878)
Y 0.21%%* 0.12%* (1.059) (1.034) CR -2.157H% -0.81%*
(2.186) (2.156) CR -3.309%** -1.89%** (-2.942) (-2.238)
Y* 0.15 0.09 (3.111) (-3.130) JCI 0.02* 0.002
(0.492) (0.479) ICI 0.01* 0.01* (1.743) (0.657)
CR -2.69%* -1.54% (1.808) (1.837) Constant 4.08%** 1.53%%*
(-1.988) (1.755) Constant 3615 3.08%% (3.377) (2.605)
JCI 0.03* 0.02%* (3.273) (3.187) ECM(-1) -0.37%*
(1.822) (1.992) D97q4 -9. 77k -8.34 %% (-3.573)
Constant 4.96%** 2.84%* (-5.117) (-7.391) R® Adjusted 0.32
(2.276) (2.024) ECM(-1) -0.85%** F-statistics 3.95
ECM(-1) -0.57%** (-7.651) DW-statistics 1.99
(-5.268) R® Adjusted 0.65
R* Adjusted 0.48 F-statistics 14.36
F-statistics 6.51 DW-statistics 2.33
DW-statistics 2.00

- *, ** and *** indicate 10%, 5% and 1% significance level, wehereas T-ratios are in the parenthesis.

2D Regressors in the Error Correction Models are in the form of first difference. For example, dr =r - r(-1), drl =r(-1) - 1(-2), dr2 = 1(-2) - r(-3), etc.




7. Conclusion

Indonesia has experienced high inflows of international capital since the
early 1980s to the first part of 1990s, attributed to the liberalisation measures.
The recent pick-up of the capital inflows, particularly in terms of portfolio
investment and foreign direct investment, are supported by significant
improvement of the macroeconomic fundamentals. Strong capital inflows created
external pressures through excessive exchange rate apprediatarhieve its
monetary objectives, in conducting capital flows, exchange rate and domestic
liquidity management, Bank Indonesia carried out foreign exchange market
intervention and domestic money market sterilisation. The degree of sterilisation
is found to be persistently around full sterilisation.

Foreign exchange market intervention and domestic money market
sterilisation have resulted in foreign reserve accumulation. Recent outstanding
reserve ratios to external liabilities are found to have improved compared to that
on the onset of the 1997 financial crisis.

Capital flows have greater implications for a small open econdikey
Indonesia. Capital inflows can have significant impact on the financial stability
through currency and maturity mismatch of assets and liabilities in the financial
sector The recent high credit growth seems to be less supported by capital
inflows due to lower amount of capital inflows into the banking sector compared
to the domestic credit boom in the previous periods. Opposite to the banking
sector recent noticeable performance of capital market is regarded to be closely
related to the recently strong capital inflows. The rise of stock price index and
market capitalisation are coupled with increasing stock price volaifilig is
considered to be attributed to the significant role of foreign investors, which are
more interested in capital gain than stock earning yield, in shaping capital market
development.

We found that country risk and current account are steadily significant factors
that determine capital inflowslthough the stock market return has significant
effect on capital inflows, its coefficients are fairly small and insignificant especially
in influencing FDI in the short run. Moreoyeilomestic economic growth which
can create investment opportunities is only significant in affecting total capital
inflows. This implies, it is is especially important that both fiscal and monetary
authorities pay more attention to macroeconomic fundamentals and institutional
development that can reduce business potential risks in the econbioly, in
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turn, can attract more capital inflows when investors are confident about the
risks of investing in countries about which they know little. Findlyorable
economic environment can be exceptionally supportive in optimising the benefits
of capital-inflow in the seeking of economic prosperity
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Chapter 4

CAPITAL FLOWS AND THEIR IMPLICA TIONS FOR CENTRAL
BANK POLICIES IN MALA YSIA

by
Raja SyamsuAnwar andTan Bee Chih

1. Introduction

The Malaysian economy has grown significantly since achieving independence
in 1957. Between 1970 and 2007, the economy expanded at an annual rate of
6.78%, which is higher than the global average of 4.34% for the developing
countrieS. Much of the economic success is associated with its outward-oriented
strategywhich is manifested in its open policies towards both current and capital
accounts.There is no denying that Malayssatlevelopmental progress has
benefited greatly from investment flows in terms of greater diversification, lower
financing costs, increased technological transfers, as well as higher levels of
investment and increased growth potential. Howeatethe same time, the small
size of the economy meant that the openness to financial flows exposed Malaysia
to the risks inherent with such flows, including their influence in accentuating
economic cycles, their destabilising impact on financial prices, and the challenges
they pose in the conduct of monetary policy and the maintenance of financial
stability.

1. The authors are stabf the MonetaryAssessment andtiategy Department and Economics
Department of Bank Negara Malaysia, respectivEhe views expressed are those of the authors
and should not be interpreted as reflecting those of Bank Negara Malaysia. The authors would
like to express their sincere gratitude to Sukhdave Singh, Marzunisham Omar, Mohd. Fraziali
Ismail, Madelena Mohameé&hmad Razi, Mohd Zabidi Md NepZarina ZainaAbidin, Toh Hock
Chai, Toh Seng GuariAlbert See Choon Kwang, Mohamad Hasni Sha’ari, l&vi.oon, Idwan
Suhardi Hakim, Muhamad Shukkbdul Rani, Mohd. Nozlan Khadri and Mohd. Helmi Ramlee
for their valuable comments and suggestions;f sibfthe MonetaryAssessment andti@tegy
Department and Economics Department of Bank Negara Malaysia for data assistance; and Rohani
Alang for secretarial assistan@sl errors remain our ownThis paper was prepared as part of
the 2008 SEACEN Research Project on Capital Flows and Their Implications for Central Bank
Policies in the SEACEN Countries.

2. Authors’ own estimates based on data sourced from the International Financial Statistics (IFS).
Developing countries refer to countries that are not members of the Organisation for Economic
Co-operation and Development (OECD). However, for several countries, real GDP data were
either not available or had gaps in the reporting.
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This paper aims to develop a deeper understanding of Makagg@érience
in coping with volatile movements of capital over the period 1991 to 2007, which
includes key episodes of capital account liberalisation and capital flows
management. It progresses as follows: Section 2 presents a historical account
of Malaysias capital account regime and the direct measures introduced to
manage capital flows. Section 3 discusses the trend of capital flows in Malaysia
for the period 1991 to 2007, followed by a discussion on their determinants in
Section 4. Sections 5 and 6 discuss the implications and challenges for monetary
policy and financial stability arising from large capital flows in the more recent
period. The conclusions are presented in Section 7.

2. Capital Account Liberalisation and Major Capital Flow Management
Policies

Malaysia moved to current account convertibility with the acceptance of
International Monetary Furéticle VIII in November 1968With the dismantling
of the sterling area arrangement in June 1972, Malaysia substantially liberalised
regulations on foreign exchange transactions with all foreign countries on 8 May
197334

Malaysia liberalised the capital account further in 1987. The liberalisation
of 1987 aimed at reducing the cost of doing business and was part of measures
to pull the country out of the economic recession of the mid-1980scifically
a number of exchange controls measures were eased on 1 January 1987. This
includes reducing the formalities businesses had to comply with when exporting
goods (e.g., raising the threshold for exchange control export declaration) and
allowing foreign investors greater access to domestic financing facilities to expand
local productive capacity (e.g., raising the limit for offshore loans).

3. Exchange control in Malaysia was previously linked to the sterling area arrangéwwording
to the Exchange Contrdict, 1953, both current and capital transactions between Malaysia and
the Schedulederritories (defined as former sterling area countries) were not subject to exchange
control. Exchange control regulations apply only to countries outside the Schdeufidries.
Capital transactions with non-SchedulBefritories were subject to exchange control. However
regulations were administered liberally with approval normally given for buoost fide transaction.

4. The dismantling of the sterling currency arrangement also led to the adoption of the US dollar
as the intervention currency in place of sterling on 24 June 1972, and ultimately the floating
of the ringgit on 21 June 1973.

5. The Malaysian economy contracted in 1984 and 1985 against the backdrop of balance of
payments difficulties due to the decline in global commodity prices, as well as sizeable external
borrowings and debt service payments by the government.
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In the period 1991-93, strong inflows of foreign direct investments (FDI)
were accompanied by significant inflows of short-term capifdle additional
liquidity caused by the capital inflows exerted pressure on domestic prices, led
to resource misallocation, as well as complicated monetary management. Hence,
in January and February 1994, Bank Negara Malaysia introduced administrative
measures to discourage short-term investment inflows and reinforce monetary
policy autonomy These measures were subsequently lifteligust 1994 after
the objectives to contain short-term inflows, limit monetary expansion and stabilise
the foreign exchange markets had been achieved.

Box I: Summary of 1994 Measures

= The 1994 measures were directed entirely at containing specubatiirgty by
discouraging short-term capital inflows.

= The measures included the following:

- The revision of the eligible liabilities base of the banking institutions for th
calculation of the SRR and the liquidity requirement to include all inflow of
funds from abroad.

- The imposition of limits on non-trade related outstanding net external liabiliti¢s
of banking institutions.

- Restricting sales of short-term monetary instruments to non-residents.

- The requirement for commercial banks to place with Bank Negara Malaysia the
ringgit funds of foreign banking institutions held in non-interest bearing account

- Prohibiting commercial banks from undertaking non-trade related swap and
outright forward transactions on the bid side with foreign customers.

14

172}

! Appendix | provides a detailed listing.
2 As observed byramirisa (2004), this was analogous to the unremunerated resefve
requirements on foreign borrowing used by Chile during the $990’

6. Appendix provides a listing of capital account measures introduced between 1990 and 2007.

7. As a result of the administrative measures in early 1994, the ringgit depreciated and short-term
capital recorded a net outflow of RM8.5 billion in 1994, compared with an average annual net
inflow of RM10.3 billion three years before. Nevertheless, the measures achieved the intended
objectives to contain short-term inflows, limit monetary expansion and stabilise the foreign
exchange market. Despite the outflow of short-term capital, long-term investment flows were
unaffected and recorded a net inflow of RM12.9 billion, slightly higher than the RM12.4 billion
average in the last three years. Money supply was also effectively contained. M3 fell sharply
from 23.5% growth in 1993 to 13.1% in 1994.
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In addition to the easing of the measures introduced in early 1994 to manage
capital inflows, the liberalisation during 1994-1996 reflected broader efforts to
create a freer foreign exchange environment in line with the sustained growth
in resident foreign exchange transactions. Measures were undertaken to reduce
the cost of compliance, allow small- and medium-scale industries greater access
to credit facilities, increase the efficiency of cross-border transactions and
encourage the relocation of the operational headquarters of multinational
corporations (MNG) to MalaysiaThere was also greater transparency in the
prudential rules on foreign borrowings and on the use of domestic resources to
fund overseas investment. The objectives of prudential guidelines were aimed
at containing the size of the external debt, ensuring companies meet their external
obligations and maintaining Malaysahvestment grade in international markets.
Measures undertaken during this episode of liberalisation included raising the
threshold for foreign borrowings requiring approval, allowing residents to maintain
foreign currency accounts with licensed onshore banks and to invest abroad
(conditional upon them not having domestic borrowings).

The onset of thAsian Financial Crisis in 1997 disrupted the liberalisation
process and introduced a new set of challenges for the management of financial
flows 2 Despite having relatively strong macroeconomic fundamentals in the period
preceding the Crisis, the ensuing panic and uncertainty in regional financial markets
manifested in significant withdrawals of portfolio investment from Malaysia.
Between end-June 1997 and end-August 1998, capital outflows had led to more
than a one quarter decline of international reserves (about US$7.2 billion), a
40% ringgit depreciation and a 72% fall of the stock marietimit speculative
pressure on exchange rates, Bank Negara Malaysia imposed limits on ringgit
swap transactions with non-residents that were not related to underlying
commercial transactions wugust 1997° A ban on short-selling of securities
listed on the KLSE was also introduced.

8. We do not attempt to discuss the causes ofAfian Financial Crisis as this subject has been
discussed extensively elsewhere in the literature. See for example Krugman (1998), Corsetti,
Pesenti and Roubini (1998) and Radelet and Sachs (1998), among others.

9. As noted in Bank Negara Malaysia (2000), real GDP continued to grow at about 8% in the first
two quarters of 1997, while the Government continued to record fiscal surpluses. The level of
external debt was low at 43.2% of GNFhile the current account deficit was reduced to 5%
of GNP in 1996 from 10% in 1995 and was expected to improve furtleasures to address
the supply constraints in the economy had been taken earlier since 1995 and were beginning
to show positive results, with inflation moderating to its lowest level of 2.1% in July 1997.

10Prior to 1997, the rapid growth of international trade and investment in the 1990s and the
availability of ringgit outside Malaysia had led to the development of an offshore market for
the ringgit that was based mainly in Singapdie meet greater demand for hedging instruments,
local banks provided forward cover against ringgit to non-residents. This facilitated the arbitrage
between domestic andfshore markets, resulting in greater currency volatility
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As the Crisis deepened, a more comprehensive package of selective
exchange control measures was introduced on 1 September 1998 with the aim
of curtailing ringgit speculation and regaining monetary independg&nitéhe
ringgit was also pegged to the US dollar at an exchange rate of RM3.80 for
one US dollar the following day

Box Il: Summary of 1998 Measures

= The September 1998 exchange control measures were aimed at stabilising short{term
capital flows and containing speculation by eliminating access to ringgit by speculators
by reducing the offshore market in ringgit.

= The measures included the following:

- The imposition of a one-year holding period for non-resident portfolio
investment.

- The introduction of approval requirements for selected ringgit-denominated
transactions among non-residents, as well as for resident investment abroad
exceeding a certain limit.

- The disabling of fund transfers among non-residents by prohibiting the crediting
of an ExternalAccount by another Extern&lccount holder

- The prohibition on the granting of credit lines to non-resident banks and
stockbrokers by banks in Malaysia

- The requirement for export and import transactions to be denominated in forejgn
currency and for all export proceeds to be repatriated back to Malaysia within
six months.

- Restrictions on the import and export of ringgit currency notes

= There were no controls on foreign direct investment flows while the current accofint
remained fully convertible.

! Appendix | provide a detailed listing.
2These measures supplemented the limits placed on swap transactions that werg¢ not
related to underlying commercial transactionfeefve 4August 1997.

11 Accompanying these measures, the CompaAiswas amended to limit dividend payments.
The Central Limit Order Book (CLOB) — the offshore market for Malaysian equities — was also
closed. Financial and corporate sector reforms were introduced to improve the weak financial
institutions and enhance the stability and resilience of the financial system. Prudential regulations
and risk-based supervision were also strengthened.

12 Following the imposition of the controls, nominal interest rates were reduced from 10.1% in
August 1998 to 3.2% iugust 1999.This reduced pressure on non-performing loans which
could have increased if interest rates had not fallen as they didar into the implementation
of the exchange controls, the Malaysian economy recovered from a 7.4% contraction in 1998
to a 6.1% growth in 1999. Inflation fell from 5.7% to 2.7% during the same period. With the
more orderly foreign exchange market conditions, the current account surplus rose from RM37.4
billion in 1998 to RM47.9 billion.

101



In fact, following the 1997 - 1998sian Financial Crisis, the capital account
liberalisation efforts resumed. Three phases of ensuing exchange control
liberalisation can be discerned. The liberalisations in 1999-2002 dismantled the
selective exchange controls measures imposed during the crisis. The liberalisations
of 2003-2005 and 2007-2008 were intended to both improve the business
environment and enhance the development of the domestic financial markets.

The selective exchange controls imposed in 1998 were subsequently relaxed
in stages between 1999 and 2001, with market stability remaining a key
consideration. This reflected the intention that such controls would not be a
permanent feature.

In line with the objective to continuously improve the business environment,
liberalisation measures were announced between 2003 and 2005. The measures
were specifically designed to provide greater flexibility for residents to manage
foreign exchange risks with licensed onshore banks in Malaysia and boost the
development of domestic financial markets. Residents were allowed to maintain
foreign currency accounts and invest in foreign currency financial products
offered by onshore banks while non-residents were allowed to maintain ringgit
and foreign currency account and hedge their foreign currency exposure with
onshore banks. The bond market was also opened up to MNCs, multilateral
development banks and international financial institutions for issuance of ringgit-
denominated bonds.

Due to increased integration with the rest of the world and consistent with
the positioning of Malaysia as a leading international Islamic financial centre,
further liberalisations were undertaken in 2007 and 2008 to build on the success
of the earlier liberalisation efforts. The objectives remain to expand the scope
of foreign currency business of onshore banks and expanding the investment
horizon and hedging mechanism of residents and non-residents. Howwekier
round, the banks were accorded a greater degree of independence to undertake
foreign currency business and more flexibility to obtain foreign currency and
ringgit funds for productive uses.

The Capital Control Index in Chart 1 gives an overview of the evolution of
capital account policies in Malaysia between 1990 and 2007. Given the difficulties
with taking stock of all the existing capital account restrictions, this paper utilises
data on changes to regulations pertaining to capital transactions as outlined in
the IMF Annual Report on Exchang®&rangements and Restrictions (1990 —
2007) andTamirisa (2004)The index was constructed by assigning weights to
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the changes in regulations using the scheme applig@drhirisa (2004). Outright
prohibition is given a weight of 1.0. Quantitative limits, approval requirements,
and a tax greater than ten percent is given a weight of 0.5, while notification
requirements, a tax less than ten percent, and other similar measures are given
a weight of 0.2. In addition, we assign a weight of 0.2 for an easing of quantitative
limits.'®* The changes are added or subtracted cumulatively relative to the base
period of January 1990. The index captures the tightening of capital controls in
1994 and 1998, as well as the sustained liberalisation between 1999 and 2007.

Chart 1: Capital Controls Index for Malaysia (1990 - 2007)
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Notes:
1/ Authors' own estimates based on data from the IMF Exchange Arrangements and Exchange Restrictions Annual Reports (1990-2007) and Tamirisa (2004)
2/ Data is normalised to the January 1990 level.

3. Trends of Capital Flows in Malaysia
3.1 Overview
Malaysia was generally a net recipient of capital in the period from 1991

until the onset of thésian Financial Crisis in 1997 (Chart ZJhe marked
increase in inflows was a common feature across the region. For most of the

13.The main difficulty in constructing such an index is the conversion of information that is
subjective into an objective measure. While the weighting scheme alleviates this problem, it does
not eliminate the considerable scope for interpretation.
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period, Malaysia registered net inflows in all three investment categories, i.e.,
direct investment, portfolio investment and other investment, which collectively
exceeded 10% of GDR year Of significance, direct investment had been
consistently a stable source of net inflows, followed closely by other investment
(consists predominantly of bank lending and private sector borrowings).
Meanwhile, portfolio investment flows were rather volatile. The sharp rise in
capital flows from 1991 to 1996 reflected the declining trend of interest rates
in advanced countries against the backdrop of slowing growth in their ecotfomies
During this period, sharp net capital inflows had resulted in sizeable current
account deficitswith the already high domestic savings rate, the capital inflows
provided additional impetus to domestic investment and economic aclivey
strong economic growth performance in turn supported the property and equity
markets and perpetuated the capital inflows.

Chart 2: Composition of Net Capital Flows
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Source: Department of Statistics, Malaysia

The situation, howevechanged in 1997 in the wake of the yen depreciation
and slowing regional export growth in 1996, and the devaluation of Thai Baht
in July 1997. Fear of broader currency devaluation and sizeable current account
deficits in some countries resulted in capital outflows from Esisin countries.

In the case of Malaysia, most of the outflows took the form of portfolio
investment and other investment. FDI remained resilient even up to the eve of
the crisis in 1997. This reflected investor confidence in the long-run prospects
of the Malaysian economy

14 Between 1990 and 1992, the US federal funds rate was reduced from 8% to 3%. The decline
of interest rates prompted institutional investors to search for high-yield opportunities in emerging
markets (Ito (2000)).

104



In 1998, Bank Negara Malaysia introduced capital account measures which
restricted portfolio investment outflows and moved to a fixed exchange rate
regime. From 1998, the general trend has reversed to net capital outflows. This
corresponded with the trend shift in the current account. The current account
turned from a deficit to a surplus of 12.4% of GDP in the period 1998-2007
following an adjustment in domestic investment to a more sustainable level, which
coincided with a more stable exchange rate environment as well as a rapid
expansion in global trade. Exports grew stronghderpinned by electronics and
electrical and commodity exports, while domestic investment and imports grew
at a slower pace. The surplus allowed the replenishment of reserves and reduced
Malaysias reliance on external capitd.large portion of net outflows was in
the form of other investment (which consists predominantly of bank lending and
non-bank private secta trade credits and loans). FDI continued to broadly
record net inflows even as overseas investment by Malaysian companies grew
larger over the years. Portfolio investment generally recorded marginal net
outflows until 2003, subsequently turning into net inflows and increasing in response
to global push and domestic pull factors. The following sub-sections elaborate
on the developments across different types of investment flows.

3.2 Long-term Investment Flows

Prior to theAsian Crisis, strong FDI into Malaysia contributedyily to the
net inflows in the financial account. The inflows coincided with the relocation
of Japanese and New Industrialised Economies (NIES’) export-oriented industries
to SoutheasAsia (particularly to Malaysia, Indonesia afkdailand) to mitigate
the impact of rising labour cost at home and the appreciation of the yen (associated
with the PlazaAccord® of 1985). In the case of Japan, the outflow of FDI was
also stimulated by large current account surpluses and the “bubble economy”
in the domestic market, during which the relative abundance of domestic credit
combined with the appreciating yen encouraged Japanese firms to invest@broad.
For the NIEs, additional impetus was given by the withdrawal of the Generalised
System of PreferencégGSP) for their exports in 1988. In addition, on the

15. On 22 September 1985, the finance ministers from the vgofigé biggest economies - the
United Sates, JapariWest GermanyFrance and the UK - announced the Plazeord. The
big-five had agreed to intervene in currency markets as necessary to engineer a depreciation
of the US dollar By the end of 1987, the dollar had fallen by 54% against both the Deutsch
mark and the yen from its peak in February 1985.

16. Bayoumi et al. (1996)

17. The Generalised System of Preferences (GSP) allows the importers, the developed economies,
to provide duty-free tariff treatment to certain products imported from designated developing
countries in order to promote economic growth in developing countries by stimulating their
exports.
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domestic front, the enactment of the Promotion of Investnfcttd (PIA) in

1986 further attracted FDI inflows from the US. These inflows moderated after
1997, reaching a low point in 2001 following the collapse of the technology
bubble in the United States. Nevertheless, the uptrend in FDI resumed in the
following years, underpinned by Malaysidage and long-standing presence of
MNCs in the manufacturing sectdt also reflected the continued favourable
domestic investment climate and economic growth prospects. More recently
overseas investment increased significardlytpacing the growth in FDThe
sustained increase in overseas investment by Malaysian companies reflected
their increased capacity and rising interest to venture abroad in search of new
and fast-growing markets which offer good retufns.

Chart 3: Foreign Direct Investment and overseas Investment Flows
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Source: Department of Statistics, Malaysia

3.3 Debt flows

External borrowings recorded small net inflows in the early 1990s mainly
due to public sector repayment of foreign debt (Chart 4). This was in line with
measures to rationalise the governnmeeiXternal debt position, following the
fiscal expansion in the 1980s.

18. The PIA (1986) offered generous incentives for export-oriented industries with a greater
degree of liberalisation and deregulation of trade and investment than previous policies.

19. Between 2003 and 2007, net profits and dividends accruing to Malaysian companies investing
abroad rose from 0.5% of GD#® 2.3% of GDP
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Chart 4: Debt Flows
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Source: Department of Statistics, Malaysia

External debt flow recorded sustained net borrowings between 1993 and
1997. This episode can be explained by large borrowings to finance private
sector capacity expansion and government projects. It was a feature of the
physical capital-induced growth of the early 1990s. It could be argued that some
of the external borrowings were counterproductive as there are views that the
rise in investment during this period was exces$¥ive.

The period of lage borrowings ended in 1998 with the onset ofAk=n
Financial Crisis. Private sector net borrowing reversed to net lending, largely as
a result of trade credit extension to importers abroad which is still very much
prevalent until todayThe public sectorhowevey continued to record net loan
draw-downs until 2002, due to the expansionary fiscal measures to support
economic growth and recovery after thgsian Crisis.These borrowings were
largely repaid in 2003. In recent years, the trend in public sector debt mostly
reflected borrowing or repayment activities by the non-financial public enterprises.
In particular the net outflows of debt (or net repayment) in the period 2005-
2007 coincided with the rising profitability of these enterprises.

20. Bustelo (2000) finds evidence of a decline in investment efficiency and capital profitability
in Malaysia, South Korea and Thailand. The incremental capital-output ratio (ICOR) displayed
an upward tendency in the early 1990s in Malaysia, South Korea and Thailand, indicating a
process of declining investmentfiefency and falling capital profitabilityAn increased share
of bank lending was directed to speculative investment in real estate, equities, and other
financial assets. For instance, real estate exposure of domestic banks was very high (30-40%
of total bank lending) in Malaysia and Thailand.
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3.4 Short-term Investment Flows

For Malaysia, short-term inflows surged in the early 1990s against an
environment of slowing economic activity in the industrial countries, the associated
fall in interest rates worldwide, expectations for ringgit appreciation and a period
of rapid domestic economic growth in excess of 8% per annum between 1988-
92 (Chart 6! The surge in short-term inflows was also evident in other
developing countries — Chile, Hong Kong, Singapore, Mexico, and Korea - which
received large international capital flows from the industrialised cou#tries.

Inflows of short-term capital were mainly directed at equity purchases.
Estimates indicated that net inflows of purchases of stocks and shares increased
from RM®6.9 billion in 1992 to RM20 billion between January and October 2993.

By 1994, Malaysia stock market capitalisation in relation to GRS
comparable to that of the United States and United Kingdd@apital inflows
were also driven by external borrowing by banks, especially in 1991 to 1993.
A considerable portion of these external liabilities were raised to cover the
commercial banks’ forward purchases of foreign exchange from domestic
exporters.

Chart 5: Short-Term Flows
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21. This is in line with the findings of Calvo et al. (1994) and Frankel and Okongwu (1995), which
affirms the role of low world interest rates in driving capital flows into emerging economies
in the early 199@.

22. According to Ishii and Dunaway (1995), there also appears to have been some reassessment
of riskiness, particularly o&APEC developing countries, owing in part to the solid macroeconomic
track records they have established and their generally strong economic performance over the
period.

23. Bank Negara Malaysia (1994)

24. Bank for International Settlements (1995)

108



The pattern of capital flows was a reflection of Malaysralatively liberal
exchange control regime, which enabled the country to benefit from the global
increase in trade and investment in the 1990s. The ease of entry and exit for
the Malaysian stock market was confirmed by the 1994 survey by the
International Finance Corporation on emerging stock markets that identified
Malaysia as one of the markets with the most liberal exchange control g§stem.
The development of the ringgit offshore markets was also not possible without
broad access to ringgit.

Nevertheless, the influx of capital led to a rapid expansion of money supply
causing strains to domestic productive capacity and exerting upward pressure
on prices. More importantlyhe inflows caused misallocation of resources, which
diverted from productive sectors to unproductive sectors, such as the real estate
and stock markets. In early 1994, exchange control measures were introduced
to discourage short-term inflows and reinforce monetary policy autanomy
Together with the correction in the domestic equity market and the narrowing
of interest rate differentials, the measures facilitated the outflow of bank lending
during the course of 1994s a result, the short-term net inflows decelerated
significantly from US$14.2 billion (28% of GDP) in 1993 to US$0.3 billion (2.8%
of GDP) in 1994. The exchange control measures were never meant to be
permanent, and were gradually lifted during the second half of 1994 as the
objective of discouraging speculative short-term capital inflows was®met.

The respite was brief as short-term capital inflows resumed in 1995 and
1996 against the background of strong economic growth, a reinvigorated stock
market and the shift in interest ratefeientials back in Malaysia'favour As
a result, between 1995 and 1997, the ringgit was subject to intense upward
pressure despite the country running current account deficits during that period.
Nevertheless, the conditions changed dramatically in 1997 as the earlier build-
up of capital inflows reversed sharpfhort-term capital flows stabilised in the
fourth quarter of 1998 following the introduction of the comprehensive package

25. Bank Negara Malaysia (1994)

26. It is noteworthy that by January 1995, when the Mexican crisis occurred, a sizeable proportion
of these funds had flowed out, thus limiting the contagion effect of the peso crisis on domestic
financial markets.
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of selective exchange controls and the fixing of the ringgit to the US dollar in
September 1998.

As conditions normalised after the Crisis, there appears to be a shift in the
behaviour of short-term investment flows with other investment forming the bulk
of the net outflows. This in large part can be attributed to trade credits extended
by Malaysian exporters and increased bank lending abroad, which, in turn,
reflected the shift from the prolonged trade deficit prior to the Crisis to the
continuous trade surplus since 1998.

During the fixed exchange rate period, portfolio investment generally recorded
a net outflow until 2003. The key drivers for the net outflows were geopolitical
developments and concerns by market participants over the sustainability of the
ringgit peg following the weakening of the Japanese yen. The weakness of the
US dollar and expectations for a revaluation or unpegging of the ringgit resulted
in sizeable inflows of portfolio investment into Malaysia in 2004 and the first
half of 2005, and to a lesser extent, increased foreign deposits in the banking
system in 2003 and 2004. Howeyvdre sizeable portfolio inflows reversed in
the second half of 2005 following the unpegging of the ringgit. This culminated
in a net outflow for 2005 as a whate.

Short-term capital movements recorded net outflows in 2006 and 2007. The
net outflows also reflected the sizeable increases in banking system external
assets in 2006 and 2007 arising from increased diversification of portfolios and
greater access to foreign currency from domestic soufcea. lesser extent,
this trend reflects the more liberal exchange control environment prevailing after
2005, which dbrded greater flexibility for residents to invest abroad. However

27. Although there are mixed views over the effectiveness of the controls on short-term capital
outflows, there is some evidence in the literature to suggest that the controls imposed by
Malaysia did achieve, in varying degrees, their intended purpose. For example, Kaplan and
Rodrik (2001) suggest that Malaysia'ecovery was faster and less painful compared to Korea
and Thailand. Edison and Reinhart (2001) concludes that the controls in Malaysia achieved
their objectives of greater interest rate and exchange rate stabilityaamdsa (2004) found
that controls on portfolio outflows and on bank and foreign exchange operations facilitate
reductions in the domestic interest rate. What cannot be disputed is that the controls were
effective in containing the internationalisation of the ringgit, thus depriving speculators of
their main source of financing for their speculative activities. For a cross-country perspective
on the use of capital controls, refer Aviyoshi et al. (2000).

28. The ringgit link to the US dollar was severed on 21 July 2005. Subsequéetlynggit would
be managed against a basket of currencies. There is no predetermined path for the exchange
rate, with intervention operations mainly to minimise volatility
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more recentlythe trend has changed to net inflows due to net placement of
deposits by foreign banks in the domestic banking system.

4. Determinants of Capital Flows

In this section, we provide the results of our empirical investigation into the
determinants of investment inflows to supplement the observations made in the
preceding sectiondVe approach the issue by distinguishing between two sets
of factors affecting capital movements. The first are country specific or pull
factors. The second are global or push factors.

The pull factors are attractors which reflect domestic opportunity and risk.
This paper considers eight types of pull factdiisese are economic activjity
the rate of return, the balance of payments, the exchange rate, institutional quality
capital market imperfections, trade openness and economic vulnerabilities.

Strong domestic economic activity and growth performance tend to lead to
higher investment rates as expected profitability increases. Domestic output is
also a proxy for market size and hence economic opportunities and potential
sales. In this regard, we expect a positive sign for the coefficient on the economic
activity variable.We use real GDRo represent economic activity

If country risk and liquidity considerations are the same across countries,
capital flows will be attracted to countries with the higher rate of return. In this
paper we consider the role of real interest rates and stock market returns in
attracting portfolio investment inflows. In the case of FDI, the rate of return is
proxied by real interest rates, the relative marginal productivity of capital (MPK),
differentials in sovereign bond yields and the incremental capital-output ratio
(ICOR). %31 High domestic interest rates, MPK and sovereign bond yield
differentials are expected to lead to more FDI infloluscontrast, a higher
ICOR will lead to less investment because it implies less efficiency in the

29. An alternative is the dichotomy between the supply and demand for capital. See, for example,
Felices and Orskaug (2008).

30. In this paper, we considered the MPK relative to the United States, Japan, and the average
of the two.A high MPK relative to other countries should lead to more investment inflows.
We follow Lipschitzet al (2002) and derive the relative MPK from a common Cobb-Douglas
production functionYt = AKia Lil-a. With a given output per worker relative to the capital
exporting countryand assuming that=1/3, we can derive the relative capital per worker and
ultimately the MPK.

31. The ICOR is calculated by taking the ratio of gross fixed capital formation relative to the
change in GDP
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utilisation of capital. The difference in expected signs on the coefficients is due
to the diferent definition of the variables. Generalhowever higher returns
results in more inflows.

The balance on the current account has implications on the direction of
capital flows.A current account deficit requires a capital account surplus to
offset the deficit? Specifically it requires a capital inflow (net new borrowing)
from the rest of the world to finance the deficit. In this case, the current account
balance is expected to be negatively related to investment infiddtematively,

a current account deficit that is seen to be rising towards unsustainable levels
can also be an indicator of economic vulnerabilitgsustainable current account
deficits accompanied by macroeconomic instability and structural weaknesses
can degenerate into an external crisis. In this case, the relationship is positive
whereby a current account surplus increases investment while a deficit reduces
capital inflows.We control for this déct by including the ratio of the current
account balance relative to GDP in our empirical exercise.

Real exchange rate appreciation means a less a competitive ecblemog
a stronger exchange rate would lead to less investment inflows, implying a negative
sign on the exchange rate do®ént. Recent experience, howeysuggests
that the relationship may be positive if an exchange rate appreciation fuels
expectations for further appreciation. In this papez use an economy-wide
exchange rate, which is the real effective exchange rate as provided by the
International Monetary Fund.

Another dimension is exchange rate volatiliijhie common belief is that
greater exchange rate volatility would deter investment inflows. This is consistent
with the interpretation that investors are averse to currency Ais@&ther
interpretation is that greater exchange rate volatility is also an indicator of financial
instability. In both cases, the expected sign on the exchange rate volatility
coeficient is negative. Converselgreater volatility in itself may be an inducer
for capital inflows if investors are not averse to currency risk, and if the expected
payoff from exchange rate movements is large. In this scenario, the sign could
be positive. In this papeexchange rate volatility is defined as the standard
deviation of the daily returns for the trade-weighted nominal effective exchange
rate, which is multiplied by the square root of 253 to annualise it (since there
are 253 trading days in a yeét).

32 This stems from the identity that CA = -KA, where CA is the current account balance and KA
is the capital account balance.

33 This is a common way of estimating the volatility parameter for the purpose of pricing options
contracts (Zhang, 1997).
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Institutional quality encompasses aspects such as the legal structure, security
of property rights, government tax and incentives structure, the degree of
corruption, whether a country is member of a free trade area or currency area,
whether a country shares a common language, and the level of capital and
financial market development, among others. Malaysian time series data for
most of these variables are limit&dAs a second best, we approximate
institutional quality with financial market size and liquidigs defined by the
ratio of stock market turnover relative to market capitalisafionell developed
and liquid financial market allows investors easy access to domestic investment
opportunities and allows them to liquidate their investments quigklguch, it
can be expected to have a positive effect on investment inflows.

Restrictions on capital flows are generally expected to have a dampening
effect on capital inflows. Restrictions on capital movements prevent capital
flows from exploiting differentials in rates of return. For example, taxes on capital
inflows or outflows reduce the incentive to invest by reducing the rate of return.
Imposing new restrictions on capital flows would raise investor concern that
they cannot repatriate their money and also give rise to future policy uncertainty
In this paperthe restrictions on capital flows are proxied by a capital controls
index®

Openness to trade or external exposure makes inputs more efficient. Greater
openness to trade facilitates the econanagloption of more g€ient production
techniques. Foreign investors are also attracted by countries with lower trade
barriers because they are not faced with extra production and distribution costs.
This suggests a positive relationship between openness and capital inflows.
However it may also be the case that high fariéould lead to more direct
investment in an attempt to establish presence and market Bfzale openness
is defined as the sum of exports and imports relative to. GDP

The final pull factor we consider here is country risk. The risk of investing
in an economy increases with the intensification of macroeconomic vulnerabilities
and political instabilityThese, in turn, raise investor expectations on the prospect
for economic and financial crisis or political unrest. Investment inflows are thus
expected to react negatively to higher investor perceptions of countryvesk.

34. For example, data coverage for Malaysia in W§erld Bank and the International Finance
Corporation co-publication Doing Business starts from 2004. In any case, such information
is usually gathered from survey data and hence is seldom available at quarterly frequencies.

35. Refer to the earlier discussion on page 7.
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proxy economic vulnerabilities and country risk with the Economist Intelligence
Unit (EIU) country risk index and the ratio of international reserves relative to
short-term external dePt.

Push factors comprise external events that drive capital flows to a country
or divert them awayThis paper considers four types of push factbhese are
global economic activitythe global rate of return on capital and financial
investments, the role of contagion and global risk aversion.

Strong global economic activity increases the expected profitability in other
economies. This diverts capital flows away from the domestic economy because
of better investment opportunities abroad and implies a negative relationship
between global economic activity and capital inflows. Howestong global
economic activity could also mean that there are more funds available for
investment abroad. In this case, the sign on the global economic activity coefficient
may be positive. In this papeaglobal economic activity is proxied by U.S. real
GDP

Investment flows will be attracted to high global rates of return on capital
and financial asset$he global rate of return is also a measure of global liquidity
In both instances the global rate of return is expected to be negatively related
with investment flows into Malaysia. For our empirical exercise, the global rate
of return is proxied by U.S. interest rates and stock market returns.

As noted by Hernandeat al (2001), the clustering of flows during the
episodes of large private capital flows toward developing countries suggest that
some form of contagion could have occurred. Contagion implies that capital
inflows to a country should coincide with capital inflows in other countries which
are perceived as being similar or as having real economic linkages. Hpwever

36. The EIU country risk index is a simple average of indices representing sovereign risk, currency
risk and banking sector risk. This makes the EIU index our preferred measure of economic
vulnerability and country risk. However, we also ran the portfolio investment and foreign
direct investment regressions with the ratio of reserves to short-term term external debt in
its place for robustness (see the discussion on the estimation results below). It should be noted
that the EIU index series for Malaysia started from the first quarter of MB6extended
the series back to 1991 using the Standard and Poors sovereign foreign currency ratings based
on the scheme used by EIU to compare bond ratings with the index.
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the relationship can be negative if countries are instead treated as close substitutes.
We construct a proxy for contagion that is conceptually similar to Hernandez
et al (2001)%

Global appetite for risk can be expected to influence movements of short-
term capital flowsA common proxy for global market risk aversion is the Chicago
Board Options Exchang¥olatility Index (VIX) index3® The VIX index is a
measure of expectations of néarm volatility, which is, in turn, assumed to be
inversely related to risk appetite (i.e., greater volatility lowers global appetite for
risk). Over the past decade, there were several episodes of heightened global
volatility, as indicated by sharp spikes in #iX index. As noted by Cairns et
al (2007), these episodes occurred\ugust 1998, September 2001, June-July
2002 and May 2006. In enggng Asia, the May 2006 episode saw heavier net
sales of equities by non-residents than in earlier episddesuch, we can
expect a negative relationship between higher global financial market volatility
and short-term capital inflows.

Formally, the importance of push and pull factors in explaining capital inflows
are investigated by estimating the following equation:

CF=a+BX +0Z +u

Whereby;

CF denotes capital inflows

a is a constant

X is a vector of domestic or ‘pull’ factors
Zis a vector of external or ‘push’ factors

b is a vector of coefficients to be estimated

37. Specifically we use a weighted average of capital inflows to Indonesia, Korea, Philippines and
Thailand. The weights are apportioned based on the degree of similarity of a particular country
with Malaysia across six macroeconomic indicators, namély annual inflation rate, the
current account balance, the stock of international reserves, the stock of foreign debt, the
rate of economic growth and total exports. The variables are measured either in percentage
points or as a share of another relevant economic variable, (&@®@rts or imports)The
degree of similarity is measured as the inverse of the numerical difference between a regional
country and Malaysia for an economic indicator

38. The Chicago Board Options Exchangelatility Index (VIX) is a measure of expectations of
nearterm volatility, as conveyed by S&B00 stock index option prices.
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d is a vector of coefficients to be estimated
uis a residual

The dependent variables considered are gross inflows of foreign direct
investment and portfolio investment. The data for these variables were sourced
from the Cash Balance of Payments Reporting System (CBOP) of Bank Negara
Malaysia®® Other data were sourced primarily from the International Financial
Statistics, and where necessasypplemented by national sources, Bloomber
the United Nations Population Information Network, WWerld TradeAtlas and
the Joint BIS-IMF-OECD-WB External Debt Hub, as well as the authors’ own
estimated? Estimation was constrained to the period between the first quarter
of 1991 and fourth quarter of 2007 because of the limited availability of data
on gross flows.

Augmented Dickey-Fuller unit root tests indicate that the two dependent
variables are integrated of order one or K1Jhe explanatory variables
considered are at most I(The Trace and Maximum-Eigenvalue test statistics
from Johansen Cointegration tests, howewglicate the presence of cointegration
between the dependent and explanatory variables at the 5% significance level.

We adopt the conventional general-to-specific procedure to estimate a
parsimonious model. For portfolio inflows, the dependent variable is initially
specified as being a function of the contemporaneous and one-period lagged
observation of the explanatory variables. This is to reduce the likelihood of omitted
variablesAt the same time, the one-period lag is assumed to be adequate given
that portfolio flows appear to respond to short-term developments. In the case
of FDI inflows, the dependent variable is initially specified as being a function
of the contemporaneous and four-period lagged observations of the explanatory
variables. The four-period lag specification is adopted given the strategic nature
of FDI decisions. Dummy variables were also included in the FDI equation to
account for sizeable inflows arising from merger and acquisition activities in the
latter part of the sample.

39. The Department of Statistics, Malaysia, only publishes data on a net basis.

40. This applies particularly to the construction of the Capital Controls Index, the alternative
measures for the relative marginal productivity of capital, the incremental capital output ratio,
and the measures of exchange rate volatility

41. As noted by Sarno andaylor (1997), given that the dependent variable is 1(1), there must
be at least one I(1) variable among the explanatory variables. If not, the estimated equation
will be mis-specified.

42. Results for the unit root and cointegration tests are not reported.
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The final specification for both the portfolio investment and FDI equations
includes a lagged dependent variaBl&he inclusion of the lagged dependent
variable suggests some persistence in capital inflows. For example, in the case
of portfolio inflows, every US$1 billion received in the previous quarter will, on
average, see an inflow of US$0.65 billion in the current quérigre lagged
dependent variable also allows us to interpret the estimated equations as a partial
adjustment modéeP. For convenience and space considerations, here we report
the long-run representation of the final portfolio investment and FDI equétions.

The results inTable 1 indicate that in the long term (i.e., when the partial
adjustment dynamics have completed) portfolio investment inflows are affected
by both pull and push factors. In terms of pull factors, portfolio investment inflows
are affected positively by domestic economic growth, REER appreciation and
NEER volatility, domestic stock market performance and liqujdis/well as the
ratio of reserves to short-term external deli@onverselyportfolio inflows are
negatively diected by capital controls and contagi@ith regard to global push
factors, portfolio investment inflows are affected negatively by strong global
economic activity and stock market performance, as well as increases in global
financial market volatilitylt is noteworthy that the signs on the REER appreciation
and NEER volatility coefficients are positive. The positive relationship between
portfolio inflows and exchange rate changes and volatility could reflect that in
the past, investors expect an initial currency appreciation will be followed by
further appreciation. The negative sign on the coefficient for the contagion
variable indicates that in the past, an increase in portfolio investment into countries

43. In the case of the portfolio investment equation, omission of the lagged dependent variable
noticeably reduces the explanatory power of the model and results in problems with serial
correlation.

44. This is based on the coefficient of 0.65 on the lagged dependent variable in the estimated
portfolio inflows equation.

45. In the case of a partial adjustment model, the lagged dependent variable reflects the speed of
adjustment of capital inflows toward its desired level. The long-run coefficients for the
explanatory variables are derived by assuming that recorded capital inflows are equal to their
desired levels (i.e. CFt = CFt-1). If we denote the coefficient of the lagged dependent variable
as gt-1, we can calculate long-run coefficients for the explanatory pull and push variables as
bi / (1- gt-1) and di / (1- gt-1).

46. The more detailed estimation results are reporteAgpendix Il and IV

47. Estimation was initially conducted with the EIU Index as the measure of country risk and
vulnerability. This specification yielded a positive sign for the EIU Index ficieht, suggesting
that portfolio inflows increased with higher country risk. The exchange rate variables also
became insignificant. Ultimatelyve chose the specification with the ratio of reserves to short-
term external debt as our final equation because of its slightly better explanatory power
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that are similar to Malaysia was associated with less portfolio inflows. This
suggests that investors could well be discerning in allocating funds across similar
countries. Howeverthis does not imply that investors are discerning when it
comes to portfolio outflow®

In contrast, the result ifable 1 indicates that FDI inflows aredaty driven
by pull factors. FDI inflows increase with the ratio of the current account to
GDP FDI inflows to similar countries, and stock market liquidfIl inflows
decrease when the domestic rate of return rises, when the REER appreciates,
when capital controls are tightened and when county risk increaiebe
coefficients have the expected signs except for the rate of return. Using other
measures to proxy for the rate of return, such as Malaysiaginal productivity
of capital relative to the US and Japan (both individually and as a simple average
of the two), the incremental capital-output ratio for Malaysia and yield differentials
for long-term bonds also returned a ‘wros@n# However we suggest caution
in interpreting the results for the FDI equatidve could not obtain well-behaved
residuals for the various FDI equation specifications. Even the final FDI equation
specification chosen suffers from non-normality in the residuals.

Table 1: Determinants of Capital Inflows

Determinant
Pull Factors
Domestic Economic Activity Domestic Real GDP (RM million) 0.6 .
Current Account Balance Ratio of Current Account Balance to GDP (Percent) . 27
Domestic Rate of Retumn Domestic Short-Term Money Market Interest Rate (Percent) . 905
Exchanae Rate REER (Quarterly Chanae, Percent) 740.3 -39.1
Exchange Rate Volatility NEER Volatility (Quarterly Change, Percentage Points) 13134 .
Institutional Quality Stock Market Liquidity (Percent) 12517 23
Capital Account Restrictions Capital Controls Index (Percent) -523.1 245
Country Risk and Vulnerabilities Ratio of Reserves to Short-Term External Debt (Percent) 6.9 .
Country Risk and Vulnerabilities EIU Index . 337
Domestic Finacial Market Retuns | KLCI Returns (Percent) 134.8 .
Push Factors
Global Economic Activity U.S. Real GDP (USD billion) -10.1
Global Financial Market Volatility | VIX (Quarterly Change, Percentage Points) 4255
Global Financial Market Returns S&P 500 Index Returns (Percent) -466.54 .
Contaion Capital Inflows to Similar Countries (USD million) 0.1 08

Notes:

1/ Reported coefficients are the sum of the coefficients from the portfolio and foreign direct investment regressions reported in Appendix Iil and IV
2/ Coefficents from the estimated equations have been adjusted to their steady-state levels by dividing the coefficient of the explanatory variable by one minus the
coefficient of the lagqed dependent variable. Where necessary, adiustments were also made to re-scale the log-transformed variables.

48. It would be interesting to test this conjectufée experience during thsian Financial Crisis
and in recent years certainly suggests that investors are less discerning when it comes to taking
their investments out (i.e., herding).

49. In the case of the ICOR and the long-term bonds yield differentials, the variables were found
to be insignificant and dropped from the respective equations.
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5. Capital Flows and Monetary Policy

The period 2004-2007 saw the return of large scale portfolio flows into
Malaysia. Malaysia was not unique in this sense as the trend was prevalent
across the region, and emirg markets more generallfhe weakening of the
US dollar amid low US interest rates precipitated the search for higher investment
returns elsewhere. On the domestic front, the positive prospects for economic
growth and the strong performance of the corporate seasowell as the
deepening of the domestic bond market, enhanced the attractiveness of Malaysian
assets. Inflows were also driven by expectations for a possible realignment of
regional currencies.

Unlike the sustained net inflow of portfolio investment in the early X990’
recent inflows have shown to be prone to sharp and sudden rev&ltbalagh
portfolio investment for 2005 as a whole recorded a small net infiayther
frequency data indicates that net inflows were sizeable in the first half of the
year However following the move to a managed float exchange rate regime
on 21 July 2005, portfolio investment recorded a substantial net outflow as
expectations for ringgit appreciation subsided.

In the first half of 2006, foreign portfolio inflows returned in view of the
strong fundamentals and attractiveness of Malaysian financial assets. These
inflows reversed following the global financial market correction in May 2006,
but resumed in the second half of 2006 and into the first quarter of 2007, reflecting
increased foreign interest in the domestic stock maAgdin, howeverthe
portfolio inflows was interrupted by several external market developments,
including the Shanghai market correction in February 2007 and heightened global
market uncertainty following the US sub-prime mortgage problem in July and
August.

The sizeable movement of financial flows complicated monetary palscy
well as monetary and exchange rate management. The objective of monetary
policy in Malaysia has always been the attainment of sustainable level of economic
growth with price stabilityOperationallythis entails the simultaneous attainment
of internal (output is at potential such that there are no price pressures) and
external balance (exchange rate is in line with underlying fundamentals) in order
to provide an environment conducive for sustainable economic growth.

At the first instance, the sizeable build-up of capital inflows in 2004 and the

first half of 2005 in anticipation of currency revaluation exerted tremendous
upward pressure on the exchange rate. In view of the fixed exchange rate
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system prevailing at the time, Bank Negara Malaysia intervened in the foreign
exchange market to maintain the ringgiparity with the US dollarBetween
September 2004 and September 2005, reserves increased by US$24 billion.
However portfolio investment recorded a substantial net outflow as expectations
for ringgit appreciation diminished after the move to a managed float exchange
rate regime in July 2005. In the last quarter of that,yiagernational reserves

fell by about US$10 billion as Bank Negara Malaysia intervened to mitigate the
downward pressure on the ringgit.

As foreign exchange market conditions normalised in early 2006, the
resumption of portfolio inflows renewed upward pressure on the ringgit. While
Bank Negara Malaysia is not averse to a stronger exchange rate, there is concern
over the potential impact of the rapid pace of appreciation, as well as the possibility
of sharp and sudden reversals, on domestic financial markets and the economy
more generallyTo address this concern, the central bank intervenes in the foreign
exchange market to smooth the extremities while preserving the underlying trend.
Intervention has been two-wakhe build-up of reserves since the move to the
managed float merely reflects the dominance of periods of inflows relative to
outflows.

An important element in ensuring the effectiveness and efficiency of central
bank intervention operations is the ability to segregate stable long-term flows
from the flows that are easily reversible. In view of the important role of capital
flows in the Malaysian economBank Negara Malaysia has developed several
internal reporting systems to enhance its surveillance and monitoring of capital
account transactions. The monitoring systems on capital flows include the Ringgit
Operations Monitoring System (ROMS), the Cash Balance of Payments Reporting
System (CBOP) and the Quarterly ExterAaket and Liability (EAL) Survey
The ROMS provides information (near real-time basis) on cross-border flows
which affect the international reserves of the Bank. The CBOP provides detailed
data on all cross-border flow of funds between residents and non-residents
transacted through the banking system, inter-company accounts and overseas
accounts.The Quarterly Externalsset and Liability (EAL) Survey provides
detailed information on overall flow and stock of external assets and liabilities
of the economyincluding the potential claims or servicing obligatiofsgether
these systems provide the Bank with in-depth knowledge on the composition,
size, source and currency exposure of capital inflows and outflows, and facilitate
timely assessment of risks.

To prevent the expansionary impact of external operations from driving
interest rates below the targeted level, the central bank sterilises the foreign
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exchange intervention through money market operathshft. should be noted

that monetary policy has always been focused on domestic considerations.
Despite the strong portfolio investment inflows, Bank Negara Malaysia raised
the benchmark Overnight Policy Rate (OPR) three times between 2005 and
2006 by a total of 75 basis point$is reflected the need to normalise monetary
conditions after a prolonged period of low interest rates and restrain nascent
inflation pressures. Given these considerations, sterilising the inflows was an
effective means to limit the impact of large and rapid capital movements on
domestic monetary conditions and the economy more generally

In view of the increasing size and erratic nature of portfolio investment, a
larger and more liquid domestic asset market would facilitate monetary operations
and minimise disruptions associated with large movements of investment#lows.
To this end, considerablefefts have been made to further enhance financial
market development. The introduction of new money market instruments, including
the Bank Negara Monetary Notes (BNMN) and Islamic money market
instruments have improved liquidity management, deepened and broadened the
conventional and Islamic money markets and enhanced the capacity of the
financial system in absorbing capital inflows. Significarithg size of the domestic
bond market has increased by more than 4 times since 1998, while the proportion
of private debt securities in the bond market is approaching the 50% kevel.

a result, Malaysia has managed to ride out the recent periods of turbulence in
international capital markets without any serious disruptions.

50. InApril 2004, Bank Negara Malaysia moved to a new interest rate framework which operationally
targeted the overnight interest rate.

51. Although there are views that the combination of intervention and sterilisation could involve
significant fiscal costs (especially when the interest rate differential is in favour of the domestic
currency), the point is moot. Central banks surveyed by Neely (2001) unanimously reject the
notion that profitability is a consideration in intervention, suggesting that cost considerations
are superseded by other motives,

52. Despite the challenges posed by portfolio investment flows, the increase in non-resident activity
has also had a positive impact on Malaysian financial maasetspital inflows have contributed
to the increase in the size and liquidity of the Malaysian asset markets.
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Chart 7: Instruments of Liquidity Operations (% Share)
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The improved ability to absorb the sizeable investment inflows has enabled
Bank Negara Malaysia to effectively contain the growth of money supply and
limit the impact on overall economic activifyhis is in contrast to the situation
in the early 199® when inflows became the main source of M3 expansion
(Chart 8)%

Chart 8: Determinants of M3
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53. In the early 1990s, Bank Negara Malaysia faced the dilemma of conflicting policy objectives
arising from the contractionary monetary stance to control inflation and the need to maintain
low interest rates to discourage the inflow of speculative funds. In 1993, this dilemma became
more acute in the face of massive capital inflows making it increasingly difficult to contain
the growth in money supply to control inflation.
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It is noteworthy that large capital flows have not diminished Bank Negara
Malaysias influence over interest rate&s noted earlierMalaysias interest
rate policy has always been based on the central dadsessment of the
prospects for inflation and economic growth. Being a small and highly open
economy close attention is focused on external factors and their potential
implications on domestic stability While laige capital inflows have played a
role in influencing the level of short-term and long-term rates in the bond market,
Bank Negara Malaysia’ eforts in promoting the depth and breadth of the
financial markets, especially the bond market, have enhanced Maagsiiénce
and capacity to better manage and absorb external shocks and volatility
Nonetheless, shocks driven by short-term volatility in the global financial markets
may still result in fluctuations in the short-term bond yieldss, howeverdoes
not imply any reduction in Bank Negara Malaysiability to influence domestic
interest rates. Market fundamentals, as determined by the level of thes Bank’
policy rate, would still exert a significant influence on the eventual shape and
level of the yield curve.

For example, in May 2007, expectations of an appreciation of the ringgit
resulted in significantly higher short-term capital inflows into the shorter end of
the bond market, not only pushing yields (across the maturity spectrum) below
the level of the OPR but also causing the yield curve to flatten (Chart 9).
However with the Bank Negara Malaysia policy rate unchanged, the
fundamentals of the money market remained the major determinants of short
and long-term rates. The yield curve has since returned to an upward sloping
yield curve with yields settling above the OPR level.

Chart 9: MGS Benchmark Yield Curve 2007
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Notes:

1/ OPR refers to the Overnight Policy Rate
2/ Data was sourced from Bank Negara Malaysia
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6. Capital Flows and Financial Sability

Financial system vulnerabilities are built up over time while the ability of the
financial system to cope with significant stress and external shocks is dependent
on its initial conditions. In this regard, Bank Negara Malaggwlicies towards
maintaining financial stability has aimed at enhancing the strength and resilience
of the financial system through enhancements to risk management, financial
infrastructure development, as well as strengthened governance and
comprehensive oversight at both the financial system and individual institution
levels. At the same time, Bank Negara Malaysia has balanced the focus on
financial stability with the need to provide an environment which is conducive
for financial innovation and growth.

In recent years, the supervisory and regulatory approach has evolved to be
more holistic with the adoption of a more principle-based regulatory approach,
while preserving an appropriate balance between principle-based and rule-based
regulations. The adoption of a more holistic supervisory and regulatory approach
is in line with changing market circumstances and business practices, and
safeguards proper risk-taking behaviour among the financial institutions. It also
reduces the regulatory burden and creates an environment conducive for
innovation and developmettt.

On the regulatory front, continuous efforts have been channeled towards
strengthening and streamlining the existing prudential and regulatory framework
with international best practices, while at the same time providing flexibility to
financial institutions that have demonstrated strong risk management cafability
The intensified competition in lending activities which raises banks’ engagement
in higher risk taking activities amidst the current environment of rapid product
innovation pose a great challenge to the regul&tevertheless, Bank Negara
Malaysia continues to strike a balance between promoting competition and
efficiency in the banking system, and putting in place the necessary prudential
safeguards to preserve stability and orderly market conditions.

54. A majority of prescriptive limits and regulatory requirements or restrictions have been replaced
with broad principles that emphasise on corporate governance over the recent few years,
beginning with substantive revisions to the prudential standards on corporate governance. Since
2001, more than 50 prudential standards have been developed or reviewed under this initiative.

55. For example, inApril 2007, the limit on net open position was abolished to provide greater
flexibility to licensed onshore banks to undertake foreign currency business. Since January
2007, banking institutions that meets the Bank Negara Malaysia supervisory standards are also
no longer subject to the prevailing limit of 5% participation in equity-related activities.
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Meanwhile, the supervisory framework is nhow premised on a rigorous risk-
based assessméntfocusing on banking institutions’ risk profiles and the
effectiveness of internal risk management systems. The framework assesses
five main areas. This includes group structures, corporate governance, risk
management, intra-group exposures and reporgiggirements. The framework
would enable a structured and pre-emptive approach in assessing financial
institutions’stability. Initiatives are also being undertaken to prepare the banking
institutions for Basel Il which is expected to result in more efficient capital
management through a more risk sensitive mechanism to compute capital
adequacy’

Significant attention is also directed at ensuring the effective integration of
the regulatory and supervisory processes to achieve a coherent framework that
contributes to financial stabilitySpecifically prudential policy priorities are
assessed against key risks to financial stability which has been highlighted through
supervisory observations and assessments, including micro stress testing adopted
at the institutional level. Policies are developed jointly between the regulatory
and supervisory functions in Bank Negara Malaysia, and staff involved in policy
development is also included in the supervisory review panels and deliberations.
In addition, greater emphasis has been placed on enhancing the effectiveness
of macro prudential surveillance that provides a more holistic view of structural
imbalances, linkages and vulnerability within the financial system.

56. For instance, in 2004, an enhanced risk-based supervisory framework (RBSF) was implemented
for insurers andlakaful operators, followed progressively thereafter by the adoption of the
framework for banking institutions and development finance institutions. The RBSF is a dynamic
supervisory toll that identifies and assesses the emerging risks in financial institutions based
on an in-depth understanding of the institution, the industry and environment in which it
operates, and factors that could adversely alter the risk profile. In implementing the RBSF
regular discussions with the board and senior management as well as those principally responsible
for internal audit, risk management, compliance and management information support within
institutions are conducted to raise risk issues concerning the institution.

57. Starting 1 January 2008, a total of 27 banking institutions have adopted the Standardised
Approach for credit risk and either the Basic IndicaBandardised oAlternative $andardised
Approaches for operational risk. The remaining seven banking institutions will move to the
more advanced Internal Ratings-Based (IRB) approaches for credit risk under Basel Il from
1 January 2010. With respect to Islamic banks, 10 out of 12 Islamic banks have adopted the
revised framework for Islamic banks (Capialequacy Framework for Islamic Banks or CAFIB).

The Risk-Based Capital (RBC) framework was issued to the insurance industry in 2007. The
framework provides for regulatory capital requirements that are more sensitive to the underlying
risk exposure of insurers and is expected to be implemented in January 2009.
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The magnitude and speed of international capital mobility in international
capital and the increasing risks of contagion arising from integration with the
global financial markets have necessitated the identification and assessment of
the link and sources of risks from the external seébithe national level,
contagion risk is monitored between various economic sectors with the financial
sector Both the assessment against the external developments and against various
sectors in the economy captures the dynamic interaction of different risks and
their impact on overall financial system stabjlifyereby facilitating immediate
remedial response.

To complement the enhanced supervisory and regulatory meastods, ef
were also undertaken to deepen and broaden domestic financial markets under
the strategic master plans for the financial s&Gtamprove financial safety
nets through the establishment of institutions such as the Malaysian Deposits
Insurance Corporatidhand centers for financial educatibrand align risk
management with the best international practices.

The cumulative effect of all these efforts has been the strengthening of the
country’s capacity to absorb the volatile movements of financial flows and to
implement policies to manage and minimise the risks arising from capital flows.
The restructuring and development of the banking and financial sector since the
Asian Financial Crisis has placed the financial system in better position to manage
the return of large-scale and volatile financial flows to Malaysia in recent years.

The continuous enhancements to risk management, financial infrastructure
development as well as strengthened governance and oversight at the institutional
level have greatly improved the financial performance and fundamentals of banks
since the recovery from thisian Financial Crisis (seEable 2).The liquidity
of the banking system has steadily increased since the crisis as banks received

58. The central bank and the Securities Commission launched the Financial Sector Master Plan
(FSMP) and the Capital Market Master Plan (CMP), respectivaly2001 to develop an
efficient, dynamic and innovative financial system which ultimately forms the foundation for
a robust and strong Malaysian economy

59. The Malaysian Deposit Insurance Corporation was established in September 2005 and is an
independent statutory body established under the Malaysia Deposit Insurance Corpatation
2005 (PIDM Act).

60. The Credit Counselling and Debt Managemigency was established by Bank Negara Malaysia
in April 2006 to provide financial counselling and debt management to individuals as well as
financial education to help individuals take control of their financial situation and gain peace
of mind that comes from the wise use of credit.
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more cash deposits from both corporates and households. The capitalisation of
the banking system remained high, at levels above 12.5%, providing a sizeable
buffer against unexpected losses and shocks. Profitability in the banking sector
has been improving steadily from 2003 onwards, underpinned by strong
macroeconomic and financial conditions with very low levels of financial market
volatility. While the interest income of most institutions remained broadly stable,
banks enjoyed further improvements in fee, commission and trading income in
2006 and 2007. The rate of NPLs had fallen markedly from 7.5% at end-
December 2004 to the historically very low level at 2.4% at end-June®2008.
The strengthened fundamentals enhance the ability of the banking system to
withstand shocks.

Table 2: Selected Financial Soundness Indicators of Malaysian Banks

2004 2005 2006 2007
Risk Weighted Capital Ratio (RCR) 144 13.7 135 132
Return onAssets (ROA) 14 14 13 15
Net NPL ratio 75 58 48 32

The deepening of the domestic financial market and the introduction of new
instruments for monetary management have also improved Bank Negara
Malaysias ability to manage the build-up or withdrawal of liquidity from capital
flows to ensure orderly functioning and stability of the domestic financial system.
This has been illustrated by the episode of large capital inflows in anticipation
of exchange rate revaluation in 2004 and 2005, the subsequent sharp withdrawal
of capital in the last quarter of 2005, and the return of capital inflows in 2006
and 2007. Despite the sizeable and sharp movements of financial flows in these
episodes, there were no disruptions to financial market functioning and the broader
financial system.

61. The significant reduction in NPL was due to higher recoveries and the reclassification of NPLs
to performing status as well as intensified efforts to strengthen balance sheets through write-
offs and the disposal of loans via securitisation and outright sales.
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The resilience of the banking sector and the financial system generally went
through a testing phase in 2007 when the benign macroeconomic environment
of the previous four years started to show considerable signs of®%train
emanating lagely from the external sectdlevertheless, the ensuing growing
risk aversion and the continuous re-pricing of risks which led to tightening of
global liquidity and credit conditions in the global markets had little impact on
domestic financial system stabiliffhe volatility was well-absorbed given the
insignificant exposures of financial institutions to subprime related instruments
and the increased depth of the domestic markets.

However the risks remain going forwar@hile there had been no direct
impact of external developments on the performance and stability of the banking
sector and the broader financial system, the intensification of the global financial
turmoil which emanated from the developed economies is likely to transmit
through less direct channels. In particuldie general operating environment
has changed. The weakening external environment has begun to affect the
outlook for the Malaysian econonhis, in turn, is likely to increase the exposure
of banks to credit and other risk as the potential downturn in general
macroeconomic conditions affect the corporate and household sectors. It is too
early to portend the impact on overall financial stabillgnetheless, the significant
improvements and capacity built-up since Alsgan Financial Crisis will enable
the domestic financial sector to better cope with challenges as they unfold.

7. Conclusion

This paper has looked at Malaysi@&xperience in coping with the volatile
movements of capital over the period 1991 to 20While Malaysias
developmental progress has greatly benefited from investment flows, the historical
experience suggests that the openness to financial flows exposed a small economy
like Malaysia to the risks inherent with such flows. This includes their role in
accentuating economic cycles, their destabilising impact on prices, as well as
the challenges they pose in the conduct of monetary policy and the maintenance
of financial stability In terms of the determinants, an empirical investigation
suggests that the portfolio investment inflows are affected by both pull and push
factors, while FDI inflows are largely driven by pull factors.

62. The global financial and business environment deteriorated sharply due to the emergence of
the US subprime crisis in mid-2007, the boom-bust cycle in commodities prices in 2007 and
first half of 2008, and the impending slowdown in global economic growth.
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The sizeable movement of financial flows has certainly complicated monetary
policy, as well as monetary and exchange rate management. Howser
development of surveillance capabilities, the deepening of domestic financial
markets and the introduction of new instruments for monetary management has,
thus far enabled Bank Negara Malaysia téeefively manage the risks arising
from large capital flows in the recent period and ensure the potency of monetary
policy. Large capital flows also pose challenges for the maintenance of financial
stability. Vulnerabilities are built up over time while the ability of the financial
system to cope with significant stress and external shocks is dependent on its
initial conditions. In this regard, Bank Negara Malaysipblicies have been
pre-emptive and aimed at enhancing the strength and resilience of the financial
system. The continuous enhancements to risk management, financial infrastructure
development as well as strengthened governance and oversight at the institutional
level have certainly placed the financial system in a better position to manage
the return of large-scale and volatile financial flows to Malaysia in recent years.
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APPENDIX |
Capital Account Measures (1990 — 2007)

9 November 1990Applications from non-residents and non-resident-controlled
companies to obtain any domestic financing solely for property acquisition and
development purposes would not be approved by the Controller of Foreign
Exchange.

20April 1992: Total borrowing by residents in foreign currency from domestic
commercial and merchant banks to finance imports of goods and services was
restricted to the equivalent of RM1 million (previously there were no limits).

9 July 1992: Borrowing under the Export Credit Refinance Facilities (both pre-
and post-shipment financing) by non-resident controlled companies would be
considered as domestic borrowing.

24 October 1992: Offshore guarantees obtained by residents to secure domestic
borrowing, except offshore guarantees (whether denominated in ringgit or foreign
currency) without recourse to Malaysian residents and obtained from the licensed
offshore banks in Labuan to secure domestic borrowing were deemed as foreign
borrowing. In cases where an offshore guarantee is denominated in ringgit, it
were subject to the condition that, in the event the guarantee is called on, the
licensed offshore banks in Labuan must make payments in foreign currency
(with some exceptions), not in ringgit.

1 November 1992: The guidelines on foreign equity capital ownership were
liberalised. Companies exporting at least 80% of their production were no longer
subject to any equity requirement, whereas companies exporting between 50%
and 79% of their production were permitted to hold 100% equitywided that

they have invested $50 million or more in fixed assets or completed projects
with at least 50% local value added and that the compagmgducts do not
compete with those produced by domestic firms. These guidelines would not
apply to sectors in which limits on foreign equity participation have been
established.

14 December 1992: Residents and the offshore companies in Labuan were
prohibited from transacting with the residents of dealing in the currency of the
FYR Yugoslavia (Serbia and Montenegro) without specific prior approval from
the Controller of Foreign Exchange.
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22 December 1993: Non-resident controlled companies involved in manufacturing
and tourism-related activities were freely allowed to obtain domestic credit
facilities to finance the acquisition and/or the development of immovable property
required for their own business activities.

17 January 1994A ceiling was placed on the net external liability position of
domestic banks (excluding trade-related and direct investment inflows) (removed
on January 20, 1995).

24 January 1994: Residents were prohibited to sell the following Malaysian
securities to non-residents: banlkeacceptances; negotiable instruments of
deposit; Bank Negara bills; treasury bills; government securities (including Islamic
securities) with a remaining maturity of one year or less.

7 February 1994: Residents were prohibited to sell to non-residents all forms
of private debt securities (including commercial papers, but excluding securities
convertible into ordinary shares) with a remaining maturity of one year or less.

7 February 1994. The restriction on the sale of Malaysian securities to non-
residents was extended to both the initial issue of the relevant security and the
subsequent secondary market trade.

23 February 1994: Prohibition of forward transactions (on bid side) and nontrade-
related swaps by commercial banks with foreign customers to curtail the
speculative activities of offshore agents seeking long positions in ringgit (lifted

on August 16, 1994).

12 August 1994: Residents were permitted to sell to non-residents any Malaysian
securities.

1 December 1994: Residents may borrow in foreign currency up to a total of
the equivalent of RM5 billion from non-residents and from commercial and
merchant banks in Malaysia.

1 December 1994: Non-resident-controlled companies were allowed to obtain
credit facilities, including immovable property loans, up to RM10 million without
specific approval, provided that at least 60% of their total credit facilities from
banking institutions were obtained from Malaysian-owned financial institutions.
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1 December 1994: Non-residents with valid work permits may obtain domestic
borrowing to finance up to 60% of the purchase price of residential property for
their own accommodation.

20 January 1995: Ceilings on the net external liability positions of banks, imposed
since January 24, 1994, were removed.

27 June 1995: Corporate residents with a domestic credit facility were allowed
to remit funds up to the equivalent of RM10 million for overseas investment
purposes each calendar year

1 February 1996: The threshold for the completion of the statistical forms for
each remittance to or receipt of funds from, non-residents was raised from
amounts exceeding RM50,000 to RM100,000, or its equivalent in foreign
currency

4 August 1997: Controls were imposed on banks to limit outstanding non-

commercial-related ringgit offer-side swap transactions (i.e. forward order/spot

purchases of ringgit by foreign customers) to $2 million per foreign customer or

its equivalent. Hedging requirements of foreigners for trade-related and genuine
portfolio and foreign direct investment were excluded.

4 August1997: Residents are allowed to enter into non-commercial-related swap
transactions up to a limit (no limits previously).

30 October 1997: The quota on sales to foreigners of high-end condominiums
was raised to 50% from 30%lso, foreigners were allowed to acquire two
units of condominiums (up from one previously).

22 April 1998: The limitation on the purchase of residential or shop ficeof
space by non-residents was lifted.

1 September 1998A requirement introduced to repatriate all ringgit hefdhaire
(including ringgit deposits in overseas banks) by October 1, 1998 (BNM approval
thereatfter).

1 September 1998Approval requirement was imposed to transfer funds between

external accounts (freely allowed previously) and for the use of funds other
than permitted purposes (i.e., purchase of RM assets).
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1 September 1998: Licensed offshore banks were prohibited to trade in ringgit
assets (allowed up to permitted limits previously).

1 September 1998A limit was introduced on exports and imports of ringgit by
residents and non-residents travellers, effective September 1, 1998 (no limits
existed previously).

1 September 1998: Residents were prohibited from obtaining ringgit credit facilities
from non-residents (subject to a limit previously).

1 September 1998All imports and exports were required to be settled in foreign
currency

1 September 1998All purchases and sales of ringgit facilities can only be
transacted through authorised depository institutions.

1 September 1998Approval requirement for non-residents to convert RM in
external accounts into foreign curren@xcept for purchases of RM assets,
conversion of profits, dividends, interest, and other permitted purposes (no such
restrictions previously).

1 September 1998: No restriction on conversion of ringgit funds in external
accounts of non-residents with work permits, embassies, high commissions, central
banks, international organisations, and missions of foreign countries in Malaysia.

1 September1998A 12-month waiting period for non-residents to convert RM
proceeds from the sale of Malaysian securities held in external accounts
(excluding FDI, repatriation of interest, dividends, fees, commissions, and rental
income from portfolio investment). No such restrictions previously

1 September 1998A prior approval requirement beyond a certain limit for all
residents to invest abroad in any form (previously applied only to corporate
residents with domestic borrowing).

1 September 1998Trading in Malaysian shares on SingapsereéLOB OTC
market became de facto prohibited as a result of strict enforcement of the existing
law requiring Malaysian shares to be registered in KLSE prior to trade.

1 September 19984 specific limit on exports of foreign currency by residents
and up to the amount brought into Malaysia for non-residents (previowsly
restriction on export of foreign currency on person or in baggage of a traveller;
export by other means required approval, regardless of amount).
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12 December 1998. Residents are allowed to grant loans to non-residents for
purchases of immovable properties from December 12, 1998 to January 12,
1999.

13 January 1999: Capital flows for the purpose of trading derivatives on the
commodity and monetary exchange of Malaysia and the Kuala Lumpur options
and financial futures exchange were permitted for non-residents, without being
subject to the rules governing external accounts, when transactions were
conducted through “designated external accounts” that could be created with
tier-1 commercial banks in Malaysia. (From September 1999, the classification
of tier-1 and tier2 banks became no longer applical#i:commercial banks

were allowed to open designated accounts for non-residents)

15 February 1999: The 12-month waiting period replaced with a graduated
system of exit levy on the repatriation of the principal of capital investments (in
shares, bonds, and other financial instruments, except for property investments)
made prior to February 15, 1999. The levy decreased over the duration of the
investment, and thus penalised earlier repatriations; the levy was 30% if repatriated
less than 7 months after ent®0% if repatriated in 7-9 months; and 10% if 9-

12 months. No levy on principal if repatriated after 12 months.

18 February 1999: Repatriation of funds relating to investments in immovable
property is exempted from the exit levy regulations.

1 March 1999: The ceiling on the import and export of ringgit for border trade
with Thailand was raised.

5 April 1999: Investors in MESDAQ were exempted from the exit levy
introduced on February 15, 1999.

8 July 1999: Residents were allowed to grant overdraft facility in aggregate not
exceeding RM200 million for intra-day and not exceeding RM5 million for
overnight to a foreign stock broking company subject to certain conditions.

21 September 1999: Commercial banks were allowed to enter into short-term
swap arrangement with non-resident stockbrokers to cover for payment for
purchase of shares on the KLSE and in outright ringgit forward sale contract
with non-residents who have firm commitment to purchase shares on the KLSE,
for maturity period not exceeding five working days and with no rollover option.
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4 October 1999: Residents are allowed to grant RM loans to non-residents for
purchases of immovable properties from October 29, 1999 to December 7, 1999.

14 March 2000: Funds arising from sale of securities purchased by non-residents
on the CLOB can be repatriated without payment of exit.levy

24 April 2000: Non-resident controlled companies raising domestic credit through
private debt securities were exempted from the RM 19 million limit and the
50:50 requirement for issuance of private debt securities on tender basis through
the fully automated system for tendering, to develop domestic bond market.

29 June 2000:Administrative procedures issued to facilitate classification of
proceeds from the sale of CLOB securities as being free from levy

27 July 2000: Residents and non-residents were no longer required to make a
declaration in the travelles declaration form as long as they carry currency
notes and/or travellers’ cheques within the permissible limits. For non-residents,
the declaration was incorporated into the embarkation card issued by the
Immigration Department.

30 September 2000: Licensed offshore banks in the Labuan international offshore
financial centre were allowed to invest in RM assets and instruments in Malaysia
for their own accounts only and not on behalf of clients. The investments could

not be financed by ringgit borrowing.

1 December 2000: Foreign-owned banks in Malaysia were allowed to extend
up to 50% (previously 40%) of the total domestic credit facilities to non-resident
controlled companies, in case of credit facilities extended by resident banks.
This is to fulfil Malaysias commitment under the GS.

20 December 2000: Licensed commercial banks were allowed to extend intraday
overdraft facilities not exceeding RM 10 million (previously RM 5 million) to
foreign stock broking companies and foreign global custodian banks.

1 February 2001: The exit levy on profits repatriated after one year from the
month the profits are realised was abolished. Portfolio profits repatriated within
one year remained subject to the 10% levy

25 April 2001: Limitations and conditions imposed on purchases of residential,

shop lot, commercial, and office space by foreigners were liberalised, provided
that the purchase price is more than RM250,000.
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1 May 2001: The 10% exit levy imposed on profits arising from portfolio
investments repatriated within one year of realisation was abolished.

1 June 2001All controls on the trading of futures and options by non-residents
on the MDEX were eliminated. The Commodity and Monetary Exchange of
Malaysia and the KLSE were merged to form the MDEX.

13 June 2001: Resident insurance companies were allowed to extend ringgit
policy loans to non-resident policy holders with the terms and conditions of the
policies. The amount of RM loans extended may not exceed the mohitigined

cash surrender value and may be for the duration of the policies.

10 July 2001: Resident financial institutions were allowed to extend ringgit loans
to non-residents to finance the purchase or construction of any immovable
property in Malaysia (excluding financing for purchases of land only) up to a
maximum of three property loans in aggregate.

21 November 2002: Banks are allowed to extend additional RM credit facilities
to non-residents up to an aggregate of RM5 million per non-resident to finance
projects undertaken in Malaysia. Prior to this, credit facilities in RM to non-
residents for purposes other than purchases of three immovable properties or
a vehicle were limited to RM200,000.

3 December 2002: In addition to obtaining property loans to finance new

purchases or construction of any property in Malaysia, non-residents may also
refinance their RM domestic property loans. The above is subject to a maximum
of three property loans.

3 December 2002: The limit of RM 10,000 equivalent in foreign currency for
investment abroad by residents under the Employee Share Option/Purchase
Scheme has been removed. Effective this date, general permission is granted
for overseas investment for this purpose.

3 December 2002: Payments between residents and non-residents as well as

between non-residents for RM assets are liberalised to allow payments to be
made either in RM or foreign currency (previoysinly in RM).
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7 March 2003: Banking institutions, as a group, were permitted to extend ringgit
overdraft facilities not exceeding RM500,000 in aggregate to a non-resident,
provided that the credit facilities are fully covered at all times by fixed deposits

placed by the non-resident customer with the banking institutions extending the
credit facilities.

21 May 2003: The threshold level for acquisition by foreign and Malaysian

interests exempted from FIC approval was raised to RM10 million from RM5

million; acquisition proposals by licensed manufacturing companies were

centralised at MITI, while corporate proposals were centralised at the SC, and
these proposals no longer required FIC consideration.

31 May 2003: The guidelines on unit trust funds (issued by the SC in 1997)
were revised to include investments in foreign securities traded in or under the
rules of a foreign market with approval from the BNM, the SC, and other relevant
authorities.

17 June 2003: Foreign equity holding in manufacturing projects was allowed up
to 100% for all types of investments.

1 April 2004: COFE approval was required for the issuance of ringgit bonds in
Malaysia by multinational development institutions and foreign multinational
corporations.

1 April 2004: Resident banks and nonbanks were permitted to extend ringgit
loans to finance or refinance the purchase or construction of any immovable
property in Malaysia (excluding financing for purchases of land only) up to a
maximum of three property loans in aggregate.

1 April 2004: The limit on banking institutions for loans to non-residents (excluding
stock broking companies, custodian banks, and correspondent banks) was raised
to RM10 million from RM200,000.

1 April 2004: Licensed insurers affdkaful (Islamic insurance) operators were
allowed to invest abroad up to 5% of their margins of solvency and total assets,
respectively these entities were also allowed to invest up to 10% of net asset
value in their own investment-linked funds.
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1 April 2004: Unit trust management companies were allowed to invest abroad
the full amount of net asset value attributed to non-resident. In addition, fund/
asset managers were allowed to invest abroad up to the full amount of
investments of non-resident clients.

1 April 2004: Unit trust management companies were allowed to invest abroad
up to 10% of net asset value attributed to residents without prior COFE approval.
In addition, fund/asset managers were allowed to invest abroad up to 10% of
investments of their resident clients.

1 April 2005: Residents (individuals or companies on a corporate group basis)
without domestic ringgit credit facilities were allowed to invest abroad amounts
of own foreign currency held onshore or offshore, up to RM10 million from a
foreign currency facility and any amount of ringgit converted into foreign
currency

1 April 2005: Residents (individuals or companies on a corporate group basis)
with domestic ringgit credit facilities were allowed to invest abroad amounts of
own foreign currency held onshore or offshore, up to RM10 million from a
foreign credit facility or ringgit converted to foreign currensubject to limits

of RM10 million a calendar year on a corporate group basis for companies, and
RM100,000 a calendar year for individuals.

1 April 2005: Resident individuals and companies were permitted to prepay foreign
currency credits.

1 April 2005: The limits on foreign currency credits were raised to RM50 million
for resident companies in aggregate on a corporate group basis, and RM10
million for individuals, from RM5 million for both. No limit applied to trade
financing.

1 April 2005: Resident credit institutions other thibs and approved merchant
banks no longer required prior approval to open and maintain FCAs with onshore
banks, offshore banks in Labuan, overseas banks, and approved merchant banks.

1 April 2005: Resident insurers affdkaful operators were allowed to invest

abroad up to 5% of their margins of solvency or total assets, and up to 30%
of the NA/ of investment-linked funds marketed by them.
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1 April 2005: Resident fund/asset management companies were allowed to invest
abroad up to 100% of funds managed on behalf of non-residents and resident
clients with no domestic ringgit credit facilities.

1 April 2005: Resident fund/asset management companies were allowed to invest
abroad up to 30% of total funds managed on behalf of resident clients with
domestic ringgit credit facilities.

1 April 2005: The limit on investments abroad for investment-linked funfisex
by resident insurers was increased to 30% from 10% of totdl ddAhe funds.

1 April 2006: CIS funds of limited distribution to sophisticated investors (restricted
investment schemes) were required to be managed and administered by a fund
management company licensed by the SC.

7 April 2006: Restricted investment schemes were allowed to invest in foreign
securities subject to prior approval by the BNM and the SC.

29 May 2006: Investments in securities listed on exchanges recognised by Bursa
Malaysia Securities Berhad, SC require only prior notification of the BNM and
other relevant authorities.

1 January 2007: The FIC Guidelines on Property on the acquisition of residential
properties valued at not less than RM250,000 for personal use by foreign investors
were relaxed.

1 January 2007: The restriction on Labuan offshore banks to transact in ringgit
assets on behalf of non-resident clients was removed to enhance the role of and
scope of business of Labuan offshore banks.

18 January 2007: The sub limit for investments in any one foreign jurisdiction
of 2% of an insurés solvency main was removed.

1 April 2007: Resident corporations were allowed to utilise proceeds arising from
the listing of shares through initial public offering on the main board of the Bursa
Malaysia for offshore investment purposes.

1 April 2007:The limit for resident corporations with domestic ringgit borrowing
to invest in foreign currency assets through conversion of ringgit into foreign
currency was increased to RM50 million a calendar year from the previous limit
of RM10 million.
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1 April 2007: The limit for residents with domestic ringgit borrowing to invest
in foreign currency assets through conversion of ringgit currency is increased
to RM1 million a calendar year from the previous limit of RM100,000.

1 April 2007: Non-resident corporations were allowed to utilise abroad proceeds
arising from the listing of shares through an initial public offering on the main
board of the Bursa Malaysia.

1 April 2007: Residents were allowed to issue foreign currency bonds in Malaysia.

1 April 2007: Lending by non-bank residents to non-residents in foreign exchange
is allowed. Residents without ringgit credit facilities may lend any amount.

1 April 2007: Lending by non-bank residents to non-residents in foreign exchange
is allowed up to the following limits: resident corporations and individuals with
ringgit credit facilities may lend up to RM5 million and RM1 million a year
respectively

1 April 2007: Licensed onshore banks were allowed to extend to non-resident
stock broking companies and custodian banks ringgit overdraft credit facilities
without limit for the financing of funding gaps arising from unforeseen or
inadvertent technical delays in relation to (1) settlement of trades on the Bursa
Malaysia and (2) ringgit instruments settled through the Ri@a¢ Electronic
Transfer of Funds and Securities System and Bursa Malaysélicensed
onshore banks, in granting the overdraft facildye required to observe the
following conditions: (1) the facility is not for funding purposes and is granted
strictly for settlement due to inadvertent or technical delays as well as time zone
differences and (2) the facility must not exceed two working days with no rollover
option.

1 April 2007: The limit in foreign currency borrowing that can be obtained by
resident corporations from licensed onshore banks and non-residents as well as
through issuance of onshore foreign currency bonds was increased to RM100
million equivalents in aggregate and on a corporate group basis from the previous
RM50 million equivalents. The proceeds may be used for domestic purposes or
offshore investment. Residents are allowed to obtain foreign currency credit
from non-residents up to RM10 million.

1 April 2007: Residents are required to seek prior permission from the COFE

to issue financial guarantees to or on behalf of a non-resident or to obtain financial
guarantees from non-residents.
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1 April 2007: The limit on the number of residential or commercial property
loans obtained by non-residents was abolished. Under the previous pohey
residents were allowed to obtain a maximum of three property loans from
residents to finance the purchase or construction of residential or commercial
properties in Malaysia.

1 April 2007: Investment banks in Malaysia were allowed to undertake foreign
currency business, subject to a comprehensive supervisory review of their capacity
and capability

1 April 2007: The limit on borrowing abroad by financial institutions other than
banks was increased to RM100 million from RM50 million.

1 April 2007: The limit imposed on licensed onshore banks, previously capped
at 20% of the banks’ capital base was abolished.

1 April 2007: The limits for resident institutional investors to invest in foreign
currency assets were increased as follows: (1) unit trust companies may invest
up to 50% of NA attributable to residents (previousB0% of NA/); (2) fund
management companies may invest up to 50% of funds of resident clients with
domestic credit facilities (previouslyp to 30%) and (3) insurance companies
andTakaful operators may invest up to 50% of\N@&f investment-linked funds
marketed (previous)y30% of NA/).

Source: IMFAnnual Report on Exchangerangements and Restrictions (1990
— 2007) andramirisa (2004)
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APPENDIX 1l

Definition for Data Used in the Final Estimation

Variable Definition Expected Sign
CAGDP Ratio of Current Account Balance to GDP (Percent) -
CONFDI Contagion, FDI (millions USD) +/-
CONP Contagion, Portfolio Inflows (millions USD) +/-
DLOG(KLCI) KLCI Rate of Return (Log-Difference of Index Number) +
DLOG(REERIFS) |IFS Real Effective Exchange Rate (Log-Difference of Index Number) +/-
DLOG(SP500) S&P 500 Rate of Return (Log-Difference of Index Number) -
D(NEERV) Nominal Effective Exchange Rate Volatility (Percent Per Annum, Differenced) +/-
D(VIX) Chicago Options Exchange Volatility Index (Percent Per Annum, Differenced) -

EIU EIU Country Risk Index (Index number) -
FDIIN FDI, Gross Inflows (millions USD) Dependent
LIQ KLCI Market Turnover relative to Capitalisation (Percent) +
LOG(CCI) Capital Controls Index (Log of Index number) -
PINF Portfolio Investment, Gross Inflows (millions USD) Dependent
RGDP Domestic Real GDP (millions MYR) +
R_MY3M Domestic Real 3-Month Money Market Rate (Percent Per Annum) +
RSVSTED Ratio of Reserves to Short-Term External Debt (Percent) +
USRGDP US Real GDP (billions USD) +/-
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Estimation Results: Portfolio Inflows

Dependent Variable: Portfolio Inflows (USD, million)
Sample (adjusted): 1992Q2 2007Q4
Included observations: 63 after adjustments

Newey-West HAC Standard Errors & Covariance (lag truncation=3)

APPENDIX I

Coefficient

C 99893.88 **
PINF(-1) 0.64 ***
RGDP(-1) 0.20 ***
USRGDP(-1) -3.59
DLOG(REERIFS) 26396.10 ***
LIQ 446.27 ***
LOG(CCTI) -54172.65 **
LOG(CCI(-1)) 35523.87 *
CONP 0.33 *
CONP(-1) 038 *
D(VIX(-1)) -151.69 **
D(NEERV) 46829.03 *
DLOG(KLCI) 4805.04 ***
DLOG(SP500) -6354.89 **
DLOG(SP500(-1)) -10278.80 *
RSVSTED 14.99 ***
RSVSTED(-1) -12.53 %
R-squared 0.9595
Adjusted R-squared 0.9454
S.E. of regression 1830.7804
Durbin-Watson stat 2.2738
Serial Correlation: LM Test - Prob. Chi-Square(4) 0.2590
Heteroskedasticity: ARCH Test - Prob. Chi-Square(4) 0.7424
Normality: Jarque-Bera - Prob. 0.9148

Notes:

*  significance at 10% level
** significance at 5% level
*#** significance at 1% level
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APPENDIX IV

Estimation Results: Foreign Direct Investment Inflows

Dependent Variable: FDI Inflows (USD, million)
Sample (adjusted): 1992Q1 2007Q4
Included observations: 64 after adjustments

Newey-West HAC Standard Errors & Covariance (lag truncation=3)

Coefficient

C 11609.56
FDIIN(-1) 0.11 *
CAGDP 74.51 ***
CAGDP(-1) -53.30 **

R MY3M(-1) -80.87 ***
DLOG(REERIFS(-3)) -3494.76 ***
CONFDI(-4) 0.74 #**
LOG(CCI(-1)) 5553.10 ***
LOG(CCI(-2)) -14387.18 ***
LOG(CCI(-4)) 6650.24 ***
EIU(-4) -30.05 **
LIQ(-2) 16.77 ***
LIQ(-4) -14.71 *
R-squared 0.9616
Adjusted R-squared 0.9474
S.E. of regression 322.6375
Durbin-Watson stat 2.2116
Serial Correlation: LM Test - Prob. Chi-Square(4) 0.2274
Heteroskedasticity: ARCH Test - Prob. Chi-Square(4) 0.3521
Normality: Jarque-Bera - Prob. 0.0019

Notes:
*  significance at 10% level
** significance at 5% level

*** significance at 1% level
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Chapter 5

CAPITAL FLOWS AND THEIR IMPLICATIONS FOR CENTRAL
BANK POLICIES IN MONGOLIA

by
Gan-Ochir DoojaV¥

1. General Framework and Major Capital Flows Management Policies
1.1 General Framework

At the beginning of its transition to a market econpiypngolia had a
relatively closed capital account. Economic liberalisation, such as reduction of
price controls, floating exchange rates, the privatisation of state-owned enterprises,
and trade and capital liberalisation processes, was implemented in the 1990s.
Most of the changes had occurred between 1990 and 1993. The Government
of Mongolia accepted the obligationsAuticle VIII, Sections 2, 3, and 4 of the
IMF Articles of Agreement, with d&ct from February 1, 1996 The
implementation of current and capital account liberalisation has both negative
and positive impact on the econamy

Mongolia was the first country in transition to join th¥orld Trade
Organisation (WTQ) in January 1997. The opening up of Mongolian markets
(foreign trade liberalisation) as well as their integration into the multilateral trading
system under the WTO have created not only new opportunities and prospects
for economic development of Mongolia, but also brought about limitations and
restrictions for its domestic policies.

Like in other SEACEN countries, the liberalisation of the financial market
and capital account has resulted in large capital inflows to Mongolia. On the
other hand, the inflows were motivated by good macroeconomic performance

1. Author is Economist attached to the Monetary Policy and Research Department of the Bank
of Mongolia. The opinions expressed in this paper are those of the author and do not necessarily
reflect the views of the Bank of Mongolia.

2. IMF members accepting the obligations Afticle VIII undertake to refrain from imposing
restrictions on the making of payments and transfers for current international transactions or
from engaging in discriminatory currency arrangements or multiple currency practices without
IMF approval.
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and by strong demand of foreign investors in the mining and financial sectors.
The large capital inflows have financed a higher economic growth, although it
created pressures that led to inflation, real appreciation of the exchange rate,
and a reduction in the domestic interest rate in recent years. Furthermore, due
to this negative impact, an analysis of the determinants of capital flows and their
macroeconomic impact and their implications for the policy management of capital
flows is required.

Capital inflows are expected to increase massively due to the fact that
large mining projects (Oyu tolgoi afdvan tolgoi) are in the pipeline to be
implemented in the coming years and with financial investment in the commercial
banking sector increasing. Thus, the importance of the topic, while not considered
as significant previous)ys engaging the close attention of policy makers today

This paper examines the evidence on the recent developments in capital
flows empirically the determinants of capital flows, impact of capital flows on
monetary and financial variables, and review of policy management of capital
flows in Mongolia. There is no preceding work done in this area in Mongolia.
Thus, it is not possible to make a review of literature in the Mongolian case and
compare some results with other papers’ results.

1.2 Policies Implemented to Manage Capital Flows

Capital inflows may lead to inflationary pressures, to real exchange rate
appreciation, which can reduce international competitiveness, and to rapid growth
of monetary aggregates and credit, and banking sector problems, if the inflows
are not properly intermediated. So capital inflows worry policy makers. The
impact depends on the volume of flows, the macroeconomic policy framework,
the microstructure of the flows, and incentives in the financial selcidhe
Mongolian case, current and capital account were almost fully liberalised in earlier
1990s. The present capital flow management framework is as follows:

e Non-residents can purchase local bond and other debt securities;

e Commercial credits to and from non-residents are allowed;

e Investment by private corporations in export promotion, use of advanced

technology and the exploration of natural resources are encouraged,;

e Sales or issue of capital market securities, money market securities,

derivatives and other instruments by non-residents are prohibited; and

e Gold mining companies are not required to register their exports at the

Bank of Mongolia (BOM) or a commercial bank.
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Nowadays the Mongolian authorities do not use any direct controls to react
to capital flows. Howevethey implement policies to reduce the negativects
of capital flows.

1.2.1 Exchange Rate Policy

A country with high inflows is to let the nominal exchange rate appreciate
in response to the capital inflows. Calvo, Leiderman and Reinhart (1998) noted
that a disadvantage of a pure float is that massive capital flows may induce
rapid nominal and real appreciation which may damage strategic sectors of the
economy like non-traditional exports, and it could rise to have advefsetef
on the trade balance.

The BOM shifted to a floating-exchange rate regime in May 1993 and then
moved to a managed floating regime in 2001. For the BOM, its interventions are
officially limited to smoothening severe volatility in the foreign exchange market,
using the US dollar as the principal intervention currehrcyeality, the BOM
has been a net seller of foreign exchange in the interbank market.

The IMF staffs’ report (January 2007) documented that the impact of the
BOM'’s intervention on the market rate is limit@the BOM's interventions are
atypical of central banks’ interventions, whereby the central banks buy or sell
foreign exchange in order to affect the exchange rate level. Nevertheless, the
impact could still be significant, given that these interventions are relatively large.
Also the report concludes that the interventions may have reduced the magnitude
of the appreciation/depreciation (in other words, the volatility), but have not
fundamentally changed the trend of exchange rate movements.

1.2.2 Monetary Policy

Sterilisation is a popular policy used in several countries. This policy aims
to mitigate inflationary pressures, real exchange rate appreciation and avoid the
loss of control over the domestic money stock.

Before 2007, without sterilisation, capital inflows led to reserve money and
money supply injection into the economyhich could have contributed to
inflation. Furthermore, in recent years the real exchange rate appreciation is
effected through higher inflation in Mongolia. In fact, the increase in the reserve
money in Mongolia has been largely driven by an increase in the net international
reserves (NIR) before 2007. IMF staff (January 2007) calculated the sterilisation
coefficientas the ratio of the change in Central bank bills (CB&s)he change
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in NIR. The short-term elasticity is estimated around 60-70% and even the
long-run elasticity is less than 80%so they conclude that sterilisation through
CBBs issuance was not sufficient and the effectiveness of monetary policy may
be dampened.

Since July 2007, the excess liquidity in the inter-bank market, reserve money
and growth of monetary aggregates have decreased and the sterilisation coefficient
has risen due to the revision of the regulation on CBBs auction. In the egonomy
decreases in the growth of monetary aggregates reduce inflationary pressure
with lags of 3-5 quarters. Section 4.3 considers the issue of sterilisation policy
from the BOM in more detail.

1.2.3 Fiscal Policy

The government of Mongolia has revised the profit tax and income tax
rates to encourage the FDI by private corporations in January 2007. The
government has not imposed any taxes and restrictions on capital flows. Calvo,
Leiderman and Reinhart (1996) noted that a policy reaction to the surge in capital
inflows is to tighten fiscal policy (cut in public expenditures) and this policy may
be effective in limiting the appreciation of the real exchange rate. In the case
of Mongolia, fiscal policy expansion has continuously increased due to government
transfer for social purpose, increased pensions and wages of state employees
since 2005. For example, the fiscal expenditure increased from 27.5% of GDP
in 2005 to 38.4% in 2007. The funds for public expenditure are derived from
windfall tax income of gold and copp@&ihis expansion has led to high monetary
growth, accelerating inflation and appreciation of REER.

2. Trends of Capital Flows in Mongolia
2.1 Key Macroeconomic Indicators

Economic growth in Mongolia has been strong in recent years. Capital inflows,
of which foreign direct investment — especially in mining and construction activities
and Mongolian workers’ remittances have increased significantly in recent years
pushing up GDRyrowth.Annual real GDRyrowth has averaged to 8.4% since
2003 due to the high world prices of gold and copper illustrated in Figure
1, there is a strong empirical positive correlation between GDP growth and net
capital flows, especially during the last three years.

3. BOM issue CBBs tabserve (absorb?) excess liquidity from the banking sector
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Figure 1
Capital Flows and GDP Growth Rates
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The Mongolian economy grew nearly 5% per year between 1995 and 2007,
while receiving net capital flows of nearly 5.8% of GDP

As the economy began to be exposed to external shocks, inflation acquired
significance, though it was at a low level (15a%) between 1998 and 2006.
Strong supply shocks, such as increases in petroleum and food prices have mainly
been responsible for inflation volatilitfhe inflation rate jumped from 6% in
2006 to 15.1% in 2007, due to supply side shocks (rapid increase of oil and food
price in the world market), fiscal expansion, rapid monetary growth and structural
bottleneck (Figure 2).

Figure 2
Inflation and Interest Rates'
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4. Real interest rate is calculated using Fishedentity
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Figure 2 shows that high lending interest rates have also been decreasing
in recent years. Especially during the last five years, the lending interest rate
dropped twice to 20%. This decrease reflected in the reduction in the interest
rate spread due to extension of banking operation, decrease of NPL ratio, and
financial intermediation deepness of banking system, high economic growth and
relatively low inflation.At the same time deposit rates have not decreased and
it seems to be mainly the result of strong competition among banks.

Figure 3
Developments of NEER and REER
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The NEER has slightly appreciated in 2006 due to strong trade balance
surplus, and the REER has been moderately appreciating since 2004 (Figure 3).
Recent years’ exchange rate movements have related to capital inflows,
improvement in term of trade and rapid increases in domestic price level.

Figure 4
Growth of Money Supply and Credit
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The money supply and credit growth have been high, that is between 20%
and 90% per year in the last six years (Figure 4). The growth in money supply
was reflected in the strong foreign exchange inflows. Especially in 2007, the
high growth of money supply and credit has mainly been driven by increases
of financial inflows and fiscal expansion. The improvement in fiscal position has
been attributed to strong economic growth, increase in mining sector revenues
(related with rapid growth of copper prices).

The average annual credit growth was over 40% in 2001-2007, and it is a
relatively high indicator comparing to other transition economies. The growth in
credit has been supported by decreases of lending interest rate, expansion of
economic scale and rapid growth of banks’ deposits.

2.2 Trends in Capital Flows

Figure 5 reveals that capital inflows are trending upwards since 1996. During
this period, the composition of capital inflows changed, with public debt inflows
replaced by foreign direct investment (FDI) and private debt inflows. FDI and
private debt inflows in last four years took up on average 40% and 38% of
capital inflows, respectivelywhile public debt inflows declined from 77% of
capital inflows in 1996 to about 10% in 2007. FDI inflows peaked at US$327.8
million in 2007.

Figure 5
Composition of Capital Inflows (US$ million)
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Increases in the world copper and gold price and domestic real estate prices,
the high growth of the private sector and the high differential interest rate have
attracted a large amount of FDI and private debt inflows in recent years.

Figure 6
Composition of Capital Outflows (US$ million)
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Figure 6 shows that capital outflows have been rapidly increasing from
2003. Capital outflows have largely been accounted by private debt outflows
since 2003. Private debt outflows rose from 48.2% of total capital outflows in
1996 to 95.7% in 2007. The macroeconomic determinants of capital flows are
closely examined in Section 3 of this paper

Figure 7

Composition of Net Capital Flows (US$ million)
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Figure 7 plots the trend of net capital flows (capital inflows minus capital
outflows) and its composition in Mongolia. The plot shows that net capital flows
were positive and continuously increasing between 2004 and 2007. The
composition of net capital flows has not changed during this time. The net capital
flows in the recent years are mainly accounted by net direct investment, because
of strong demand from foreign investors for Mongolian mining and exploration
sector FDI into the mining and exploration sector has been growing rapidly
since 2001 and is the fastest growing component of total FDI. The FDI inflows
increased 38.1% as compared to the previous ye&007, net capital flows
increased by 51.3% and showed a surplus of US$176.0 million.

Figure 8
Composition of Balance of Payment (% of GDP)
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Since 2004, the current account of the balance of payments is in surplus,
since gold and copper prices in the world market have continuously increased
andstayed at relatively high levels. In other words, the improved terms of trade
have shifted the current account into surplus. The capital and financial account
(net capital flows) recorded a surplus since 2003, given the net capital flows of
about 4.1% of GDP in the last two years. The surplus of current and capital
accounts led to an overall balance of payments surplus — with the ratio of overall
balance of payments surplus to GDP increasing from 2.1% to 7.4% in last four
years, reaching its peak at 12.4% of GDP in 2006 (Figure 8).
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3. Determinants of Capital Flows
3.1 Methodology

Lipschitz, Lane, and Mourmouras (2002) noted that there are two ways to
think about the motivation for capital flows to transition economies. One way
is in portfolio terms, about interest rate differentials and arbitrage condition. The
other way is in terms of fundamentaltiifferent supply conditions, mainlgapital-
labor ratios and rates of return on capital.

Some researchers divided the factors by their influence on capital flows
into external and internal factors. Calvo, Leideman and Reinhart (1993),
Fernandez-Arias (1996), Frankel and Okongwu (1996) noted that for small open
economies, external factors (world interest rates and world growth) are major
drivers of capital flows. Other external factors include terms of trade, the
international business cycle and its impact on profit opportunities, and some
regulatory changes that affect the international diversification of investment
portfolios at the main financial centers. Whereas Chuchan, Claessens and
Mamingi (1995), Henandez and Rudolph (1995), Kang and others (2002) noted
that internal factors are also as important as external factors. The internal factors
are related to domestic monetagyxchange rate and fiscal polidiesd market-
oriented reforms, such as trade and capital market liberalisation. In most of the
empirical studies, the internal and external factors are chosen as follows:

Internal (Pull) Factors: External (Push) Factors:

* Real GDP growth rate » World or industrial countries’
* Real interest rate real GDP growth rate

e Current account balance e World real interest rate

» Stock price index

» Exchange rate volatility

* Credit rating

» Financial/Tade openess

* Investment Enviroment

» Expectation of exchange rate

5. Capital can also flow to a country as a result of lack of credibility in current policies, or renewed
confidence about a countsyéconomic prospects. For example, inflation stabilisation programmes
can reduce macroeconomic risk.
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Like other studies, the determinants of capital flows in Mongolia are examined
using a simple regression model. Based on the above theoretical and empirical
concepts, the empirical model for the determinants of capital flows is chosen as
follows:

[1] CF=a+pX+yZ+AD+e

WhereCF is real capital inflows or real capital outflows (in logarithms)s

a group internal variables (pull factors) including real GDP growth rate, domestic
real interest rate (proxied by real 12-month time deposit rate), current account
to GDP ratioZ is a group of external variables (push factors), including world
real GDP growth rate (proxied by US GDP growth rate), world real interest
rate (proxied by US real interest ratB)js dummy for structural break ands
residual of the regression.

3.2 Data Description, Unit Root Tests and Cointegration Tests

The empirical results are based on quarterly data for the period 1998Q1-
2008Q2 (42 observations) to exclude impact of structural changes of the economy
and banking crisifAlso the oficial quarterly data of real GD&nd capital flows
are available from the first quarter o® 1998 for Mongoliable 1 summarises
the variables used in the estimation and their sources.
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Variables in the Estimation®

Table 1

Name of variables Notation Information Source
Dependent variables
- Real capital inflows, Balance of Payment Statistics,
Capital inflows CIN.R L (in log)’ BOM
. Real capital outflows, in Balance of Payment Statistics,
Capital outflows COUT_R L real terms (in log) BOM
Independent variables
Internal factors

Bulletin of Statistic,
Real GDP growth GDP_G Real GDP growth National Statistical

Committee (NSC)
Domestic real Interest R 12-month time deposit real Bulletin of Statistic, BOM
Rate rate

Bulletin of Statistic,
Cu_rrent account to GDP CA GDP Cu.rrent account to GDP NSC and Bulletin of Statistic.
ratio - ratio

BOM

External factors
World real GDP growth | W _GDP G | US real GDP growth WWW.economagic.com
US real interest rate
World real interest rate R W (1 year constant maturity WWWw.economagic.com
treasury yield-inflation)

The order of integration of the series is tested by employinéE#eand
Perron (1997) (102 modé&ljest.The result oAFD test is reported iAppendix
1.

The ADF test represents that the variabéd GDR W_GDP_G R and
R_Wappear to be integrated to order 1(1) and their underlying processes are
without deterministic trendlhe variables CIN_R_LCOUNT_R_landGDP_G
on the other hand, appear to be stationaey, integrated to order I0)As

6. All the variables are in percent except capital inflows and capital outflows. The series of capital
inflows, capital outflows, GDP and current account are seasonally adjusted by using the X-12-
ARIMA method.

7. Real capital flows= nominal capital flows (in US$)/CPI of USA.

8. The 102 model allows for gradual changes in the intercept and the slope of the trend function

such that:
K

X, =u+8DU, + 8t +yDT, + 8D(Tp )y + o, + 2 b + &
i=1
WhereT; denotes the time break (1<<T) which is unknown, if and zero otherwise, if and

zero elsewhere, if t= and zero otherwise, is any geA&MA process and white nois€he
null hypothesis of a unit root is rejected if the absolute value of the t statistic for testing a=1
is greater than the corresponding critical value tabulated by Perron (1997).

9. In the paper, order of integration was chosen at the 5% level.
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these variables appear to be mixed (stationary and non-stationary), the appropriate
estimation method (ARDL approach) for mixed time series is applied.

But a problem with th&FD test is, it does not allow for testing the possibility
of a structural break. Perron (1997) proposed unit root test with existence of
structural break. In this papdghe 102 model of Perron (1997) is also used for
testing unit roots of the series. The time of breBf 6f the series is chosen
based on the historical experience and the principle, which is to minimise the t-
statistic ofa = 1 . The timing of anyT, for each series is shown Table 2
Also the optimal lag i) is selected such that the last coefficient in an
autoregression of order greater than is insignificant, up to a maximum order k.
Figure 10 provides unit root tests using 102 model. The results obtained indicate
that all variables are non-stationary under structural change at 5% significance
level.

Table 2
Unit Root Tests: Innovational model (102)

Variable Break point (Tp) Lag (E) Test Stat (t;)
CIN R L 2002Q3 0 -4.47
COUT R L 2003Q4 0 -4.17
GDP G 2002Q1 3 -4.35
R 2006Q2"° 3 275
CA GDP 2006Q3" 3 0.81
W _GDP G 2001Q4 0 -2.27
R W 2006Q3" 0 -0.97

Note:Critical values for the 102 models at 1%, 5% and 10% are -6.32, -5.59 and -5.29, respectively
(Source: Perron (1997), page #Rfhle 2.A.

As all variables appear to be non-stationary under structural change (102
model, Perron 1997), the appropriate estimation methods for non-stationary time
series are applied. The co-integration analysis is carried out using the main two
methods so as to ensure that the acquired estimates have some robustness.
These methods are: the auto-regressive distributed lag (ARDL) approach due
to Pesaran and Shin (1995, 1999), and the full-information maximum likelihood
(FIML) method due to Johansen (1995).

10. Real interest rate has decreased from the first quarter of 2006, due to rapidly decreasing
nominal interest rate between the first quarter of 2006 and second quarter of 2007. This trend
has continued because of the rapid increase in the inflation rate since July of 2007.

11. Due to increase in gold and copper prices in Warld market, the current account had a
surplus between third and fourth quarters of 2006.

12. Nominal interest rate of USA started to decrease from the third quarter of 2006. Then, the
Federal Reserve Bank has decreased FED target rate since September of 2007, due to the sub-
prime crisis.
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Due to the small sample available, a maximum of three lags in the lag-
length selection process is considered. It appears that both the LR test statistic
andAIC (Akaike information criterion) suggest that this maximum of three lags
is employed. Both criteria are weakly consistent in the case where the lag-
length determination is carried out for non-stationary variafless, VAR(3)
for the Johansen procedtirand a maximum of three lags for hRDL method
are usedThe Trace and Maximum-Eigen statistics for MAR(3) system of
the variables considered are reportedrable 3.

The Maximum-Eigenvalue statistic indicates the presence of two co-
integration vectors at the 5% significance level within the system of part 2 and
the presence of only one co-integration vectors within the system of part 1.
Also, theTrace statistic indicates the presence of only one co-integrating vector
within the system of part 1 and the presence of two co-integrating vector within
the system of part 2. It continues with more conservative choice of one co-
integrating vectqrwhich is easily identified in our case by normalising the real
capital inflows or real capital outflows (in log).

Table 3
Cointegration Rank Test
Hypothesised Trace 5% Max-Eigen 5%
No. of CE(s) Eigenvalue Statistic Critical Value Statistic Critical Value
Part 1. Vectors: CIN R L, GDP G, R, CA GDP, W GDP G,R W
=0 0.91 178.1* 117.7 91.9* 44.5
r<l 0.56 86.2 88.8 31.8 383
r<2 0.42 54.4 63.9 21.4 32.1
r<3 0.39 32.9 429 19.4 25.8
r<4 0.18 13.6 259 7.6 19.4
<5 0.14 5.9 12.5 5.9 12.52
Part 2. Vectors: COUT R L, GDP G, R, CA GDP, W GDP G,R W
=0 0.76 165.9* 117.7 56.4% 44.5
<l 0.72 109.4* 88.8 49.3* 38.3
<2 0.53 60.1 63.9 28.9 32.1
r<3 0.39 31.2 429 19.4 25.8
r<4 0.156 11.8 259 6.6 19.4
<5 0.125 5.2 12.5 5.2 12.5

Note:* denotes rejection of the hypothesis at the 5% level.

13. The Johansen co-integration technique is used to determine the number of co-integrating
vectors in a vector autoregressionAR) framework.
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An advantage of th&RDL model is that while other cointegration techniques
require all of the regressors to be integrated of the same, dhéehRDL
model can be applied irrespective of their order of integration. It thus avoids the
pre-testing problems associated with the standard cointegration tests (Pesaran
et al., 2000).

In the ARDL approach, the null hypothesisall long-run coefficients of
the underlyingARDL are equal to zear, implying no cointegration) is tested
by computing the general F-statistic to determine that a long-run relationship
does exist between the dependent and independent varibtess stage the
F-statistic is compared with the critical value tabulated by Pesaran et al. (2001).
We choose 3 as the maximum lag length inAR®L model and the calculated
F-statistics of real capital inflows and real capital outflows equation is equal to
14.7 and 21.4, respectivelyhese estimated F-statistics is greater than upper
bound critical valu¥, respectivelyThus, the null hypothesis of no cointegration
is rejected, implying long-run relationship exists between the real capital inflows/
capital outflows and its independent variables. Howelvased on the theqry
real capital inflows/capital outflows are used as the dependent variables in the
paper

3.3 Estimation Results. Determinants of Capital Flows

The estimates of long-run coefficients of the model in equation [1] using
two (ARDL and Johansen methods) estimations are reported in Figure 12. The
general to specific approach is applied to arrive at the parsimonious versions of
the estimates provided ifable 4.

14. Source: Pesaran et al. (2001), Critiv@lue Bounds for the Ft&istic, Table CLl.iii: Case Il
with unrestricted intercept and no trend for k=4, k=5. For k=4, Lower bound 1(0)=3.74 and
Upper bound [(1)=5.06 at the 1% significance level. For k=5, Lower bound 1(0)=3.41 and
Upper bound 1(1)=4.68 at the 1% significance level.
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Table 4

Estimated Long-run Coefficients of the Real Capital Inflows/Capital Outflows Model

Variable/Method

CIN_R_L (Real Capital Inflows)

COUT_R_L (Real Capital Outflows)

ADRL" Johansen ADRL’ Johansen
(1,2,2,3,0,1) VECM (2) (1,2,2,2,2) VECM (2)
Internal factors
0.03 0.05 0.12 0.16
GDP_G (1.86)* (3.55)%** (5.4)%** (8.34)%**
R 0.015 0.013 -0.04 -0.03
(1.83)* (1.89)* (2.96)%** (2.23)**
CA_GDP 0.05 0.04 0.016 0.015
(7.78)*** (7.55)%** (1.86)* (2.21)**
External factors
0.17 0.09 0.18 0.10
W_GDP G (4.67)*** (2.68)** (2.93)*** (1.90)*
R W -0.35 -0.29 - -
(8.43)**x* (6.85)***
Intercept and Dummy for Structural Break
5.05 16 3.38
Intercept (24.9)%** 4.88 (10.2)% 332
0.82 0.91
DUM _2002Q3 (3.37)*** (2.21)**
2.62 2.64
DUM_2003Q4 (5.02)*** (5.25)%**
Error Correction Mechanism (ECM)
ECT -0.90 -0.95 -0.69 -0.86
_ Summary Statistics and Diagnostic Tests
R:, R? 0.77, 0.66 0.74, 0.58 0.75,0.67 0.83,0.73
Prob (F-stat) 0.00 0.00 0.00 0.00
SER 0.25 0.28 0.40 0.34
Serial Correlation
0.39 0.60 0.23 0.33
(AR(A) [0.39] [0.60] [0.23] 033]
Normality [0.49] [0.17] [0.84] [0.15]
(Jarque-Bera )
Heteroscedasticity [0.26] [0.21] [0.62] [0.61]

Note: *, ** *** denotes 10%, 5% and 1% significance level, respectivélgtatistics are in
parentheses. The probability level of the diagnostic tests is in square brackets. The long-run
coeficient standard errors ARDL model are obtained using familiar delta method.

15. The order of the optimadRDL model (distributed lag function) is selected based orAtke
16. Standard error of the coefficient is not defined from the Eviews 6.0 software.
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The two model estimates satisfy the summary statistics and common
diagnostic tests, based on the results reported in the last threefréggire
12. The residual tests show that there is no significant serial correlation and
heteroscedasticity in the residu@lso from the accompanying summary statistics
of theR2, R and the F-statistics, the selected models have a good fit. These
are especially appropriate in a case like ours, where the sample size is very
small. Recursive estimation of tARDL models also suggests that the regression
coefficients are generally stable over the sample period. The cumulative sum
(CUSUM test) and cumulative sum of squares (CUSUM of Squares test) plots
based on the recursive residuals are given in Figure 9 and do not show evidence
of statistically significant breaks. This implies that the estimated models are
stable.

Figure 9
CUSUM Test and CUSUM of Squares Test
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According to the estimates from the two methods employed an increase in
domestic real GDP growth results in a rise of the real capital inflows and real
capital outflows. Namelythe ARDL and Johansen estimates suggest that the
1 percentage point increase of domestic GDP growth causes the real capital
inflows to increase by 3-5%. This result confirms that real capital inflows are
partly explained by high domestic real GDP growth in recent years.

An increase in domestic real interest rate causes a growth of real capital
inflows, in accordance with the underlying thedyamely the estimates indicate
that a 1 percentage point increase of domestic real interest rate causes the real
capital inflows to increase by 1.3-1.5%. Howewube efect of domestic real
interest rate on real capital outflows is significantly negative, as predicted. In
the other words, a 1 percentage point increase in domestic real interest rate
leads to 3-4% decrease in real capital outflows.

There is a positive relationship between the current account as a proportion
of GDP and real capital inflows and real capital outfloWsat is, a 1 percentage
point increase in the ratio causes the real capital inflows to raise 4-5%. The
effects ofWorld real GDPon the real capital inflows and capital outflows are
significant and consistent across two methods, with slight variability in the
estimatesmagnitude. SimilarlyincreasingiVorld real GDPgrowth appears to
induce a rise of real capital inflows and capital outflods.predicted in the
earlier parts of this papethe efect of theWorld real interest rate on the real
capital inflows is negative and significant. In the other words, decre¥sirlg
real interest rate results in a rise of the real capital inflows. Butvtré&l real
interest rate does not help to explain real capital outflows.

The results of the estimations indicate that the recentsyeigih real capital
inflows are determined by push and pull factors, including high domestic economic
growth, high domestic real interest rate, positive current account performance,
strongWorld real GDPgrowth and low world real interest raM/hereas the
real capital outflows are determined by internal factors, including domestic
economic growth, domestic real interest rate and current account to GDP ratio.
Furthermore, the high real capital inflows are associated with FDI promotion
policies after 2001, increasing interest of foreign investors for investment in
mining sector decline in the corporate income tax rate since January 2007,
growing international confidence in the econgmmacroeconomic stability and
rapid growth of banking sector credit by bank borrowing from abroad. These
do mean that the capital flows are affected by the domestic policy environment
and external shocks will necessarily require macroeconomic policy response.
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The coefficients of the error correction term (EQThave the right sign
(negative) and are statistically significant at 1% level. The estimated values of
ECT,, of real capital inflows and real capital outflows indicate that 90-95%
and 69-86% of the disequilibria of the previous quétshock adjust back to
the long-run equilibrium in the current quartezspectively

4. Capital Flows and Monetary Policy
4.1 Short-term Capital Flows

Figure 10 shows that short-term net capital recorded a deficit from 2003,
due to a rapid increase in capital outflows from 2003. In the Mongolian case,
the short-term capital flows are dominated by short-term private debt. Before
2003, the volume of short-term capital flows was small and the deficit of short-
term net capital flows increased by 7.5 times between 2003 andAl867the
short-term capital flows have been highly volatile: short-term capital outflows
decreased by 3.9 times between 2005 and 2006, and the short-term capital inflows
increased 4.4 times between 2006 and 2007.

Figure 10
Short-term Capital Flows (US$ million)
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With regard to capital controls on short-term capital flows, Mongolia has a
very liberal capital account regime with free flows into and out of the ecanomy
Short-term capital inflows to the economy are expected to increase massively
Thus, the policy makers need to study carefully the effect of short-term capital
flows on the economy in light of the experience of other countries in managing
short-term capital flows.

4.2 Impact of Capital Flows on Monetary and Financial Variables

This section will examine the effects of capital flows on the important

macroeconomic variables, namelye GDPgrowth rate, real &ctive exchange

rate, foreign exchange reserves and monetary expansion. Capital flows have
different effects on an economy depending on its economic structure, exchange
rate regime, etc., and this Section draws on the wairkohli (2001), Edward
(1999) and others in analysing Mongdi@xperience. Lge capital inflows can
create a higher rate of economic growth, rapid monetary and credit expansions,
and can generally lead to pressures of inflation, real exchange rate appreciation,
lower domestic saving, and a reduction in the domestic interest rate or the cost
of capital.

4.2.1 Impact of Capital Flows on Economic Growth

Theoretically FDI has a direct positive impact on economic growth through
an economyg productive capacityt also has an indirect impact on development
via competition, improvement in technology and machineejter education and
knowledge, higher employment (higher household income), improved infrastructure
and environment, and enhanced tax collection, etc. On the other hand, foreign
investors will be increasingly interested in investing when the host country is
experiencing economic growth, as they are confident that industry promises high
stable return and financial market.

The simple correlation coefficient between FDI and GDP level is 0.76 and
the long-run elasticity of GDP in relation to FDI is 0.27 between 2000 Q1 and
2008 Q1 in the Mongolian economigroduction elasticity of the agricultural
sector in relation to the FDI to the sector is 0.25. For the sectors of mining and
manufacturing, the calculated elasticity is 0.29; and, for hotels, restaurants and
wholesale & retail trade, the value is also 0.29. These results imply that any
expansion in foreign investment in those sectors cause their production level to
rise. The response of GDP to FDI is obtained from vector error correction
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(VEC) with 4 quarters lags estimation between the two $ériBlse response
function shows that a 10% increase shock to FDI in the first period causes the
GDP to rise by 0.4% in the second quartEhis is then accompanied by a
cumulative growth of 1.0% after 12 quarters, i.e., three years.

4.2.2 Impact of Capital Flows on Exchange Rate

Capital inflows are linked with the real appreciations of exchange rate. On
the one side, capital inflows may be motivated by the anticipation of real
appreciations and, on the other side, inflows support the real apprééidtimn
simple correlation coefficient between net capital flows and the real effective
exchange rate is 0.54. This result indicates that the relationship between these
variables is positive and capital inflows may lead to appreciations of REER.

The Granger causality téswith one lag shows that the hypothesis that net
capital flows do not cause an appreciation in the REER can be rejected at the
significance level of 10%. The test result indicates a permanent effect of capital
account shock upon the REER.

4.2.3 Impact of Capital Flows on Foreign Exchange Reserves and
Money Supply

Depending on the exchange rate regime, capital inflows can be either
international reserves’ accumulation or a current account defitite current
account balance had surplus from third quarter of 2004 to second quarter of
2007. The sharp increase in foreign exchange reserves is parallel with the current
account surplus, suggesting absorption of foreign currency inflows by the BOM.
In addition, the increase in gold prices in the world market strongly affected the
foreign exchange reserves. The stock of net international reserves was US$1.04
billion in March 2007, represents an increase 154% over January 2006. But the
trade balance deficit has started increasing dhpe# 2007, reaching a deficit

17. Both GDP and FDI to be I(1) process and both series are also co-integrated at significance
level of 5%.

18. Lipschitz. L, Lane.T, MourmourasA (2002).

19. The test is used in the Kohli, R. (2001), “Capital Flows and Their Macroeconomic Effects
in India”, IMF.

20. If the exchange rate regime is fixed and the central bank intervenes to counter appreciation
pressures, then capital inflows would be visible in increase in foreign exchange reserves. If there
is no intervention by central bank, then the net increase in capital assets via capital inflows

would be associated with a similar increase in imports and therefore a widening current account
deficit.
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of US$706.1 million in July 2008. Due to the increase of this deficit, foreign
exchange reserves have declined.

Net capital flows affect domestic money supply through accumulation of
net foreign currency assets (N The correlation coétient (0.45) shows
that a positive relationship between money supply and net capital flows exists
in the economy

The Granger causality test with three lags shows that the hypothesis that
net capital flows do not cause money supply can be rejected at the significance
level of 10%.This result may be consistent with realitthe high growth of
money supply in the last three years is fueled by the growth of net foreign
currency assets. During this time, the average annual growth/indFeased
by 69.7% and it pushed the average annual growth of money supply to 41.9%.
These results confirm that money and credit growth are rapidly growing, owing
to the substantial capital inflows in the recent years. In other words, increases
in capital inflows intermediated through the banking system have been supporting
a strong growth of banking sector credit, leading to economic overheating,
jeopardising stability and creating inflationary pressures.

4.2.4 Response of Monetary and Financial Variables to Capital I nflows

Figure 1L presents the impulse response functions (IRFs) for monetary and
financial variables to one standard deviation innovation in the capital inflows.
These IRFs are calculated from the AR/ modef? used in analysis of
determinants of capital inflows.

The positive reaction of GDP to one standard deviation impulse of capital
inflows start from same period, reaches its peak after three quarters. The response
of GDP to capital inflows is significantly different from zero at the significance
level of 5% for first five quartersWith respect to inflation, it takes a major
positive effect for first three quarters and reaches its peak level after two
quarters.

21. If the central bank intervenes to maintain a fixed exchange rate, then an accumulation of
international reserves represent an increase in the net foreign exchange assets of the central
bank and directly affects the monetary base.

22. The S\ AR model was identified by orthogonalising the variance-covariance matrix of the
residuals of the equations using the Cholesky decomposition. In performing the decomposition,
the causal ordering , , , , , , was used. Where is a logarithm of terms of trade, is nominal
international interest rate (LINOR3M rate), is nominal domestic interest rate (monetary policy
rate), is logarithm of real fefctive exchange rate, is logarithm of real GPannual inflation
rate, is logarithm of capital inflows.
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The positive reaction of GDP to one standard deviation impulse of capital
inflows start from same period, reaches its peak after three quarters. The response
of GDP to capital inflows is significantly different from zero at the significance
level of 5% for first five quarterslVith respect to inflation, it takes a major
positive effect for first three quarters and reaches its peak level after two
quarters. The impact of capital inflows leads to appreciation in the REER. This
effect start after one quartereaches its peak after two quartéise response
is different from zero at the significance level of 5% for first three quarters.
These impulse responses confirm that the key macroeconomic indicators have
strongly affected by large capital inflows in the recent years.

Figure 11
Impact of Shocks to Capital Inflows on Monetary and
Financial Variables®
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4.3 Monetary Policy Reactions to Deal with Capital Flows

It has been observed that large capital inflows often give rise to increases
in money supply and domestic liquidigppreciation of both nominal and real
exchange rates, and acceleration in asset prices. Hence, a country experiencing
excessive capital inflows usually has to face the challenges of inflationary
pressures, loss of a competitive exchange rate and misallocation of capital into
unproductive projects

In the Mongolian economit is clear from Figure 4, the monetary aggregates
have been growing since 1999. Indeed, over the last eight years, the year-on-
year (y-0-y) monetary growth rates have exceeded the y-o-y nominal GDP
growth, which has averaged 21.5% only over the same pénwding to the
exchange rates, we see that the Mongolian REER exhibited an upward trend
since 2003 (Figure 3). Howevatepreciation in the NEER is discernible in the
recent period, reflecting a return of the Mongolian Tégrég (domestic currency)
to a depreciation path against its major trading partners. By comparison, the
REER continued its appreciation path, reflecting relatively high inflation until the
most recent period. Correspondinghiigure 2 shows that the consumer price
inflation stayed at a relatively high level.

In recent years, the sharp increases in monetary aggregates associated with
the current account surplus, fiscal expansion and rise in capital inflows. The
BOM is concerned to see the credits and monetary aggregates rising. rapidly
The issue of concern is that the rise in money supply will fuel infi&tidinis
fear led the BOM to engage in sterilisation policies through the open market
sale of central bank bill and increases in monetary policy rate. Increases in the
reserve requirements were also used to reduce liquidity during the monetary
aggregates surgfe This sterilisation effort was particularly intensive since 2007.

In 2007, the BOM updated its regulations on CBB auction and statutory
reserve requirement and announced one-week CBB rate as its policy rate. The
policy rate shall apply to one-week CBB rate. The BOM has been conducting
the one-week CBB auctions as fixed rate tender with preannounced full
allotments, and for longer maturity CBB auctions as variable rate tender with

24. Calvo, GA, Leiderman. L, Reinhart. M.C., (1996).

25. Fear of inflation often leads central banks to trysterilise the increase in money supply
through open market operations.

26. Theoretical model of sterilisation of capital inflows through the banking sectors (increase in
reserve requirement) is postulated in Mark M. Spiegel (1995).
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preannounced allotment volume. By making all those changes, the BOM is able
to realise all the advantages in announcing the real and true interest rate to
market and use its monetary policy instrumentgiehtly.

Due to the high growth of credits and monetary aggregates and the tendency
of inflation to increase continuouslthe BOM increased its monetary policy
rate to 10.25% in September 2008, bringing the cumulative increase since July
2007 to 3.85 percentage points. Furthermore, the BOM raised its reserve
requirements by 0.5 percentage points to 5.5% from January R8@8result,
by August of 2008, the amounts of reserve requirements of commercial banks
increased by 7.8-8.6 billion Togrog. Excess reserve of interbank market stood
at 81.1 billionTégrég in June 200@&s a result of raising the monetary policy
rate and the increases in reserve requirement, the excess reserve of the interbank
market has decreased and reached its lowest level of 9.3 billion tugkugust
2008.Also owing to these policy changes, the weighted average of central bank
bill rate and interbank market rate has continuously increased to 14.4Liguist
2008". As a result, the domestic currency loan rate increased to 21.8% and the
foreign currency loan rate to 15.2% August 2008.

As a result of the sterilisation policthe growth of credits and money
aggregates has started to decelarate since first quarter of 2008. The BOM
expects this deceleration of credits and monetary aggregates to drive down
inflation in the mid-term. But there were no signs of fiscal tightening as a reaction
to the high credit growth (related with large capital inflows) and high inflation
in past two years. Thus, the BOM aims to improve the conduct of monetary
and fiscal policy (credible and consistent macroeconomic policy mix).

5. Capital Flows and Financial Stability
5.1 Capital Flows in Banking Sector

Capital flows in the economy and banking sector are shown ifahie
5. The total capital inflows, excluding currency and deposits in the banking, sector
rose 6.65 times from US$30 million in 2006 to US$199.6 million in 2007. The
increase was provided by the joint growth of short-term (less than one year)
and long-term capital inflows. Namele short-term capital inflows in banking
sector was increased three fold, as Tmade Development Bank (a tgr
commercial bank in Mongolia) issued US$ 75 million senior unsecured bond in

27. In most cases, the domestic short-term interest rates rose when sterilisation began, suggesting
that this policy had an impact, at least in the short run.
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the international capital market. Furthermore, the long-term capital inflows in
the banking sector rose by US$109.3 million, owing to the high differential interest
rate and high demand for long-term foreign funds of commercial bank. Figure
16 also provides some information about the changing maturity of capital flows.
The maturity profile of capital inflows in the banking sector has changed where
45.2% of the capital inflows are now short-term.

The rise of the capital outflows is similar with the increase in capital inflows
in the banking sectoBut the increase in the capital outflows in the banking
sector has been fully accounted by the short-term capital outflows. In other
words, the short-term capital outflows in the banking sector generally exceeded
the long-term capital outflows where over 96% of the total capital outflows in
December 2007 were in one year

Table 5
Capital Flows in the Economy and Banking Sector by Maturity
(USS$ million)
Capital inflows
Short-term Long-term Total
Total To banks* Total To banks* Total To banks*
2004 35.1 1.0 456.6 16.9 491.7 17.9
2005 56.7 12.0 308.9 1.0 365.6 13.0
2006 313 30.0 505.8 0.0 537.1 30.0
2007 139.0 90.3 727.1 109.3 866.1 199.6
Capital outflows
Short-term Long-term Total
Total To banks* Total To banks* Total To banks*
2004 61.6 0.9 450.1 5.8 511.7 6.7
2005 131.7 9.1 190.5 0.0 3222 9.1
2006 33.8 14.6 387.0 0.0 420.8 14.6
2007 322.1 77.4 367.8 2.9 689.9 80.3

Source:The Bank of Mongolia Balance of Payment. * denotes capital flows excluding currency
and deposits in the banking seétor

28. In the Mongolian case, items of currency and deposit in balance of payment statistics are not
classified.
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Figure 16 also indicates that the capital flows of the economy are
concentrated in the monetary authority and general government rather than the
banking sector and non-bank private sedBut capital inflows to the banking
sector constituted 23% of the total capital inflows in 2007.

The capital inflows in the banking sector are expected to rise in the immediate
future, since commercial banks are starting to issue their own bond in the
international capital market and financial investment is increasing enormously in
the commercial banks.

5.2 Impact of Capital Flows on Financial Stability

Although large increases in financial flows can be handled by the financial
system, flows of significant magnitude may risk the safety of the banking system.
In addition, the real exchange rate appreciation that often accompany these
capital inflows can lead to undesirable resource reallocation, particularly if the
reallocation of resources motivated by the capital inflow surge is likely to be
temporary Financial development is important for financial intermediation and
the efficient allocation of capital. It is clearly a crucial element to the overall
economic development of emerging capital markets.

The Mongolian financial system is developing and performing well, in line
with the economy as a whole, but faces a number of challenges. There are
signs that the economy is overheating and the cosnttgpendence on a
relatively narrow range of commodity exports and the rapid credit growth are
sources of risk. The y-o0-y credit growth has been high, annual average growth
is 58.6% in the last six years (Figure 4). The rapid credit growth fueled by the
capital inflow$® has also given rise to potential risks to financial sector stability
Some deterioration in the lending standards has been observed as banks compete
for market sharé$ The Granger causality test indicates that the faster credit
growth leads to higher non-performing lo&nafter six to nine months.
Furthermore, the negative real interest rates due to relatively high inflation, which,
in turn, contribute to the real estate boom and rapid growth, have caused the
risks to financial stability

29. Also the rapid credit growth thus seems to reflect to a large extent financial sector deepening.
30. Large inflows can lead to unsound credit allocation.

31. An increase in loan growth is likely to lead to higher loan losses only if the source of the
faster credit growth is a shift in the supply of bank credit.
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The price of securities has risen rapidly since the first quarter of 2007 in
tandem with the increase in market capitalisation of the local securities market.
The price of securities and the market capitalisation increased by 3.7 times and
4.4 times, respectivelypetween the first quarter of 2007 and second quarter of
2008. A similar suge in housing prices saw a 2.8-fold increase between the
fourth quarter of 2005 and second quarter of 2008, due to the growth of mortgage
loan and prices of raw construction material. In other words, the increases in
securities and housing prices have been fueled by capital inflows and rapid credit
creation.

The stress tests undertaken by the F$&dMm of the IMF and th@/orld
Bank (September 2008) indicate that the surge in capital irfflevesild decrease
the aggregate capital adequacy ratio (CAR) by 2.7 percentage points from the
baseline CAR (15.2%Also, the hypothesised substantial increase in the NPL
ratio by 10 percentage points would take the aggregate capital adequacy ratio
to 9.8%. This indicator is lower than the baseline CAR by 5.4 percentage points.

Table 6
Selected Financial Soundness I ndicators
(in percent)

2003 2004 2005 2006 2007

CapitalAdequacy Ratio (CAR) 204 20.0 182 18.1 14.0
Return onAssets 31 25 22 2.7 25
Non-Performing Loan Ratio 4.8 6.4 58 49 33

Source: The Bank of Mongolia

As shown inTable 6, the Mongolian banking sector remained resilient in the
recent years, with positive developments recorded in all key financial soundness
indicators. Due to increased investments and activity in the banking sector and
instruments, the non-performing loans are continuing to trend downwards and
profitability is improving.

32. Under this scenario, it was assumed that substantial trade and capital inflows result in an
appreciation of the Togrog by 20%, and intensified inflationary pressures, leading to a moderate
slowdown in the performance of all tradable and non-tradable sectors. Interest rates were
assumed to remain at the current levels.
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5.3 Central Bank Policy Reactions Related to Capital Flows and Financial
Sability

The financial sector in Mongolia consists mainly of banks, which hold about
95% of assets in the financial sectbihe BOM supervises banks to ensure the
stability of the financial sectpmwhich is one of its main goals stated in the
Central Banking Lawwithin the framework of the related laws and regulations
As the role of the banking sector in the economy increases, it is vital to make
the supervisory framework more prudent and banks need to manage their risks
efficiently to improve corporate governance, and to adequately define their
strategic aims.

In recent years, the BOM subscribes to such strategic aims as improving
the quality and scope of financial intermediation, ensuring the stability of the
financial sectarpreventing financial crises, enhancing the confidence of investors
and depositors in the banking sectoeating a favorable environment for banks,
protecting the interests of depositors and restraining illegal activities through
banks or other financial institutionéll these aims are stated in the “Short-term
Strategy of Reform and Development of the Banking Sect#s”’a result of
this policy implemented by the BOM to enhance stability and support the growth
of financial sectqgrthe confidence of customers and depositors in the banking
sector has improved. The result of which led to an expansion of the scope of
banks’ operations and improvement in the profitability of banks.

The BOM has been refining its supervision policy and methods, such as
conducting assessments of the financial sestgroving corporate governance
and enhancing prudential regulation, as well as defining future direction and
preventing financial crises.

The current system of supervision of banks is carried out in accordance
with the common and accepted structure of international banking and financial
organisations, and the BOM has made adjustments in the sophistication of the
system.As the activities of the banking and financiajanisations widen to
embrace the latest methods and technologies, as has happened in recent years,
banks face more risk$herefore, to conduct supervisioriigently, the direction
of supervision based on regulations and rules was shifted to a risk-based analysis.
Thus, the supervision operations are focused on evaluating and measuring risk,
and encouraging customews/ersight of banksAs of now the BOM has been
harmonising its rules and regulations with international standards, especially those

33. Improvements in prudential supervision and regulation have helped enhance the capacity to
absorb the inflows.
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of the Basel CommitteeAmendments to the “Prudential Ratios Regulation of
Banks” was approved on October 2007, because of the Basel Consmtee’
capital framework and mortgage market, which has been adopted in Mongolia.
Changes to the regulation include making market risk requirements more
compliant with international standards, making calculation of capital adequacy
more adequate, and lowering risk-weights of mortgage-backed securities issued
by the Mongolian Mortgage Corporation to support the development of a
secondary mortgage market.

At the request of the BOM, the IMF and tkiéorld Bank performed a
“Financial SectorAssessment Programme” in Mongoliahis programme
evaluates the current situation of the financial sector and the regulation framework,
and delivers recommendations for future work based on the “Core Principles
for Effective Banking Supervision” issued by the Basel Commiteeording
to the report of the “Financial Secthssessment Programme,” the performance
of the Mongolian financial sector is relatively good compared to those countries
which have the closest rate of social and economic development to Mongolia.

A “Financial Stability Council” was established consisting of the Governor
of the BOM, the Minister of Finance, and the Chairman of the Financial
Regulatory Commission. The council shall monitor the soundness and stability
of the financial system, informing the public of a potential financial crisis and,
in pertinent cases, work with the management of the financial institutions, provide
financial aid and oversee effective cooperation between them. In addition, the
“Financial Stability Report” had been constantly published since the third quarter
of 2008.

6. Conclusion

Capital inflows and outflows have increased significantly over the past five
years, starting from 2003. Much of the capital inflows have taken the form of
FDI — especially in mining and construction activities, which has created GDP
growth in the recent year8. common feature of changes in the composition
of the capital inflows has been an increased share of FDI and private debt, and
a decrease in the public debt.

The results of empirical analysis indicate that push and pull factors, including
improved macroeconomic performance with high economic growth, high interest
rate diferentials, current account surplMgorld real GDPgrowth, have led to
increases of capital inflows in the recent years. Whereas the high capital outflows
in the recent years have mostly been determined by internal factors, which are
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high domestic economic growth, domestic real interest rate and current account
to GDP ratio.

The large capital inflows in the recent years have contributed in promoting
economic growth and improving productivity and export performance, but the
inflows are starting to create some adverse consequences, including rapid
monetary expansion, accelerating inflation, appreciation of REER and a loss of
competitiveness and faster growth in securities and housing prices. The results
are shown by the some technical analysis. The rapid inflows also posed risks
to financial stability in terms of rapid growth of credit (credit risk), negative real
interest rates related with high inflation (market and liquidity risks), and
appreciation of domestic currency (currency risk). The results show that if the
large capital inflows continue, they may create potential risk of economic
overheating and financial instability the near future, capital inflows are expected
to increase massively due in light of the large mining projects and the
governmens intention to issue sovereign bond in the international financial
market. Thus, the policy makers are concerned how to sterilise the expected
impact of the swge in capital inflows. Unfortunatelthe management of capital
flows is not an easy exercise and the policy makeforts should focus on
reducing the risks and adverse consequences associated with the inflows, as
opposed to affecting the flows and their composition.

The following policies are recommended to avoid the adverse impact of
surge in capital inflows:

e Fiscal austeritytightened monetary policgnhanced bank supervision and
institutional improvements are the best responses to a capital-inflow episode.

e The BOM should continue tightening monetary policy (sterilisation policy)
because tightened monetary policy reduces economic overheating, excess
money and inflationary pressufdso to avoid excess money and inflationary
pressure related to large capital inflows, the BOM need to engage in
sterilisation policies through the open market sale of CBB, monetary policy
rate, reserve requirement and capital requirement, and foreign exchange
intervention. But the policy makers should consider that while sterilisation
may provide some relief, it may also be quite costly to the central bank.

e The BOM may need to determine and formulate its foreign exchange rate
intervention strategieslthough increases in capital inflows will require a
careful mix of interest rate and intervention policies to avoid disorderly
exchange rate adjustments, while preserving the credible monetary. policy
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Furthermore, the exchange rates of Togrog need to be protected from a
speculative attack depleting foreign exchange reserves.

The Ministry of Finance should implement a tighter fiscal poliayhtening

the fiscal stance helps to reduce the risk of economic overheating and inflation
pressure.Fiscal policy and elimination of excessive fiscal incentives may
be the options for aggregate demand management.

Deepening the financial markets and strengthening the financial system
supervision and regulation, where needed, would be the most effective ways
to deal with the risks associated with capital inflows. The rapid credit
growtk** and the rollover of loans could make it difficult for the BOM to
spot emeaging problems in the banking sectdhus, the authorities should
continue to upgrade the supervisory framework by improving the supervision
of liquidity and operational risks of banks, and continue to implement
structural policies for a sound financial sectocluding prudential regulation

and supervision and improved risk management.

Institutional improvements have helped strengthen the policy responses to
capital inflows. Other countries’ experiences show that instead of capital
controls, countries have been able to combine macroeconomic policy tools,
with efforts to develop the financial markets, closer monitoring of capital
flows, and adoption of various debt management measures and some indirect
intervention schemes. Thus, the authorities should aim to improve the conduct
of macroeconomic policies and policy tools.

Promoting the development of the stock market, improving the financial
structure to cater for safe accommodation of capital flows and managing
risk related to thermA well developed and deeper stock market could promote
financial stability and help reduce the econanstisceptibility to volatile
capital flows.

The policy makers should consider capital controls on short-term capital
inflows, if the capital inflows are mostly of the “hot money” type. While
capital controls may work, at least in the very short run, it needs to be
considered that the introduction of restrictions to capital mobility may have
undesirable long-run effects.

34. Beware of rapid credit growth during the inflow phase of the cycle. When capital flows out,

these loans may have to be repaid at short notice, leading to bankruptcies in the private non-
financial sector and, possiblpank failures.
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APPENDI X
Unit Root Tests: ADF test

Variable Order of variable Optimal lag length ADF test
Levels 0 -4.98 [c,t]***

CIN.R L 1 diff 0 26,05 *#*
Levels 0 -4.64[c,t]***

COUT R L P diff 0 8 §5%H
Levels 1 -5.89[c,t]***

GDP_G 1" diff 3 -7 42k

R Levels 3 -1.74%*
1" diff 2 -1.99%**
Levels 4 -2.22

CA_GDP 1 diff 3 197
Levels 0 -1.41

W_GDP_G 1 diff 0 5745k
Levels 0 -1.85%

RW P diff 0 .5.76%%

Note: cort

the test. *, **, *** denote rejection of null hypothesis at the 10%, 5%, and 1 % level, respectively.
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Chapter 6

CAPITAL FLOWS AND THEIR IMPLICATIONS FOR CENTRAL
BANK POLICIES IN MYANMAR

by
Thida Myo Aung*

1. Introduction

Capital flows have become increasingly important to the developing nations
for their economic growth. Governments of the developing nations are striving
to promote capital flows, especially foreign direct investment (FDI) from the
rest of the world. This is because not only does FDI involve transfers of tangible
and intangible assets, but it also conferany spill-over benefits to the host
countries, such as employment, development of human resources, transfer of
superior technologyand so forth. FDI, therefore, is invaluable for its contribution
to economic development and enhancement of the standard of living of the host
country

Recognising capital flows as an importance source of external financing for
a long-term economic growth, the governments of many developing nations have
been taking measures to put in place an institutional framework as well as provide
a stable economic and financial environment that is conducive for investment to
attract FDI inflows. The measures include were privatisation schemes, trade
openness, attractive investment incentives, and so forth. Myanmar has been
strategising to promote FDI by structuring incentives to attract foreign investors
and entrepreneurs.

2. General Framework and Major Capital Flows Management Palicies
2.1 Current Account and Capital Account Liberalisation

It is recognised that liberalisation of the various sectors, such as trade,
investment, and so forth, can facilitate the implementation of a cosntry’
development objectives. Following the adoption of a market-oriented economic
system in late 1988, Myanmar has been carrying out various institutional and
policy reforms, including financial liberalisation. The Myanmar government

1. Assistant Director, Foreign Exchange Department, Central Bank of Myanmar
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permitted the liberalisation of both current and capital accounts to ease the inflow
of financial resources.

The export and import of goods and services, investments, debt-service
payments, and private or public net remittances and transfers are classified under
the current account. Whereas private foreign direct investment (mostly by
multinational corporations), foreign loans by private international banks, and loans
and grants from foreign governments (as in the form of foreign aid) and
multilateral agencies, such as the IMF andwlogld Bank, are classified under
the capital account fdaro & Smith, 2009, p.668, 669).

2.2 Policies Implemented to Manage Capital Flow

In late 1988, Myanmar converted its economic system from a centrally
planned economy to a market-oriented econdrhg government subsequently
promulgated the Union of Myanmar Foreign Investment Law (FIL) dh 30
Novembey 1988.The policy objectives of this law are as follows:

(1) Promotion and expansion of exports;
(2) Exploitation of natural resources requiring heavy investment;

(3) Acquisition of high technology;

(4) Supporting and assisting capital-intensive production and services;
(5) Creation of employment opportunities;

(6) Development of energy conserving activities; and

(7) Promotion of regional development.

To achieve the above objectives, the pitvides for the following incentives:

(1) Exemption from income tax for up to three years;

(2) A reduction of up to 50% on income tax due on the invesfyoduce
exported from Myanmar;

(3) Exemption from customs duty on capital goods imported as part of the
investment operations;

(4) Guarantee against nationalisation;
(5) Right to repatriate profits and investment capital; and

(6) Exemption from customs duty on capital goods imported as part of the
investment operations.
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A foreign investor is allowed to invest in Myanmar with 100% foreign capital
or a joint with any Myanmar partner from private sector or cooperative sector
or state sectoHe has the right to enjoy appropriate economic benefits as well
as tax incentive#\ foreign investor is, howevearequired to contribute a minimum
foreign equity of 35% of the total. The minimum amount of foreign capital is
US$ 500,000 for investment in manufacturing and US$ 300,000 in the services
sector Land lease is also granted to the investors up to 30 years, and the lease
can be renewable after 30 years. Through the reduction of red-tape and
simplification of procedures in the registration of companies, production, trade,
finance, etc., the business environment has been significantly improved. The
Foreign Direct Investment Law offers a slew of incentives to the foreign investor
and it has managed to attract much foreign investment to Myanmar

On the tax front, reforms have been implemented. Some of the major tax
reform measures include broadening of the tax base, adjustment or relaxation
of tax rates, granting of reasonable tax exemptions and relief, and simplification
of tax proceduresA flat corporate tax of 30% per annum is imposed on the
income of companies set up in Myanmityanmar has signed bilateral tax
treaties WithASEAN countries and the U.K. Such tax reforms give important
support to the current account liberalisation drive. Myarsneommitment to
the AFTA also helps promote liberalisation of the current accduamiff barriers
and non-tariff barriers have been eliminated as scheduled in accordance with
the ASEAN agenda of Capitahccount Liberalisation.

3. Trends in Macroeconomic Indicators and Capital Flows

The growth rate of the gross domestic product (GDP) shrank from -1.1%
in 1986/87 to -1.4% in 1988/89The deterioration of the economyfeafted
political stability which led to a change of government and a change of economic
system. Myanmar switched from a socialist, centrally planned economic system
to a market-oriented one in late 1988. The SLORC (State Law and Order
Restoration Council) initiated economic reforms, the main objectives of which
are to:

* Adopt a market-oriented system for the allocation of resources and the
distribution of goods and services;

* Encourage private investment and entrepreneurial activity at home; and

* Open up the economy to foreign direct investment and to promote export.
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The four economic objectives of the SLORC/SPDC, which were boldly

proclaimed on the front page ®he New Light of Myanman 1996, are as
follows:

Development of agriculture as the base as well as all-round development
of other sectors of the economy;

Proper evolution of the market-oriented economic systems;

Development of the economy inviting participation in terms of technical
know-how and investments from sources inside the country and abroad;
and

Initiative to shape the national economy must be kept under the control of
the state and the national peoples.

The major economic reforms directly affecting the macroeconomy and the

external sector may be summarised as follows:

Introduction of Foreign Investment Law: to enhance technical know-how
and investments in all sectors, except those reserved for the state;
Fiscal reforms: taxation reforms to restructure the tax and tariff systems
and to streamline tax collection and customs procedures to be in line with
the market-oriented system and to tackle the problem of deficits; and stringent
scrutiny of government expenditures;

Financial sector reforms: building of legal framework; restructuring the
financial sector; and allowing private sector participation in banking and
insurance;

Legal system reforms: The combination of Common Law and Civil Law
Legal Systems, which Myanmar already had and kept intact during the past
twenty-five years before 1988, were reactivated with some new legal
injection and revocation of the Law of Establishment of Socialist Economic
System;

Tourism sector reforms: allowing private sector participation in hotels and
tourism business;

Trade sector reforms: liberalisation of domestic and foreign trade, allowing
private sector participation in the business previously under the monopoly
of SEEs; resumption of MyanmiarChamber of Commerce and Industry
regularisation of border trade; and

Reforms of frontier areas administration: pacification and promotion of
development of minority races in frontier areas. (Myat Thein, 2004, pp.124
and 125.)

Basically the purchase of the stocks (equity), bonds, certificates of deposits,

and commercial paper are related to portfolio investment. Capital flow as portfolio
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investment relies on the rate of return on those investmemdard@ & Smith,

2009, p.725.) When domestic bonds or foreign bonds are invested, they depend
on the difference between the domestic interest rate and the foreign interest
rate. (Blanchard, 2003, p.389.)

Scholars have conducted a number of empirical studies regarding the variables
which determine the influx of capital into recipient countries from abroad. The
GDP growth rate, inflation, saving and lending interest rates, exchange rates,
stock price index, current account balance, foreign reserves and overall BOP
are considered the key macroeconomic indicators in determining the capital flows
into nations.

3.1 Gross Domestic Product

As a result of the above-mentioned reform measures, Myasn&DP
improved between 1989 and 2007, except negative growth in 1991/92. The
government emphasised on stabilisation and national consolidation and
implemented stabilisation programmes to revitalise the economy during the three-
year period from 1989/90 to 1991/92. The economy began to turn around and
accounted for a growth rate of 5.9% during the three-year period.

Figure 1
Growth Rate of Gross Domestic Product
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With stability restored, the Shorerm FourYear Plan (1992/93 to 1995/96)
was launched with a tget growth rate of 5.1% annuallyhe government
successfully carried out the Shderm FourYear Plan achieving an average
annual GDP growth rate of 7.5%. Per capita income also increased to K 13,515
from K 4,496.
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The above Plan was followed by the Second Shemntn Five-\¥ar Plan
(1996/97 to 2000/2001). It was launched with a target GDP growth rate of 6%
annually and achieved GDdrowth on averagef 8.5% annuallyln addition,
per capita income rose sharply from K 13,515 in 1995/96 to K 50,927 in 2000/
01. It can be said that the economy could expand 1.5 times. During that period,
the average annual growth rate of agriculture sertdustry sector and service
sector was 7.3%,114% and 8.5%, respectively

After accomplishing the Second Shoerm Five-¥ear Plan, th&hird Short
Term Five-¥ear Plan (2001/02 to 2005/06) was implemented with trgettar
average annual growth rate df.3%. Because of the favourable performance
of the economy during the plan period, the average annual growth rate of GDP
was 12.8%. The economy increased 1.83 times, and per capita income also
reached to K 221,217 in 2005/06. Similadgriculture sector increased to 9.8%
while industry sector rose to 23.5%.

Overall, the economic performance of Myanmar can be said to have improved
to some extent during the period of 1989 and 2006/07.

3.2 Inflation

According to the official statistics, the inflation rate continuously fluctuated
during the period from 1985/86 to 2006/07, generally hovering between 20% to
30% per annum during this period. In 2002/03, the inflation rate exceeded 50%.
It gradually fell after 2002/03, and declined to 3.76% in 2004/05. Inflation reared
up again, and increased to 26.07% in 2006/07.

Figure 2
Inflation Rate
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Myanmar faced budgetary deficits and increases in money supplydition,
the over-bidding of agricultural export product, over-building of certain
infrastructural facilities, and depreciation of the kyat in the parallel foreign
exchange market were also contributory factors to the inflationary process.

The depreciation of the kyaaused the prices of imported intermediate
goods used as inputs in the production process to increase. On the one hand,
the large budget deficits financed by money creation contributed to “demand-
pull” inflation, which in turn fuelled rising price®©n the other handhe “cost-
push” factors, such as the price hike of electri¢itg rising cost of transportation
and the decline in the production of some essential commodities, havethaised
cost of doing business, and this was reflectegrioe increases.

Innumerable forms of local taxes, municipal taxes, wheel taxes, toll charges,
and so forth, escalated transportation cost all over the colihiyrising cost
of transportation and the electricity price increase from 2.50 kyat/kwh to 25
kyat/ kwh in March 1999 caused the prices of essential goods to rise.

Apart from this, the prices of some food items increased due to excess
demand as their production lag far behind the population growth in recent years.
For instance, the production of beef between 1995/96 and 1998/99 was lower
the level needed to sustain the population growth rate, which is 2%.

Inflation reduces the purchasing power of fixed-income earners, which in
turn, lead to cost-push inflation. This is because the wage earners who are
affected, generallyare striving to earn income from other sources in order to
spend more.

3.3 Exchange Rate

Myanmar is a country using a fixed exchange rate system. Under this
foreign exchange regime, Myann&rcurrency unit the “kyat” is pegged to
special drawing rights (SDRs) at 8.5087 kyat = SDRfter changing a market-
oriented policyMyanmar has experienced many transformations. In actuality
can be described that Myanmar has a two-tiered or even a multi-layered exchange
rate system.

In February 1993, the government of Myanmar introduced foreign exchange

certificates (FECs) to facilitate the convenience of foreigners visiting Myanmar
Under this scheme, both local and foreign entrepreneurs were conducting their
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businesses based on the parallel exchange rates, which reflect the true market
value of the kyat. Thirty foreign-exchange dealers and ten semi-government
and private banks were permitted to engage in foreign exchange transactions,
thus making the FECs popular

Myat Thein (2004, pp.141and142) states that the government intends to
gradually re-align the kyat value in line with the free market equilibrium rates
as businesses conduct their transactions with FECs more and more. However
due to the depreciation of the kyat, the government revoked the licenses of
seven foreign exchange dealers and nine banks. On the other hand, the lack of
confidence in the local currency alsdeated people willingness to save or
deposit money in the banks. The large difference in the two-tier exchange rate,
i.e., the official versus unofficial rates, is a major obstacle to national saving.

Figure 3
Official Exchange Rate
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According to the available statistics, the exchange rate between the foreign
exchange certificate and the Myanmar currency unit “kyat” during the period
of 1998/99 and 2006/07 is shown in Figure 4. Looking at the exchange rate
between the FEC and the kyat, the equivalent of 1 FEC was around 500 kyat
during the period of 1998/99 and 2000/01. In the following years, the exchange
rate was between 800 kyat/FEC and nearly 1400 kyat/FEC. It can be seen that
the gap between the official rate and even the FEC rate was very large based
on these data.
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Figure 4
Changes in the Rate of Foreign

Exchange Certificate (FEC)
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3.4 Foreign Direct Investment

Figure 5 shows the pattern FDI inflows into the Myanmar for the period
from its conversion to a market-oriented economy to 2006/07.

There was significant fluctuation in the inflows of direct foreign investment
into Myanmay as can be seen in FigureThe volume of FDI inflow into the
country had dropped almost continuously after 1997 up to 2004/05. However
the volume of direct foreign investment inflows, increased sharply in 2005/06,
totalling $ 6065.675 million, because of an increase in investment in the power
generation sectom 2006/07, the inflow of foreign direct investment into country
fell again, and accounted for $752.7 million.
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Figure 5
Pattern of the Inflow of FDI
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Table 1
Inflow of Foreign Direct Investment by Sector (US $ million)

Year Agri | Fishery | Mining | O&G Manu Trans H&T RED 1E Const | Power | Others Total
1989/90 54.1 298.045 | 15.842 81.5 449.487
1990/91 71.31 55.102 19.05 42.713 86.4 280.573
1991/92 5.893 5.893
1992/93 2.69 5.848 33.38 44.55 13.342 1 3.025 103.785
1993/94 7.604 20.87 19.5 17.752 311.458 377.184
1994/95 148.2 0.5 1039.53 76.7 1.3 86.062 13523
1995/96 13.07 | 155.779 14.8 21.292 | 118.922 79.19 25145 12 1.666 | 668.166
1996/97 | 5.991 17.5 178299 | 695.603 | 923.561 | 47.865 | 114.924 623.5 181.113 | 17.267 8.62 | 2814.25
1997/98 5.67 5.819 3331 172.1 319.215 | 1063 274.892 | 122.19 34 1012.92
1998/99 4.755 4.885 43.296 1.46 54.396
1999/00 3.261 16 525 18.139 15.5 58.15
2000/01 20 1.112 47.55 77.391 7.885 5.25 28 20.5 10 217.688
2001/02 325 15.752 19.002
2002/03 26.84 3.382 44 13.18 86.948
2003/04 2.6 1.45 54.3 2.82 30 91.17
2004/05 6 142.55 3.52 3.5 2.713 158.283
2005/06 0.7 34.975 6030 6065.68
2006/07 47148 281.2 752.7

Souce: Satistical Yearbook, Central {&tistical Organsation, Ministy of National Planning

and Economic Development

Note: Agri — Agriculture, O & G — Oil and Gas, Manu — Manufacturingais — Tanspot,

H & T — Hotel and durism, R E D — Real Estate Development, | E — Industrial Estate, Const
— Construction
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The distribution of FDI inflows by sector during the period of 1989/90 and
2006/07 is presented ifable 1.The power sector received the biggest share
of FDI, and the oil and gas sector was the second largest recipient of FDI. The
manufacturing sector was the third largest recipient of FDI. The hotel and
tourism sector became important as it received the fourth largest amount of
direct investment from abroad. The influx of foreign direct investment into the
agricultural sector was very low compared to the other sectors. It can be seen
from the statistics that the FDI did not flow into the sectors regularly and
consistently For instance, although the power sector is thgektrrecipient of
FDI till now, the inflow of foreign direct investment into that sector started only
in 2005/06.

As have been stated, the government has taken the necessary measures to
attract foreign and local investors to do business in Myanhevertheless,
some risks and issues remain in regard to the investment environment,,notably
the economic sanctions imposed by some advanced countries; government budget
deficit due to implementation of infrastructure development and reforms financed
mainly from our resources; absence of international assistance for more than
two decades; inflation and low investor confidence; the overvalued exchange
rate; lack of access to credit and foreign exchange; restrictions affecting business
in specific sectors; and incomplete infrastructure.

With regard to the macroeconomic environment, although Myanmar has
achieved GDP growth, there is still room for improvement. The widening rate
gap between the official and unofficial exchange rates and the existing exchange
controls are impediments in creation of a sound and adequate payment system
in attracting massive foreign capital flows. The situation calls for the unification
of exchange rates and further liberalisation of the foreign exchange market.
Delay in exchange rate reform is an obstacle in inducing FDI inflows. The
development of a well-functioning financial and capital market is a key to
liberalisation and growth of the economy

4. Capital Flows, Monetary Policy and Financial Sability

Portfolio flows are potentially beneficial in raising capital for the local firms.
In attracting portfolio flows into the host countries, the local stock and bond
markets need to be developédditionally, the recipient countries need to step
up the liberalisation of the domestic financial markets and open up these markets
to foreign investors.
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Following the conversion of Myanmar to a market-oriented economy in
the late 1988, the government of Myanmar promulgated the following laws to
liberalise the financial system:

(1)
(2)
()
(4)
(5)
(6)

The Foreign Investment Law988;

The Central Bank of Myanmar Law990;

The Financial Institutions of Myanmar Lad990;

The MyanmatAgricultural and Rural Development Bank La®990;
The New Savings Bank Lawl993; and

The Myanmar Insurance Law993.

The financial sector consists of the banking sector and non-bank. sector
The banking sector includes the following:

The Central Bank of Myanmar

State-owned Banks, namely:

(a) Myanma Foreigirade Bank

(b) MyanmaAgricultural and Development Bank
(c) Myanma Investment and Commercial Bank
(d) Myanma Economic Bank (with 350 branches)
20 Domestic private banks (with 219 branches)
28 Representative offices of foreign banks
Myanmar Securities Exchange Centre Co., Ltd.

The non-bank sector includes:

Myanma Insurance Corporation

Myanma Small Loans Enterprise

Japanese Insurance Representative Offices
Myanmar Oriental Leasing

Under the Central Bank of Myanmar La#990, the Central Bank of
Myanmar is empowered to carry out these functions:

Advising the government on economic development policies and plans
and the State Budget;

Formulating and implementing monetary policy;

Regulating the financial system;

Implementing exchange rate policy and controlling foreign exchange
transactions; and

Managing the international reserves.
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While Myanmar receives FDI from abroad, it does not receive any portfolio
investment inflow This is because the capital market is underdeveloped in
Myanmay but its development is in progreBartfolio flows, theoreticallydepends
on the development of local stock and bond markets.

The function of a capital market is for transacting of purchase and sale of
long-term loanable funds in the form of bonds, stock, long-term securities,
mortgages, treasury notes, obligations of state and local governments, corporate
bonds and corporate stock. The development of the capital market, therefore,
is essential for portfolio inflows.

After adopting a market oriented economic system in late 1988, the
government of Myanmar undertook various fiscal and monetary reform measures.
In addition, the Central Bank of Myanmar and the Sung Hung Kai Fund
Management Ltd., Hong Kong, jointly conducted a symposiurvaingon in
1990 on the development of a capital market, and mooted these justifications for
the establishment of a stock market:

(1) The increasing numbers of limited companies, the establishment of joint-
ventures between the government and the private seatdrthe
growing amount of tradable shares favored the creation of an efficient
stock market.

(2) Myanmar has a potential source of investment funds for the functioning
of a stock market because it was estimated that a large part of savings
was in the hands of individuals.

(3) The Myanmar Compansct, which was enacted orf* April 1914,
provides an adequate legal framework for the establishment and
operation of business entities in a free enterprise ecanbineyAct
includes the definition of the meaning and nature of shares, provision
for shares which are negotiable and tradable, and recognition of the
rights of shareholders.

Under the Myanmar Companidésct, the establishment of two types of
companies is provided fonamely public and private companies.

Based on these justifications, the symposium recommended the formation

of a high-level steering committee to draft the Securities and Exchange Law
and rules and regulations for the establishment of a stock market.
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To facilitate the development of a capital market, the Daiwa Institute of
Research Ltd., Japan, and the Myanmar Economic Bank, a state-owned bank
with the largest national banking network, established the Myanmar Securities
Exchange Centre Co., Ltd. (MSEC) in June, 1996. The MSEC was set up as
a joint-venture on 50-50 basis, with an authorised capital of US$ 17 million, and
a paid-up capital of US$ 3.4 million.

In Myanmar the MSEC is the first and only securities compamlyich is
authorised by the government, to create a securities market and establish a
stock exchange iMfangon.The aim of the MSEC is to help promote the national
economy by mobilising long-term funds for the expansion and modernisation of
businesses, launching of new business start-ups, support of the privatisation of
state-owned enterprises, and provision of new methods of savings to the general
public in developing the economy

The following are the functions of the MSEC:

(1) Assisting companies going public;

(2) Brokering, dealing, and underwriting securities;

(3) Making research on the national economy and companies;
(4) Publishing investment information;

(5) Providing investment consultancy services;

(6) Managing venture capital funds and acting as an agent for joint ventures;
and

(7) Selling to investors Myanmdireasury Bonds as an agent of the Central
Bank of Myanmarand shares of Myanmar companies as an agent of
those companies. (fy Yin Mya, 2000, p.62.)

A sound regulatory framework with the appropriate laws, rules and regulations
should be set up in order to create the securities market in Myanmar and protect
market participants in the securities market. The MSEC was mainly responsible
for drafting the proposed laws regulating the securities and exchange market
because it was the first and only securities company in Myannmearly
1995, the Daiwa Institute of Research, Ltd. (DIR) presented a draft of the laws
to the Ministry of National Planning and Economic Development, and extensive
discussions were held between with the senior officers of the Ministry of National
Planning and Economic Development, the Ministry of Finance and Revenue and
the DIR.After three and half years of discussions with senificers of the
Central Bank, the MEB, the MESC and thitorney Genera$ office, the final
completed draft was submitted to the Cabinet.
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Myanmar encountered many major problems in the establishment of a capital
market.Yin Yin Mya (2000, p.65) highlighted some of them:

»  Lack of public knowledge concerning the securities and stock market.
» Reluctance of business owners to widen their ownership.

» Inadequate infrastructure, including electricity supply
telecommunications system, electronic data processing system, and so
forth.

Insufficient regulatory and incentive aspects of the stock exchange.
Lack of skilful intermediaries, such as brokers and fund managers.
Shortage of technical and professional skills, such as qualified accounting
professionals, auditing firms and financial analysts.

Insufficient supply of stocks and low market capitalisation.

Inflation.

Interest rates which do not provide adequately for the risk in lending
Exchange control and unrealistic official exchange rate.

Imposition high tax and levy of stamp duty on shares trading.

Y V V
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The financial sector is in need of maeforms.To tackle the said issues,
the government should take measures to combat inflation and maintain
macroeconomic stabilityAppropriate policies to promote productivity and
production should benplemented to reduce inflation. The measures that can be
adopted include the employment of better technology in industries, promotion of
investment in the economeduction of tax rategrovision of easier access to
markets, transparent business procedures, and availability of market information
to the economic players without discrimination. Moregwercontractionary
monetary policy will help in slowing down inflation.

As overvalued exchange rate makes domestic products less competitive
and reduces exports, it would cause balance of payment problems, and this will
not help the economyrhe exchange rate polictherefore, should be flexible
according to the domestic and international conditions.

5. Conclusion

This paper focuses on the capital flows and the implications for Central
Bank policiesAccording to this studyit is found that Myanmar receives inflows
of foreign direct investment from abroad following its transformation into a
market-oriented economy in late 1988. Howeitetoes not receive any inflows
of portfolio investment.
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Regarding the policy implications, the foreign exchange control measures of
the Central Bank of Myanmar have been used as the major instrument for
capital inflow management policies. Import controls were also used, especially
in the real estate sectdrhere is not much to say about the policies regarding
the management of capital outflows, since Myanmar does not have an organised
capital market in the countiidowever those who keep foreign currency accounts
with Myanmar banks must get prior approval from the Central Bank of Myanmar
when the deposit money is to be taken out.

Myanmar has not yet developed its financial system that is strong enough
to withstand the instability that would result from the liberalisation of the capital
account. It is necessary for the country to gradually build up and strengthen its
financial system with sound macroeconomic policies in order for Myanmar to
withstand external shock®Ve have so far not experienced anygéarcapital
outflows or inflows because of our strict exchange controls. If we should dismantle
our exchange controls, short-term capital flows are bound to create instability
in the economyWe will need to deploy the appropriate monetdigcal and
exchange-rate policies to achieve macroeconomic stabflityanmar is to
benefit from the liberalisation of its capital account.

The fact remains, Myanmar welcomes foreign investment for its economic

development and has been continuing its sincere cooperation with the regional
and international community in pursuit of this end.
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Chapter 7

CAPITAL FLOWS AND THEIR IMPLICATIONS FOR CENTRAL
BANK POLICIES IN NEPAL

by
Bibhu PrasadAryal*

1. Background

Nepal started its development process only after the new political regime
of 1950. The country initiated measures to develop its economy with the
introduction of its first five-year plan in 1956. This was followed by a number
of planned development efforts. The country today is in its eleventh plan (The
Three-¥ear Interim Development Plan of 2007/08-2009/10).

Nepal has been experiencing a relatively low GDP growth of about 3% per
annum during the period of 1960-2000. While the GDP growth averaged about
2.5% per annum during 1960s and 1970s, it increased to about 5 % per annum
during the 1980s and 1990s. From the macroeconomic perspective, one can
presume that Nepalese economy has neither experienced a recession nor a boom
during the last four decades. The GDP growth in the year 2000 and onwards
has exhibited an upward slopping trend.

The Nepalese economic growth was expected to rebound in the fiscal year
2007/08.A growth of 5.6% at basic price is estimated for this fiscal. yidas
has mainly come from the agricultural sector that accounts for 32% of the GDP

1. Assistant Director, Nepal Rastra Bank, Research Department.
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Table 1
Annual Percentage Change in GDP

1980s 1990s | 1999/2000 | 2000/01| 2001/02 {2002/03 [2003/04 | 2004/05 | 2005/06|2006/07 | 2007/08

Agriculture and
2.4 3.6 4.9 5.5 3.01 332 | 472 | 345 1.67 | 094 | 5.65

Forestry

Non-agriculture 4.9 6.3 6.8 4.5 -0.99 352 | 538 | 2.69 | 595 | 4.10 | 5.57
GDP at Basic

Prices 4.1 4.7 6.0 4.8 0.2 3.8 4.4 2.9 4.1 2.6 5.6
(Before FISIM)'

Source: Central Bureau of Statistics, Nepal.

1.1 Macroeconomic Situation

The highest GDP growth of 7.6 % was experienced in 1994 whereas the
rate stood at 0.2 % in FY 2001/02. In FY 2007/08, the GDP growth rate was
at 4.7 % in producer price and 5.6% in basic prcéighest level of growth
of the agricultural sector contributed to this level of economic growth.

Figure 1
GDP Growth Rate in Producer Price
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Nepal experienced a galloping rate of inflation at 21.1% in FY 1991/92. The
lowest inflation of 2.4% was experienced in FY 2000/01. In the FY 2007/08, the
annual average Consumer Price Index (CPI) was 7.5% whereas the annual

2. FISIM stands for Financial Intermediaries Service Indirectly Measured.
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growth rate of the CPI was recorded at 12.1%. The price increase in crude oil

and other raw materials in the international market contributed to such higher
growth rate of the CPI.

Figure 2
Annual Average Inflation
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Because of the higher inflation rate, the gap between the nominal and real
interest rate widened especially in year FY 1986/87, and in FY 1992/93. Because

of the lower nominal interest rate and higher inflation rate, the real interest rate
remained negative in various years.

Figure 3
Nominal and Real Interest Rate
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In the following figure, the exchange rate of US$ to Nepalese Rupee is
presented. The highest rate of 77.8 (1 US$ = Rs. 77.8, annual average) was
experienced in F2002/03 After FY 2002/03 the rate is moderately low by the
end of FY 2007/08. Such fluctuations of exchange rate of Nepalese currency
with the US dollar could have occurred because of the revaluation or devaluation
of Indian currency because the Nepalese currency is pegged to Indian Rupee.

Figure 4
Exchange Rate with USD
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Nepal lacked a secondary market for capital-market instruments in the past.
In February 1994, the Nepal Stock Exchange was established to facilitate the
secondary market for long-term financial market instruments. In the following
figure, the trend of the stock price index is presented from 1994 onward. The
Nepalese Stock Price Index (NEPSE) reached to 930.7 in July 2008 from 683.9
in July 2007.

Figure 5
Stock Price Index
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1.2 Foreign Exchange Policy

As the central bank of Nepal, the Nepal Rastra Bank (NRB) is responsible
for the formulation of the foreign exchange policy of the courtiince its
establishment in 1956, the bank has been adopting a significantly different
methodology in case of exchange rates of convertible currencies. The NRB
started to buy and sell the convertible currencies from 1960, four years after
its establishment (Adhikary). The bank subsequently decided to adopt the policy
of current account convertibility

There were two different phases in the process of current account
convertibility in the countryThe First Phase was the partial convertibility of
current account and the Second Phase was the full convertibility of such account.
In order to facilitate trade and promote export, “partial convertibility” policy of
current account was adopted in 1992 allowing the exchange rate of convertible
currencies to be determined by the market forces. In this system, the market
rate was applicable to 65% of export earnings in the beginning and subsequently
it was increased to 75%.

Nepalese Rupee was made fully convertible for the current account
transactions in 1993. Under this poli@}l the foreign currency proceeds were
permitted to be converted at market rates. Exporters were permitted to retain
100% of their earnings in their foreign currency accounts and foreign exchange
facility for a large number of items was easily made available.

Even though the current account is made fully convertible, the country has
not yet adopted the capital account convertible politys obvious that the
nature of such convertible policiedet the capital inflow of the countryhe
official record of FDI flow to Nepal is from 1951. Foreign investors are protected
by law in repatriating their profits to their home foreign countries in foreign
currencies according to their need. These activities can be marked as a partial
convertibility of capital account. Moreoveéhe government is currently planning
to issue a new policy for Nepali citizens which will facilitate the people in making
investment in the foreign capital market. If such a step is taken, it will be a
significant achievement towards the full capital account convertibility

2. Major Capital Flow Management Policy
Policies and institutional frameworks are necessary for making the economy

more competitive. Basicallyhe laws and policies that govern capital flows in
Nepal are as follows:
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2.1 Foreign Direct Investment Policy, 1992

Even though Nepal was receiving FDI since 1951, there was an absence
of FDI-related laws and policies in the past. In 1992, Floeeign Direct
Investment Policy was promulgated with the sole objective of providing a sound
environment for FDIs. This policy also aimed at streamlining the investment
procedures and encouraging foreign investment.

2.2 Foreign Investment and Technology Transfer Act, 1992

The countrys investment mechanism is laid out in the Foreign Investment
and TechnologyTransferAct, 1992.This legislation was enacted to attract
technology transfer and foreign investmefitcording to theAct, foreign
investment implies the investment made by a foreign investor in any industry as
investment in share (equity), reinvestment of the earnings derived from the
investment in share (equity) and investment made in the form of loan facilities.
The Act stipulates that the industries set up with foreign investment are also
entitled to enjoy all facilities and incentives. Permission is given to the foreign
investors to repatriate the following income outside the country:

a) amount procured from the sale of share of foreign investment as a whole
or any part thereof;

b) amount procured as profit or dividend in place of such investment;

c) amount procured as payment of principal and interest on any foreign
loan; and

d) amount procured under the agreement for the transfer of technology in
such currency as agreed upon in the contract accepted by the DOI.

The Act, amended in 1996, has made 100% foreign equity participation
possible by foreign investors in all industrial enterprises, except for cottage and
some specific types of industries especially reserved for domestic investment.
Moreover the transfer of technology is possible even in the case of cottage
industries. The Government requires that a business enterprise set up with foreign
investment or technology should require the prior approval of the DOI.

In July 2000, the Government constituted a seven-memberTFask
Committee (FTC), under the chairmanship of the Prime Minisigh a view
to take a quick decision on projects linked to foreign investrent result,
a foreign investor could directly send a proposal to the FTC, and a decision is
made within two weeks.
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2.3 One Window Committee and Industrial Promotion Board

In Nepal, there is a provision to establish the Wiedow Service (OWS)
under the Industrial Enterprisdgt, 1992.The aim of the OWS is to provide
all the necessary services needed by foreign investors under one roof. The OWS
purposes to provide hassle free services to the concerned persons or companies.
The OWS provides all the required services from a single workstation, so that
investors do not need to deal with the various government offices in order to
start up an industry in the country

2.4 Board of Investment

Nepal formed a Board of Investment under the chairmanship of the Prime
Minister in December 2001. The Board was set up in order to promote investment
and to make the investment process more transparent and reliable. The other
objectives of the Board include formulation of new policies by reviewing the
existing investment poligymaintaining coordination between the various
government and non-government organisations for the promotion of investment,
pinpointing the areas of priority sector for investment promotion, monitoring the
activities associated with investment promotion and providing directives to the
concerned department to boost investment.

3. Trends in Capital Flows

The amount of capital flows can have a significant impact in an economy
A country should analyse the trend of capital flows alongside other major
macroeconomic indicators of the econgrlike GDR price level, level of
consumption, saving, and investment, etc., before formulating the relevant policy

With regard to Foreign Direct Investment (FDI), the firdtawdl record of
FDI flow to Nepal was in FY 1951/52 when the Nepal Commercial Corporation
was set up as a joint venture with 67% equity participation from Indian investors.
There was a provision of foreign investment in medium-scale industries with the
investment of Rs. 50,000 to Rs. 500,000 and large-scale industries with the
investment of more than Rs. 500,000.

In reality it is very difficult to capture the actual FDI data in Nepal. The
Department of Industry (DOI) compiles the data on FDI commitment but the
mechanism to monitor the realisation of such commitment is still not properly in
place. The BOP statistics also does not fully capture the movement of the FDI
in Nepal.
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After the political regime change of 1990, the move towards liberalisation
was further accelerateds a result, the commitment to promote FDI in early
nineties was sustained at a higher level.

Figure 6
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Analysing FDI on a sectoral basis, manufacturing sector takes up the largest
share. It is followed by the manufacturing sectarvices, hotel/restaurant and
electricity which take up 36.4%, 27.1%, 14.8%, and 10.9%, respectively

Figure 7
Sectoral FDI on FY 2007/08
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With respect to country-wise portfolio analysis of FDI, India has tlysr
share of 43.7%. Next to India, USA and China have the share of 14.3% and
10.3%, respectively

Figure 8
FDI Country-Wise
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Portfolio investment is one of the components of capital flows. Therefore,
this type of investment can have a significant influence in any economy depending
upon its volume and flowHowever in the Nepalese context, no portfolio
investment is recorded till todayhus, there is no portfolio investment data is
presented in this paper

As the ‘other investment’ is another component of capital flows, it is also
meaningful to discuss about this type of investment. In the Nepalese context,
the data of ‘other investment’ can be obtained from BOP statistics from FY
2000/2001 onwardAfter the implementation of the fifth BORanual, other
investment data is being recorded in B&ddistics. In this papeother investment
data is not presented mainly because of twieidint reasons. Firstlguch data
can be obtained only from F2000/2001 and, secondlthe amount of other
investment is negligible.

Another factor which could have an important role in capital flows is the
government debt. So it is meaningful to discuss a little bit about public debt. The
public debt comprises external as well as domestic debt. In the Nepalese context,
the outstanding domestic debt is increasing steadily every $eailarly the
outstanding external debt is also increasing since the beginning, except in FY
2004/05. Nepal was suffering from internal political instability over the last few
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years which causes external loan to decrease in FY 2004/05. In July 2008, the
total outstanding domestic debt and total outstanding external debt were recorded
as Rs.11,239.1 million and Rs.242,060.6 million, respectively

Figure 9
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Composition of total outstanding debt in 2008 is presented in following pie
chart. Out of total debt outstanding of Rs.353299.7 million, the ratio of domestic
debt and external debt stood at 31.5% and 68.5%, respectively

Figure 10
Composition of Public Debt Outstanding
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As mentioned earliethe capital account is not fully convertible in Nepal.
Except for the repatriation of income, no capital outflows data is recorded in the
Nepalese BOPPresently the government is taking steps to provide facility to
the Nepali people in making investment in the foreign capital market. If the
government pursues such poligywill be a major milestone towards the capital
outflow.

3.1 Challenges

The following factors can be considered as the challenges facing capital
flows in the context of Nepal.

3.1.1 Political Situation

The political situation is one of the major determinants of capital flow in
Nepal. Nepal has been facing political instability since 1996. The period of political
turbulence and conflict among the major political parties was brought to an end
last year Peace is restored in the land. It is believed, this will have a positive
impact on capital flows. Political stability is a ‘must’ to increase capital flows
in any country

3.1.2 Government Policy

Capital flows increase with the sound and safe government p@licyne
hand, the Nepal government has promulgated the necessary policies to protect
foreign investors in Nepal (like Foreign Investment diedhnologyTransfer
Act, 1992), which provide a conducive environment for facilitation of capital
flows to the countryOn the other hand, the government has not been able to
adopt the capital account convertibility policy in its full extent, which has
prevented capital outflows from the countiyowever the Nepalese capital
account policy can be called a partial capital account convertibility pdlitsy
therefore, necessary for any government to adopt the appropriate policy to attract
the capital inflows in the country

3.1.3 Macroeconomic Performance
Closely related to sustained and high growth rates of capital flows, Nepal

needs to pay attention to the maintenance of a stable macroeconomic
environment. Macroeconomic stability should be maintained as a prerequisite
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for sustained and high level of FDI and other investments. Until and unless the
macroeconomic indicators are stable in any couittryill be difficult for that
particular country to attract FDI and other foreign investments.

3.1.4 Foreign Exchange Reserves

The higher the country’ foreign reserves, the more likely are foreign
investors to invest in the countifepal has maintained a level of foreign currency
reserve equivalent to Rs. 212,624 million as of July 2008, which is sufficient to
cover its imports for eleven months.

3.1.5 Human Capital

Even though human capital is an important determinant of capital flows,
Nepal lacks skilled manpowedith both low levels of education and health in
terms of literacy ratio, school enroliment ratio, poveatyd underfed population,

a large portion of the labor force is unskilled in Nepal. Therefore, it is necessary
for the country to produce skilled manpower in order to acquire a significant
level of capital inflows.

4. Capital Flows and Monetary Policy

As ‘other investment’ is one of the components of capital flows, the Nepalese
BOP data captures such investment only after 2001. If we take net other
investment data from the year 2001 up to the current period, the amount will
only show a negligible figureThat's why net other investment data is not
presented in this pape®ince Nepal does not have portfolio investment and
financial derivatives data in its record and, as mentioned above, the data figure
of net other investment is negligible, it is FDI that has been a dominant factor
in the capital flows.

To analyse the impact of capital flows on monetary pplcyexample of
FDI can be given. For example, whenever capital inflow increases in the country
it will increase Net Foreigissets (NR). As NFA is a part of the monetary
base, such increased Algffects the monetary base pressuring the money supply
to increaseThe central bank, the monetary authqrity the country has to
sterilise such money supply pressure using its monetary tools. In the Nepalese
context, the FDI commitment has gone up by 300% in July 2008 compared to
that in the preceding yedn July 2007, the FDI commitment was recorded at
Rs. 2,453.1 million whereas in July 2008 the commitment figure stood at Rs.
9,810 million. Such increment of FDI has helped Nepal to maintain the foreign
exchange reserves of US$ 3,104 million in July 2008.
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On one hand, capital inflow has helped the country to maintain the foreign
exchange reserve holding at a significant level. On the other hand, this capital
flow has helped, directly or indirectl{o enhance the overall business activities
of the nation. Even after such a growth of capital inflow and foreign exchange
reserve, Nepal has been able to maintain its money supply at a desired level.

5. Capital Flows and Financial Sability

Needless to sagapital flows play a major role in the financial stability of
any country Sound and safe financial systems are a ‘niasfinancial stability
In the Nepalese context, capital flows have not played a major role in the financial
sector especially in banking sectdn the last five years no capital inflow is
experienced in the establishment of banking sectowever Nepal has become
a member ofVorld Trade Oganisation (WD) and is a signatory in thR&TO
agreement permitting foreign banks to open their branches in the country
beginning from 2010. Once foreign bank branches start operating in the country
it is very possible that capital inflow will increase heavily

To control the sudden increment of capital inflow which is going to happen
after 2010, the country should formulate the necessary policies at the early stage.
If sound and effective rules and regulations are implemented in order to manage
the impact of such capital flows on the financial market, the sudden and heavy
flow of capital will not adversely &ct financial stability

Proper inspection and supervision of the financial institutions are also required
to maintain the soundness andicéncy of the financial systenT.o maintain
the health of the banking sectdtepal has just implemented Basel Il. In order
to comply with the directives published by the NRB, all the financial institutions
are required to observe all the rules and regulations. The financial institutions
should pay attention to various factors like capital adequigeydity, maturity
mismatch, investment decision, managerial decision-making, etc. If the regulatory
authority is capable enough to supervise the banking sector of the ¢ountry
financial stability can be maintained.

6. Conclusion

To attract and facilitate capital flows to the countdepal has adopted
various policies and acts. In 1992, tRereign Direct Investment Policy was
initiated with the sole objective of providing a sound environment for FDI. In
the same yearthe Foreign Investment and Technology Transfer Act, 1992
was enacted to attract technology transfer and foreign investifenAct has
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defined the meaning of FDI and also provided the permission of repatriation to
the foreign investorSimilarly, the OWS was set up under the Industrial
EnterprisesAct, 1992 to provide all the facility to foreign investors under a
single roof. Finallyto promote investment, a Board of Investment was established
under the chairmanship of the Prime Minister in December 2001. Capital flow
comprises FDI, portfolio investment and other investments. In this, sbady

FDI is taken as the indicator of capital inflowhe first oficial FDI to Nepal

was recorded in FY 1951/52 when Nepal Commercial Corporation was set up
as a joint venture with 67% equity participation from the Indian investors. The
FDI commitment increased in Nepal after the new political regime of 1990. On
a sectoral basis, the highest share the FDI is taken up by the manufacturing,
followed by service, hotel and restaurant, and the electricity of sectors.

Capital flow in any country increases if the pull and push factors play a
significant positive role. Factors like the real GlDieerest rate, capital account
GDP ratio, Indian real GDP and Indian interest rate are considered as the
determinants of capital flow in this studiyhe first three factors are considered
as the determinants of capital flow because GDP growth has a direct and positive
effect on capital flows. Besides, capital flow increases or decreases depending
upon the performance of GDiRterest rate and capital account GiaRo. The
last two factors are considered as the determinants of capital flow because
India is a big international trade partner of Nepddo the share of India in FDI
is highest compared to that of the other countries.

As mentioned above, capital inflow in the form of FDI was started in 1951.
Since then, Nepal has taken many steps to promote capital inflows in line with
the situation and context. Some achievements have been attained and, as the
data show Nepal received FDIs from various countries on various dates.
However due to the political situation and economic performance of the country
the amount of capital inflows did not increase according to the expectation of
the country Therefore, it can be said that the policies adopted up until today
are not sufficient to boost capital inflows to Nepal.

Capital inflow confers another benefit to the countries, like Nepal, where
capital account is not fully convertible. Such inflow helps maintain foreign
exchange reserves to a desired level. But at the same time the inflow increases,
the Net Foreigiissets (NR) affecting the monetary base, pressure the money
supply to increase. In such a situation, the monetary authority of the country has
to sterilise the money supply pressure using its monetary tools.
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In the Nepalese context, FDI commitment has gone up by 236% in July
2008 compared to that recorded in the preceding yed007 July the FDI
commitment was recorded as Rs. 2,920 million, whereas in July 2008 the
commitment figure stood at Rs. 9,807 million. Such increment of FDI has helped
Nepal to maintain the foreign exchange reserves of US$ 3,104 million in July
2008. Even after such a growth of capital inflow and foreign exchange reserve,
Nepal has been able to maintain its money supply at a desired level.

In the Nepalese context, capital flows have not played a major role in the
financial sectarespecially in banking sectddowever Nepal has become the
member ofWorld Trade Oganization (WD) and is a signatory in th&TO
agreement allowing foreign banks to open their branches in the country beginning
from 2010. It is obvious that proper inspection and supervision of the financial
institutions are required to maintain the soundness and efficiency of the financial
system.To maintain the health of the banking sectdepal has implemented
Basel II. Similarlythe NRB has published the necessary directives for compliance
by the financial institutions and implemented the appropriate monetary policy in
order to maintain the desired level of liquidity

Nepal has been trying to attract capital inflow right from the very beginning.
Some policies and acts have existed to achieve the objective. But at the same
time the country is beset with problems hindering the country from reaching the
desired objective of achieving a higher level of capital inflowstable political
situation, lower growth rate of macroeconomic indicators, and a serious shortage
of unskilled manpower are the major challenges confronting the country. today

On one hand, the Granger causality result suggests that IIR is causing FDI.
On the other hand, the country is facing different kinds of challenges in receiving
capital inflows.As the government of the country concentrates mainly in
economic development projects and in fiscal potiog central bank of the country
has to pay attention in managing monetary and financial pdhicgttract capital
flow to the country the government should address the above-mentioned
challenges and frame the appropriate policies for the future.
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ANNEX 1

Industries Approved for Foreign Investment

(Rs. in million)
No. of Total project | Total fixed | Foreign
FY industries cost cost Investment Total no of
employees
Up to
1988/89 59 5425.92 4581.82 466.84 10586
1989/90 30 2438.19 2139.6 398.51 9515
1990/91 23 863.56 690.74 406.28 2974
1991/92 38 3508.17 2902.1 597.84 5615
1992/93 64 17886.22 16210.81 3083.67 13873
1993/94 38 3733.23 3175.66 1378.76 4734
1994/95 19 1627.28 1247.85 477.59 2386
1995/96 47 10047.47 9398.54 2219.86 8032
1996/97 77 8559.25 6692.15 2395.54 9347
1997/98 77 5569.38 5142.32 2000.28 4336
1998/99 50 5324.42 4380.17 1666.42 2146
1999/00 71 2669.09 1910.24 1417.61 4703
2000/01 96 7917.62 6122.49 3102.56 6880
2001/02 77 3318.53 1559.59 1209.65 3731
2002/03 74 4921.82 3608.25 1793.77 3572
2003/04 78 4323.74 3775.86 2764.8 2144
2004/05 64 1801.1 1150.89 1639.52 5576
2005/06 116 4121.08 3296.95 2606.31 7358
2006/07 184 2996.88 2349.56 2919.79 7150
2007/08 211 20398.86 16894.86 9807.25 10660
Total 1493 117451.81 97230.45 42352.85 125318
Source: Government of Nepal, Department of Industry.
ANNEX 2
Sectoral Composition of FDI (upto FY 2007/08)
(Rs. In million)
Sector
No. of Total Total Foreign Total number of
industries | project cost | fixed cost | investment | employees
Agriculture 27 572.35 489.19 214.11 1420
Construction 36 3305.64 2494.57 2494.72 2687
Energy Based 27 2716042 | 25437.36 6300.05 5866
Manufacturing 582 42610.06 | 30546.35 | 15287.33 70297
Mineral 11 4793.14 3926.17 2285.98 1979
Services 416 21810.68 | 18106.72 | 10035.28 23114
Tourism 394 17199.52 | 16230.09 5735.38 19955
Total 1493 | 117451.81 | 97230.45 | 42352.85 125318

Source: Government of Nepal, Department of Industry. Industrial Statistics.
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ANNEX 3

FDI by Country of Origin (upto FY 2007/08)

(Rs. In million)

Country Total Total

No. of project fixed Foreign Total number of

industries | cost cost investment | employees
India 396 | 44733.53 | 34262.37 | 18579.12 48855
USA 127 | 13580.14 | 12313.32 4680.98 10873
China 190 | 10360.89 | 8425.16 3748.65 12182
Norway 9 8090.59 6745 1115.83 619
Japan 130 3028.6 | 2595.78 1052.33 6037
S. Korea 94 7939.12 | 7525.98 3954.17 4753
Bri. Vir. Island 3 2739.79 | 2636.19 961.43 1018
UK 73 4347.08 3876.5 1278.6 7035
Others 471 | 22632.08 | 18850.14 6981.75 33946
Total 1493 | 117451.82 | 97230.44 | 42352.86 125318

Source: Government of Nepal, Department of Industry. Industrial Statistics.
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Chapter 8

CAPITAL FLOWS AND THEIR IMPLICA TIONS FOR CENTRAL
BANK POLICIES IN P APUA NEW GUINEA

by
Tanu Irad

1. Introduction

This paper examines the nature of capital flows into and out of the Papua
New Guinea (PNG) economy and discusses how these flows may influence
monetary policyThe management of capital flows varies from country to cauntry
PNG’s major policy tool relating to capital flow management has been the
Exchange Controls and Gold Regulatiarhich has been enforced by the Bank
of PNG (BPNG) since 1976. The exchange controls are aimed primarily at
controlling the amounts of foreign exchange transactions between PNG and the
rest of the world to preserve the level of foreign exchange reserves and to
protect the domestic banking and financial secitvere have been several
episodes of reform to the exchange control system. The first of these was in
1987. These reforms represent an ongoing need to adapt to changes in economic
policy and environment as well as international and domestic institutional and
structural changes. Reducing controls on foreign exchange transactions over
the years has been part of the overall process of liberalisation in line with the
governmens market-orientated approach to economic development. Other
government agencies, such as the Investment Prorfatibority (IPA), Internal
Revenue Commission (IRC) and the Departmentrafie and Industryalso
have policies relating to dédrent aspects of capital flowsn integral component
of the governmerd’ development strategy is the promotion of investment in
PNG The IFA was established by akct of Parliament in 1992. Its focus is

1. The author is a Senior Reseamghalyst, Research Department, Bank of Papua New Guinea
(BPNG). The author expresses his gratitude to the project leaders Min B. Shrestianeert
Lim of The SEACEN Centre for their leadership and guidance on the project and to Gae Kauzi,
BonifaceAipi, James Lloyd, Elim Kiang, Gege Awap, Gaona Gwaibo andilliamina Nindim
of the Bank of PNG for their editing and comments. The views expressed herein are those of
the author and do not necessarily reflect those of the BPNG

2. Exchange control refers to the enforcement of limits on amounts in foreign exchange transactions
carried out by individuals or entities into and out of Papua New Guinea with the rest of the
world. The main objective of exchange control is to conserve the cosirfsggign exchange
reserves. The controls are administered by the BPNG and commercial banks who may grant
approvals within the limits of their delegated authority
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centred on attracting new investors to the country as well as encouraging existing
investors, both foreign and domestic, to expand their investment.

The paper is structured as follows. In Section 2, the major policies relating
to capital flows are discussed. This is followed, in Section 3, by a review of the
trends in the major macroeconomic indicators and capital flows since 1985. Section
4 provides the empirical analysis of the determinants of capital inflows into PNG
Capital inflows and their relation to the BPNGhonetary policy are covered
in Section 5, while Section 6 discusses capital flows and financial ste®dittion
7 concludes the paper by identifying policy issues, prospects and
recommendations.

2. General Framework and Major Capital Flow Management Policies
in Papua New Guinea

2.1 Policies Implemented by the Bank of Papua New Guinea

A uniform set of exchange controls under the Exchange Controls and Gold
Regulation came into effect with monetary independence in 1976. The fixed
exchange rate regime adopted in 1975 obviated the need for extensive exchange
controls and, with the exception of restrictions on some capital transactions, a
reasonably liberal exchange control regime was put in pAapgeoval was readily
given for imports and most types of current account payments.

The main focus of exchange controls was on investment from overseas for
which approval was dependent on the compatibility of the investment with the
governmens objectives. Limits were also imposed on annual remittances
overseas for portfolio investments made by PNG residents and all export proceeds
were to be repatriated to PNG

In November 1982, the BPNG made amendments to the controls relating
to borrowing. Offshore borrowing by private sector companies in PNG required
the specific approval of the BPNG if the borrowing resulted in a debt to equity
ratio exceeding 3:1A three-year moratorium on principal interest payments was
also imposed.

Several liberalisation measures were taken in 1987. These included a 50%
increase in the amounts that authorised dealers could approve under delegated
authority; a 50% increase in the allowable levels of overseas portfolio investments
for individuals and a reduction to one year of the moratorium on principal
repayments. In 1992, foreign exchange controls were liberalised further by
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increasing the delegated authority of the authorised dealers and relaxing controls
on capital transactions. For overseas debt, the authorised dealers could approve
borrowing in foreign currency up to K5 million at a debt to equity ratio of 5:1.

By 1992, the exchange controls related primarily to the outflows and not the
inflow of capital. Inflows were welcome, providing that they were consistent
with government policyRepatriation and loan repayments were still monitored

to ensure that the terms were fair and reasonable.

In October 1994, the kina was floated. This prompted minor changes to the
exchange controls. The remaining capital controls were designed to limit short-
term speculative capital flows, assist tax surveillance and prevent transfer®pricing
(BPNG 2007: 170).

The creation of the Port Moresby Stock Exchange (POMSoX) in 1999,
financial sector reforms, the need to remove impediments to investment and
good economic fundamentals provided the motive for major foreign exchange
control liberalisation in 2005. Liberalisation from this stage forward was
implemented through exemptions, so that exchange controls could be re-
implemented if a balance of payments crisis required them to be invoked.

In 2005, all current account contracts and flows, all capital account contracts
and flows to the government and all private capital account flows whose contracts
had been approved by the BPNG were liberalised. The need for foreign exchange
approval was retained for all private capital account contracts to acquire or deal
with an asset within or outside Papua New Guinea; the opening of foreign
currency accounts outside PNG; licensing of gold exporters; and licensing of
foreign exchange dealers. The conditions imposed included (a) approval required
to take K20, 000 (about US$7,600) out of the country; and (b) only authorisation
for dealers to conduct foreign exchange transactions.

In September 2007, private capital account contracts between residents and
non-residents; securities and guarantees in favour of non-residents; listed and
un-listed securities and other investments with underlying written contracts; and

3. Refers to the pricing of contributions (assets, tangible and intangible, services, and funds) transferred
within an organisation. For example, goods from the production division may be sold to the
marketing division, or goods from a parent company may be sold to a foreign subSiiagy
the prices are set within an organisation (i.e., controlled), the typical market mechanisms that
establish prices for such transactions between third parties may not @pelgchoice of the
transfer price will dect the allocation of the total profit among the parts of the company
This is a major concern for fiscal authorities who worry that multi-national entities may set
transfer prices on cross-border transactions to reduce taxable profits in their jurisdiction. This
has led to the rise of transfer pricing regulations and enforcement, making transfer pricing a
major tax compliance issue for multi-national companies.
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foreign currency accounts of individuals opened prior staJdne 2005 were
liberalised.

The Bank retained controls on the opening of offshore foreign currency
accounts, including kina accounts outside PNG; licensing of gold exporters;
licensing of foreign exchange dealers; and the removal of physical cash in excess
of K20, 000 or equivalent in foreign currency

2.2 PNG Policies to Manage Foreign Direct Investment (FDI) Inflows

The National Investment Developmekithority (NIDA) was established
by the government in 1989 to channel foreign investment into areas of business
that would make the best use of resources consistent with national development
and investment policies. It was also aimed at encouraging citizen participation
in business activities or projects facilitated by foreign investment. Government
regulated monopolies were restricted from receiving any foreign investment. No
new foreign firms were allowed into the retail sector and established foreign
firms in the retail sector had to sell 50% of their equity to local enterprises. In
1990, NIDA, which was considered as being overly regulatory and an impediment
to investment growth, was replaced with the Investment PromaAtidimority
(IPA) which was given clear goals to encourage foreign investment in the
economy

The Government, through theAlRnd the Department @fade and Industry
launched the five-year National Investment Policy in 1998 to achieve the
following objectives (National Investment Poljaol. I, 1998:4):

» The creation of a social and economic environment conducive to private
investment;

* The development and maintenance of infrastructure;

* The development of human resources;

e Greater clarity and transparency in investment incentives;

* The elimination of regulatory and procedural obstacles to investment;

* The promotion of small and medium enterprises;

» The encouragement of backward and forward linkages and support for
domestic value added;

» The provision of greater consistency in policy measures; and

» The creation of the necessary institutional framework, in order to ensure
strong implementation of its investment policy
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Furthermore, other government development aspirations and plans, such as
the MediumTerm Development (MTDS) 2005-2007, call for export promotion;
employment growth; aiding the development of new industries; influencing the
spatial distribution of economic activity in favour of less developed areas;
increasing training; aiding investment; promoting fuel efficiency; environmental
conservation; and aiding primary production. Some of the initiatives covered
under these areas can be initially exempted from company income tax to
encourage investment flows.

3. Trends in Macroeconomic Indicators and Capital Flows in Papua
New Guinea

3.1 Gross Domestic Product

Economic growth in PNG averaged 3.0% for the period, 1985-2007. In the
sub-period, 1985-1990, real G@jfowth averaged 1.7%he prices of PNG
export commodities were generally low during this period. The commencement
of production at OKredi mine in 1984 contributed positively to GRowth
during the period. Howevgthe closure of the Bouganville mine and a significant
decline in mineral prices resulted in the decline in real GDP in 1989 and 1990.
The decline would have been higher had it not been for the increase in the
number of other mineral projects.

The period 1991 — 1995 saw real GDP growth rates averaging around 8.8%
per annum with a high of 18.2% in 1993. The high growth during the period was
mainly due to the boom in the mineral sector which had positive spin-offs to the
other sectors of the econontiywas during this period that production commenced
at Hides gas and Kutubu oil projects, whitédpolu gold/silver project was under
construction.
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Figure 1
GDP Growth Rate (%)
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From 1996 — 2002 economic activity was influenced by unfavourable internal
and external developments. These lead to an average growth rate of 0.4% for
the period. Internallythese included the El Nino drought, the Sandloresis
and unproductive overspending by the government. Meanwhile, the prices of
PNG’s export commodities were lowhese factors had thefe€t of reducing
economic activity for most of the years during this period. Howenet998
and 1999 real GDBrew by 4.7% and 1.9%, respectivelgrgely due to the
commencement of production at the Lihir gold mine.

GDP growth for the period 2003 - 2007 averaged around 3.6% per annum
and was broad-based, with all sectors contributing strongly to the growth. The
growth was largely driven by high international commodity prices due to higher
global demand which was supported by prudent fiscal and monetary. policy

3.2 Inflation

Changes in the domestic prices of goods and services are closely associated
with movements in the kina exchange rate. Under the fixed exchange rate regime
the kinas foreign currency value was high and stable, and therefore headline
inflation during the period 1985-1994 was relatively stable andNéwst of the
inflationary pressure came from foreign inflation and domestic factors. Other
factors that contributed to these inflation outcomes were: disciplined government
spending, a favourable balance of payments position, low international oil prices

4. A period when foreign mercenaries were brought into the country by the government to help
halt the Bouganville crisis. Some factions of the Defence Force were not happy with this
arrangement and therefore had to remove the mercenaries by force.

228



and low inflation in PN@&G major trading-partner economidéginual inflation
averaged around 5.0% during the period, with a low of 2.9% in 1994 and a high
of 7.0% in 1991.

Under the floating exchange rate regime, which was adopted in 1994, the
kina exchange rate trended downwards and inflation was volatile and high. Internal
research by the Bank shows that pass-through to inflation was 50-60% of a one
percent depreciation in the effective exchange dteis depreciation in the
exchange rate fed through to the Consumer Price Index over 4-6 quarters during
the period 1989-2004 (Sampsdiapom, Nindim & Marambini, 2006: 25)\nnual
inflation between 1995 and 2002 averaged around 12.0%. When the kina
depreciated by 1.6% against théustralian dollar and 13.1% against the US
dollar in 1995, inflation peaked at 17.3%. The high inflation rate in 1998 and
1999 were due to irresponsible government spending, the effects of EI Nino and
theAsian financial crisisThe impact of thésian financial crisis had manifested
itself in balance of payments pressure and rapid depreciation of the currency
Prices of PNG export commodities, particularly oil, copper and logs, fell
dramatically Log volumes declined due to a contraction in the demand in the
main export markets of Korea and Japan. Between 2000 and 2003, the kina
depreciated by 30.9% and 22.3% againstAbstralian and the US dollars,
respectivelyresulting in an inflation outcome of 14.7% in 2003.

The exchange rate stabilised between 2004 and 2007 as a result of high
commodity prices and favourable international conditions. This lead to annual
inflation falling within a range of 0.9 — 2.4%, with an average of 1.8%. Prudent
fiscal and monetary management also contributed to the stable rate of inflation.

5. The exchange rate is the weighted average of the exchange rates of the kina with the US,
Australian, New Zealand and Singapore dollars and the Japanesevgealternative weightings
are used to calculate thefexftive exchange rate. One based on the average share o PNG’
imports purchased from each country during 1989-2004 and the other based on the average
share of imports purchased in each currency during 1996-2004. The effective exchange rates
calculated using these weightings is labeled the country-based exchange rate and the currency-
based exchange rate, respectively
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Figure 2
Annual Headline Inflation (1985-2007)
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3.3 Interest Rates

During the fixed exchange rate period from independence to 1994, real
interest rates in PNG were generally stable and positive reflecting low inflation
over most of the years. The margin between the lending and deposit rate was
around 4.0% on average during the period. Following the float of the kina, real
interest rates fluctuated widely as inflation was volatile, and, for some years,
negative real interest rates were realised, particularly for term deposits. In an
attempt to realign interest rates and signal its monetary policy stance, the BPNG
introduced a price-based signalling mechanism, the Kina Facility Rate (KFR),
with the aim of enhancing the transmission of monetary pdlicy change in
the KFR signals the monetary policy stance of the Bank of PNG and sets the
rate at which the BPNG deals with the commercial banks for over-night and
tern? repurchase agreements. Following the introduction of the KFR, the
commercial banils lending rate and the 6-12 month deposit rate moved in line
with the KFR. Howeverthe magin between the lending and deposit rate remains
wide.

6. Apart from the overnight repos, 7- and 14-day term repos are also offered by the BPNG to
commercial banks.

230



Figure 3
Interest Rates (%)
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From 2003 to 2007, inflation stabilised and averaged around 4.0%. This was
driven by high international commodity prices and stable kina exchange rates.
The BPNG in response, reduced its KFR progressively down to 6.0% and
maintained it up until June 2008 when it raised the KFR to 6.25% due to a high
inflation outcome in the March quarter of 2008 and expectations of continued
inflationary pressures for the rest of the year

3.4 Exchange Rate

The exchange rate regime adopted by the Bank of PNG provides the basic
framework within which rates are determined and it influences the way in which
the Bank conducts its monetaexchange rate and foreign currency management.
The transition to a floating regime therefore introduced some fundamental changes
to the nature of monetary management. Under the fixed exchange rate regime,
foreign exchange reserves acted as a shock absatlmving injections of
liquidity to be diffused without an adverse effect on inflation. Under the floating
regime, imbalances between demand and supply are brought into equilibrium
through changes in exchange rates (BPR@7: 10).
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Figure 4
PNG Exchange Rate against MajorCurrencies and theTrade
Weighted Index (TWI)
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During the fixed exchange rate peripthe kina value in terms of foreign
currencies of the major trading partners was relatively high and stable. Following
the adoption of the floating exchange rate system in 1994, the kina fluctuated
considerablymostly depreciating against the key currencies. By 2002, the kina
stabilised and has since remained fairly stable. The stability in the kina in recent
years has been due to the favourable external and domestic economic conditions
that the country has been experiencing.

Figure 5 shows that, until 1994, PNGeal effective exchange rate (REER)
tracked the nominal effective exchange rate (NEER) during the fixed exchange
rate period. Following the float of the kina in 1994, the NEER has been volatile,
particularly on the downward side, and the REER no longer tracks the NEER.
The REER has generally depreciated and is at a level lower than it was when
the kina was floated. In combination with the abolition of index-linked minimum
wage determination, this implies an increase in the international competitiveness
of the PNG economy (BPN@O0Q7: 80).

7. PNG had a fixed exchange rate regime known as the “hard kina policy” from 1975-1994. One
of the primary purposes of the ‘hard kina’ policy that Papua New Guinea pursued from the
time of independence until the kina was floated in 1994 was to avoid imported inflation by
maintaining the value of the kina (Garnaut and Baxter 1983).
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Figure 5
Real and Nominal Effective Exchange Rates (1989 — 2007)
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3.5 Current Account, Foreign Exchange Reserves and Overall Balance
of Payments (US$ million)

The overall balance of payments position of the country has moved in line
with the developments in the current account. Historicalhgnges in the trade
account balance are dependent on international export commodity prices.
Generally when commodity prices are high there is a high trade surplus and
when commodity prices are low the trade account tends to be low or in deficit.
However given the high import dependency of the econdhm service account
has usually been in deficit which more than offset the trade surpluses resulting
in a current account deficit between 1985 and1992. Correspondingtg was
a balance of payment deficit during this period. The current account balance
prior to the float was always in deficit until 1993 when it recorded a surplus of
US$474 million. This was underpinned by increased production in minerals which
was due to the commencement of production at thgePaigold mineTogether
with an improvement in the export performance of the agriculture/forestry/
fisheries sectorthe current account continued to be in surplus from 1994 to
1996. When the current account returned to surplus between 1985 and 1992,
the balance of payment also improved.

PNG’s level of foreign exchange reserves has been around US$500 million

from 1985 up until the early 1990s. Despite the healthy position of the current
account in the mid 1990s, the reserve level began to slide downwards from

233



US$323 million in 1991 and reached a low of US$85 million in 1994, because
a large part of increased government spending was on imported goods and
services, which translated into a high usage of foreign exchange reserves under
the fixed exchange rate regime. Eventyallien the reserves were notfeugnt

to support the fixed exchange rate regime, the kina was floated in October
1994. After the floating, the foreign reserve level increased under the
government efort to restore macroeconomic stabilityh the late 1990s
excessive government spending became a feature of the ecoGombpined

with the adverse effects of the El Nino drought on agricultural exports and
copper exports from OKedi mine, the current account went into deficit once
again. These had the effect of reducing foreign exchange reserves and causing
the overall balance of payments to be in deficit.

After 2000, international commodity prices rose which assisted in improving
the trade and current accounts, the balance of payments and thesriatigigh
exchange reserves position. The surpluses in the balance of payments in 2000
and 2001 were due to higher international prices for mineral exports and some
of the agricultural commodities, increased activity in the agriculture/forestry/
fisheries sectors and the depreciation of the kina. The level of international
reserves increased to a level where they were sufficient for 4 months of total
import cover and 5.4 months of non-mineral import cover

Economic activity declined in 2002, resulting in lower exports and increased
service payments, this deteriorated the balance of payments and lowered
international reserves. In 2003, improved export actigitpwer value of exports
and prudent fiscal management by the government led to an increase in the
level of foreign exchange reserves and an improvement in the overall balance
of payments. From 2004 onwards, there has been macroeconomic stability in
the economy High export commodity prices have led to an increase in
international reserves and a favourable balance of payments position.
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Figure 6
Current Account & Overall BOP Balances and Foeign Reserves
(US$ million)
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3.6 Capital Flows

Total capital flow consists of FDI, portfolio and other investmentse
value of each component at the end of a year is a net figure and therefore the
total is a net value. These can be either positive or negative. For example, in
a particular yearsome capital may be coming into the country from abroad as
FDI® while at the same time, part of the capital that came as FDI in the previous
years may be returned as earnings to foreign investors. So, the FDI figure (Dir
Invest. in Rep. Ecdh in a given year is derived by subtracting the returned
amount in that year from the new FDI amount received that ifehe amount
of incoming new FDI is greater than the returned amount, then the FDI value
in that year will be positive. But if returned investment amount is greater than
the incoming new FDI amount, then the value would be negative.

3.6.1 Capital Inflows - Foreign Direct Investment
Most of the FDI inflows to PNG are associated with large scale mining and

petroleum projects. In 2004, of the total volume of FDI stock received by PNG
76.3% was destined for the mineral sectehile the manufacturing and

8. Foreign direct investment occurs when a non-resident acquires a stake of at least 10% in a
domestic enterprise (or if he increases that stake).

9. Short for Direct Investment in Reporting Econaomy
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agriculture sectors received smaller but still significant volumes of FDI inflows
(Table 1).

Table 1*°
Sectoral Distribution of FDI in Papua New Guinea, 2004

SECTOR % Composition
Mineral 76.3
Manufacturing 44
Agriculture 55
Forestry 41
Banking, Insurance & Finance 32
Other 30
Fishery 09
Power 0.6
Retail 13
Hotel/Restaurant 03
Drilling 0.1
Transport 0.2
Source: CSDRMS - Bank of Papua New Guinea

Foreign direct investment in PNG averaged around WS$#dillion during
the period 1985-2007. FDI has been the dominant component of total capital
inflows into PNG On an annual basis, FDI inflows have been below US$200
million. However this hides the volatility in capital inflows into PNG which have
been due to the volatile nature of FDI inflows into the mineral sector (Figure
7.0).As PNG receives, on average, only small volumes of FDI inflows per year
large inflows that are used to fund large scale capital-intensive mining projects
have a lage impact on the countiy/capital accounfThe highest FDI inflow
was recorded in 1995, totalling over US$450 million, which was primarily due
to the Tolukuma and Lihir Gold mine projectShe significant FDI inflows
received in 1989 and 1990, as shown in Figure 7.0, were due to the construction
of the Porgera gold mine, while the increase in FDI inflows received in 1997

10. Taken from the working paper (FDI and Economic growth in Papua New Guinea) AipiB.
and J. Lloyd, Research Department, Bank of Papua New Guinea.

11. Commonwealth Secretariat Debt Recording and Management System.
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were mainly destined for the construction of the Lihir gold project and the RD
Tuna canning plant in Madan@he continued inflow in FDI between 1997 and

2002 reflected the development of the Moran oil project, on-going work at Lihir
and the borrowings under the 2000 structural adjustment programme (SAP).

In the years since 2000, PNG has seen an increase in FDI inflows into both
the manufacturing and the other sectors, which includes the telecommunications
sector In addition there were new mineral projects, such as the Ramu Nickel/
Cobalt, HidderValley, Wafi, Kainantu and Simberi gold projects, which attracted
a significant volume of FDI inflows.

Figure 7
Capital Inflows (US$ million)
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3.6.2 Portfolio®? and Other Investment®® |nflows

There has been little portfolio investments into PNG between 1985 and
2007. This reflects the small size and immaturity of the domestic security market.

12. Portfolio investment includes purchases of securities and equity shareholdings. It also includes
tradable financial derivatives.

13. Other capital flows include non-tradable instruments, such as loans and deposits, trade credit
and payment of arrears on outstanding debt.
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Lack of proper management of records by the relevant agencies could have
also contributed to the state of data on this category of investment.

During the period 1985 to 2007, Papua New Guinea had other investments
from abroad which averaged around US$160 million per annum. Since 1992,
while there was net FDI inflowthere has been net outflow of other investments.
This means that there has been a greater outflow of earnings on previous
investments than inflows into the country for new other investments. The negative
other investment inflows also reflect the payment of arrears on outstanding debt.

3.6.3 FDI, Portfolio and Other Investment Outflows

Capital outflows are investments made abroad by PNG residents. These
have been low compared to the inflows since 1985. Prior to 1990, there were
some FDI outflows while portfolio and other investments were very little or
non-existent. From 1991 onwards there have been some portfolio and other
investment outflows while FDI outflows have been insignificant. During the period
1985-2007, total capital outflows averaged negative US$15 million per annum,
reflecting a reduction in investments abroad through the sale of previously held
foreign assets by residents.

Foreign direct investment remained very low and this is attributed to a number

of factors. These include a lack of capital and PNG companies not having the
competitive advantage over foreign companies.
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Figure 8
Capital Outflows (US$ million)
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3.6.4 Net Capital Flows

Papua New Guines'net capital flow position has been volatile since 1985.
Between 1985 and 1991, PNG had successive net inflows reflecting the
developments in the mineral (including petroleum and gas) séctun 1992
onwards, net outflows of other investments, particularly payment of arrears on
outstanding debt to international financial institutions, have resulted in total net
capital outflows. Figure 9 presents net capital flows by components and it is
clear that net FDI inflows into Papua New Guinea have been dominant whilst
portfolio and other investment flows have mostly shown net outflows.
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Figure 9
Net Capital Flows by Components (US$ million)
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4. Capital Flows and Monetary Policy

The discussion of capital flows and monetary policy almost without doubt
starts with the well known concept of the “Impossibknity”, that is, the
observation that a country cannot simultaneously have open capital markets (or
free capital mobility across borders); a fixed exchange rate regime; and an
independent monetary policy (Obstfeld, ShambaughTamytbr, 2004).

Economists have long argued that trade in assets (or capital flows) provides
economic benefits by enabling residents of different countries to capitalise on
their differencesAccording to Eichen-green, et al. (1999), capital flows allow
countries to trade consumption today for consumption in the future. Capital flows
allow countries to get out of large falls in national consumption from economic
downturn or natural disaster by selling assets to and/or borrowing from overseas.
Capital flows also allow countries as a whole to borrow in order to improve
their ability to produce goods and services in the future. In more recent times,
economists have emphasised other benefits of capital flows in terms of technology
transfer that normally accompanies foreign investment, or greater competition
in the domestic markets that results from allowing firms to invest lot#dhywever
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on the other hand, the benefits from capital flows do not always come without
a price. Capital flows can complicate economic policy or even be a source of
instability themselves and therefore relevant authorities have used some form of
capital controls to mitigate the adverse impact of capital flows.

The core objective of monetary policy is to achieve and maintain price
stability. This entails low inflation and stable interest and exchange rEtes.
implementation of monetary policy to achieve this objective is done through open
market operations and from time to time intervention in the foreign exchange
market.

Papua New Guinea, being a small capital-importing country with a floating
exchange rate regime, the nominal exchange is expected to appreciate in response
to capital inflows, and the opposite is expected to happen when there is capital
outflow. When the flows are such that the movements in the exchange rate
threaten price stabilifythe Bank of PNG intervenes in the foreign exchange
market to smooth out volatility in the exchange rate.

Figures 1and 12 show developments in short-term capital flows, foreign

exchange reserves and US$/kina exchange in recent years.

Figure 10
Short-term Capital Flows: 2003-2007 (US$ million)
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As presented in Figure 7, whilst there have been negative other investment
inflows in the last five years, portfolio investments from abroad have been non-
existent. This is primarily attributed to the securities market being undeveloped
and therefore foreign investors are not able to come into the securities market.
The negative other investment inflows reflects trade credits and dividend
payments by mineral companies to foreigner shareholders.

Figure 1L shows the short-term capital flows in recent years, 2003-2007.
Whilst there have been negative short-term capital inflows due to the reasons
mentioned above, short-term capital outflows were negative between 2003 and
2005, reflecting residents bringing back their earnings from previous investments.
Short-term outflows were recorded in 2006 and 2007, where residents invested
in short-term money market instruments.

Figure 11
Capital Inflows, Foreign Exchange Reserves and US$/kina
Exchange Rate
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Total capital inflows (as shown in Figure 12) in recent years have been
mostly negative, whilst the exchange rate and foreign exchange reserves have
been on an upward trend. The accumulation of foreign exchange reserves and
the appreciation of the exchange rate may not necessarily be influenced by
capital inflows but by mineral tax receipts (paid through BPNG) and export
earnings.
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Monetary policy focuses on the implication of mineral tax receipts. When
the Bank gets the foreign exchange from this source it pays local currency to
the government via the banking systérhis is injection of liquidity It would
therefore respond to an increase in liquidity through its open market operations
for price stability considerations. The most popular policy response to foreign
exchange inflows into the banking system in recent years has been sterilisation.
Through sterilisation, inflationary pressures, high volatility in exchange rate
movements and changes in the money stock are mitigated. Howfethmre
is a perceived increase in the demand for money which the BPNG wishes to
accommodate then non-sterilised intervention may be desirable.

5. Capital Flows and Financial Sability

As stipulated in the Central Bankimgct (CBA) 2000, one of the core
objectives of the Bank of Papua New Guinea is its responsibility for financial
stability. The BPNG focuses on the prevention of financial disturbances which
potentially can have adverse consequences on the ecopantigularly the
financial system. The Bank applies prudential standards and guidelines through
its off-site surveillance and on-site reviews and examination to ensure soundness
and stability of financial institutions. On an on-going basis, the Bank assesses
a range of aggregate financial and economic data which help gauge the soundness
of the financial system and potential vulnerabilities.

Broadly, financial stability can be thought of in terms of the financial system’
ability to: facilitate both an efficient allocation of economic resources and the
effectiveness of other economic processes (such as economic growth); assess,
price, allocate, and manage financial risks; and maintain its ability to perform
these key functions - even wherfeztted by external shocké definition
consistent with this broad view defines a financial system as stable whenever
it is capable of facilitating (rather than impeding) the performance of an economy
and of dissipating financial imbalances that arise as a result of significant adverse
and unanticipated events.

The impact of capital inflows on commercial bank lending is not clear as
lending has been increasing during the last five years while total capital inflows
have mostly been negativeheoretically we would expect lending to increase
if there are short-term capital inflows because the increase in liquidity or loanable
funds caused by the inflows would result in lower lending rates, thus encouraging
borrowing. This is not the case, as shown in Figure 7, PNG has received negative
other investment inflows and no portfolio investments. Though FDI inflows have
been positive during the last five years, this has been offset by the outflows.
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The increase in lending may not be associated with capital inflows but rather
caused by domestic factors, such as increased levels of deposits. The level of
deposits increased from US$370 million in 2003 to around US$1455 million in
2007, an increase of over 293%.

Figure 12
Capital Flows, Bank Lending and Kina Securities Share Index
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The Kina Securities Share Index (KSi), launched ot @@tober 2003,
tracks the price performance of stocks listed on the Port Moresby Stock Exchange
(POMSoX). The aggregate market capitalisation of the stock exchange is now
K37.61 billion - a growth of more than 300% in less than five years. Though
still in its infancy in comparison to the other stock exchanges, the performance
of POMSoX is a testimony to the confidence and growth in the locally listed
stocks. Since 2003, there has been significant development in the PNG economy
The upward trend of the KSi, as shown in Figure 13 (bottom right chart), reflects
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PNG’s development and recent strong performance in the mining, agriculture
and service sectors, which have led to increased investor confidence. Other
investment inflows may have found their way onto the stock market since 2003
and, with the good performances by the listed companies, dividend payments
are being repatriated abroad as shown in Figure 7.

Given the natural instability of international capital flows, any country closely
integrated into the world financial system is prone to financial crises and currency
disorder The extent of the impact of any financial crisis depends on NG’
investments offshore and hence its exposure. The PNG economy appears to be
shielded from the direct effects of the current (2008) global financial market
turmoil because the banks and financial institutions are funded primarily by
domestic deposits and their liquidity are not affected by the tight conditions in
international capital market&lso, these institutions do not havegarexposures
to offshore financial and investment companies. PN&ternal indebtedness
can be affected when there are huge movements in capital given its reliance
on foreign capital.

6. Conclusion

The paper looked at the types of capital flows (particularly inflows) into the
PNG economy during the period 1985-2007. Papua New Gainggor policy
tool relating to capital flow management has been the Exchange Controls and
Gold Regulation enforced by Bank of PNG since monetary independence in
1976. The exchange controls aimed at controlling the amounts in foreign exchange
transactions between PNG and the rest of the world to preserve the level of
foreign exchange reserves and to protect the domestic banking and financial
sector Reforms to the exchange control regime reflected an on-going need to
adapt to changes in economic policy environment as well as institutional and
structural changes. The easing of controls on foreign exchange transactions over
the years has been part of the overall process of liberalisation in line with the
Governmens market-orientated approach to removing impediments to investment
and economic growth.

On the whole, monetary policy does not directly influence capital flows but
is concerned about its implications on liquidityterest rate and exchange rate.
Through its open market operations and intervention in the foreign exchange
market, the BPNG influences the movements in these variables for price stability
With price stability and general macroeconomic stabilitg BPNG can indirectly
provide an economic climate that can be conducive for capital inflows
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Table 2
OLS Results (Sample Period: 1985Q1 —2007Q4)

APPENDIX

MODEL A MODEL B MODEL C
Independent
Variables Dependent Variable
TCI, FDI, OINYV,
B -29.481 (0.1282) 4.287 (0.7529) -12.289 (0.5768)
0 [-1.537] [0.316] [-0.560]
B,ALGDP,_, -1496.435%** (0.0014) -415.793 (0.1963) 752.746 (0.1483)
- [-3.318] [-1.303] [1.459]
B,ARTD3 6 0.562  (0.8206) 4.401%* (0.0138) 2.727 (0.3375)
- [0.228] [2.516] [0.965]
B,CAGDP, -811.975%**  (0.0000) 45.861 (0.6811) | -225.451 (0.2132)
! [-5.167] [-0.4125] [-1.255]
B,AXR 3.130**  (0.0385) -0.182 (0.8635) -1.140 (0.5048)
! [2.103] [-0.172] [-0.670]
B ALIBOIYR, -27.708*  (0.0770) -13.420 (0.2238) -0.164 (0.9926)
3 - [-1.791] [-1.226] [-0.009]
B ALOECD, 4481.606*  (0.0807) | 4040.116** (0.0269) | -375.029 0.8973)
¢ ! [1.769)] [2.254] [-0.129]
R-squared 0.4537 0.1519 0.031
Adjusted R- 0.4138 0.0898 -0.038
squared
S.E. of Regression 66.375 46.963 101.843
Durbin-Watson 1.882 2.004 2.732

a. Serial Correlation
Breusch-Godfrey Critical: 0.257 (0.9046)
LM Test Est.: 1.157 (0.8851)
b. Heteroskedasticity

Breusch-Pagan LM
Test (6, 82)
White (27, 61)

ARCH(4,80)

Critical: 0.572 (0.7517)
Est.: 3.574 (0.7341)
Critical: 0.532 (0.9631)
Est.:  16.976 (0.9317)
Critical: 0.608 (0.6583)
Est.:  2.506 (0.6435)

¢. Functional Form

Ramsey RESET
(1, 81)

Critical: 3.425 (0.0679)
Est.: 3.685 (0.0549)

d. Stability Tests

Chow test (7, 75):

1994Q4 Critical: 0.402
Change in Est. 0.552
Exchange Rate

Regime

Chow test (7, 75): | Critical: 0.884
2005Q2 Est.: 1.214
Exchange Control

Liberalisation

Note: t-statistics [ ], probability ()

*Rk 1%, ** 5% and * 10% significance levels

statistically insignificant.
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Chapter 9

CAPITAL FLOWS AND THEIR IMPLICA TIONS
FOR CENTRAL BANK POLICIES IN
THE PHILIPPINES

by
Sittie Hannisha M. Butocan

1. General Framework and Major Capital Flow Management Policies
1.1 Current Account and Capital Account Liberalisation

The Philippines went through a long regime of import and foreign exchange
controls in the post-Wfld War 1l period. From 1949 to early 1970, foreign
exchange policy was used to promote the development and growth of home-
grown industries, limit imports, and deployed in an attempt to change the
orientation of the Philippine economy from agricultural to agro-industrial. The
objective was to protect local industries from foreign competition and promote
import-substituting development strategk floating rate system was adopted
in 1970, but it was not until late 1984 that the central bank stopped announcing
a guiding rate and imposing a trading band.

While the controls served their purpose for a time — the import restrictions
stimulated the growth of the manufacturing sector in the early years of exchange
controls — experience showed that a perpetuation of these controls gradually
took its toll on the economy resulting in the lack of competitiveness and stunted
growth.

Thus, bold reforms to deregulate the foreign exchange system began to be
implemented in 1992. The issuance of the Bangko Sentral ng Pilipinas (BSP)
Circular No. 1389 on the “Consolidated Foreign Exchange Rules and Regulations”
on 13April 1993, marked an important achievement in the coungforts to
liberalise foreign exchange transactions following four decades of exchange
controls?

1. Ms. Butocan is a Bank Officer V at the Department of Economic Research of the Bangko
Sentral ng Pilipinas.

2. Specific provisions of the BSP Circular No. 1389 as well as other circulars discussed in this paper
are available in the BS®ebsite wwwbsp.gowph.
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The liberalisation process covered essentially the lifting of restrictions on
current account transactions and the relaxation of some capital account controls.
The major changes in the current account include the removal of the mandatory
surrender requirements on all foreign exchange receipts as well as the mandatory
inward remittance of all foreign exchange receipts from exporters and the lifting
of restrictions on the purchase and sale of foreign exchange outside the banking
system. Current account transactions were fully liberalised in 1995, the same
year that the Philippines became Anicle VIII country of the International
Monetary Fund (IMF).

Presentlythe Philippinesturrent account transactions, particularly on imports
and import payments and exports and export proceeds, are relatively deregulated,
except for standard documentation requirements and certain restrictions on
commodity imports and regulated exports.

The rules on foreign borrowings and foreign investments were likewise
modified to be consistent with the liberalised rules on the current account. Selected
controls in the capital account were, howevetained to limit the country’
external vulnerabilityThe major provisions liberalising the capital account, under
the BSP Circular 1389, include the following:

a. Allowing the full and immediate repatriation of foreign investments, inclu-
ding profit remittances, except investments under debt-to-equity;

b. Allowing outward investments without prior BSP approval, if the foreign
exchange are not to be sourced from the banking system (for outward
investments to be sourced from the banking system a limit of US$1
million per investor per year was set); and

c. Relaxing registration requirements on foreign loans and investments such
that only those whose foreign exchange needs (for future debt servicing
and repatriation of capital and remittances of dividends and profits) are
to be sourced from the banking system need to register with the BSP

In the succeeding years, the BSP relaxed further regulations on capital flows
taking into account the countsyabsorptive capacity amid increasing integration
with global markets. Initiatives in this area included: the lifting of the restriction
on the repatriation of investments (including the remittance of dividends and
profits) under the debt-to-equity conversion programme; allowing indirect exporters
to borrow short-term foreign currency deposit unit (FCDU) loans without prior
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BSP approval to fund both foreign exchange and peso export-related costs; and
raising the limit on outward investments to be sourced from the banking system,
without prior BSP approval, to US$3 million and further to US$6 million, US$12
million, and recently to US$30 million.

1.2 Policies Implemented to Manage Capital Flows

Capital account liberalisation can have large potential economic and welfare
gains. Howeverthe opening of the capital account also increases exposure to
external risks, which, in turn, create challenges in the conduct of domestic
macroeconomic policies, including monetary management. It is, therefore, highly
crucial for monetary authorities to identify the policy options for managing capital
flows.

In general, the policy options available to the BSP in managing capital flows
and limiting the adverse impact of either a surge in foreign inflows, or its reversal,
include: greater foreign exchange flexibiliparticipation in the foreign exchange
market, reserve accumulation, sterilisation polanyd financial sector reforms.

In the past two decades, the BSP employed a combination of these measures,
depending on the nature, causes and impact of these flows on the economy

1.2.1 Period from 1992 to 1996

During the surge of capital inflows in the early to mid-1990s, there were
concerns that the appreciation of the peso might adverdelst #ie countrns
competitiveness. Some participation in the foreign exchange market, through
dollar purchases, was then required to increase the demand for foreign exchange.
This is to stem the rapid appreciation of the peso and avoid substantial loss in
competitivenessAt the same time, measures were undertaken reduce the supply
of foreign exchange in the countrVhis was done through accelerating the
BSPs prepayment of some of its external debt. Between 1994 and 1997, the
BSP prepaid a total of US$1.4 billion of foreign loans. The BSP also relaxed
rules on capital outflows by increasing the allowable outward investments that
can be sourced from the banking system from the initial US$1 million to US$6
million per investor per yeaiThe restriction on the repatriation of foreign
investments made under the debt-to-equity conversion programme was also lifted.

The increased inflow of foreign capital also led to concerns on its impact

on domestic liquidity that could create inflationary pressures. Howéver
monetary authorities noted that the economy was undergoing a period of financial
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deepening and that the demand for money was expanding. It was also noted
that the acceleration in the expansion of domestic liquidésticularly in 1993-

1995, was not accompanied by a significant uptick in inflation. Thus, some
additional expansion in domestic liquidity might not be necessarily inflationary as
this was used to support the expansion of activities in the ecoAaaordingly,
monetary policy partly accommodated the capital inflows and tolerated some
uptick in the growth of the money supphihe BSPouilt up its net foreign assets

with the impact on domestic liquidity only partially sterilised. This approach
allowed the provision of adequate liquidity to support economic growth while
ensuring that inflation objectives are achieved.

1.2.2 Period from 1997 to 2004

Confronted by large reversal of capital flows and exaggerated fluctuations

in the foreign exchange rate at the onset ofAtsian financial crisis in 1997,

tight monetary policy was pursued to adjust to the diminished demand for domestic
assets, limit the extent of exchange rate depreciation, and contain inflationary
pressures. The BSP undertook a delicate balancing act of limiting the depreciation
of the currency and the rise in interest rates. The goal was to allow some
depreciation and accept a temporary rise in interest rates to restore stability in
the foreign exchange market, while at the same time limiting the adverse effects
of this policy choice on the balance sheets of banks and corporates.

(@ Promotion of Financial Sector Sability to Support Stable Capital
Flows

In response to the distress experienced in the banking and corporate sectors,
the BSP embarked on an aggressive and wide-ranging reform process of the
domestic financial system. The reform process involved greater commitment to
enhancing risk management techniques, strengthening of the regulatory and
supervision frameworks, promotion of transparency and good corporate
governance, and improving financial infrastructure. One of the objectives was
to increase the resilience of the domestic financial sector to volatilities in capital
flows and enable it to allocate foreign capital morfeciently.

Providing the umbrella for this reform process was the enactment of the
General Banking Law in May 2000. This law modernised the legal framework
governing the regulation and supervision of the banking sys#enthe same
time, it institutionalised a critical mass of banking reforms in the areas of risk
management, corporate governance, competition as well as microfinance. This
ushered in the implementation of new banking rules, such as those relating to
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the adoption of a risk-based capital adequacy framework, the observance of fit
and proper rule on bank management, the acquisition of a domestic bank by
foreign banks/nationals and the granting by financial institutions of microfinance
loans.

In terms of upgrading the regulatory framework, the BSP adopted a
consolidated and risk-based approach to banking supervision to proactively
respond to the rapidly changing and highly complex financial services industry
The risk-based capital adequacy framework was consistent with international
standard and best practitdMeanwhile, the consolidated approach to the
supervision of banks and their affiliates or subsidiaries began in 1998 with the
rise of financial conglomerates, which raised concerns on the effectiveness of
the traditional approach to managing riskgvith this approach, the BSP
strengtheneds regulatory oversight by having a more comprehensive assessment
of the risks involved in the activities of financial groudps.

To facilitate the dbrts by banks to improve the quality of their loan portfolio,
the BSPsupported the passage of the Special Purpeb&le Act (SP\A) of
2001.The SPWA provided a legal framework for the creation of SPVs, including
the incentives for the disposal of banksn-performing assets (MB). This
approach remained a private sector-led mechanism and did not involve the use
of public funds.The SPW, which expired in 2005, was extended for another
year to encourage banks to dispose more of theixsNP

Support infrastructure was upgraded to make the financial system more
efficient. Along this line, the BSkhitiated the upgrading of the existing payment
system into a real time gross settlemeni@R). The Philippine RGS, also
known as the Philippine Payment System or A8I®, was formally launched
in December 2002. It is expected to minimise systemic risk as real-time high
value payments between banks are made using their deposit accounts with the
BSP

3. The legal basis for risk-based capital requirement is embodied in Section 34 of the General
Banking Law of 2000. 2 Circular No. 280, dated 29 March 2001. The said Section specified
the guidelines on the risk-based capital adequacy framework which initially covered only capital
requirements for credit risks. Circular No. 360 dated 3 December 2002 specified the guidelines
to incorporate market risk in the risk capital adequacy framework for universal and commercial
banks.

4. In line with the consolidated supervision, the BSP reorganised its departments under the Supervision
and Examination Sector (SES) and a regrouping of the banks assigned to the various bank
examination departments whereby parent banks are grouped with their subsidiaries and affiliates.
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(b) Improvements in Transparency and Monitoring of Capital Flows

Measures to improve and upgrade the monitoring and transparency
mechanisms with respect to capital flows were also introduced. The provision
of timely and relevant information on capital flows can help economic authorities
anticipate possible exchange rate movements or evaluate access conditions in
international capital market$he Philippines started subscribing to the IMF’
Special Data Dissemination Standards (SDDS) in 1996. By January 2001, the
Philippines was in full compliance with the SDDS in the dissemination of relevant
data through the Internet in accordance with the prescribed timeliness and
frequency

To facilitate the adoption of international norms, the Philippines has also been
participating in the formulation of Reports on the Observance of Standards and Codes
(ROSCs). These reports assess the extent to which the Philippines conforms to the
various key international standards and codes that are relevant to the effective
functioning of its economic and financial systems. Resulting gains in transparency are
expected to enable market participants to formulate better analysis, forecasts and
investment decisions, thus reducing uncertainty and helping investors price risk on a
sounder basis.

To complement the activities under the ROSCs, the Philippines has also
been participating in the IMF-WB Financial Sectsssessment Programme
(FSAP) aimed at providing a comprehensive assessment of the strengths, risks
and vulnerabilities of the financial system.

(c) Development of Early Warning Systems

The magnitude and volatility of capital flows during the 1997 crisis
underscores the need for developing early warning indicators to anticipate foreign
exchange and banking crises to complement traditional macroeconomic models.
In this regard, the BSBeveloped EarlyWarning Systems (EWS) on Currency
Crises and Bank Failure. The EWS on currency crisis uses a signal approach
that compares the actual data of key indicators with the thresholds to help monitor
foreign exchange pressures and predict the occurrence of a currency crisis in
the future. Meanwhile, the Bank Failure EWS produces a one-year advance
forecast of a bank’solvencyThe adoption of this Bank Failure EWS allows
the BSP to prioritise its supervisory focus to the most vulnerable banks based
on the results, and to initiate prompt corrective measures to prevent bigger
problems down the road.

254



1.2.3 Period from 2005-2007

In recent years, the Philippines experienced large inflows of foreign capital
due in part to improving market sentiment on the econdris was driven
largely by renewed investor confidence due to a positive economic outlook
following the recent fiscal reforms and overall solid macroeconomic performance.
However the rise in capital inflows as well as the sustained foreign exchange
inflows from overseas Filipino remittances and export receipts exerted
appreciation pressures on the peso.

(a) Reforms in the Foreign Exchange Regulatory Framework

To reduce upward pressures on the peso in the short term and allow freer
and more efficient capital flows in the long run, the BSP crafted two sets of
reforms in its foreign exchange regulatory framework. These moves are
envisaged to make the regulatory environment more responsive to the needs of
an expanding, more dynamic economy that is increasingly becoming integrated
with the global markets.

The first phase of the reforms involved changes pertaining to current and
capital account transactions as well as to prudential regulations. Specific measures
under this initiative include: (a) increasing the limit on allowable foreign exchange
purchases by residents from banks for non-trade purposes from US$5,000 to
US$10,000; (b) increased limit on allowable outward investment from US$6 million
per investor per year to US$12 million; and (c) imposition of symmetrical limit
of 20% of unimpaired capital with an absolute limit of US$50 million for both
overbought and oversold positions of the banks. This first package was contained
under Circular Nos. 561 and 565, dated 8 March and 3 May 2007, respectively

The BSP Circular No. 561 raised the limits on foreign exchange (FX)
purchases by residents for non-trade transaction purposes and outward
investments. The relaxation of the limits was intended to facilitate: (a) the rising
demand by residents for foreign exchange to service non-trade transactions,
such as education of dependents abroad, medical care and payment of service
fees; and (b) greater integration with the international capital markets and
diversification of asset portfolios and risk exposures of institutional investors and
other corporate entities.

The adjustments were seen to support the further liberalisation of capital

flows, and in the process, help dampen the effects of strong foreign exchange
inflows on the exchange rate. They were also aimed at removing the incentive
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for residents to circumvent existing regulatory measures by encouraging
transactions within the formal banking system rather than the unsupervised
market.

The second set of reforms was approved on 20 December 2007. The second
phase focuses largely on two objectives: first, to promote greater integration
with the international capital markets and risk diversification supportive of an
expanding economy with global linkages; and second, to streamline the
documentation and reporting requirements on the sale of foreign exchange by
banks. The policy reforms under the second phase involve the following: (a)
increasing the allowed foreign exchange purchases from banks by residents for
non-trade current account transactions (without the need for supporting
documentation) to US$30,000 from US$10,000 and outward investments (also
without the need for BSP approval) to US$30 million per investor per year from
the previous US$12 million per investor per year; (b) expanding the authority of
foreign currency deposit units of thrift banks and rural/cooperative banks to
deposit and borrow; (c) expanding the use of foreign exchange swaps involving
the Philippine peso; and (d) enhancing other rules concerning both the current
and capital accounts to improve the efficiency of the foreign exchange market.

(b) Liquidity Management Measures

As large foreign exchange inflows has the potential to drive liquidity
expansion, the BSP implemented measures, effective 10 May 2007, to help prevent
inflationary pressures that could build up over the medium term, mainly as a
result of rapid money supply growth. These liquidity measures include: (a)
encouraging pension fund agencies and other government-owned and controlled
corporations to deposit funds with the BSP; (b) allowing trust entities under
BSP supervision to deposit funds with the BSP; and (c) allowing special deposit
account placements of banks to be considered as alternative compliance with
the liquidity floor requirements for government deposits.

(c) Increasing the Reserve Buffer

The importance of building up foreign exchange reserves has been
particularly highlighted during the 1997 financial crisis. The provision of adequate
level of reserves enables policymakers to counter sudden capital flow reversal,
particularly when they threaten to bring unwelcome changes in the value of the
domestic currencyt can also enhance creditworthiness as it builds the credibility
of an economy to service its foreign obligations. The increased inflow of foreign
direct and portfolio investments, together with the steady inflow of overseas
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Filipino remittances and strong export growth, provided the BSP an opportunity
to build a more comfortable international reserve cushion.

(d) Prepayment of loans

The BSP again accelerated the servicing of its external debt obligations
amidst large inflows of foreign exchange. In December 2006, the BSP prepaid
its outstanding obligations to the IMF in the amount of US$220 million, marking
its exit from the post-programme monitoring (PPM) arrangement with the Fund.
Meanwhile, inApril 2007, the prepayment of the Philippine Brady Bonds freed
up collateral amounting to US$103 million including interest earned, of which,
US$85 million was credited to the BSP and the balance to the National
Government.

2. Trends in Philippine Capital Flows: 1985-2008
2.1 Key Developments in the Macroeconomy

To provide a background against which to assess trends in the Philippine
capital flows, a brief discussion of the major developments in the macroeconomy
is provided in this subsection.

The Philippines’ economic growth story over the past three decades has
been marked by cycles of economic upswings and downswings. Significant
interruptions in economic growth occurred in 1984-1985, 1991 and 1998, which
were followed by periods of relative growth (Figure 1). In recent years, however
with the aid of key structural and policy reforms undertaken in the last two
decades, the Philippines achieved its most stable macroeconomic position.

The early 1980s had been difficult as the economy was adversely affected
by deteriorating external conditions. This was reflected mainly in poor commodity
prices, deteriorating terms of trade, and the consequently reduced trade flows.
The US dollar strengthened against virtually all world currencies. International
interest rates were at their highest levels, thus increasing the cost of servicing
the country$ external obligations, eventually leading to the coustry’
announcement of a moratorium on its foreign debt. These largely uncontrollable
developments slowed down production, investments and revenues and led to
deep recession in 1984 to 1985. Real GDP fell by 7 % in both these years.
Inflation rate shot up to 50% in 1984 and 23% in 1985. Domestic interest rates
also rose dramatically during this period.
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The economic growth was revived in 1986 under a new administration, with
real GDP reaching 6.7% in 1988. Driving in part the economic expansion during
this period was the vast privatisation programme launched by the government
in 1987. This initiative was aimed at supporting economic development through
the attraction of fresh infusions of capital to major industrial sectors needing
rejuvenation. But, beginning in 1990, the country encountered economic difficulties
once again. The growing trade and fiscal deficits were of particular concern.
This situation was exacerbated by the start of the Watfand, on the domestic
front, by the power crisis as well as the onslaught of severe natural disasters
(e.g., earthquake in 1991).

Figure 1
Philippine Economic Indicators
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The Philippine economy gradually recovered starting in 1993 through the
introduction of broad range of economic liberalisation measures designed to spur
business expansion and foreign investment. Moredkerinitiatives to contain
the budget deficit, mainly through the introduction of build-operate-transfer
schemes and privatisation, efforts paid off. The narrowing of the budget deficit
yielded palpable results, namglgwer interest rates and moderation of inflation.

In 1998, the Philippine economy slowed down as a result of spill-over from
the Asian financial crisis. Real GDfell to about -0.6% in 1998 from 5.2% in
1997. The Philippines quickly recovered from the crisis, posting positive growth
rates starting in 1999 on the back of a recovery in the agricultural sector and
strong government spending. There was some slowdown following the downturn
in global information technology cycle in 2001, but the economy eventually picked
up momentum from 2002 onwards.

The recovery was helped in part by supportive global economic conditions.
More importantly the authorities continued to pursue relevant reforms in critical
areas of the economgpince 2004, real GDRas grown steadily at over 5%
annually This was capped by the 7.3% GDRwth in 2007, the highest in over
three decades. Growth was supported mainly by strong private consumption,
spurred in part by large inflows of overseas Filipino remittances, increased
government and private construction expenditures, and robust exports growth.

The Philippines experienced the most stable economic environment in 2005-
2007. Inflation reached a historic low of 2.8% in 2007, leading to an ideal
convegence of strong growth and low inflation during the y&ae Philippines
also saw marked improvements in the financial and external sectors of the
economy The banking sector exhibited marked improvements, as evidenced by
near pre-crisis non-performing loan ratios, double-digit growth in assets and
profitability, and capital adequacies way above the international standards.
Meanwhile, the Philippine stock market closed 2007 as one of the top performers
in EastAsia. The Philippine peso appreciated about 16% to the U.S. dollar
between end-2006 and end-200he countrys balance of payments was in
substantial surplus of around US$8.5 billion, more than double the level in the
preceding yeardue mainly from the continued strength of the current account.
Finally, the GIR, at an all-time high of US$33.7 billion, remains adequate and
within internationally accepted benchmarks.

Since the second half of 2007, howewtrains in the global economy began

to surface — the disruption in financial markets and the unprecedented surge in
food and fuel pricesAlthough faced with tougher economic prospects in 2008,
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compensating strengths in the economy renTairbegin with, the country enters

a slower period from a position of strong domestic demand and with more vibrant
macroeconomic fundamentals today compared to previous episodes of global
economic downturns. Other mitigating factors include the continued strong inflow
of overseas remittances and the favorable prospects of key service sectors,
particularly the business process outsourcing and tourism.

2.2 Trends in Capital Inflows (Non-resident Investment to the
Philippines)

Influenced in part by these developments in the macroecoioenihilippine
capital inflows showed three distinct trends in the last three decades (Figure
2) 5 First, was the steady rise in capital inflows in the early 1990s that reached
its peak in 1996A slight decline was however recorded in 1995 following the
financial strains that resulted from thequila crisis.The suge in capital inflows
during this period very likely reflected the reforms undertaken to liberalise the
foreign exchange system in 1993. This was complemented by the efforts of the
National Government to attract and promote foreign investments. Major efforts
include the rationalisation of investment incentives under the Omnibus
Investments Code introduced in 1987 and the passage of the Foreign Investment
Act in 1991 (relevant legislations pertaining to foreign investment in the Philippines
are listed inAnnexA). These initiatives helped facilitate further the inflow of
international capital to the Philippine shores. From the implementation of foreign
exchange liberalisation initiatives in 1993 until 1996, gross investment inflow by
non-residents grew at an annual pace of about 60%.

Figure 2
Real Effective Exchange Rate Indices of the Peso

N FD| B Portfolio = Other investment Total inflows

US$ million

_6000: Note: 2008 data is for Jan-Sep

5. Total/gross capital inflows as discussed in this paper consist of non-residgris'eign direct
investment; (2) portfolio investment; and (3) other investment. Financial derivatives were not
included.
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The second major development in capital flows occurred in the years 1997-
2004.The upward trend in capital inflows was cut short byAkmn financial
crisis in 1997 that led to massive reversal of capital flows. During this year
gross non-residents investments to the country dropped by 50%.

There was a slight recovery in capital inflows in 1999 due largely to a
Swiss manufacturing compasybuy-out of a local dairy firm.

The recovery in 1999 was, howeyerterrupted by the dotcom bubble in
early 2000s, which again affected access to international financial markets. In
2000-2001, gross capital inflows declined by 71% and 99%, respectively
Following improvements in both the domestic and global economic environments
in 2005-2007, non-residenisivestments to the Philippines grew rapjdjmost
reaching its historic highs in the mid-1990s.

Heightened uncertainties in the global economy in 2008 led to weaker capital
inflows to the countryln particulay capital flows were adverselyfatted by:
(a) the continued weakening of the economies of the coantmgjor trading
partners; (b) heightened risk aversion of foreign investors due to a general lack
of confidence in the global financial system; and (c) the extensive de-leveraging
and financial restructuring process undertaken in the major advanced economies,
which entailed the withdrawal by these economies of their funds invested abroad,
particularly in emerging market economies. While non-residents’ direct investment
continued to post a surplus in the first three quarters of 2008, this was lower
by 45% compared to the same period in 2007. Meanwhile, non-residents’ portfolio
and other investment reversed to a deficit in the January-September 2008 period.

In terms of composition, foreign direct investments (FDI) and loan availments
comprised a significant share of foreign inflows as they accounted for an average
of about 30% and 51%, respectivetiuring the period 1990-199%he share
of FDI declined significantly in 1996 to 5%, but recovered in 1998. FDI by
country of origin is dominated by the US and Japan and is channeled mainly to
the manufacturing secto®&arting in 1999, portfolio investments, particularly
investments in bonds, and direct investments have generally been the most
important sources of capital inflows.

2.3 Trends in Capital Outflows (Resident InvestmentAbroad)
Since the 1990s, the total capital outflows basically moved in tandem with

the capital inflows (Figure 3Y.his trend is consistent with the IMFobservation
that “to a certain extent, an increase in outflows is a consequence of rising
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inflows, with some outward portfolio flows representing the onward distribution
of investment flows into the region, and other outflows representing hedging
associated with portfolio or FDI inflows.”

Outward investment flows also registered increases in the early to mid-
1990s, most likely a result of the relaxation of rules on capital outflows as part
of the foreign exchange liberalisation measures in 1982.Asian financial
crisis, howeverdampened residentgivestments abroad here was a short
recovery in 1998, but gross capital outflows fell further in 2000. Beginning in
2005, howevetthe total capital outflows reached historic highs following favorable
developments in the global econamy

Figure 3
Total Capital Outflows: Residents’ Net Investments
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In the first three quarters of 2008, residents’ investment abroad weakened
due to the persistence of negative investor sentiment in response to the global
financial crisis. Residents’ FDI investment abroad remained in surplus but was
lower by 96% compared to the same period in 2007. Meanwhile, outward portfolio
investment posted a higher deficit in the first nine months of 2008.

The other investment account comprises the major component of gross
outflows. It recorded large increases in 2005 to 2007, due primarily to prepayments
and repayments made by the National Government and the BSP of their
outstanding loan obligations amidst periods of large and growing stocks of foreign
reserves. Portfolio investment is also a major contributor to capital outflows,
with its share to total outflows averaging 20% in 1990-1999 and 38% in 2000-

6. Chapter 2The Evolving Nature of Capital Flows in Engarg Asia, Regional Economic Outlook:
Asia and PacificApril 2007, International Monetary Fund
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2007. While the Philippines’ direct investments abroad have remained negligible
in the past years, a substantial equity capital placement abroad following the
acquisition of shares of a foreign power company was recorded in 2007.

2.4 Net Capital Flows

Gross capital inflows lgely offset the countrg gross outflows throughout
the review period, making the Philippines a net capital imporiézt capital
flows very much mirrored the trend in gross capital inflows, also reaching its
peak in 1996 and began declining in 1997 (Figure 4). Nonetheless, as a result
of the rapid increase in gross capital outflows, particularly the significant
prepayments made in 2005 to 2007, net capital flows have been lower during
this period.
Figure 4
Net Capital Flows: Inflows Less Outflows
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3. Key Determinants of Capital Flows

The large scale capital flows to emerging market countries in the early
1990s and in mid-2000 as well as the extent of their reversal during the 1997
crisis have stimulated an extensive literature on the determinants of such flows.
While the theoretical literature has considered a wide range of possible factors,
much of the empirical work has adopted a framework distinguishing between
the external (“push”) and internal (“pull”) determinants of capital flows (Calvo
et al (1993), Chunan et al (1998), Fernandez-Arias (1996), Montiel and Reinhart
(1999).
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Internal or “pull” factors refer to the domestic determinants of capital inflows,
such as domestic interest rates, stock market prices, macroeconomic stability
exchange rate regime, inflation, domestic credit level, creditworthiness and
industrial production. Meanwhile, external or “push” factors include movements
in world interest rates, terms-of-trade developments, the international business
cycle and its impact on profit opportunities, and any regulatory changes that
affect the international diversification of investment portfolios at the main financial
centers.

Analysis of the relative roles of push and pull factors in driving capital
flows has an important policy implication, particularly in capital recipient countries.
If capital flows are determined by push factors, domestic policymakers will not
have much control on capital flows. On the other hand, to the extent that capital
flows are determined by pull factors, domestic policymakers will have more
power on capital flows by introducing sound macroeconomic policies.

In order to analyse the magnitude and relative impact of internal and external
factors on capital flows, the vector autoregression model can be utilised as in
other empirical studies of capital flow determinaiiise use of th& AR model
is useful in generating impulse response functions (IRFs), which provide an
indication of the response of capital inflows to shocks in the exogenous variables.

In line with the “push-pull” factors approach, the estimation equation can
be specified as follows:

CF =a+ biXi + dizi +u

where,CF = total capital inflows
Xi = represents the internal variables (pull factors); and
Zi = represents the external variables (push factors)

In this paperthe pull factors identified are the real GDwth rate, real
domestic interest rate, current account balance to GDP and exchange rate
volatility, while the push factors include world real GB®wth rate and world
interest rates.

3.1 Data Description

The data employed for the estimation are quarterly data spanning the period
1990Q1-2008Q2The variables used in the estimation are describddhie 1.
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Table 1
Estimation Variables

Variable | Notation | Description
Dependent variable
Capital inflows LOG(CF) Capital inflows = FDI inflows + portfolio
investment inflow + other investment inflow;
in log form

Explanatory variables

Internal variables

Real GDP growth rate RGDP Philippine real GDP growth rate; in percent

Real interest rate REAL 91TB | Average Philippine real 91-day T-bill rate; in
percent

Current account to GDP ratio CAB_GDP Philippine current account balance as a
percent of real GDP; in percent

Real effective exchange rate REERMTP Volatility (as measured by standard

deviation) of the real effective exchange rate
index of the peso relative to the currency
basket of major trading partners (MTPs)
including: USA, Japan, European Monetary

Union and the UK
External variables
World Real GDP growth rate US _RGDP Proxied by US real GDP growth rate; in

percent; source: US Bureau of Economic
Analysis, www.bea.gov)

World real interest rate LIBOR Proxied by the average 3-month LIBOR; in
percent

3.2 Estimation Methodology

Before proceeding with théAR estimation, the time-series properties of
the variables were first determined as estimations of non-stationary series are
known to be spuriousThe Augmented Dickey-Fuller (ADF) test is used to
check for the presence of unit roots or non-stationafrtig results of thADF
test indicate that all the variables are non-stationary in levels, except for capital
inflows and US GDP growth (Annex B).

First-differencing was applied to remove the non-stationarity of the series.
After the variables were expressed in firstatiénce form, théDF test result
shows that all series are stationary at the 5% significance level. There is a
caveat though in performing this step — first differencing results in the loss of
long-run information on the data.

With the variables transformed into stationary series, the model specified

earlier is estimated using tMAR to generate the IRFs. In estimating YR,
all variables were first diérenced for consistency
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An important preliminary step in impulse response analysis is the selection
of the VAR lag order In this exercise, the lag of order three was chosen for
the VAR estimation based on tiAdkaike and Schwarz information criterighe
residual test shows that there is no significant serial correlation in the residuals.

It may be noted that IRF results using Cholesky decomposition could be
sensitive to the ordering of the variables in WAdR. Therefore, it is important
to decide on a proper ordering of the variabldsere is, howevemo unique
solution to the ordering. The Cholesky decomposition requires the variables to
be ordered in a way such that variables placed higher in the ordering have a
contemporaneous impact on all variables lower in the ordering, but the variables
lower in the ordering do not have a contemporaneous impact on the variables
higher in the ordering. In this paper the Cholesky ordering is based on theoretical
expectations and Granger causality test (Annex C). The external factor variables
were placed before the domestic variables, consistent with a small country
assumption. CF is placed last in the ordering to allow all other system variables
to have a contemporaneous impact on it. Based on these considerations, the
Cholesky ordering was determined as follows: DUS_RGDPERIBOR,
DREAL_91TB, DREERMTP DCAB_GDR DRGDR DLOGCFE

3.3 Estimation Results

The IRF result (Figure 5) suggests that a positive Philippine GDP growth

can lead to an increase in capital inflows, with the impact reaching its highest
magnitude in the first quarter after the shock indicating a relatively rapid effect
on capital inflows. Meanwhile, the current account balance exhibits a negative
relationship with capital inflows, which could imply significant reliance on foreign
capital in financing lage and persistent current account defigitso, as expected,
a less volatile exchange rate environment tends to attract capital inflows. The
result also confirms the predicted inverse relationship between international
interest rates and capital inflows. That is, sustained declines in world interest
rates, particularly of the lending economies, can lead foreign investors to seek
out other markets that would generate higher returns, thus increasing capital
inflows to these markets. IRFs generated in relation to the domestic interest
rate and US GDP growth rate yielded insignificant results.

Overall, the results of the IRF analysis suggest that capital inflows to the
Philippines is influenced by both internal and external factors, specifically by the
growth of the domestic economtpe level of current account deficit, a stable
exchange rate environment and decline in world interest rates.
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Figure 5
Impact of Internal and External Variables to Capital Inflows
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4. Capital flows and Monetary Policy

Capital flows can be a powerful force towards further economic growth,
but if not managed carefullfhese can disrupt the development process of a
country Large capital flows have exposed egiag market economies to risks
in capital markets and financial sectors and increased their vulnerability to external
shocks. These risks include macroeconomic imbalances such as the rapid
appreciation of the real exchange rate, inflationary risks associated the expansion
in domestic liquidity asset price bubbles, and destabilisirfga$ from sudden
stops or reversal of these flows, similar to what happened duringsibe
financial crisis. These potential adverse effects of capital flows could complicate
the task of monetary as well as exchange rate management.

In the Philippines, large inflow of foreign capital, particularly of a short-
term nature in the years 2005-2007, and its subsequent weakening in light of the
global financial crisis in 2008, have affected the movements of the key economic
variables, particularly the exchange rate, international reserves, domestic liquidity
and asset prices.

4.1 Impact of Capital Flows on Monetary and Financial Variables
4.1.1 Exchange Rate

Significant movements in capital flows exert pressure on nominal and real
exchange rates. Under a floating exchange rate regime, capital flows directly
impact on the demand for domestic currency assets, leading to an appreciation
or depreciation in the nominal exchange rate. In an environment of sticky prices,
the real exchange rate is likewise affected.

In the Philippines, the rise in capital inflows starting in 2005 as well as the
strong foreign exchange inflows from overseas Filipino remittances and export
receipts exerted upward pressures on the peso. Based on end-of-period rates,
the peso appreciated by 6.0% in 2005, 8.0% in 2006 and by 19.7% i 2007.
During this period, the peso exhibited relative stability with the average standard
deviation of the daily exchange rates for 2005-200P0a28 (Figure 6). This
was in stark contrast to the sharp depreciation experienced in the early 2000
when peso volatility reached a peakRif.82.

7. Based on average monthly rates, the peso appreciated by 1.7%, 7.4% and 11.2% for 2005, 2006,
and 2007, respectively
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In 2008, howevelthe weaker capital flows owing to the rising risk aversion
on concerns about a slowing global economy have put a dampening effect on
the peso. While the peso appreciated by 3.8% on average for 2008, the end-
of-period rate showed the peso depreciated by 12.8%. The depreciation of the
peso was, howevepartly tempered by the continued strong dollar inflow of
overseas remittances and export earnings. Heightened market uncertainties drove
the average volatility of the peso to rise #.47 in 2008.

Figure 6
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The strength of the peso amid strong foreign exchange inflows in the years
2005-2007 also led to the appreciation of the real effective exchange rate (REER)
index of the peso against the currency baskets of its major trading partners
(MTPs) as well as competitor countries. During this three-year period, the REER
of the peso gained by an average of 9.9% against the currency basket of MTPs,
and by 6.0% and 4.4% for the broad and narrow baskets of competing currencies,
respectively (&@ble 2).

In 2008, the peso continued to exhibit strength on a real trade-weighted
basis as the REER for the broad and narrow baskets of competing currencies
appreciated by 10.2% and 8.4%, respectivEhjs could be due to the greater
nominal depreciation of competitor currencies against the US dollar
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Table 2
Real Effective Exchange Rate Indices of the Peso

LEVEL PERCENTAGE CHANGE
Major Trading Competing Countries Major Trading Competing Countries

Year Partners " Broad ¥ Narrow ¥ Partners " Broad ” Narrow ¥
2000 71.92 109.02 169.40 -6.20 -7.40 -8.58
2001 67.37 114.40 180.97 -6.33 4.94 6.83
2002 66.50 106.14 160.53 -1.29 -7.22 -11.29
2003 59.94 99.84 142.67 -9.87 -5.94 -11.12
2004 57.46 100.78 146.14 -4.15 0.94 2.43
2005 61.98 101.43 149.52 7.88 0.65 2.31
2006 69.99 109.01 153.85 12.92 7.47 2.89
2007 76.21 119.69 166.27 8.85 9.81 8.13
2008Y 80.00 131.89 180.29 4.97 10.19 8.43

1/ U.S., Japan, European Monetary Union (EMU), United Kingdom

2/ Singapore, South Korea, Taiwan, Malaysia, Thailand, Indonesia, Hong Kong

3/ Indonesia, Malaysia, Thailand

4/ Estimate

In the paper byap (2008), it was pointed out that foreign exchange inflows
may have a less prominent role in the strengtheningsain currencies, in
general, and the peso, in particukapart from maintaining a current account
surplus since 2003, the paper highlights other factors that contributed to the
appreciation of the peso, including: (a) base effect — the peso exhibited one of
the sharpest depreciations during Astan crisis period, it was thus expected
to have a faster appreciation during the recovery phase; (b) the success of the
Philippine governmers’stringent fiscal reforms implemented in 2005 helped boost
investor confidence, which contributed to the pgstrong appreciation in 2006-
2007; and (c) the BSPRelative to other central banks in the region, did not
intervene much in the foreign exchange market resulting in a faster appreciation
of the peso compared to oth&sian currencies.

4.1.2 Foreign Exchange Reserves

In so far as capital flows result in severe fluctuations in the exchange rate
and bring unwelcome changes in its value, monetary authorities intervene in the
foreign exchange market by buying foreign curremicys increasing the foreign
reserve buer. Given its commitment to a flexible exchange rate regime, the
BSP limits its intervention in the foreign exchange market in smoothening
exaggerated movements in the exchange rate, which can threaten the achievement
of the inflation target.
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Since 2005, the countiygrossnternational reserves (GIR) grew at record
highs (Figure 7). In end-December 2007, the GIR reached an all-time high of
US$33.75 billion. Reserve accumulation remained strong even with the significant
debt prepayments made by the government in recent years. GIR also remained
high in 2008 despite concerns over rising risk aversion from the global financial
strains.

Figure 7
Gross International Reserves
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While lamge foreign exchange reserves enhance an ecosomsilience
against external vulnerabilities, its rapid accumulation can lead to strong liquidity
and credit growth. Howevgin the Philippines, there is still extra room to expand
bank credit to the private sect@s will be discussed in later section.

4.1.3 Domestic Liquidity

From 2002-2007, domestic liquidity registered steady increases, with its most
notable expansion posted in 2006 as it rose by 22.7% relative to the 2005 level
(Table 3).The growth in the money supply was supported mainly by the rapid
expansion in NA. The NFA position expanded by an average of 35% in 2005-
2007 owing to higher foreign exchange inflows from foreign investments, exports
and remittances of overseas Filipinos. While both the BSP and the other depository
corporations (ODCs) exhibited significant expansions i\ NRe increase has
been particularly notable for the ODCs as it reverted to positive levels beginning
in 2005 and even posted three-digit growth rates in 2005-2006. The increased
intermediation of capital inflows by banks resulted in the expansion of the
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industry’s resources. Meanwhile, net domestic assets (NDA) posted modest
growth in recent years as the growth in net credits extended to the public and
private sectors were offset by declines in net other items account.

In 2008, the demand for money remained high due to the strong growth in
both NFA and NDA. NRA grew by 12.9% in November 2008 relative to
December 2007 due mainly to the expansion in the 8folReign assets. Banks’
NFA, however has been declining as investments in foreign securities dropped
while foreign liabilities increased.

Table 3
Domestic Liquidity
Level (in million pesos) Percent change
Year NFA NDA M3 NFA NDA M3
2002 493,102 2,067,695 1,846,142 39.8 3.3 9.5
2003 597,668 2,120,078 1,923,637 21.2 2.5 42
2004 677,664 2,306,673 2,121,392 13.4 8.8 10.3
2005 911,651 2,299,648 2,339,012 345 -0.3 10.3
2006 1,366,258 2,444,787 2,869,568 49.9 6.3 22.7
2007 1,659,261 2,421,539 3,174,365 21.4 -1.0 10.6
2008 ¥ 1,873,121 2,561,558 3,440,067 12.9 5.8 8.4
1/ as of end-November 2008

4.1.4 Asset Prices

There are three ways in which capital flows affect asset prices (Kim and
Doo, 2008). First is a direct effect through foreign investment in the stock market.
Second, capital flows indirectly result in asset price increases when there is
significant intervention in the foreign exchange market that consequently increases
liquidity flows into asset markets. Third, empirical studies suggest that capital
inflows tend to generate economic booms and, thus, lead to an increase in asset
prices.

In the Philippines, the stock market composite index (PSEi) has shown steady
increases in the years 2004-2007 (Figure 8). This was driven, in part, by a string
of positive economic developments, which included a more accommodating
external environment that led to the rise in regional equity indices, improvement
in the countrys fiscal position following the passage of government revenue-
enhancing measures, and the deceleration in inflation. These developments, in
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turn, contributed to the favorable market sentiment on the economy and attracted
foreign capital flows A more stable political environment, solid growth in
corporate profits, and implementation of landmark financial reforms, also boosted
share prices in these years. In 2007, the end-of-period composite index surged
to 3,621.6 index points, despite the challenges that began to surface in the global
financial markets in the second half of the year

Come 2008, howevesstock prices trended downwards amid heightened
fears over the US sub-prime crisis and worries over a prolonged global slowdown.
The PSEi ended 2008 at 1,872.9 index points, registering a year-to-date decline
of 48% from end-2007.

Figure 8
Philippine Stock Market Composite Index (PSEi)
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The influx of foreign capital had an important contribution to the positive
developments in the local bourse in recent years (i.e., 2005-2007). Foreign
investor participation has, in fact, outpaced local placements as it broadly
accounted for over 50% of total market transactions since 2002 (Figure 9).
The increased interest of foreign investors was also evident in net foreign
transactions, which represent the inflow (net buying) and outflow (net selling)
of foreign funds in the local stock market. Net foreign buying has grown steadily
during 2003-2006. Howevgethe rising investor risk aversion due to the global
financial crisis led to a decline in net buying activity in 2007, relative to 2006,
and subsequently a reversal to net foreign selling in 2008 (Figure 10).
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Figure 9
Share of Foreign Transactions to Total Value Traded in the PSE
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Figure 10
Value of Foreign Transactions in the PSE
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Meanwhile in the real estate market, prices started to recover in 2004
following sharp declines in the earlier years as a result oAsien financial

crisis® Since 2004, prices rose steadily in line with the improving economic
environment and increasing inflows of capital in these years. Based on estimates
from Colliers International Research, land values in the fourth quarter of 2007
rose by 30% and 21% yean-year respectivelyfor the CBDs in Makati City

and Ortigas CentefThe hike in demand for fi€e space in recent years came
mainly from the growing business process outsourcing sector in the country

8. Land values in the countiy’central business districts (CBDs) in Metro Manila declined by an

average of 13% in 1998-2003.
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4.2 Monetary Policy Reactions to Deal with Capital Flows in Recent
Years

Capital flows can have important implications for monetary policy formulation
by way of their effect on the inflation rate. In the Philippines, there are three
channels by which capital flows carfeadt inflation, namelyvia the exchange
rate, interest rate and domestic liquidfirst, massive and sudden flow of foreign
capital would result in volatile exchange rates affecting import prices and,
subsequentlyinflation. Second, in the case of net outflows of capital or a drop
in access to foreign financing would imply a corresponding increase in demand
for domestic financing, both from banks and non-banks. If the domestic liquidity
situation is tight, the loss of access to foreign capital may lead to an increase
in interest rates that have the tendency to have inflationary repercussions due
to higher cost of borrowing. Third, capital flows can affect the conduct of
monetary policy through their direct impact on money sypghych, in turn, can
affect future inflation outcomes.

In view of these factors, the BS@&uring the suge of foreign exchange
inflows (which include foreign investment inflows, export receipts and overseas
remittances) in the years 2005-2007, employed various measures that would
mitigate the effects of such flows on inflation and inflation expectations.

A package of measures was adopted in the areas of foreign exchange
regulatory framework and liquidity management in 2007, as discussed in Section
1.2. The primary objective in implementing these reforms is to ensure that the
additional resources provided by foreign capital inflows are used to promote
growth and development, at the same time that the BSP pursues its mandate
of maintaining price stability and safeguarding the stability of the banking system.
Specific measures in these areas include the following:

4.2.1 Reform in the Foreign Exchange Regulatory Framework

a. Increase in the maximum allowable foreign exchange purchases by
residents to cover payments to foreign beneficiaries;

b. Elimination of the “no-splitting” rule within a 20-day period on foreign
exchange purchases for non-trade purposes;

c. Increase in the allowable outward investments by residents without prior
BSP approval and registration; and

d. Imposition of a symmetrical limit of 20% of unimpaired capital with an
absolute limit of US$50 million on both the overbought (OB) and oversold
(OS) positions of banks.
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4.2.2 Liquidity Management Measures

a. Encouraging government-owned and controlled corporations to deposit
funds with the BSP;

b. Allowing trust entities under BSP supervision to deposit funds with the
BSP; and

c. Allowing placements in special deposit account windows of banks to be
considered alternative compliance with the liquidity floor requirements
for government deposits.

Meanwhile, the weaker capital flows in 2008 resulting from the global financial
crisis have put a dampening effect on the peso and resulted in sharp declines
in equity prices. Nonetheless, the sustained flow of remittances of overseas
Filipinos as well as higher export services receipts continue to provide a balancing
effect on the domestic currencyhe macroeconomic fefcts of weaker capital
flows have also been muted due to the continued resilience of domestic demand,
sustained health of the corporate secamd the dominant domestic financing
of investments.

5. Capital Flows and Financial Sability

The steady inflow of foreign capital in recent years has helped facilitate the
development of the financial sector by allowing higher levels of investment,
promoting technology transfeand expanding market access. Howgitealso
exposed financial markets to risks through increased vulnerability to external
shocks, such as what the current global financial crisis has harshly demonstrated.
Thus, to help maximise the benefits and, at the same time, effectively manage
the risks from foreign exchange flows, maintenance of the stability and promotion
of the development of the financial markets has become a priority for many
emerging market countries, including the Philippines.

5.1 Capital Flows in the Banking Sectorin the Last Five Years

Figures on short-term capital inflows to the banking system in recent years
have been generally negative, specifically for the years 2000-2003 and in 2006
(Figure 11). For 2000-2002, both portfolio and other investment inflows treaded
on the negative. For portfolio investment this implies that the amount of non-
residents’ portfolio investments to the Philippine banking sector is more than
offset by the sale of non-residents of their previously held domestic portfolios.
Meanwhile, for other investment account, this means that the amount coming
from overseas as other investments to domestic banks has been smaller compared
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to that remitted abroad as payment for other investment received previously
This development is likely explained by the widespread uncertainty in both the
global and domestic economies during this period. Portfolio investment inflows
turned positive in the succeeding yediisese net inflows were, howeyeifset

by the lage net outflow of non-residentsther investments to the country
particularly for the years 2003 and 2006.

Figure 11
Short-term Capital Flows to the Banking System
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Short-term capital outflows to the banking system, has generally increased
between the years 2000-2007. The amount invested abroad by resident banks
as both portfolio and other investments generally offset the amount they received
from the capital they have previously invested overseas. This is particularly
evident in 2005-2006 during which resident banks, together with the National
Government and the BSP repaid and prepaid a significant amount of their external
loan obligations, taking advantage of the large stock of foreign reserves available.

5.2 Impact of Capital Flows on Credit Growth

The surge in capital inflows in recent past did not translate directly to
increased lending activities by banks. Bank lending growth has remained modest
despite ample liquidity and a generally sound financial sysletal outstanding
loans in the banking system grew at an average of 2.8% in the years 2001-2007
(Table 4).

A combination of demand and supply factors explains the relatively moderate

growth in bank lending. On the demand side, borrowers have not borrowed
heavily from banks due partly to excess capacity and highly liquid positions of
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companies. The relatively weak demand for loans may also be traced to the
changing nature of business&he countrys emeging growth industries, which

are mainly service-oriented, such as trading, tourism and business process
outsourcing are less capital and credit-intensive. Non-bank sources of financing
are also becoming more available to the corporate sector as the domestic financial
market broadens, therefore reducing the reliance on bank lending. On the supply
side, credit growth may have been constrained by the cautious stance of banks
following major economic and political uncertainties, and information asymmetries
brought about by the lack of extensive database and credit bureau system to aid
and facilitate loan evaluation.

Table 4
Bank Lending (Other Depository Corporations)
Level
Year (in billion pesos) Percent change
2001 1,581.5 --
2002 1,627.7 2.9
2003 1,697.1 43
2004 1,754.7 34
2005 1,797.9 2.5
2006 2,000.0 11.2
2007 1,856.0 -7.2
Sept 2007 1,654.4 -
Sept 2008 2,052.9 24.1
Other Depository Corporations (ODCs) consist of universal and commercial
banks, thrift banks and rural banks.

5.3 Central Bank Policy Reactions Related to Capital Flows and Financial
Sability in Recent Years

In recent episodes of capital flows surges, the key priority has been to
promote a well-developed financial market so as to increase the cewafpgcity
to absorb such flows, that is, the ability to channel these resources to a broader
range of investment opportunities.

In an effort to broaden and deepen the Philippine financial market, the BSP
has pushed financial sector reforms in recent years aimed at (a) improving the
BSP’ supervision technology and capacity; (b) aligning prudential regulation of
the banking system with international standards and best practices; (c)
strengthening corporate governance standards and market discipline mechanisms;
and (d) stimulating the development of the domestic capital market. Relevant
measures toward this end include the following:
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» Improved financial transparency by enforcing more stringent mark-to-
market regulations; and aligning local accounting standards with
InternationalAccounting $andards;

» Supported the passage of the Special Purpesécle (SPV)Act and
Securitisation law to help banks resolve their bad asset problem;

e Launched the Philippine Payments System or R&, a real-time pay-
ments infrastructure system;

» Provided for the recognition/de-recognition of domestic credit rating agen-
cies for bank supervisory purposes;

* Issued a directive paving the way for the creation of unit investment
trust funds (UITFs) by authorised trust entities to align the operation of
pooled funds under management by trust entities with international best
practices and enhance their credibility with retail investors;

* Formed the Financial Sector Forum (FSF) with the SEC, the IC, and the
PDIC, to provide an institutionalised framework for coordinating the
supervision and regulation of the financial system;

e Supported the private sector-led initiative to establish a Fixed Income
Exchange (FIE) to provide an electronic platform for the secondary
trading, clearing and settlement, depositoegistry and custody of fixed
income securities and its derivatives;

» Approved Securities Borrowing and Lending (SB&$ part of the PS&’
long-term programme to create more stock market sophistication and

liquidity;

» Pushed for the completion of the Philippine Dealing and Exchange Corpo-
ration (PDEX) interconnection for the efficient trading of government

9. SBL involves the lending of securities from a lerideportfolio on a given date to support
borrowers trading activities with the commitment by the borrower to return or deliver the same
or equivalent securities to the lender at a future date.
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securities through a “straight though processihgf government
securities traded at the FIE; and

* Provided guidelines for custodianship agreement between the owner/
purchaser of the security and the BSP accredited third party custodian
of his choice to promote investor protection and enhance the confidence
of investors in the government securities market.

Meanwhile, in light of the current global financial strains, the BSP has been
instituting measures to limit risks to the domestic financial systdr@.BSPS
approach under the current turbulent financial conditions is to ensure that there
is no credit gridlock or a freezing-up of credit markets and at the same time
provide suficient liquidity to fund the growth requirements of the economy
particular the BSP has pursued the following measures in 2008:

* Enhanced existing peso repurchase agreement (repo) facilities through
relaxed valuation and a broader list of acceptable collateral;

» Established the US dollar repo facility;
* Reduced the reserve requirement by two percentage points;
* Increased the rediscounting budget fiB2® billion toP40 billion; and

» Provided directed relief to banks by allowing reclassification of financial
assets from categories measured at fair value to those measured at
amortised cost.

6. Conclusion: Policy Issues and Lessons Learned

From the time the Philippines liberalised its capital account in the early
1990s, it has experienced episodes of extreme capital flow volatéitysuges
and reversals of capital flows. This highlights the fact that, while the free
movement of capital across borders has provided significant benefits to recipient
economies (e.g., it provides a means to utilise investment opportunities, allows
savers the opportunity to earn higher returns and minimise risks through
international portfolio diversification, and allows expenditure smoothening,

10. In a straight through process, the buyer and seller exchange cash and securities ownership
simultaneouslywhich eliminates the need to encode separately instructions to the RoSS and
trade transactions.
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especially in the advent of adverse external shocks), it can also bring about
challenges in the conduct of macroeconomic policies, if not managed properly

In general, capital flow management requires a set of consistent policies
that will help maximise the benefits and limit the risks from capital flow volatility
Implementing the appropriate policy response depends on a clear understanding
of the causes of such volatilities, i.e., recognising the relative importance of
“push” and “pull” factors. The issue is not whether capital flows are good or
bad, the issue is determining which set of policies will ensure that the additional
resources provided by surges in foreign capital flows are maximised (i.e., used
to promote growth and development), while the risks of sudden stops and
reversals are mitigated.

For the Philippines, both internal and external factors, explain volatilities in
capital inflows. This implies that, while capital inflows are, to a certain extent,
influenced by domestic economic decisions, they will also be affected by factors
beyond the control of policymakers. Such situation requires the instituting of
safeguards against capital flow volatilities that could arise from external shocks
and, at the same time, pursuing policies aimed at effectively allocating additional
resources to more productive uses.

The policy tools available in managing capital flows can be applied to greater
effectiveness if they are supported by macroeconomic and structural reforms,
including:

6.1 Making Further Headway in Macroeconomic and 8uctural Reform

A key factor in facilitating the efficient use of foreign capital flows is the
maintenance of macroeconomic and financial stabiftgble interest rates,
inflation, and exchange rates project a positive outlook for long-term investment.
Investor confidence could be reinforced by reforms in the financial system that
foster greater competition and enhance integhtgre importantly instituting
sound macroeconomic policy provides the best insurance against sudden reversals.

6.2 Greater Financial Deepening

To help maximise the benefits of foreign capital flows, it is imperative to
increase the country’absorptive capacitysuch as through greater financial
deepeningA well-developed financial market plays an important role in increasing
a country$ capacity to channel these resources to a broader range of investment
opportunities, such as in infrastructure, support industries, or in financial
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instruments. It is important to note that an econanagpacity to absorb foreign
exchange inflows also depends on other factors, including the quality of the
labor force, the availability and quality of the infrastructure and the overall
institutional and policy environment.

6.3 Continue Improvements in the Regulatory Framework and Market
Infrastructure

More vigorous reforms in the regulatory and legal environment intended to
provide adequate investor protection and sound business practices would help
remove distortions and increasdi@éncy in the financial system. Moreoyer
improvements in market infrastructure (e.g., the development of internationally
competitive clearing and settlement system) would promote the broadening of
the investor base and the liquidity of the bond markets.

6.4 Promoting the Development of the Domestic Capital Market

A deeper and broader domestic capital market could reduce the over-reliance
by the public on banks and equity financimgis will help mobilise the country’
savings for investment and economic development and, at the same time, help
reduce the econong/’vulnerability from volatile capital flows and promote
financial market stability
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ANNEX A

Major Legislations on Foreign Investment in the Philippines

a.

Executive Order No. 226 (The Omnibus Investment Code of 1997)
— provides incentives to registered enterprises in preferred areas of
investment as identified in the Investment Priorities Plan.

Republic Act No. 7042, as amended by Republiact No. 8179 (The
Foreign InvestmentAct of 1991)- stipulates the processes and conditions
under which foreign nationals may do business in the Philippines.

Republic Act No. 7652 (The Investors LeaseAct of 1993) — allows
qualifying foreign investors to lease private lands for an initial period of up
to 50 years renewable up to an additional 25 years.

Republic Act No. 7721 (The Foeign BanksAct of 1994) — liberalised
the entry and scope of operations of foreign banks in the Philippines.

Republic Act No. 7718 (The Build-Operate-Tansfer Act of 1994) —
allows variations of schemes, eases restrictions on government financing
and setting of tolls and charges, and increases the opportunity for wholly
foreign-owned corporations to undertake a project.

Republic Act No. 7916 (The Special Economic ZonAct of 1995) —

provides for incentives to enterprises located within the Special Economic
Zone.
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ANNEX B

ADF test result
(Series in levels)

Critical values

Presence of unit

Variable t-stat at 5% level No. of lags* root
LOG(CF) -4.023 -2.922 0 No
RGDP -2.668 -2.902 0 Yes
REAL 91TB -1.946 -2.902 0 Yes
CAB_GDP -1.659 -2.904 3 Yes
REERMTP -2.165 -2.904 2 Yes
US RGDP -6.459 -2.902 0 No
LIBOR -2.799 -2.902 1 Yes
* Automatic based on Schwarz Information Criterion
ADF test result
(Series in first difference)
Critical values Presence of unit

Variable t-stat at 5% level No. of lags* root
DLOG(CF) -6.936 -2.968 1 No
DRGDP -9.818 -2.904 1 No
DREAL 91TB -7.999 -2.905 3 No
DCAB _GDP -13.064 -2.904 2 No
DREERMTP -8.923 -2.906 3 No
DUS RGDP -6.675 -2.906 5 No
DLIBOR -12.039 -2.903 0 No

*Automatic based on Schwarz Information Criterion
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ANNEX C

Pairwise Granger Causality Tests
Sample: 1990Q1 2008Q2; Lags: 3

Null Hypothesis: Obs F-Statistic Probability
DRGDP does not Granger Cause DLOGCF 29 0.86137 0.47578
DLOGCF does not Granger Cause DRGDP 0.64479 0.59447
DREAL_91TB does not Granger Cause DLOGCF 29 0.03907 0.98940
DLOGCF does not Granger Cause DREAL _91TB 0.65995 0.58543
DCAB_GDP does not Granger Cause DLOGCF 29 0.49896 0.68683
DLOGCF does not Granger Cause DCAB_GDP 0.12135 0.94654
DREERMTP does not Granger Cause DLOGCF 29 0.16429 0.91927
DLOGCF does not Granger Cause DREERMTP 4.46222 0.01359
DUS_RGDP does not Granger Cause DLOGCF 29 1.82807 0.17153
DLOGCEF does not Granger Cause DUSRGDP 1.27287 0.30819
DLIBOR does not Granger Cause DLOGCF 29 0.26129 0.85249
DLOGCF does not Granger Cause DLIBOR 0.47425 0.70337
DREAL_91TB does not Granger Cause DRGDP 70 4.55926 0.00592
DRGDP does not Granger Cause DREAL 91TB 4.39521 0.00716
DCAB_GDP does not Granger Cause DRGDP 70 0.56705 0.63876
DRGDP does not Granger Cause DCAB_GDP 1.58135 0.20271
DREERMTP does not Granger Cause DRGDP 68 5.50640 0.00206
DRGDP does not Granger Cause DREERMTP 0.31965 0.81111
DUS_RGDP does not Granger Cause DRGDP 70 1.68990 0.17819
DRGDP does not Granger Cause DUS_RGDP 1.06167 0.37179
DLIBOR does not Granger Cause DRGDP 70 0.41143 0.74534
DRGDP does not Granger Cause DLIBOR 3.98995 0.01149
DCAB_GDP does not Granger Cause DREAL_91TB 70 0.27262 0.84492
DREAL_91TB does not Granger Cause DCAB_GDP 0.20962 0.88938
DREERMTP does not Granger Cause DREAL_91TB 68 1.23892 0.30341
DREAL_91TB does not Granger Cause DREERMTP 0.17940 0.90997
DUS_RGDP does not Granger Cause DREAL 91TB 70 4.77676 0.00461
DREAL_91TB does not Granger Cause DUS_RGDP 0.96780 0.41359
DLIBOR does not Granger Cause DREAL_91TB 70 4.93457 0.00385
DREAL_91TB does not Granger Cause DLIBOR 0.89035 0.45112
DREERMTP does not Granger Cause DCAB_GDP 68 7.51470 0.00023
DCAB_GDP does not Granger Cause DREERMTP 0.23185 0.87385
DUS_RGDP does not Granger Cause DCAB_GDP 70 0.99159 0.40262
DCAB_GDP does not Granger Cause DUS_RGDP 0.90932 0.44167
DLIBOR does not Granger Cause DCAB_GDP 70 0.11737 0.94959
DCAB_GDP does not Granger Cause DLIBOR 0.15962 0.92309
DUS_RGDP does not Granger Cause DREERMTP 68 0.67511 0.57062
DREERMTP does not Granger Cause DUS RGDP 0.60807 0.61231
DLIBOR does not Granger Cause DREERMTP 68 0.85203 0.47091
DREERMTP does not Granger Cause DLIBOR 0.57634 0.63276
DLIBOR does not Granger Cause DUS_RGDP 70 5.18832 0.00288
DUS RGDP does not Granger Cause DLIBOR 2.07844 0.11199
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Chapter 10

CAPITAL FLOWS AND THEIR IMPLICATIONS FOR CENTRAL
BANK POLICIES IN SRI LANKA

by
P. Pushparajah

1. Introduction

Capital flows to Sri Lanka have been modest as compared to several
SEACEN member countries. Though the foreign direct investment and portfolio
investment have been increasing over the years, supported by the deepening of
financial sector reforms, capital account liberalisation, privatisation and increased
corporate profitabilitythe debt flows to the private sector have been low due
to the prevailing exchange control regulation on private sector borrowings.
However the government has been receivéagstantial amount of foreign debt,
especially from multilateral financial institutions and bilateral donors since 1977
to finance major infrastructure projects and major institutional reforms. In the
very recent past, the government resorted to more foreign commercial borrowings
to finance major infrastructure projects as the access to concessional financing
has been declining gradually with Sri Lanka moving to middle-income country
status. During the early 1990s, inflows to the capital market increased sharply
with the relaxation of restrictions on foreign investment in the stock market,
privatisation of State-owned Enterprises (SOEs) and foreign loan inflows to SOEs
for restructuring purposes. During 2007 and 2008, Sri Lanka experienced a surge
in capital flows mainly due to the issuance of international sovereign bonds by
the government, approval for foreign investmenkrieasury bonds antteasury
bills, substantial increase in foreign investment in the stock market and record
high foreign direct investment. The surge in short-term capital flows in the 1990s
and during 2007 and 2008 have posed some challenges to the monetary authorities
in Sri Lanka, which were successfully managed through the adoption of
appropriate and timely policy actions.

1. Deputy Director, Economic Research Department, Central Bank of Sri Lanka. The author
wishes to thank DrD S Wijesinghe,Assistant GoverngrCentral Bank of Sri Lanka and .Dr
P N Weerasinghe, Chief Economist and Director of Economic Research, Central Bank of Sri
Lanka for their valuable comments and suggestions, and also Min B. Shrestha for his comments,
guidance and especially for his assistance in the empirical part of this papeauthor also
wishes to thank the fellow country researchers, Jhn Junggun Oh and M¥incent Lim for
their helpful comments at the Research workshops.
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This paper examines the policy measures implemented by the government,
trends in capital flows since 1985, determinants of capital flows to Sri Lanka
and capital management policies promulgated by the Sri Lankan authorities.
Section 1 of this paper presents a brief introduction on the topic. Section 2
outlines the general framework and major capital flow management policies in
Sri Lanka, while Section 3 presents the trends in capital flows since 1985.
Determinants of capital flows are analysed in Section 4. Issues relating to capital
flows and monetary policy are discussed in Section 5, while the issues relating
to capital flows and financial stability are discussed in Section 6. Finlady
conclusion of this study and the policy recommendations are presented in Section
7.

2. General Framework and Major Capital-Flow Management Polices

At the time of regaining independence in 1948, Sri Lankellance of
payments had registered a sizable current account surplus and the external
reserves were dlifient to finance about one yeéarimports. Howeverby the
end of the 1950s, the balance of payments came under severe pressure and the
external reserves had fallen to a level sufficient to finance only four months of
imports. The depletion of external reserves prompted the abandonment of the
relatively liberal import and foreign exchange policies and the introduction of
import restriction in 1961Attempts in the relaxation of the restrictions during
the mid-60s came to an end in 1970. The period 1971-77 witnessed the re-
emergence of a comprehensive system of quantitative restrictions, high tariffs
and foreign exchange controls. The government that came to power in 1977
introduced wide ranging economic reforms, which included removal of the import
controls, unification of the rupese’two-tier rates, and incentives to foreign
investment to promote export-oriented industrialisation based on the successful
experience of the Eagtsian countries.

2.1 Current Account and Capital Account Liberalisation

The liberalisation policies introduced in November 1977 removed most of
the quantitative restrictions through the introduction of higher tariffs. During the
period from 1977-1980, import controls and quota were removed for most of the
items leaving only a few items under import control. Export licensing was limited
to only 17 items, and the Exchange controls were relaxed on several items, such
as remittances of profits and dividends to non-resident shareholders, and foreign
exchange for education overseas, etc. During the 1987-90, deregulation continued
and imports controls were removed on several items, deregulation of shipping
and air freight, and selected Exchange controls were relitidthe acceptance
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of the obligations undehrticle VIII of the IMF Articles of theAgreement by

Sri Lanka on 15th March 1994, restrictions on all current account transactions
were removed. Accordingly, Authorised Dealers (commercial banks) were
permitted to release foreign exchange without restrictions for all current (non-
capital) account transactions.

With regard to capital account liberalisation, successive governments have
generally been following a relatively liberal regime to attract foreign investment
and provided a framework of incentives for such purpasdar back as 1955
the government of the day issued a White paper on foreign investment, which
defined government policy on all the important issues governing foreign investment.
This included freedom for remittance of profits and repatriation of capital, foreign
participation up to 100 percent, full compensation in the event of nationalisation,
tax concessions, and employment of foreign personnel. The change of government
that followed shortly after the issue of this White Paper resulted in policies of
nationalisation and state enterprise. There were two other White Papers issued
in 1966 and 1972 to redefine government policies and encourage foreign
investmentAlthough the package of specific incentivefeoéd was generous,
the foreign investors had to operate within a macroeconomic framework of state
controls and regulation. The economic liberalisation introduced in 1977 largely
changed the foreign investment climate in Sri Lafilkee unutilised Sri Lanka’
export quota under the MFn the garment industry attracted sizeable flow of
foreign direct investment, especially from Singapore and Hong KAithfrom
donor countries came in the form of grants and concessional loans to support
the governmens’ structural reform measures and development activities. In 1990,
the government issued a new investment poltqyroceeded to simplify further
the rules and regulations governing foreign direct investment. This was followed
by a set of guidelines which further liberalised the procedures in regard to
remittances and capital repatriation and granted automatic approval for most
foreign investment. More recentiyne governmerg’securities market was opened
up for foreign investment with certain upper limits on such investnfemexure
1 presents the chronology of capital account liberalisation.

2.2 Policies Implemented to Manage Capital Inflows

Sri Lankas capital market is only partially liberalised and the existing
exchange control regulations on selected foreign investment in Sri Lanka prevent
any suge in capital inflows to the countryHowever with the approval for
foreign nationals to purchase 100% of the issued share capital in the listed
companies, subject to certain exclusions and limitations in 1992 and the
privatisation of State-owned Enterprises (SOES), Sri Lanka experienced a surge
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in portfolio investment during 1993-1994, as foreign nationals showed renewed
interest in stock trading and in acquiring ownership. Howehes trend did not
continue as the foreign participation in the stock market declined and accounted,
on average, for around 27-30% during the last decade. Hence, such foreign
inflows did not pose any significant challenge to the management of capital
inflows. Again the country witnessed a garin capital flows during 2007 and
2008 with the opening up of the government securities market for foreign
investment, issuance of sovereign bonds in the international markets, higher FDI
inflows and increased foreign investment in the Colombo stock market.

Until 2006, foreign investment in government securities was not permitted
and currently foreign investors could invest only up to ten percent of the
outstanding stock ofreasury bonds antreasury bills. Private sector borrowings
other than the borrowing by financial institutions are permitted on a case-by-
case basis and foreign inflows on account of such private borrowings remain
insignificant. Foreign borrowings by financial institutions are restricted to 15%
of their capital and hence their external borrowing is very limited. The monetary
expansion resulting from the surge in capital flows during 1993-94 and 2007-
2008 were managed through monetary policy measures without introducing any
new policies as the existing Exchange Control regulations were effective in
dealing with such flows.

2. During 1993, the statutory reserve ratios (SRR) on rupee deposit as well as foreign currency
liabilities of commercial banks were raised on several occastamesrdingly, the SRR on Rupee
deposits was raised to 14 % from 13.5% set on January 29, 1993. In respect of foreign currency
deposits, the SRR on time and savings deposits was raised from 6 % to 8 %, while on demand
deposits was kept at 10 %. In view of the continued credit expansion, the SRR on Rupee
deposits was raised to 15% in Mayhile that on foreign currency time and savings deposits
was fixed at 1 %. In June, the SRR on foreign currency deposits were unified at 12/%4glist
1993, SRR on all deposits were unified at 15 %, thus strengthening the effectiveness of the SRR
as a policy instrument. However, with a view to encouraging commercial banks to build up their
foreign currency assets, thus pressure on reserve money growth, the SRR on foreign currency
deposits placed abroad was lowered to 5 % with effect from February 18, 1994. The SRR on
foreign currency deposits was abolished\igust 2000 and currentlyhere is no SRR on foreign
currency deposits. In addition, major thrust in managing reserve was placed on open market
operations (OMO). In the context of depleted stock of Treasury bills, the Central Bank commenced
the issue of its own securities from October 1993 with a view to containing reserve money
growth in the maturities of 3 months and 6 months. During 1994 also the CBSL issued its
own securities with 3-6 month maturity to mop up excess liqui@iyO was the main instrument
used during 2007 and 2008 to mop up the excess rupee liquidity created through the inflow of
foreign funds.
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2.3 Policies Implemented to Manage Capital Outflows

Under the existing exchange control regulations, Sri Lankan residents are
permitted only to undertake direct investment abroad on a case-by-case basis,
depending on the feasibility of each venture, and are not permitted to invest
abroad either in government securities or in equities/ corporate debt securities.
In view of these restrictions, no new policies were introduced to manage the
capital outflows.

3. Trends in Capital Inflows since 1985
3.1 Key Macroeconomic Indicators

The real GDP has been growing at around 5% on average in the post-
liberalisation period, except in 2001 with all the key sectors of the economy
contributing to the overall growth. In 2001, the economy recorded a negative
growth rate of 1.5% for the first time since independence largely due to both
external and internal shocks. On the external front, the terrorist attacks on Sri
Lanka’s only international airport at Katunayake in July and the subsequent
imposition of insurance surcharges on sea and air travel and political uncertainties
contributed to a negative growth. Meanwhile, the economy recorded a higher
growth rate of 7.7% in 2006 and has been growing over 6% during the last
three years. The inflation has been rising in recent years and during the last five
years it increased on average by aroubhd%.

Chart 1 : Real GDP Growth and Inflation
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The interest ratesn 12 months fixed deposits, which have been declining
since 1985 rose steadily from 1989 before declining again in 1993. The interest
rates remained at low levels during 2003-20Cih(@ 1). Howeveron an average
basis, the average deposit rate, which remained around 15.65% during 1985-94
declined to 1.80% during 1995-04 and to furthet.67% during 2004-2007.

The same trend has been observed in the prime lending rate, which declined
from 17.80% during 1985-1994 to 14.63% during the 2004-2007 period.

Chart 2: Deposit and Lending Rates
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Table 1
Key Macroeconomic Indicators (1985-2007)

Current
Year-end |Rs/US$ Sensitive |Account |Official

Real GDP |Inflation Prime  [Exchange |End Period|All Share |Price balance  |Forex Overall

Growth |CCPI Deposit  Lending |[Rates App(+)/De |Price Index/ (% of Reserves |BOP (US$

Rate (%) |(1952=100) |Rate (%) |Rate (%) |(Rs/USS) |[p(-) Index(a) |MPI(b) [GDP) (USSmn) |mn)
1985 5.0 15 15.00 nal 274 -4.12 122.0 158.9 -1.0 461.2 -49.3
1986 4.3 8.0 13.00 14.80] 28.5 -3.89 141.2 2182 6.7 362.9 -70.3
1987 1.5 7.7 13.00 1420 30.8 -7.28 119.1 3823 5.1 299.5 -67.3
1988 2.7 14.0 13.00 16.90] 33.0 -6.87 164.5 306.8 5.6 2715 90.7
1989 23 11.6 16.00 18.00] 40.0 -17.43 179.8 342.0 -4.6 2914 -88.0
1990 6.2 215 18.50 18.60| 40.2 -0.60 384.4 680.3 47 435.0 118.7
1991 46 12.2 18.50 19.60| 42.6 -5.50 837.8 1198.6 -6.9 7184 290.2
1992 43 114 18.50 19.90] 46.0 -7.43 605.3 826.6 57 936.4 189.6
1993 6.9 1.7 17.00 2040 49.6 -7.18 979.0 14424 48] 16747 660.9
1994 56 8.4 14.00 17.80]  50.0 -0.84 986.7 1438.8 -13] 2,022.0 239.7
1995 55 7.7 16.00 19.88] 54.0 -7.53 663.7 990.5 -6.0]  2,063.0 515
1996 338 15.9 15.00 18.35] 56.7 -4.69 603.0 897.7 49 1,937.0 -67.8
1997 6.3 9.6 11.00 14.18] 61.3 -1.47 702.2 1068.0 26| 2,029.0 162.9
1998 4.7 9.4 11.50 15.12| 67.8 -9.58 5973 923.0 -14l 19840 36.8
1999 43 47 11.50 15.16] 721 -6.02 5725 9375 36| 1,639.0 -263.2
20000 6.0 6.2 15.00 21.34] 801 -9.92 447.6 698.5 -6.4]  1,049.0 5219
2001 -1.5 14.2 13.00 1425 93.2 -14.06 621.0 1031.0 -14] 13380 219.8
2002| 4.0 9.6 10.00 12.17)  96.7 -3.69 815.1 1374.6 14 1,700.0 338.0
2003 5.9 6.3 7.00 8.95 96.7 -0.01 1062.1 1897.8 04 23290 502.0
2004] 54 76 8.00 10.17) 104.6 -7.52 15069  2073.7 S 21958 -205.0
2005 6.2 11.6 9.00 12.14] 1021 244 19222] 24511 27 27350 501.0
20060 7.7 13.7 11.00 14.74] 107.7 -5.19 27224 3711.8 531 28368 203.7
2007) 6.8 17.5 15.00 17.00] 108.7 -0.93 2541.0 32919 42| 35082 530.5

(@ All Share Price Index 1985=100
(b) Sensitive Price Index 1985= 100/ Milanka Price Index 1998 Dec=1000

Sources: Central Bank of Sri Lanka Colombo Stock Exchange
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Sri Lanka rupee has been depreciating, on average by around 5%, per annum
against the US dollar since moving to the managed float regime in 1977 and it
registered a highest depreciation of 17.43% in 1989. Before moving to an
independently floating exchange regime in 2001 from the managed float, the
rupee depreciated by 14.06 % in 2001. The independently floating exchange
regime has served well for Sri Lanka and during most of 2008 the exchange
rate remained stabilised despite the higher domestic inflation supported by higher
foreign inflows to both the government and the private sekimwever during
the latter part of 2008, especially with the escalation of global financial market
turbulence since Septembéine exchange rate came under heavy pressure to
depreciate.

Chart 3: Exchange Rate Movements
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The All Share Price Index and Sensitive Price Index/Milanka Price index
continued to perform strongly since 1990, except during 1995-1999 where the
indicators recorded declining movements. Higher corporate sector profitability
increased activities of domestic retail investors and the strategic buying by the
foreign investors in certain sectors attracted foreign inflows.
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Chart 4: Stock Price Indices
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The current account deficit as a percentage of ,Gidich remained at a
lower rate during 2001-2005, worsened in 2006 due to higher import expenditure
on oil and investment goods, but improved in 2007 largely offset by higher worker
remittances. The overall balance of payments (BOP) has been recording
surpluses since 2001 except in 2004, largely supported by higher foreign capital
flows to the government. Reflecting the BOP surpluses, the official foreign
reserves of the country also improved, strengthening the external sector resilience.

Chart 6: Forex Reserves &
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3.2 Capital Inflows
3.2.1 Foreign Direct Investment

Foreign direct investment, the princigaurce of private capital inflows,
which was virtually non-existent prior to 1977, had reached around US$ 64
million in 1982 after the initial liberalisation of the economy in 1977. However
this initial momentum could not be maintained and, on average, the FDI flows
during 1985-90 amounted to just around US$ 33 million. This was largely due
to the eruption of ethnic riots in 1983 and the political instability created by the
insurrection of Janathdmukthi Peramuna (JVP) during 1983-89 perfoudith
the suppression of the JVP insurrection, the implementation of the second wave
of liberalisation and structural adjustment in 1989, the relative improvement of
the macroeconomic environment and other reforms measures introduced by the
government, including the privatisation of the SOEs, FDI increased gradually
and remained, on average, around U3$8 dillion per annum during 1990-

94. This increasing trend continued thereafter and FDI reached a record level
of US$ 603 million in 2007. Increased investment by companies in the
telecommunications sector through new investments and reinvestment of retained
earnings for expansion of their capacity and networks, and investment in other
services sectorcontributed to higher investment in 2006 and 2007.

3.2.2 Portfolio I nvestment

Chart 7: Capital Inflows
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3. JanathavVimukthi Peramuna (“Peopk’Liberation Front”) is a nationalist Marxist political party
in Sri Lanka. The party was involved in two armed uprisings against the ruling governments
in 1971 and 1987-89, and entered into the democratic politics by participating in the 1994
Parliamentary general election.
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The portfolio investment was virtually non-existent prior t01990, and with
approval granted for foreign investment in shares of companies incorporated in
Sri Lanka, the capital flows through portfolio investment expanded to US$ 31
million (0.3% of GDP) in 1991. Since 1991, private capital portfolio investments
tended to increase rapidly and, by 1994, they reached US$ 293 million (2.5%
of GDP). The recession and low interest rates in the industrialised countries
were the main external push factors while high domestic interest rates, further
capital account liberalisation, accelerated divestiture of state-owned enterprises,
and contemporary boom conditions in the Colombo Stock Exchange were some
of the important pull factors. The portfolio investment remained low during 1998-
2002 due to various reasons, including the low profitability of corporate sector
political instability loss of investor confidence and the heightened security situation.
However with the signing of ceasefire agreement with the Liberafigars of
Tamil Eelam (OI'TE)* in 2002, investor confidence improved and portfolio flows
suged from US$ 78 million in 2002 to US$ 145 million in 2008ith the
government mobilising funds from the international capital markets for the first
time through the issuance of dollar-denominated bonds, the portfolio investment
flows reached a peak of US$ 600 million in 2007.

3.2.3 Other Investment

Other investment inflows, consisting of private and public sectors’ foreign
borrowings and suppliers’ credits to private sector importers, have been
continuously increasing in the post-liberalisation era. The credit extended by the
foreign suppliers has been growing with the higher import expenditure. The
demand for foreign borrowing by the private sedtariuding public corporations,
increased during the 1990s, as there was increased access to foreign funds at
relatively low rates of interest than the domestic interest rates.

3.3 Capital Outflows

Currently Sri Lankan residents are permitted to undertake foreign investments
abroad on a case-by-case basis and hence outflows on account of such investment
are not significant. Residents are not permitted to purchase shares or debt
securities abroad and therefore no outflows on account of portfolio investment.
Meanwhile, Sri Lankan exporters are permitted to extend credit to importers

4. Liberation Tigers of Tamil Eelam, commonly known as thamil Tigers, is a militantTamil
nationalist organisation that has been waging a secessionist campaign against the Sri Lankan
government since the 1970s in order to create a sepaéaatd state in the north and east
of Sri Lanka.
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abroad and capital outflows on account of suppliers’ credit have also been
increasing with higher export growth in recent years.

3.3.1 Foreign Direct Investment

FDI outflows, which averaged around US$ 1.6 million during 1985-89, more
than doubled to US$ 4.4 million during 1990-94. During 2003-07, FDI outflows
averaged to around US$ 30 million, with more investors expanding their businesses
overseas, especially in apparel and tourism sectors.

3.3.2 Other Investment

Other investment outflows mainly consist of trade credit extended by the
Sri Lankan exporters to foreign buyers. The other investment outflows, which
were around US$ 300 million in the 1980s and 1990s have exceeded US$ 600
million in 2001. Since then capital outflows have been increasing with higher

growth in exports.

Chart 8: Capital Outflows
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3.4 Net Capital Flows

Net capital flows to Sri Lanka have always been in the favour of inflows
although the net portfolio flows and net other investment flows have registered
capital outflows during certain years. Due to restrictions on residents’ foreign
direct investment, the net FDI flows have always been inflows to Sri Lanka.
The portfolio net inflows, which consisted of only share-related inflows until
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2006, increased substantially in 2007 due to Sri Lanka issuing debut sovereign
debt in the international markets and permitting foreign investors to invest up to
10% of the outstanding stock of rupee- denomindrecsury bonds in 2007.
With the record high FDI net inflows and higher portfolio investment, the net
capital inflows reached an unprecedented level of US$ 1.2 billion in 2007.

Chart 9:Net Inflows
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4. Determinants of Capital Flows

4.1 Analysis of Macroeconomic Variables of Capital Importing and
Exporting Countries

There are several factors that influence the capital flows to any country
These include economic, social and political developments in both capital exporting
and importing countries, and could be broadly grouped into two major categories:
the push factors and pull factors. The push factors are related to the economic
cycle and other developments in the capital exporting countries and the pull
factors are related to the reforms and future economic growth prospects and
other developments, especially in the macroeconomic front, in the capital importing
countries. The push factors include changes in world interest rates, especially
US interest rates, changes in financial systems of the capital exporting countries,
world growth and corporate profitabilitand demographic structure of the
industrialised countries, etc. The pull factors include increase in productivity and
growth prospects in the capital importing countries, domestic financial market
reforms, trade and capital market liberalisation and government policies on taxation
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and foreign investment, performance of the corporate sector and profitability

flexibility of the labour market and wage structures, domestic interest rates,

especially yields on Government securities and corporate bonds, in the capital
importing countries.

4.2 ldentifying Key Determinants of Capital Flows to Sri Lanka
4.2.1 The Empirical Model

In order to empirically test the determinants of capital flows, we model
capital inflows to Sri Lanka as a linear function of both the pull factors, such
as real GDP growth, real interest rate, and current account balance of Sri Lanka,
and push factors, such as real world GDP and real world interest rate. For the
empirical test, we use the annual data for all the variables from 1977-2007. The
rationale for selecting the data from 1977 being Sri Lanka launched its economic
liberalisation in 1977 with a prominent role for the private sector in the economy
especially for foreign investments.

As explained in Section 4.1, both the pull factors and push factors determine
the capital flows to any countryin equation (1), CAPIN stands for total inflows
to the countrywhich is a function of pull factors (internal variables) represented
by X and push factors (external variables) represented Wyinally, a, a and
a are parameters and u is the error term.

CAPIN = a + BX+ 6Z+ U (1)

Equation (2) is the expansion of equation (1) with four internal variables
and two external variables selected for this study

CAPIN = a + BRGDP + BRINT + f3, CAGDP + S, XRATE+
5RGDPW + &, RINTW +e @)

where, dependent variable CAPIN represents the total capital inflows (FDI
flows, portfolio investment and other investment, such as trade credits received
from foreign suppliers) to Sri Lanka from 1977 to 2007 as a percentage of GDP
Internal independent variables such as RARIRT CAGDR XRATE represent,
respectively real GDPgrowth rate of Sri Lanka, real interest rate (proxied by
real 12 month fixed deposit rate of National Savings Bank) in Sri Lanka, external
current account as a percentage of GIDE Sri Lanka exchange rate expressed
in terms of number of units of US$ per unit of Sri Lankan rupee. Meanwhile,
the external variables, such as RGDRWH RINTW represent, respectively
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World Real GDRGrowth Rate (proxied by real Gffowth of USA) andVorld
Real Interest Rate (proxied by Baf US $ LIBOR rate). In the equation (2),
a, Bs andds are parameters to be estimated, while e represents the error term.

The real GDP growth of Sri Lanka is expected to have a positive correlation
with the capital inflows to the countrgspecially FDI and portfolio investment
as higher growth in the domestic economy will create more investment
opportunities with higher return and encourage foreign investment in the real
economy and equities. The higher domestic real interest rate will have a positive
correlation with capital flows, especially in respect of investment in the
government and corporate securities. Howaweihe Sri Lankan case, the foreign
investment in corporate securities are not permitted, while the government
securities market was opened for foreign investment only very recently with
certain limitation on maximum permissible foreign investment (up to 10% of
outstandingdlreasury bills and bonds). Current account to G&t® is expected
to have a positive correlation with capital flows as current account deficit attract
foreign savings to finance the deficit. The exchange rate is expected to have
a negative correlation with capital flows as the appreciation of the USD against
the rupee will reduce the volume of foreign capital required for the purchase
of domestic assets denominated in rupee. The correlation between growth in
world GDP and capital flows to the host country is ambiguous. The higher growth
in the developed countries may create new investment opportunities with higher
return in those countries, thereby encouraging domestic investors to make more
investment domestically and less investment outside the countries. On the other
hand, if high growing countries are operating at full capaitigy may encourage
domestic investors to invest outside the countries rather than investing.locally
The world real interest rate will have a negative correlation with capital flows
to the host country as higher world interest rate may reduce capital flows to the
host countrywhile attracting more capital flows from other countries.

4.2.2 The Empirical Results

The annual data from 1977-2007 are used to empirically test the determinants
of capital flows to Sri LankaTo ascertain the order of integration, augmented
Dickey Fuller (ADF) unit root test is applied and the results are giv@abie
2. Accordingly, it was found that the variables, such as CAPIN and RINT
appear to be integrated of order one and other variables integrated of order
zero. That is among the seven variables, CAPIN and RINTW are non stationary
at level and other five variables are stationary
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Table 2
Unit Root Test

Variables ADF Test Satistics (L evel)
CAPIN -2.3465

RGDP -4.2099*

RINT -5.3535*

CAGDP -3.7620*

RGDPW -4.2059*

RINTW -2.3552

XRATE -3.0140**

* Significant at 1% , ** Significant at 5%

As all the variables are not stationa®LS cannot be performed. Similarly
since all the variables are not non stationdohansen conitegration test cannot
be performed. Therefore, the OLS- based autoregressive distributed lag (ARDL)
model is adopted for cointegration analysis in this study

The ARDL,model for equation (2) is given by p

ACAPIN,= 0, BACAPIN,, + T JyARGDP,, + T, GARINT,, +T §ACAGDP,,

p

2

+T g AXRATE,, + T QARGDPW,, + T SARINTW,, + 1L,ACAPIN,,

+ WRGDP,; + [1;RINT,, + ,CAGDP,; + U:XRATE, ; + U;RGDPW,
+ printwe, + ©)

The test statistics of the above model selected bas&kadke Information
Criterion (AIC) are given irfable 3.
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Table 3

ARDL (1, 1, 2, 2, 2, 1, 0) Model Long Run Results
Dependent Variable: CAPIN
Regressor Coefficient Standard Error T-Ratio
CONSTANT 1.5486 2.0738 0.7467
CAGDP -0.2075 0.4570 -0.4542
RGDP 1.2267 0.4073 3.0122%+*
RINT 0.4584 0.2093 2.1902*
RGDPW -1.5537 0.4938 -3.1467**
RINTW -0.5855 0.3770 -1.5529
XRATE -54.6627 54.7136 -0.9991

*** Sgnificant at 1percent level ** Sgnificant at 5 percent level

The long-run results show that real GDP (RGDP) and real interest rates
(RINT) of Sri Lanka are positively associated with capital inflows (CAPIN) to
Sri Lanka, and statistically significant at 1% and 5% level, respectively
Accordingly, the results suggest that an increase in real GD®i Lanka by
1% will increase capital inflow-GDP ratio by 1.23%, and an increase in domestic
real interest rates by 1% will increase the capital inflow-GDP ratio by around
0.46 %. While world real GDP is negatively associated with CAPIN and
statistically significant at 1 % levelhis suggests that an increaseWorld
GDP by 1% will lead to a reduction in capital inflows to Sri Lanka by 1.55%
of GDPR This may be possibly due to the rising investment opportunities in those
high growing countries with higher returns on such investments, when their
economies grow at higher rates, thereby causing reduction in capital flows to
small developing countries like Sri Lanka. Though, RINT has a positive sign and
is significant, in the Sri Lankan case, interest-sensitive investment instruments
were not opened for foreign investment until recerBgvernment securities
market was opened for foreign investment in 2006 with strict limitation on
permissible investment, while the corporate securities market still remain closed
for foreign investment. Therefore, real interest was not a pull factor that
determined the capital flows until recently and, as even itaeuld influence
only the capital flows in respect dfeasury bonds antreasury bills, which is
just limited to 10% of the outstanding stockToéasury bills andreasury bonds.

The current account to GDRitio, which reflects the counts/'savings
investment gap, has a negative sign and is insignificant. In fact, the govesnment’
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project-related imports, which include materials, machinery and equipments, and
other investment goods, largely contribute to the widening current account deficits,
and are lagely financed through the foreign inflows to the government. However
foreign inflows to the government were excluded in this study as it aims to
assess the determinants of capital flows to the private séatoeality the
government has been the major recipient of capital flows to Sri Lanka since the
liberalisation of the economy in 1977, as almost all the major infrastructure
projects have been financed by the government through borrowing and grants
from both bilateral and multilateral donors. Therefore, it appears that the exclusion
of inflows to the government in this study may have made the variable CAGDP
negative and insignificant.

Moreover as stated elsewhere in this paghe capital account has only
been partially liberalised over the years and still there are several restrictions
on foreign investment in certain sectdrdn addition, inflows of capital were
largely influenced by other factors such as civil disturbances, which erupted in
1983 and escalated over the last two decades, especially in the North and East
of Sri Lanka, and the JVP insurrection in Southern parts of Sri Lanka during
1990s. Under the prevailing regulatory regime, it is clear that, in the case of Sri
Lanka, domestic pull factors, especially the domestic real GDP growth has been
largely determining the capital flows to the counggpecially FDI, trade credits
and portfolio investmentAt the same time, increasing FDI flows have been
contributing to higher GDP growth in the economy in the post-liberalisation period.

In recent years, Sri Lanka attracted substantial FDI from India and other
developing countries, such as Malaysia. Indian investors have set up their
businesses in Sri Lanka encouraged by the FradeAgreement with India,
where most exports from Sri Lanka to India enjoy duty free market access.
Moreover the Board of Investment of Sri Lanka provides attractive incentives
to foreign investors such as long tax holidays, tax exemption, and duty free
imports of investment goods, such as plants, machinery and equipments and
building materialsAll these factors and the developments in the political and
security fronts are not captured by this model. Hence, further research is needed
in this area to identify the determinants of capital flows to Sri Lanka to strengthen
those factors to attract the much needed capital flows to the critical sectors of
the economy

5. Foreign investment in government securities, such as Treasury bonds and Treasury bills, were
permitted, respectivelyin 2006 and 2008, and such investment is permitted only up to 10%
of outstanding stock of Treasury bonds and bills. Foreign investment in corporate bonds is
currently not permitted.
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The short-run dynamics of the model is givefable 4 As in the long run,
RGDP of Sri Lanka is positively associated with CAPIN in the short term as
well and statistically significant at 10% levélthough theWorld real interest
rate (RINTW) and exchange rate (XIRB) were not statistically significant in
the long runARINTW, AXRATE andAXRATEL are statistically significant, at
10%, 1% and 1%, respectiveljhat is change in capital flows to Sri Lanka is
associated with changes World real interest rates and rupee exchange rates
in the short run.

Table 4
ARDL (1, 1, 2, 2, 2, 1, 0) Model ECM Results
Dependent Variable: ACAPIN

Regressor Coefficient Standard Error T-Ratio
A CONSTANT 1.1382 1.4813 0.7684

A CAGDP -0.2117 0.2261 -0.9363

A CAGDP 1 0.2102 0.1405 1.4957

A RGDP 0.4265 0.2326 1.8333*
A RINT 0.0773 0.0706 1.0946
ARINT 1 -0.1450 0.0871 -1.6646
A RGDPW -0.5313 0.2417 -2.1981**
A RINTW -0.4303 0.2285 -1.8830*
A XRATE -765.0317 264.6184 -2.891 1%
A XRATE 1 -909.5894 286.7325 -3.1723***
ECM(- 1) -0.7350 0.1764 -4.1669***

*** Ggnificant at 1% level ** Sgnificant at 5% level *Sgnificant at 10% level

However the changes in CAGDRtio, RINT and in the lags of CAGDP
and RINT are statistically not significant. The coefficient of ECM (-1) is -0.7350
and is statistically significant at 1% level. This suggests a rapid adjustment process,
where about 74% of shock or deviation is corrected in one year
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Table 5
Pair-wise Granger Causality Tests

Sample: 1977-2007, Lags: 1

Null Hypothesis Obs F-Satistics Prob.

RIR does not Granger Cause CAPIN 30 1.03544 0.3179
CAPIN does not Granger Cause RIR 5.95251 0.0215*
RGDP does not Granger Cause CAPIN 30 0.15372 0.6981
CAPIN does not Granger Cause RGDR 0.00780 0.9303
RGDPW does not Granger Cause CARIN 30 9.05529 0.0056*
CAPIN does not Granger Cause RGDRW 0.47760 0.4954

The Granger causality test statistics is showmable 5.Accordingly, the
global real GDP growth will have an impact on capital flows to Sri Lanka with
one-year lag and is significant at 1% level. Similazhpital inflows to Sri Lanka
will have an impact on domestic real interest rates with a lag of one year and
is significant at 5% level. Howevehe Granger causality test does not reveal
a relationship between Sri Lanka'eal GDPand capital flows. In fact, it has
been practically observed that increasing GDP has contributed to higher foreign
capital inflows to the country in recent years, especially FDI in industry and
services sectors and portfolio investment and such capital inflows, in turn, have
led to higher economic growth through expansion of production capBcége
causalities are not revealed by this model. Perhaps, it may be due to limited
annual observations, and the availability of quarterly data would have been very
useful to test such causality

5. Capital Flows and Monetary Policy

5.1 Short-term Capital Inflows and Outflows in the Last Five Years and
Possible Reason Behind the Recent Capital Flows

Short-term capital inflows, consisting of portfolio investment and private
sector debt, increased during 2003-2007, largely due to the substantial increase
in trade credits and further opening of capital account. Short-term capital inflows,
which averaged to around US$ 380 million per annum during 1998-2002, increased
sharply to US$ 1,044 million during 2003-2007. Private short-term debt, which
primarily comprised of trade credit extended by foreign exporters to Sri Lankan
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importers, accounted for over 96% of short-term flows until 2006, and then
declined to around 47% in 2007. This was mainly due to the further opening up
of the capital account by way of permission for foreign investors to invest up
to a permitted limit in rupee-denominatéceasury bonds and the issuance of

dollar-denominated sovereign bonds for the first time in the international markets
by the government to mobilise foreign funds to finance infrastructure projects.

Table 6
Short-term Capital Inflows and Outflows (US$ mn)

Inflows Outflows Net-flows
2003 759.6 739.0 20.6
2004 1041.9 1003.0 38.9
2005 833.4 756.0 77.4
2006 742.6 721.0 21.6
2007 1468.8 848.0 620.8

Source: Central Bank of Sri Lanka

Private short-term inflows have been rising largely in line with movements
in imports. The average private short-term inflows more than doubled to US$
824 millionduring 2003-2007 from US$ 395 million during 1998-2002. The main
reason for such a huge increase was the rise in the amount of suppliers’ credit
obtained by the Ceylon Petroleum Corporation, the state oil corpamymajor
oil suppliers’ in the wake of the sharp increase in international oil prices since
2003. As a percentage of GDihe private short-term inflows remained around
3.5% during 2003-2007.

Until recently portfolio investment consisted purely of foreign investment in
equities and that composition changed in 2007 with the issuance of dollar-
denominated sovereign bonds by the government in international markets in
October and foreign investment in rupee-denominatedsury bonds in 2007.

As a result, the portfolio inflows, comprising equities and debt securities, recorded
a sharp increase in 2007. Portfolio investment, which has been registering
outflows since 1998, turned around in 2002 and has been registering positive
inflows since thenWith the signing of the ceasefire agreement with the Liberation
Tigers of Tamil Eelam (OTE) by the UNF government in 2002, the activities

in the share market increased substantially with the improved investor confidence,
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as reflected in the share market indices and equity purchases by foreign investors.
During 2003-2007 thall Share Price Index (ASPI) rose by 139% and Milanka
Price Index (MPI) by 73%.

Table 7
Net Portfolio Inflows and Private Short-term Inflows (US$ million)

Net Portfolio  |Foreign Private Short-
Inflows Purchase Foreign Sales |term
2003 1.6 144.1 142.0 758.0
2004 10.9 107.8 97.2 1031.0
2005 61.4 271.4 211.2 772.0
2006 50.6 345.1 295.1 692.0
2007 972.8 430.4 326.9 868.0

Source: Central Bank of Sri Lanka

The average net portfolio flows increased substantially to US$ 219 million
during 2003-2007 from an average net outflow of US$ 13 million registered
during 1998-2002. Howevgrf the inflows on account of international sovereign
bonds and foreign investmentTneasury bonds were excluded, the average net
portfolio inflows from equity flow amounts to around US$ 45 million. The net
foreign equity investment increased from mere US$ 2 million in 2003 to US$
101 million in 2007. The foreign purchases of equities in the Colombo Stock
Exchange (CSE) increased from US$ 144 million in 2003 to US$ 430 million in
2007.A strong performance in the corporate seaepecially in firms engaged
in banking, telecommunications and insurance, attracted substantial foreign
interests in equities listed in the CSE in recent years, with some strategic foreign
buying in those companies. In 2007, the net portfolio investment increased
substantially with the issuance of US$ 500 million worth of sovereign bonds in
the international financial markets by the government and foreign investment in
rupee-denominate@reasury bonds amounting to US$ 372 million.

The short-term capital outflows comprising purely the trade credit extended
by Sri Lankan exporters to foreign buyers also continued to increase in line with
growth in exports. The average short-term capital outflows during 2003-2008
increased to US$ 813 million from US$ 370 millidnring 1998-2002. This
increase was attributable mainly to growth in exports, which increased to US$
7,740 million in 2007 from US$ 5,133 million in 2003.
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5.2 Impact of Capital Inflows and Outflows on Monetary and Financial
Variables

The net short-term inflows were not substantial till 2005. Net inflows rose
from just around US$ 21 million in 2003 to US$ 77 million in 2005, but decreased
to US$22 million in 2006 before reaching a peak of US$ 621 million in 2007.
Hence, they did not impact on the domestic deposit and lending rates during
these periodsAt the same time, they were not significant to have impact on
the exchange rate as well. Howewubese inflows coupled with trade flows and
private remittances seemed to have impacted on the exchange rates in certain
years. The rupee-US dollar exchange rate appreciated by around 2.4% in 2005,
irrespective of high domestic inflation as compared to that of major trading
partners and competitors largely due to relatively higher short-term foreign inflows
and sharp rise in private remittances and aid flows received in the aftermath of
tsunami that devastated major coastal areas of Sri Lanka in December 2004.
Again in 2007, the exchange rate, which was depreciating at around 5.6% to
Rs.113.47 per US$ by the end September amidst injection of foreign currency
to the forex market by the central bank, reversed its depreciating trends in
October with the receipt of proceeds of international sovereign bonds amounting
to US$ 500 million in OctobeT he rupee-dollar exchange rates fell to R5.89
in October from Rs13.47 in September and by end 2007 it reached Rs.108.64
per US$ thereby registering a marginal depreciation of 0.93%, irrespective of
higher domestic inflation of 17.5%.

Chart 10: Rupee-USD Exchange Rates (2003-2007)
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The official external reserves of the country were not materially impacted
by the capital flows, as the net short-term flows were not substantial until 2007.
However these short-term flows, by lowering the market expectation of sharper
depreciation of rupee, have indirectly contributed in building up the official
reserves helping to avoid the drain of reserves, which otherwise would have
warranted the sale of foreign currency to the market by the central bank to
avoid excessive volatility in the foreign exchange market. The reserves declined
to US$ 2,196 million in 2004 from US$ 2,329 million at end December 2003
largely due to the sale of foreign exchange amounting to US$ 515 million in
2004 to meet the excess demand resulting from the higher trade deficit. However
the reserves increased by US$ 539 million to US$ 2,735 million in 2005 with the
relatively low volume of sales in that year resulting from the higher purchases
of foreign exchange by the central bank amounting to US$ 290 million as against
a purchase of US$ 27 million in the previous y#&fith the purchase of the
proceeds of sovereign bonds and a part of the proceeds of foreign investment
in Treasury bonds from the market, théi@él reserves increased by US$ 671
million to US$ 3,508 million in 2007, while the total external reserves of the
country increased by US$ 951 million to US$ 4,956 million, with the commercial
banks absorbing a part of the proceeds of foreign investmé@n¢asury bonds
and higher foreign equity investment in shares listed in the Colombo Stock
Exchange.

Chart 11: Gross Official Reserves & Imports Coverage
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Both theASPI and MPI indices have been rising during the last five years
reflecting increased activities in the Colombo Stock market and higher profitability
of corporate sectorlhe activities of domestic retail investors in the share market
have been growing since mid-1990s, which reached as high as 87% in 2000
mainly due to the low deposit rates and higher earning potentials from the equity
trading. Howeverencouraged by the higher corporate earnings and increased
retail activities, the foreign participation continued to increase and reached around
45% in 2007. Both thSPI and MPI, decreased by 6.7% antl3Pxb,
respectivelyin 2007, irrespective of both foreign purchases and sales recording
highest flows of US$423 million and US$ 322 million, respectivedgulting in
an unprecedented record-high in net equity inflows of US$ 101 million in 2007.
Hence, there is no evidence to suggest the impact of foreign inflows on the
share market indices, which are largely influenced by the domestic retalil activities.

5.3 Monetary Policy Reactionsto Deal with Capital Inflows and Outflows
in Recent Years

As discussed above, the net short-tem flows were not significant in recent
years to pose any challenges to monetary management in Sri Lanka due to the
existing regulations and the short-term financial outflows are not permitted under
the existing exchange control regulatiériéowever the opening up ofreasury
bond market for foreign investment with limited investment and receipts of debut
international sovereign bond proceeds in 2007 posed some challenges for the
monetary management in the latter part of 2007 as market liquidity increased
with central bank purchases of such foreign proceeds. This situation was further
aggravated in 2008 following the permission for foreign investmentdasury
bills and with foreign exchange earners also bringing in their foreign exchange
earnings from overseas bank accounts and converting their foreign exchange
earnings lying in the foreign currency deposit accounts with domestic banks, on
the expectation of further appreciation of rupee with continuous foreign inflows.

In this context, the Central Bank of Sri Lanka actively used sterilised
intervention policies without adjusting statutory reserve requirement (SRR) on
rupee deposits (no SRR on foreign currency deposits) or adjusting the policy
rates as those short-term term flows were not permanent in nature and not
substantially highAccordingly, the central bank continued to absorb excess

6. Under the existing Exchange Control Regulations, Sri Lankan residents are given case-by-case
approval to undertake only foreign direct investment abroad and are not permitted to undertake
foreign investment in government securities, stocks and corporate securities overseas.
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liquidity in the foreign exchange market by purchasing foreign exchange in the
inter-bank market, while at the same time mopping up the excess liquidity in the
banking system through the aggressive Open Market Operations (OMO), on
overnight/long-term basis. For the OMO, the central bank mainly used the
Treasury bill holdings held by it and, in the absenc@refsury bills in the
holdings of the central bank, the bank issued its own securities called Central
Bank Securities to absorb excess liquidity from the banking system. However
the authorities experienced some difficulties in absorbing the excess liquidity
through the issuance of Central Bank Securities due to the lesser attractiveness
of such securities, as they cannot be used by commercial banks as collateral to
obtain liquidity facility from the Central Bar&’reverse repo window

6. Capital Flows and Financial Sability

6.1 Capital Flows in Banking Sector in the Last Five Years and Possible
Reason Behind the Recent Capital Inflows in This Sector

Commercial banks in Sri Lanka are currently permitted to borrow only up
to 15% of their capital and reserves and hence capital flows to banking sector
are limited by banking regulations. Net inflows to the Domestic Banking Units
(DBUSs) of commercial banks amounted to just US$ 13 million in 2003 and US$
24 million in 2004, but declined to US$ 6 million in 2005 before rising to US$
31 million in 2006. During 2007, capital flows to the DBUs turned to net outflows
due to the settlement of overseas loans. HowelrerOf-shore Banking Units
(OBUSs), which are established under the Central Bank Circular No. 380 of 2
May 1979, are permitted to borrow from and to lend to non-residents without
any restrictions. Their lending in domestic market is limited to commercial banks,
companies approved under Section 17 of the Board of Investment of Sri Lanka
(BOI) Act and other residents approved by the Central Bank of Sri Lanka.

Chart 12: Capital Flows to Banking Sector
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The net capital flows to OBUs have been increasing during the last few
years due to the higher demand for foreign currency loans from the BOI
companies mainly due to the relatively higher domestic interest rates, as compared
to the interest rates on foreign currency loans and local banks raising syndicated
loans from overseas banks to on-lend to the government. The net inflows to
OBUs in 2005 and 2007 increased substantially to US$ 273 million and US$ 342
million, respectivelyas compared to an inflow of US$5Lmillion in 2004 mainly
due to the mobilisation of syndicated loans for the government by local banks,
as compared to an outflow of US$ 20 million in 2006.

6.2 Impact of Capital Inflows and Outflows on Financial Sability

As explained above, the capital flows to banking sector were not so large
and volatile to have any destabilising impact on the financial system stability
The banking sector regulations impose limits on foreign borrowings, maximum
accommodation and single borrowers’ limit, and the existing exchange control
regulations impose limits on lending to resident entities in foreign currencies.
Such regulations act as safeguards in ensuring the financial sector stability

The commercial bankdending to various sectors is given Table 8.
Accordingly, the bank lending has been increasing during the last five years.
major part of the lending has been for the financing of trading activities, followed
by the consumption and housing. On average, during the last five years the
trading sector absorbed around 27% of the total lending, while the private
consumption and housing sectors absorbed around 25% and 17%, respectively
The lending has been growing with the relaxed monetary policy since 2002 and
increased economic activities, the result of a peaceful political environment ensuing
from the signing of a ceasefire agreement with the rebel group in 2002. Hpwever
the growth in bank lending has been declining since 2005 with the tightening of
monetary policy and recommencement of hostilities. The lending, which grew
by over 82% in 2004 has slowed to around 5% in 2007. How#weigrowth
in lending was largely met by deposit mobilisation, which has been growing, on
average by around 19% during the last five years rather than through the foreign
borrowings.
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Table 8
Bank Lending (Rs.million)

2003 2004 2005 2006 2007
Trading 15,515 28,815 27,325 26,610 67,226
Financial 5,496 7,122 9,019 16,734 14,364
Agriculture 1,435 702 8,324 4,029 8,388
Industrial 3,035 5,589 11,082 9,303 9,851
Tourism 746 1,207 2,857 2,496 -447
Housing 7,180 14,426 20,035 39,196 32,959
Consumption 13,379 24,571 28,446 46,957 46,852
Services 983 1,671 5,186 154 8,805
Other Loans 3,596 9,574 22,268 25,014 -8,702
Total 51,365 93,677] 134,543 170,493] 179,295

Source: Central Bank of Sri Lanka

The growth in bank lending has not affected the asset quality of the banks
as the banks were more diligent in the provision of loans to their customers.
Moreover the banks have been following better risk management techniques
and sound loan recovery procedures supported by more stringent prudential
measuresAs a result, the non-performing loan ratio (NPL) for the banking
system has been improving from around 12.3% in 2003 to around 5.2% in 2007
(Chartl13). The profitability of banks, as indicated by the return on assets (ROA)
ratio, also showed an improvement from 0.8% in 2003 to around 1.2% in 2007
with the higher profitability of banking system.
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The equity prices, as indicated by movements in botiA8fl and MPI,
increased substantially during the last five years, except in 2007, due to the
increased participation of domestic retail investors on the wake of low deposit
rates and low yields on Government securities. Moredlrerincreasing foreign
interest in the Colombo stock market contributed to the higher equity prices, as
the Colombo stock market has been recognised as one of the best performing
market in the region. Howevein 2007 the equity prices decreased even with
the record-high foreign inflows during the ye@he ASPI and MPI recorded
a decline of 6.7% and113%, respectivelyThe equity prices reached record
levels during the first two months, but moved down thereafter due to numerous
factors, such as heightened security concerns, higher yields on gild-edge
Government securities, such a®asury bills and bonds, higher interest rates
on bank deposits and the implementation of rules on margin trading.

Table 9
Movements in Equity Prices
Equity flows ASPI % change MPI % change
2003 16 1062.1 30.3 1897.8 38.1
2004 109 1506.9 419 2073.7 9.3
2005 61.4 1922.2 27.6 2451.1 18.2
2006 50.6 2722.4 41.6 37118 514
2007 101.0 2541.0 -6.7 3291.9 -11.3

Source: Central Bank of Sri Lanka

Though, the government securities market was opened for foreign investment
in 2006, the inflow came only in 2007 as the rule on minimum holding period
for foreign investment was withdrawn in January 200 yield onTreasury
bills, which was in the region of 13% at the beginning of the, yeae sharply
during the year with the tightening of monetary polieipwever with receipt
of the proceeds of international sovereign bonds (US$500 million) in October
and inflows foreign investment ifreasury bonds amounting to US$ 372 million,
the yield rates declined during October-December to around 20% at the end of
2007. Though the inflow of foreign investment did not sharply reduce the yield
rates, it prevented the yield rates from shooting up further in 2007.
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Chart 14: Treasury Bill Yiled Rates
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During 2008, the inflows on account of foreign investmentraasury bills
and bonds increased further largely due to the higher yields on these securities,
as compared to the foreign interest rates and stable rupee-US dollar exchange
rates that prevailed in 2008. Howeyvieris still too early to assess whether Sri
Lanka will continue to receive foreign investment on these government securities
if the yield rates decline and the exchange rate depreciates in the future.

Table 10
Treasury Bill Yield rates (%)-Primary Market
91-Day 182-Day 364-Day
2003 7.35 7.24 8.00
2004 7.25 7.65 8.90
2005 10.10 10.32 10.37
2006 12.76 12.78 12.96
2007 21.30 19.99 19.96

Source: Central Bank of Sri Lanka
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6.3 Central Bank Policy Reactions Related to Capital Flows and Financial
Stability in Recent Years

As explained elsewhere in the pafibe existing exchange control regulations
and banking sector regulations prevent higher foreign speculative capital inflows
or outflows. Howeverthe recent opening up of government securities for foreign
investment and allowing foreigners to open savings accounts, either in foreign
currencies or in local currencymay expose the financial system to foreign
exchange risks if there is any sudden reversals of such foreign inflows.
Nevertheless, since there are restrictions on such inflows in the form of 10%
cap on foreign investment in boffreasury bills and bonds and limits on
acceptance of foreign savings by a domestic bank up to 20% of total deposit
liabilities of the domestic banking unit, their impact on financial system stability
will be limited. Moreoverthe polices implemented to improve the financial sector
stability and soundness will ensure the resilience of this sector to any shocks
that may be created by foreign capital flows.

The minimum equity capital requirement for commercial banks was raised
to Rs.2,500 million in 2005 from Rs.500 million to promote consolidation in the
banking sectoin 2006, a general provision for loans was introdugedordingly,
all banks were required to maintain a general provision of 1% of total performing
loans and advances and non-performing loans in the overdue category (loans
and advances in arrears for 3-6 months). Banks were directed to adopt Basel
Il effective from January 2008, and this new framework is intended to improve
the safety and soundness of the banking system by aligning capital adequacy
assessment more closely with the underlying main risks in the banks.

7. Conclusion

As the capital inflows to Sri Lanka remain relatively small, they have not
posed any major difficulties for the conduct of monetary policy and monetary
management in Sri Lanka, except during 1993-1994 and 2007-2008 when there
were surges in capital flows during these periods. Even though inward FDI,
equity investment of up to 100% by the foreigners in shares listed in the Colombo
stock exchange, and foreign investment in government securities up to 10% of
outstandinglreasury bills and bonds are freely permitted, the capital inflows to
Sri Lanka still remain relatively small, partly due to the existence of restrictions
on certain capital inflows, such as private sector external borrowing, external
borrowing by commercial banks, and foreign investment in corporate and
government securities.
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To deal with the sges in capital flows during 1993-94 and 2007- 2008, the
central bank primarily relied on monetary management. In order to absorb the
excess liquidity in the banking system, the central bank raised the SRR on several
occasions during 1993-1994, while absorbing excess liquidity through its open
market operations through the saleToéasury bills and central baskbwn
securities. During the latter part of 2007 and the early part of 2008, the country
experienced sudden capital inflows with the openingyesury bills for foreign
investment and enhancement of permissible foreign investment limreasury
bonds, and the central bank used sterilised intervention to absorb the excess
forex liquidity and resultant excess rupee liquidkgain the central bank had
to issue its own securities as it did not possedgmuit stock ofTreasury bills
for the conduct of OMOs. Howevdoreign investment in government securities
fled with the intensification of the global financial crisis since mid-September
2008, exerting higher pressure on the exchange rates to depreciate. In this regard,
to meet the excess demand created by such sudden capital outflows, the central
bank sold foreign exchange, which created liquidity shortage in the banking system
requiring the provision of rupee liquidity by the central bank through open market
operations. This situation highlighted the risks of encouraging short-term
speculative capital flows. Therefore, Sri Lanka should focus more on attracting
long-term capital flows and discourage interest sensitive short-term speculative
flows to avoid any adverse impact on the exchange rates and the monetary
management.

Even with this high degree of capital account opening, the capital inflows
seem to be at low level though both FDI and portfolio investment increased in
recent years. This highlights the existence of some structural issues, which needs
to be addressed effectively to attain the desirable level of investment to finance
the widening savings-investment gap through long-term investment flows rather
than short-term debt flows.

7.1 Major Issues

As an emerging economy with a relatively higher savings-investment gap,
Sri Lanka needs to attract foreign capital to finance the necessary social and
economic infrastructure to promote a sustainable higher economic growth in
order to enhance the income of the people and alleviate poVeadygh Sri
Lanka was the pioneer in the Southian region to adopt a market-oriented
economic policy and open the economy for foreign direct investment and trade,
it still lags behind other countries, who embraced the open economic policy much
latter than Sri Lanka. The main contributory factors for such lackluster
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performance were lack of better infrastructure facilities, heightened civil conflicts
since 1983 and the resultant waste of human and financial resources, and lack
of willingness to implement the necessary reforms in some key areas, including
labour laws. The bold reforms implemented by the Sri Lankan authorities over
the years in respect of several key areas, including external trade, foreign
investment, Customs, taxation and tax administration and financial sector have
yielded tangible benefits to the countiyowever it is necessary to implement
reforms in areas such as labour laws, land laws, andyesectoyr etc., on a
priority basis, while strengthening the reforms already instituted in other areas.
Therefore, timely policy initiatives are essential to relax the existing restrictions
and regulations that discourage capital flows to create a conducive investment
climate in the country so that foreign investment could be attracted to facilitate
the continuation of the current economic growth momentum.

Currently the government receives higher capital flows with least flows to
the private sector as there are restrictions on the private sector borrowings and
the infrastructure projects are largely financed by the government. The
concessional financing to government from multilateral financial institutions are
gradually drying up with the country moving into a middle income status,
warranting the government to borrow from the financial markets and bilateral
sources at commercial interest rates to finance new infrastructure projects. This
raises the government debt servicing burden and, hence, the higher fiscal deficit,
which will be largely financed through bank financing if the government revenue
grows at a slower pace, leading to higher inflation and imbalance in the economy
In several countries major infrastructure projects are implemented under private-
public partnership (PPP) arrangements with risk sharing, financing and expertise
from the private sectoHence, both the local and foreign private sector could
be engaged in the infrastructure developments with greater access to foreign
financing for the local private sector

The higher yield rates on government securities resulting from the higher
budgetary financing requirement may encourage speculative capital flows in the
short-term, which may reverse faster if the domestic currency depreciates rapidly
and macro imbalance enges in the countrySuch a sudden reversal of capital
flows would exert pressure on the exchange rates to depreciate further thereby
triggering outflow of other short-term capital as well. Consequegiyreciating
currency would adversely impact on governmedgbt servicing, balance sheets
of the financial institutions and private sector borrowers, who have exposure to
foreign currency debt. Therefore, it would be prudent to impose an acceptable
minimum holding period on government securities and impose a tax on withdrawal
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of such short-term flows before the minimum holding period to avoid speculative
capital flows.

7.2 Policy Recommendations

The government should encourage trade-related FDI, which will not only
partly finance the savings-investment gap, but it will also bring in foreign exchange
in the future through exports revenue, thereby strengthening the debt servicing
capacity of the countryln addition, more private companies should be encouraged
to list their shares in the stock exchange to increase foreign interest in the stock
market and to receive cheap capital for the expansion of business ventures.
Private sector enterprises, which are commercially viable and have a good track
record should be permitted to borrow freely from overseas on a medium to
long-term basis, while at the same time permitting foreigners to subscribe to
corporate bonds issued locally by the private setidhis respect, the existing
exchange control regulations need to be gradually relaxed with sufficient
safeguards for ensuring the stability of the financial system.

However short-term capital flows to both the private and public sectors
should be discouraged as they are likely to cause higher volatility in the foreign
exchange market and be the first to fly out of the country when macro imbalances
emege or when the speculation builds up against the domestic currency
Consequentlymacro imbalances may intensify causing exchange rates to
depreciate rapidly affecting the balance sheets of financial institutions and private
borrowers. This would increase the external debt servicing cost of the private
sector and the government. Therefore, it is necessary for the country to maintain
a sound macroeconomic environment and adopt a more flexible exchange rate
regime to encourage long-term capital flows, such as foreign direct investment,
in order to deter speculative capital flows and, hence, their destabilising effects
on the overall economy
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ANNEX |

Chronology of Capital Account Liberalisation

Year

Policy Measures

1980

1981

1988

1990

1992

Resident Non-National Foreign Curren&gcount Scheme was introduced

Resident Guests were permitted by the Minister of Finance and planning to
in external funds for investments in the projects approved by the Greater Co
Economic Commission(G.E.C)

Authorised Dealers were permitted to open and maintain Non-Resident Fg
CurrencyAccounts for nationals of Sri Lanka who are or have been empl
abroad and for non-nationals of Sri Lankan origin who are resident outsid

Lanka

Permission granted under sections 1Dafhd 15 of the Exchange ContAait to
approved country funds, approved regional funds and individuals resident o
Sri Lanka to invest;

a)

b)

©)

d)

In a listed public company other than (b), (c ), and (d), up to 4
of the issued capital.

In a company incorporated in Sri Lanka in which investment by n
resident required the approval of the government or Foreign invest
authority

bring
ombo

reign
byed
e Sri

Ltside
10%

on-
ment

In a commercial bank incorporated in Sri Lanka, up to the maxinium

limit determined by the Monetary Board in terms of the Bankiog
No 30 of 1988.

In a company incorporated for insurance business, up to the |
approved the government of Sri Lanka or the authorised.body

Purchase of shares in companies in Sri Lanka, by approved country f
approved Country funds, regional funds and individuals resident outside Sri L
up to 100% of the issued capital subject to;

@)

(b)

Foreign Investment in Money Lending, pawn broking, retail trad
with a capital of less than US$1 million, personal services other
for export sector or tourism sector and coastal fishing shall no
permitted

mit

unds,
anka,

e
than
be

Foreign investment in companies established for Banking, Finance,

Insurance,Trading services on the CSEijr transportation, Coasta
shipping, manufacturing arms, explosives, military vehicles

and

equipments, aircraft and other military hardware, manufacturing of

poisons, narcotics, alcohols and dangerous drugs, producing cur|
and coins, production and distribution of energy and power, |
scale mining of gems, Lotteries, liaison offices of foreign compa

rency
arge
hies

323



1993

1995

1997

2000

shall be permitted only up to the extent approved by the respe
authority

(c) For the following businesses up to 40% of the issued capital
permitted. However, a higher percentage may be approved in a
by-case basis.

e Production of goods where Sri Langaéxports are subject to
internationally determined quota restrictions, Growing tea, rub
coconut, cocoa, rice, sugar and spices.

* Mining of no renewable national resources, Timber-based indus
using local timber,

¢ Fishing, Construction of residents, Supply of water, Mass
transportation,

* Telecommunications, Mass communications, Education, Profess
services,

« Freight forwarding and Travel/ Shipping agencies

The repatriation requirement and surrender requirement imposed on expor
terms of section 22 (4) and 6(2) (a) of the Exchange CoftioNo.17 of 1971

ctive
s

case-

ber,

tries

ional

ters in

were removed.Accordingly, exporters were permitted either to repatriate export

proceeds or to retain them in foreign currency accounts in a commercial
abroad. Commercial banks were permitted to enter into contracts for the s
foreign exchange forward for a period up to 360 days.

Commercial banks were permitted to obtain foreign currency loans up to
of their capital and reserves.

Commercial banks were permitted to provide foreign currency loans to Non
Exporters, from either their domestic Units or from their FCBUs subject to S
safeguards.

(& The permission is granted for foreign investment in sectors up to perce
of issued capital of the company subject to regulatory limits, requirem
and conditions. Permitted foreign shareholdings are Banking institu
licensed under Bankingct (60%), Insurance (90%)t&k broking (49%
or, 100% where SEC approval is granted), Other financial services (4

(b) Non-resident investors were permitted to invest in Unit Trusts that co
a trust deed with a restriction that not more than 20% of the depo
property shall be invested in government securities.

bank
ale of

15%

-BOI
ome

ntage
ents
ions

9%).

ntain
sited
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2001

2002

2006

2007

2008

Sri Lankan citizens living abroad were permitted to open a special bank ac
titted RupeeAccounts for Non-Resident Investment (RANSI).

Non-Resident Investors were permitted to invest in US dollar Denomin
Government Bonds titled Sri Lanka Development Bonds (SLDBSs)

Non-Resident Investments up to 100% of the equity capital in any rupee con
established in the areas of financial sector activities such as banking, fin
Insurance, stock broking. Non-Resident investments were also permitted
100% in activities related to infrastructure development and professional se
and setting up of branch/liaison offices of companies incorporate overseas
Lanka.

Foreign investment in Rupee Denominafeédasury Bonds (bonds) to a limit
up to 10% of outstanding Treasury bonds was permitted.

Dual citizenship applicants were permitted to open foreign currency fixed de
accounts with the commercial banks.

1.  Foreign investors were allowed to invest in Treasury Bills up to 109
outstanding Treasury bills stocks

2. Non-Residents were permitted to open and maintain foreign currency
Rupee Fixed Deposit with commercial banks

3.  Effective from 01July2008 Sri Lankans migrating permanently will be
permitted to repatriate a higher amount of US$ 150,000, as compar
US$ 10,000 permitted earli@rhis will cover allowances and persondkefs

count

ated

npany
ance,
up to
vices
in Sri

posit

o of

and

ed to

in excess of US 150,000 should be deposited in a blocked account ¢

interest income with a commercial bank. Of such sum, a sum of US 2
or its equivalent will be allowed to be remitted each y&ay balances in
blocked accounts may be utilised to meet any disbursements in Sri L
including investments permitted for non-residents.

such as jewellery and other goods exporfet; local proceeds of Wealta}

rying
,000

anka,
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Chapter 11

CAPITAL FLOWS AND THEIR IMPLICATIONS
FOR CENTRAL BANK POLICIES IN TAIWAN

by
Hsiao Yuan Yu*

1. Introduction

Capital flows have significant repercussions for developing countries. In the
past decade, most of the countries in the SEACEN region received massive
capital inflows due to their rapid economic development and steady export
performance. The influx of foreign capital can supply the needed capital to support
their economic development but it can also have an adverse impact on the
economy and financial system of the recipient countries, if the capital inflows
are not properly managed. Whether huge capital inflows create asset bubbles
is another important issue for the countries to address. Section 1 of this report
highlights the pattern of the capital flows Taiwan. It analyses the related
capital flow policies, capital flow trends ifaiwan, and identifies the possible
determinants. In Section 2, an empirical analysis of capital flows is carried out,
including the factors affecting capital flows. The consequences of capital inflows
and the implications of capital flows for central bank policies are discussed and
the conclusions are then presented.

2. General Framework and Capital Flows Management Policies in
Taiwan

The balance of payment (BOP), reflecting a coustoapital flows and
trade, consists of three parts: current account, capital account and financial
account. Current account usually reflects a cousittsade surplus or deficit
and is significantly important for small, open economies. Capital flows, on the
other hand, are generally captured under the financial accounts of BOP after
revision by the IMFFand represent the amount and direction of capital flows into
and out of a country

1. Author is the Senior Economist from Department of Foreign Exchange, Central Bank of Republic
of China, Taiwan
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Taiwan is a small island country and is typical of an open econtigy
economy is traditionally dependent on trade. Its current account was fully
liberalised many years ago. The liberalisation of current account could be traced
back to the 1980s whefaiwan started accumulating huge foreign exchange
reserve.lt was liberalised much earlier than the capital account and financial
account.

The capital account, which used to represent a cosrdagital flows, plays
a very minor role after revision of the IMF BOP standard. The items left in the
capital account are capital account credit and capital account debt, which are
often relatively small in comparison to the main factors, like FDI, portfolio and
public and private loans in capital flowEaday the focus on capital flows has
shifted from the traditional capital account to the financial account.

There are three main parts in the financial account. They are: foreign direct
Investment (FDI), portfolio investments, and public and private loans. Generally
speaking, all these three items are liberalis€khiwan. Some minor restrictions
are imposed on them only under certain specific conditions. Capital inflows and
outflows for approved FDI are liberalised. Portfolio investments assets and
liabilities are also liberalised under the non-discretionary trust account. Other
investment assets and liabilities, including public and private loans, are liberalised
in Taiwan as well. Only certain kinds of loans which exceed one year are required
to be registered under long-term debt for record purpose. Investments in the
financial account without corresponding approval are subject to the following
restrictions:

(a) Domestic company up to $50 million per annum
(b) Domestic resident up to $5 million per annum
(c) Nonresident remittance up to $100 thousand per transaction

We would like to introduce the major capital flow policiesTafwan in the
following two ways: NewTaiwan Dollar (TWD) exchange rate regime and the
capital flow deregulations.

2.1 New Taiwan Dollar (TWD) Exchange Rate Regime

Trading USD/TWD, EUR/TWD, JPY/TWD, GBP/TWD and many other
worldwide currencies infaiwan is quite easy because thawan foreign
exchange market is a highly free market. The TWD exchange rate regime
basically is a managed floating regime system. In principle, the TWD FX price
is mainly determined by market supply and demand. The Central bank will
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intervene in the foreign exchange market when two exceptions. d@oar of

the exceptions is seasonal interruption and the other is the abnormal factors, i.e.,
large flows of hot moneyfo maintain the orders of our foreign exchange market
and reduce fluctuations of the TWD, the central bank may step in to manage
the TWD in the FX market. Under the managed floating regime system, the US
dollar/TWD is stablised in a relatively smooth pattern. Figure 1 depicts the
guarterly data of USD/TWD from 2000 Q1.

Figure 1
Trend of USD/TWD
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2.2 Deregulations on Capital Flow Management

Capital inflow and outflow for individuals and companies are generally very
free in Taiwan. Only few capital flow restrictions are imposed on short-term
TWD conversions and they are:

(a) Domestic company up to $50 million per annum
(b) Domestic resident up to $5 million per annum
(c) Nonresident remittance up to $100 thousand per transaction

In addition to the previous few capital flow restrictions, the following major
policies enlaging theTaiwan capital market and enhancing markétiehcy
are currently being implemented:

(a) Loosen restrictions on foreign investment in domestic securities.

(b) Promotion of the internationalisation of the domestic capital market.
(c) Allow nonresident foreigners to take GipVD loans from local banks.
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(d) Keep approving applications on overseas securities investment.

(e) Revise regulations to enhance capital movements.

(f) Simplify RMB exchange business. §dpened RMB exchange business
on July 1 2008)

3. Trends in Capital Flows in Taiwan

During the past decadthe current account, capital account, and financial
account all recorded significant growthTiaiwan.We saw our current account
continually soaring, capital account running in a breakeven position and financial
account shedding. By and large, our BOP recorded large surpluses between the
years 2000 and 2003, reaching a peak in 2003 at US$37,092 million, but declined
after 2003. In 2007, the BO#T Taiwan was about — US$4,020 million. Figure
2 illustrates the trend of capital flows in the past 23 years.

Figure 2
Trend of BOP (Taiwan)
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In regard of the current account, we saw steady increases in both exports
and imports. In 2007, good and service exports reached US$277,736 million
while good and service imports reached US$251,156 million. This brought to our
current account a surplus of US$32,881 million in 2007. It can be noticed in
Figure 3 that both the volume of exports and imports in value terms have doubled
over the last decade.
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Figure 3
Current Account Trend (Taiwan)
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The position ofTaiwan’s financial account is very interesting and is totally
in the opposite direction as the current accowfith the increased liberalisation
of the capital market iffaiwan, the domestic residents and companies moved
to diversify their portfolios in different countries and currencies instead of in the
TWD assetsThis swelled the deficit in the financial account recently
especially after 2005. The negative figure in the financial account helped balance
the surplus in the current account to stabiliseTWW& trend.We have portfolio
investment asset worth about US$44,993 million while only US$5,218 million
portfolio investment liability in 2007. The financial account deficit reached a
record high negative of US$37,100 million in 2007. Figure 4 depicts the recent

traditional

financial account trend ofaiwan.

Figure 4
Financial Account Trend (Taiwan)
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Further taking a look at the three main components of financial account -
FDI, portfolio investment and public and private loans - they tell different stories
about capital flows iffaiwan. Figure 5 plots the net FDI, net portfolio investment,
as well as the net public and private loans from the period 1985 to 2007 in
Taiwan. First of all, the FDI moved in a relatively smooth path during the period.
Net FDI was typically negative ifaiwan during the past 23 years. Only in the
years 1985, 1986, 1987 and 2006 hadvan recorded a positive net inflow but
the magnitudes were relatively smallEor instance, net FDI ifiaiwan 2006
was +US$25 million while it was —US$2,946 million in 2007. Second, turning to
net portfolio investment assets and liabilities, the situation is a little different
from the previous net FDI. There were huge magnitudes of portfolio investment
assets and liabilities iffaiwan, especially the absolute amounts of portfolio
investment assets. Howeyesubstantial capital outflows in portfolio investment
assets appeared after 2005 due to a significant difference of interest rate between
Taiwan and abroad-his caused the negative net portfolio investments to reach
a record low of —US$39,775 million in 2007. Finalet public and private loans
in Taiwan behaved in a very volatile manner and told a totalferdifit story
than net portfolio investment. Before 2001, the net public and private loans
behaved in a most volatile as compared to the other two components of capital
flows; the capital inflows were positive in some years but in the other years
they were negative. The net public and private loans mounted drastically after
2002 and sustained at a high level for almost four years until 2005. This was
mainly driven bythe expectation of TWD appreciation during that period. This
was also the main factor contributing to the positive capital inflows in the financial
account between 2002 and 2005. Howgther financial account balance declined
dramatically after 2005 as a result of significant capital outflows in net portfolio
investments.

After comparing the trends of capital flows, Figure 6 summarises some
statistics of net FDI, net portfolio investment, and net public and private loans.
In our sample period, the mean values of the net FDI and net portfolio investment
were negative at -US$2,287.3 million and —US$3,620.3 million, respeci@ely
the other hand, the net public and private loans was positive at US$2,188.7
million. Their corresponding medians are —US$1,773 million, -US$902 million
and US$285 million, respectivelgnd show similar signs with the mean values.
Notice that the mean value of net FDI (-US$2,287.3 million) was larger than
the mean value of net portfolio investment (-US$3,620.3 million) but their
corresponding medians (-US$1,773 million vs. —US$902 million) were in the
opposite directions. This tells us that the distributions of net portfolio investment
behaved in a much more volatile manner than net FDI. This can be verified in
Figure 5 and in the statistics of their corresponding standard deviations as well.
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Figure 5
Trends of Net FDI, Net Portfolio Investment
and Net Loans (Taiwan)
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To see the deviations among these three factors, both the net portfolio investment
and net public and private loans had significantly greater deviations than the net
FDI. The standard deviation and range of the net portfolio investment and net
public and private loans were multiple times greater than the standard deviation
and range of net FDI. Net portfolio investment was the most volatile factors
among the others.

Figure 6
Statistics of net FDI, Net Portfolio Investment and Net Loans
(Taiwan)
Net FDI Net Portfolio Net Public and
Investment Private Loans
Mean -2,287.3 -3,620.3 2,188.7
Median -1773 902 285
S.D. 1,783.4 9,376.9 8,959.0
Range 5,610 49,111 31,489
Max 263 9,336 21,258
Min -5,347 -3,9775 -10,231

Unit: US$ million
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After comparing the trends of net FDI, net portfolio investments as well as
net public and private loans, we next compare the corresponding FDI ,inflow
portfolio investment inflow and public and private loans infléugure 7 plots
the trends of inflows of these three components. The trajectory of the FDI
inflow was smoothest compared to that of the other two components, and the
pattern is similar as for the net flows in Figure 5. FDI inflow surged after 2005
and reached US$8,161 million in 2007. Both the trends of portfolio investment
inflow and public and private loan inflow showed more volatilitge portfolio
investment inflow was more volatile than public and private loan infRmstfolio
investment peaked at US$31,045 million in 2005 but declined sharply soon after
It reached US$5,218 million in 2007 which was the lowest among the three
components. On the other hand, the public and private loan inflow did not surge
as strongly as portfolio investment inflow after 2000 and dropped to relative low
point in 2006. Howevelit bounced back sharply to US$12,551 million in 2007
and was the largest contributor of capital inflows at that time.

Figure 7
Trends of FDI, Portfolio Investment
and Loans Inflows (Taiwan)
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In the same waywe also summarise the statistics of FDI inflgertfolio
investment inflow as well as public and private inflow in Figure 8. Likewise, the
pattern of FDI inflow was the smoothest, as in Figure 7. It had the lowest
average of US$2]1P.3 million and median of US$1,445 million among the three
components and also the lowest standard deviation (US$2,126.6 million) and
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range (US$7,939 million). Portfolio investment inflow had a higher average at
US$6,926 million than public and private loan inflow at US$5,513.7 million, but
a lower median at US$2,729 million than public and private loan inflow at
US$4,174 million. This shows that the distribution of portfolio investment inflow
was much more skewed than the distribution of public and private loan .inflow
In addition, the portfolio investment inflow showed the most volatility and
deviations of portfolio investment inflow were the greatest one among the three,
with the standard deviation at US$9,591 million and range at US$32,291 million.
The numbers are presented in Figure 8.

Figure 8
Satistics of FDI, Portfolio Investment and Loans Inflows (Taiwan)
FDI inflow Portfolio Investment| Public and Private
inflow Loans inflow

Mean 2,112.3 6,926.0 5,513.7
Median 1,445 2,729 4,174

S.D. 2,126.6 9,591.0 5,474.8
Range 7,939 32,291 19,089

Max 8,161 31,045 17,520

Min 222 -1,246 -1,569

Unit: US$ million

Turning to the scenario of capital outflowsTiaiwan, the story is a little
different than the previous one(§he FDI outflow portfolio investment outflow
as well as public and private loans outflow trends are depicted in Figure 9.
Obviously the trajectory of FDI outflow was still the smoothest among the three
and reached — US$107 million in 2007. Public and private loans outflow were
more volatile than FDI outflow but more stable than portfolio investment outflow
during the relevant period. The movement of portfolio investment outflow was
most volatile, after 2002, when it dropped dramatically and reached the record
low at —US$44,993 million in 2007. The factors attributed as driving the massive
portfolio investment outflow were the domestic residents’ portfolio risk
diversification and the popularity of feshore mutual funds iffaiwan.
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Figure 9

Trends of FDI, Portfolio Investment
and Loans Outflows (Taiwan)
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Figure 10 summarises some of the key statistics of FDI oytfiovtfolio
investment outflow as well as public and private loan outffeublic and private

loan outflow had the smallest absolute value of the mean at —US$3,325 million
while FDI outflow recorded a bigger average value than public and private
outflow. Again, portfolio investment outflow played the key role in the trend of
capital outflow Besides, portfolio investment outflow had the biggest standard
deviation and range than both FDI outflow and public and private loan outflow
This substantiates the finding that the portfolio investment outflow was the most

volatile among the three components.

Figure 10

Satistics of FDI, Portfolio Investment and Loans Outflows (Taiwan)

FDI outflow Portfolio Investment| Public and Private
outflow Loans outflow

Mean -4,400 -10,546.3 -3,325
Median -4,420 -4,136 -4,615

S.D. 2,628.3 14,359.4 6,021.1
Range 11,042 44,993 27,554

Max -65 0 11,990

Min -11,107 -44,993 -15,564

Unit: US$ million
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4. Determinants of Capital Flows in Taiwan

Although we have a moderately neutral B@ently it consisted of a
huge surplus in current account and a deficit in financial account, which reflected

the occurrence of massive capital inflows and outflows simultanedesiyn

the group discussion at the first SEACEN capital flow workshop, we classify
the determinants of capital flow into two parts. One set are the common factors
which are at play across the different countries and the other set are the country
specific factors which are operative locally and reflect the counspécific

situation.

The determinants are summarised in FiguréAinong the common factors
of that determine capital flgwboth inflow and outflowwe see more capital
inflow determinants than capital outflow determinants.

Figure 11
Common Factors of Capital Flow Deter minants

Common Factors of Capital Flow

Inflow

Outflow

— Improved investment environment
e Government policies
e Quality of infrastructure
e Political stability
— Strong economic growth
— Free trade agreement (&)
— Capital market development
— External factors
e US economy recession
e Global economy slowdown

e Weak US dollar

Government policies on resident capi
outflow

Risk diversification

Alternative investment opportunities
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Beyond the common factors of capital flow determinants, we provide some
other essential country specific factors which also potentially influence capital
flow in Taiwan. Possible causes behind the significant capital infloliwan
include:

(1) Increasing export

(2) Moderate FX policies

(3) Sound stock market

(4) Expectation of currency appreciation

(5) Getting better relationship with China recently

On the other hand, the huge negative numbers in the financial account
represent huge capital outfloRossible determinants of capital outflow include:

(1) Increasing import

(2) Strong resident portfolio diversifications

(3) Interest rate difference between TWD, USD and other major currencies
(4) Popular offshore mutual funds

(5) Political uncertainty

Besides the above plausible determinant factors influencing capital inflow
and outflow inTaiwan, a simple empirical model is introduced to investigate
whether some key factors are significant in capital flow determination. Our
empirical model is set up as follows:

CF, = a + B,GDPGR + BIR + B,CAR + SWGDPGR + SWIR + ¢ (1)

Equation (1) modeled the relationship between the dependent variable capital
flow (CF,), three internal independent variabl&PGR, IR andCAR ), two
external independent variable¢/§DPGR andWR ) as well as the intercept
item (a). The parameter8 and¢d are the corresponding coefficients of the
internal independent variables and external independent variables, respectively
From the first SEACEN capital flow workshop, three internal independent
variables in our empirical capital flow model are domestic real GDP growth rate
(GDPGR), domestic real interest ratéR}, and current account to GDP ratio
(CAR). And the rest of the two external independent variables are world real
GDP growth rateWWGDPGR), and world real interest raté/(R). For a tractable
model, we would like to use some proxies here: we use real 12-month time
deposit rate as proxy of domestic real interest rate; US real GDP growth rate
for world real GDP growth rate and 1-year US LIBOR rate for world interest
rate, respectively
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Following the guidelines of the SEACEN capital flow research workshop,
we adopt quarterly data from 1985 to 2007 which include complete data of 92
guarters in capital flomdomestic real GDBrowth rate, domestic real interest
rate, current account to GDP ratio, US real GDP growth rate and 1-year US
LIBOR rate.

In order to carefully build up our empirical model, we have to investigate
the stationary of every variable and to check whether some of the variables
have the unit root properties first. The augmented Dickey-Fuller unit root test
(no constant approach) will be adopted. Our test results suggest that only capital
inflow data is stationary overtime while other domestic real GDP growth rate,
domestic real interest rate, current account to GDP ratio, US real GDP growth
rate and US real interest rate are non-stationary overtime. Hqwhbeefive
independent variables become stationary after first order difference. The
augmented Dickey-Fuller unit root test results are summarised in Figure 12.

Figure 12
Augmented Dickey-Fuller Unit Root Test Results
DF test CFin GDPGR IR CAR WGDPGR WIR
Statistics | -2.61* -1.38 -1.16 -1.54 -1.93 -1.16
DF test — AGDPGR AIR ACAR | AWGDPGR AWIR
Statistics — -6.44% -539% | -9.36* 9.17% -5.30%

Source: Bloomber andAremos database.
* denotes significant at 95% confidence interval.

After investigating the unit root test, we should rebuild our empirical model
to cover stationary variables instead of previous non-stationary variables. Thus,
our empirical model would become the following equation (2).

CF, = a + BAGDPGR + BAIR + BACAR + 3AWGDPGR
+AWIR + € (2)

Different from previous equation (1) is that we adopt first order difference
of five independent variables instead of those independent variables themselves.
This correction is due to the fact those independent variables are non-stationary
overtime in previous unit root test. The regression empirical results of our model
are summarised in Figure 13 beldarentheses in tl@able denote the standard
deviation (S.D.) of the corresponding variables.
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Figure 13
Capital Inflow Empirical Model Results

constant AGDPGR AIR ACAR | AWGDPGR | AWIR

Estimate | 3,714.24* |  652.57* 44206 | -211.93 -47.89 343.33
(SD) | (512.64) | (302.85) | (1157.63) | (203.63) | (203.69) | (758.06)
t-statistics | 7.25 2.15 0.38 -1.04 -0.24 0.45

Source: Bloombey andAremos database.
* denotes significant at 95% confidence interval.

According to the results of our empirical model in Figure 13, both constant
and the first independent variable, difference of domestic real GDP growth rate
are significant. The estimate of constant term is 3,714.24 with standard deviation
512.64 and t-statistic 7.25 which is significant at 95% confidence intémaing
the three internal variables and two external variables, only difference of domestic
real GDP growth rate is significant in our empirical model. The estimate of
difference of domestic real GDP growth rate is 652.57 with standard deviation
302.85 and t-statistic 2.15. Other two internal variables, difference of domestic
real interest rate and difference of current account to GDP ratio, and two external
variables, difference of US real GDP growth rate and difference of US real
interest rate are not significant during this sample period in our empirical model.
Please note that empirical results might be different in other sample periods or
in other kinds of models.

Based on the previous capital inflow empirical model, we substitute capital
outflow data in place of original capital inflow data and repeat the empirical
model. The augmented Dickey-Fuller test shows that capital outflow data are
stationary overtime in our sample; other variables behave stationary as well
after first order difference. The statistic of capital outflow in the augmented
Dickey-fuller test is -6.80. Then we have the empirical model as following equation

(3).

CF,, = a + BAGDPGR + BAIR + BACAR + 5,AWGDPG
+ SAWIR + ¢ 3

The results of the empirical model of capital outflow show that only the

constant item is statistically significant under 5% level. The first order difference
of domestic real GDP growth rate, domestic real interest rate, current account
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to GDP ratio, world real GDP growth rate as well as world real interest rate
are all insignificant in our sample. The summary of the capital outflow empirical
results are presented in Figure 14.

5. Capital Flows and Monetary Policies

The recent capital flow liberalisation had significant impact on our financial
account and balance of payment. Massive capital inflows in public and private
loans brought in much capital to tHaiwan capital market while significant
capital outflows in portfolio investment contributed to much capital flowing abroad

Figure 14
Capital Outflow Empirical Model Results
constant AGDPGR AIR ACAR | AWGDPGR | AWIR
Estimate | -4794.87* 239.98 -1970.04 | -409.80 74.83 -733.88
(S.D.) (531.42) (313.95) | (1200.04) | (211.09) | (211.15) | (785.83)
t-statistics -9.02 0.76 -1.64 -1.94 0.35 -0.93

Source: Bloomber andAremos database.
* denotes significant at 95% confidence interval.

as well. The net effect of capital inflow and capital outflow was increased
slowly and then dropped drastically during the past five years. This net effect
of financial account also dominated the development of balance of payment
which resulted in a minor negative BOP in 2007. This trend could be seen from
Figures 2 and 5.

Observing the trends of FDI infloyortfolio investment inflow as well as
public and private loans inflow during past five years in Figure 7, it is obvious
that massive amount of capital had flowed in, especially in portfolio investment
after 2002 and in public and private loans after 2001. The huge amount of capital
inflow in the portfolio investment item was mainly attributed to the liberalisation
of restrictions on foreign institutional investors and the globalisatidraigfan
capital marketWith the liberalisation of many restrictions on foreign investors,
most caps offaiwan listed companies were amended to 100%, as to compared
to less than 50% previouslyhis policy helped attract more and more foreign
investors, including investors of institutions and natural persons, in moving capital
to invest in theTaiwan stock and bond markets in recent years. Portfolio
investment inflow reached a record high at US$31,045 million in 2005. This
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significant trend could be easily seen in Figure 7. The second largest capital
inflow in Taiwan during the past five years was public and private loans.
According to Figure 7, massive amount of capital inflow appeared in the years
of 2002, 2003, 2004, 2005 and 2007. From an analysis of the public and private
loan inflow data, the reasons behind this surge of capital inflow could be attributed
to the expectations of TWD appreciation in the private sectors. Private
commercial banks would borrow first in foreign currencies and then pay back
at the end of year if they have the expectation of home currency appreciation.
They could make the profit between the periods of borrowing and repayment,
depending on the extent of the appreciation. In years of 2002, 2003, 2004, 2005
and 2007, people expected TWD to appreciate and engaged in borrowing at the
beginning of year and then paying back at the end of fsaa result, we saw

a massive surge of capital inflow in private loan. Those two factors are the
most important reasons explaining for the significant capital inflow in recent
years inTaiwan.

Based on the previous discussion and statistics, we see an increasing capital
outflow trend in the financial account in recent years. This was mainly due to
the huge amount of portfolio investment outfldearly there was a significant
net outflow effect in the financial account after 2005 and this had a very important
impact onTaiwan.As discussed, the residentsTiawan were eager to look for
alternative investment opportunities from the worldwide different asset classes
motivated by risk diversification and accelerating globalisation. Domestic portfolio
diversification and popular tshore mutual fund iffaiwan were the driving forces
behind the outflow of home capital, resulting in big deficits in net of portfolio
investment and financial account. The deficit in financial account in recent years
slowed FX reserves accumulation making the balance of payment negative in
2007. This helped moderate the huge surplus of current account and deficit of
financial account imaiwan to keep the balance of payment neutral. It is to be
noted thaffaiwan had a huge surplus in balance of payment after 2000 reaching
a peak at US$37,092 million in 2008lthough the surplus in the balance of
payment started declining after 2003, it was still positive until 2006. Then in
2007, for the first time in the past decade, the balance of payment recorded a
deficit due to the significant deficit in the financial account.

For the purpose of managing the current account and financial account,
some monetary policies may be adopted by governments to induce capital flows
to where they are required. During the past five y8aigjan recorded significant
continuing surplus in its current account. In order to balance the huge surplus
in its current account and alleviate pressure of appreciation, facilitating capital
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outflow appropriately might be one of the solutiofis. make a decision in
monetary policies is definitely very complicated and many factors have to be
taken into consideration. From the perspective of monetary policy results in
Taiwart, a low-interest-rate environment seemed to work well and helped achieve
the goal of managing the surplus level in its current account. The high interest
rate diferential betweenraiwan and the other European countries and US
induced Taiwan residents to assign funddsbibre. This helped facilitate a
moderate portfolio investment capital outflow and thus mattageurplus level

of the current account in the past five years.

6. Capital Flow and Financial Sability

Capital flow now inTaiwan is quite free, compared to the pakis is also
true of the banking system. During the past five years, as we have discussed
earlier private loan inflow brought in tdaiwan massive amount of capital due
to the expectation of TWD appreciation. The private borrowing and lending
banking behaviors did not have any serious repercussions on the financial stability
in Taiwan. Our banking system and FX price did not quiver significantly because
of private loan capital inflow

However the liberalisation of capital flow did have some impactTaman.
The most significant is its effect on the financial stability of the stock market.
Foreign investors could freely invest in most of the listed companikswan.
It is definitely beneficial for foreign institutional investors and shareholders to
invest in Taiwans listed companies as they may bring infisignt capital,
technology innovation, new research of products and some other management
skills. However in respect of the stock market, the behaviour of stocks which
attract foreign investors is usually more volatile than those which not. This is
mainly attributed to the short-term nature of foreign capital infleswve knowy
investors often allocate portfolio funds to different categories - long-term portfolio
and short-term portfolicAttracting long-term capital investment Taiwanese
companies is definitely a good thing for its stock market because such capital
is not volatile, moving in and out often, be they foreign investment or home
investment. In contrast, some of the short-term foreign capital, i.e., hot money
moved into thélaiwan stock market to invest Tfaiwanese companies but they
bought and sold very often. This short-term capital usually causes wide
fluctuations in the stock price and increases the volatility of stocks. Such kind
of capital inflows will definitely destabilise our market.

2. This meant that low- interest-rate environmentTaiwan is not necessary for the purpose of
balancing surplus in current account.
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In addition, the second effect of the short-term capital was its impact on
the FX market. Foreign investors buying or selling domestic stocks must first
exchange their foreign currencies for local currencies. For a long-term foreign
investor the capital investment in stocks will stay for the long haul since the
investment goal is earning long-term dividends instead of short-term capital gains.
Such long-term foreign investors will affect the FX market very slightly due to
infrequent currency exchange transactions in the FX market. The situation is
quite diferent for a short-term foreign invest®he taget of short-term investors
is making money from short-term capital gains, not receiving long-term dividends.
This will motivate them to trade very often causing instability to both the stock
market and FX market.

In order to reduce the impact on the stock market and FX market stemming
from the behavior of such short-term foreign investors, the central bank monitors
the capital inflows and outflows of foreign investors. The central bank encourages
foreign investors to allocate their capital in the right designated underlying assets,
i.e., Taiwan stock market.

7. Conclusion

Taiwan has liberalised its current account and financial account for many
years. The recent trend is that the surplus in its current account has been
accumulating significantlyespecially after 2000. On the other hahaiwan
recorded more and more capital outflow due to outflow of private loans and
portfolio investment assets in financial account. The reasons behind the capital
inflow and outflow are quite different. The two major reasons explaining capital
inflows to Taiwan are: liberalisation of restrictions on foreign investment and
expectation of TWD appreciation. This brought in significant in foreign capital
inflows into Taiwan after 2000The expectation of WD appreciation pushed
private banks to borrow money abroad in the years 2002, 2003, 2004, 2005 and
2007 and brought in significant capital inflows. The major reason explaining capital
outflows fromTaiwan is the motivation of its residents looking for alternative
investment opportunities and diversifying their portfolio and risks. This brought
significant capital outflow after 2002 and dominated the deficit in its financial
account recently

In order to investigate how macroeconomic factors influence capital flow
we built up an empirical model based on the first SEACEN workshop. The
empirical results suggest that both capital inflow and capital outflow are stationary
overtime in our sample. On the other hand, the domestic real GDP growth rate,
domestic real interest rate, current account to GDP ratio, world real GDP growth
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rate as well as world real interest rate are non-stationary overtime in our sample.
After adopting first- order difference of those independent variables, our empirical
capital inflow regression results indicate that only the constant and difference
of domestic real GDP growth rate are significant to capital inflow while other
variables are insignificanturning to the capital outflow model, only the constant
item is significant to our capital outflow data. Other independent variables are
all insignificant. Note that the empirical results might be different in other sample
periods or models.

Two major policy tools of the central bank are FX policy and interest rate
policy. From the perspective of balancing the BMRoretically some monetary
policy might work under certain conditions. For instance, the central bank may
tend to adopt a loose monetary policy to encourage capital outflow when facing
a huge surplus in its current account, if the policgdars to balance the BOP
On the other hand, the central bank may adopt a tight monetary policy to attract
capital inflow when facing a huge deficit in its current account. In reality
conducting monetary policy is much more complicated than we normally think
because there are many constraints and scenarios that have to be taken into
consideration. Balancing the BOP is only one of the central banks’ main targets.
There are still lots of other proportionate targets the central bank has to deal
with.

Finally, it is essential for the central bank to maintain stable capital inflow
and outflow but it is not an easy task. Promoting the inflow of long-term capital
inflow could help facilitate economic growth and is beneficial for the recipient
countries. Whereas, with short-term capital, the inflow can sometimes cause
damage to the capital market and aggravate the volatility of the stock market
because of the myopic pursuit of profits. How to manage such kind of short-
term capital flow is an issue and an challenge for the central bank.
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Chapter 12

CAPITAL FLOWS AND THEIR IMPLICA TIONS FOR CENTRAL
BANK POLICIES IN THAILAND

by
Khatharit Sitthikul and Nashananchotikut

1. Introduction

Thailand has undgone dramatic changes over the last two decades.
one of the most successful of the newly industrialising countriéssia, its
economy made significant strides throughout most of the 1980s and 1990s, with
an exception of the crisis years in 1997-98. Significant improvement in the
economic fundamentals together with the strengthening of the financial system,
have contributed t@hailands impressive economic growth in the post-crisis
years.The countrys path of economic development has been outward-oriented,
as reflected in the openness towacdsrent and capital accounts as well as
in the government policies promoting Thai exports and inward foreign investment.
Unguestionablygreater real and financial integration with the global markets
have brought about many benefits and helped facilitate growth and development
of the Thai economyAt the same time, howeveincreased integration leaves
the country vulnerable to external shocks. The procyclicality and volatility of
capital flows can also create macroeconomic imbalances and, hence, pose
important challenges for policymakers in the conduct of monetary policy

This paper aims to shed light dimailands experience with capital flows
over 1985-present, with a focus on their implications on economic and monetary
variables as well as policy responses to manage these Wevdegin by
providing in Section 2 background on the evolutionTb&ilands current and
capital account liberalisation. Section 3 presents the trend of capital flows during
the 1985-2008Q3, followed by an empirical examination of their determinants in

1. Khatharit Sitthikul is a Senior Economist and a member of the Balance of Paytmaiysis
Team, Monetary Policy Group of the Bank Tfailand. Nashananchotkul is an Economist
in the CapitalAccount and Balance of Payments Polibtyam, Monetary Policy Group.
We are grateful to DrDuangmanee/ongpradhip, Dr Ammara Sriphayak, DrPichit
Patrawimonpon, DrTitanun Mallikamas, DrSomsajee Siksamat, Prasowgrakarnjanapongs,
Siripan Nakornthab, anéspecially Dr Yunyong Thaicharoen, for their help, comments and
guidance.We also thankAngsupaleeWacharakiat for providing the dat@he views expressed
in this paper are those of the authors and do not necessarily reflect the views of the Bank of
Thailand.
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Section 4. Section 5 assesses the risks associated with large capital flows. Sections
6 and 7 discuss implications of large and volatile capital flows on monetary
policy and on financial stabilityrespectively The conclusions and policy
recommendations are presented in Section 8.

2. General Framework and Major Capital Flows Management Policies

Thailand has long been relatively open to trade and financial flows with
current account convertibility and liberal treatment of inward foreign direct and
portfolio investments. Foreign direct investment, in particutas played an
important role in various stages of the courstryidustrialisation, especially
following the shift ofThailands general economic policy from import-substitution
in the 1960s to the promotion of export-oriented growth since the 1970s. Over
the period 1985-1997, foreign exchange controls on current and capital account
transactions were substantially relaxed. Inflows were further promoted through
a number of measures including tax and institutional reforms. There were times,
however when measures to slow down excessive inflows were necessary to
maintain or restore economic and financial stabil®yerall, Thailand has
continued to move towards a freer regime for capital flows, with a vision to
promote market-based mechanisms in driving sustainable economic growth.

2.1 Current Account and Capital Account Liberalisation

Thailands exchange control practice had been in conformity with thedMF’
Article VIII requirements even before the acceptance ofArte&le. There
were no restrictions on foreign exchange involving payments for and receipts
of current account transactions. Between 1985-1990, some foreign exchange
controls were loosened, including raising the limits on the amounts of foreign
exchange that could be purchased or brought in or taken out of the country for
various purposes and permitting the uses of foreign exchange deposits for transit
passengers and non-resident baht accounts for foreign-borrowing settlements,
stock transactions, and foreign investment.

Yet, the acceptance of tAeticle VIl in May 1990 signified as an important
milestone by marking the beginning of systematic financial reforms and capital
flow liberalisation in Thailand. Three phases of foreign exchange control
liberalisation were implemented. The aim was to keep the foreign exchange
regime in line with the growing globalisation of economic and financial systems
and greater mobility of international capital funds. The regulatory relaxatien
to allow market force to play a more active role in the utilisation and allocation of
capital flows.
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The first phase of exchange control deregulation (May 1990) allowed
commercial banks to authorise foreign exchange transactions in trade-related
activities without prior approval from the Bank of Thailand (BOT), and further
increased the limit on foreign exchange purchase to facility transfers and traveling
expenses. The second phase (April 1991) lifted most controls related to capital
account-related inflows. Non-residents, for the first time, can open foreign-
currency accounts provided that funds originated from abroad. Foreign exchange
earners were allowed to accept payments in baht from non-resident baht
accounts without approval from the BOT and to use their foreign currency
proceeds from abroad to service external obligations. The third phase (February
1994) included raising the limit on outward transfer of direct investment by
residents, abolishing limit on traveling expenses, and permitting authorised banks
to lend to non-residents in foreign currency without limit. In essence, these
relaxations of foreign exchange controls were targeted at letting market force
to play a more active role in determining cross-border capital flows and
encouraging utilisation of baht in regional trade.

To facilitate continued economic growth and development of the financial
system, beginning from 1992, the authorities progressively deregulated financial
institutions’ operations and expanded their scope of operation. The ceilings on
all deposits and lending rates were removed by 1898umber of reforms
were designed to support and promote the stock market. The centerpiece of the
new financial facilities was the Bangkok International Banking Facilities (BIBF)
established in March 1993. The BIBF was meant to serve as groundwork for
international financial services and for mobilising capital from abroad to support
regional economic growth and development. Some BIBF transactions received
tax privileges, encouraging more uses of foreign capital. Following the
commencement of the BIBEapital inflows intol'hailand, especially short-term
loans, increased at an unprecedented rate (see more details in Section 2) leading
up to the financial crisis in 1997.

2.1.1 Post-crisis Liberalisation

Since the crisis, the authorities have adopted a liberalisation scheme in which
sequencing and prudential regulations are the@®eythe inflow the major change
was the relaxation of foreign ownership limit of Thai banks and finance companies
as well as certain non-bank businessé&sis has considerably changed the

2. Since 1997, foreign banks which are financially sound and with potential to help improve
productivity in management and operation of Thai financial institutions have been allowed to
hold more than 49% of total shares in Thai financial institutions for ten years. Beyond ten
years, if the foreign owners still end up holding more 49% of total shares, they will not be forced
to sell off their shares, but they will not be allowed to acquire additional shares.
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landscape of financial institutions in the country by strengthening the system
through recapitalisation. Foreign ownership in real estate, previously severely
restricted, was also eased to allow for greater investment flexibility and to attract
a wider market. Moreoveto promote foreign investment in companies listed

in the Sock Exchange offhailand (SET), therhai Non-\6ting Depository
Receipt (NDVR) Company Limited was established in 2001 as a subsidiary of
the SET Under this arrangement, the NVDR Company acts as domestic nominee
for foreign investors and is not subject to foreign ownership fiffitis creates
more room for foreign participation in the Thai stock market, encouraging inward
portfolio investment.

Controls on capital outflows, which were liberalised only gradually throughout
the pre-crisis period, have been increasingly loosened since the second half of
2003, partly as a result of the improvement in the countigreign reserve
adequacyThis regulatory relaxation on outflows not only enhances greater
international diversification, but also helps create more balanced flows and correct
foreign asset-liability mismatch in the private se&dralance sheet. Residents
are now allowed to invest abroad through mutual funds and other institutional
investors. Since July 2003, authorised institutional investors have been allowed
to invest abroad, and the asset classes and investment quota were gradually
expanded. The authorities also raised the limit on direct investments abroad by
Thai residents, with the aim of encouraging Thai companies to gain from greater
investment opportunities in the global markets.

2.2 Policies Implemented to Manage Capital Flows

In general, Thailand has been very open to foreign capital flows, with virtually
no restrictions on non-resident inflows and outflows related to genuine trade and
investmentAdministrative measures might sometimes be used as anti-speculative
policy tools to manage capital flows. Direct controls would be the last resort
and would be implemented only in situations where excessive and volatile capital
flows—especially those of short-term and speculative nature—appeared to
threaten the economic and financial stahility additional to temporary direct
controls, Thailand also retains prudential measures on residents’ short-term
external borrowing and investment abroad to limit the private sedimeign
short-term liabilities and foreign currency risk exposure. Howdivese measures,
especially on outward investments, have gradually been relaxed since 2003.

3. The NVDR Company issues NVDRs to foreign investors who want to invest in underlying
stocks, warrants, and Transferable Subscription Rights (TRS). By investing in NVDRs, foreign
investors are entitled to all financial benefits (i.e. dividends, right issues or warrants, capital
gains) of underlying stocks, except for voting right.
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The circumstance leading up to the use of capital controls in the years
1995-97 and in the years 2006-07, as well as the specifics of these controls, are
outlined below:

2.2.1 Managing Capital Inflows and Outflows during 1995-97

The reforms to promote investments in the Thai stock markets and the
establishment of the BIBF during the first half of the 1990s, together with the
large positive interest rate differential and the fixed exchange rate regime, induced
large capital inflows to Thailand by providing attractive returns and low currency
risk. A growing proportion of net inflows were short-term in nature, reaching
60% of the total in 1995. This alarming level of short-term inflows led the Thai
authorities to start restricting short-term capital inflows in 1995 by imposing a
7% reserve requirement on banks’ non-resident baht accounts. These restrictions
were extended in 1996 to cover new foreign borrowing of less than one year
by commercial banks, BIBFs, and finance companies.

In 1997 Thailand began to experience net capital outflows due to non-
residents’ liquidation of baht-denominated assets and debt repayment induced
by lower confidence of creditors. Rising interest rates to counteract outflows
aggravated the solvency and liquidity position of many banks and finance
companies. In July 1997, faced with a currency and banking crisis, the authorities
floated the baht and a managed floating exchange rate was adopted. Baht
transfers to non-residents in all cases were temporarily restricted except for
those transactions associated with exports and imports of goods and services,
and direct and portfolio investment. In January 1998, this measure was abolished
and replaced by the 50 million baht lending limit to non-residents to prevent
internationalisation of the baht.

2.2.2 Managing Capital Inflows during 2006-08

After the crisis in 1997, there emerged a new wave of capital inflows to
the country from 2002 onward. Surging inflows both in the form of direct and
portfolio investments, accompanied by declining outflows of debt repayment,
resulted in large capital account surpluses in 2005 and 2006. This, together with
the current account surpluses due to strong exports performance, exerted
considerable upward pressure on the baht. Of the total inflows, large and
increasing sum of foreign capital flowed into short-term fixed income instruments
with the objective of gaining from attractive yields and anticipated baht
appreciationTo discourage such speculative activities, the B@flemented a
number of anti-speculation measures, such as imposing a cap on the daily

351



outstanding balance of non-resident baht account, prohibiting transactions
comparable to Thai baht lending or selling to non-residents without underlying
trade or investment in Thailand with holding period of more than three months.

However the efectiveness of these measures combined with increased
foreign exchange intervention proved to be limited as foreign investors could
find other ways to speculate on the bakg.the baht continued to be highly
volatile and strengthened at an accelerating pace, the BOT decided to implement
the Unremunerated Reserve Requirement (URR) measure on December 18,
2006, to serve as a price-based friction on the types of inflows that are more
likely to be used by currency speculators. These included new inward investments
in the form of foreign loans, fixed income instruments, mutual funds, property
funds, currency swaps, and non-resident baht accounts without proofs of genuine
trade and long-term investment underlying. These incoming funds were subject
to 30% withholding at the banks without interests and would get the full amount
of reserve back after one yed#lrthe funds have remained irhailand for at
least one yeaithe customer will be refunded in full the amount of the reserve
withheld.A penalty would apply to funds remainingTihailand for less than one
year in which case the customer will be refunded only two-thirds of the reserve
withheld. Inflows below US$20,000 as well as inflows related to trades in goods
and services, foreign direct investment, and equity investment in the stock market
were exempted from the URR measure.

The BOT gradually relaxed the URR measure over the subsequent period
by providing a full-hedging requirement as an alternative to the URR for some
types of inflows. The measure proved adequate to stabilise the baht and reduce
the size of inflows to a more manageable level. Howeuweare of the potential
adverse effects of the URR measure on domestic businesses and its
ineffectiveness in the long run, after a careful consideration of changes in the
environment and other relevant factors, the BOT decided to uplift the URR
measure on March 3, 2008.

3. Trends of Capital Flows inThailand since 1985
The chronology of economic conditions and capital flows to Thailand over
the past two decades can be roughly divided into three periods: before the crisis

(1985-1996), during and after the crisis (1997-2002), and the recent years (2003-
2008Q3).
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3.1 Key Economic Indicators
3.1.1 Pre-crisis Period (1985-1996)

The Thai economy exhibited an impressive growth during the decade
beginning with the year 1985 with the average annual growth close to 9%. This
remarkable pace of economic growth was considerably influenced by waves of
financial liberalisation implemented over this periatter the abolition of interest
rate ceilings on time deposits in 1989 and all other deposits and loans in 1992,
the domestic interest rates subsequently increased—3-month deposit rate
averaged 9.4% per annum while the MLR averaged 13% per annum. The
differences between domestic and foreign interest rates were also reduced, though
still existed. Dismantlement of foreign exchange controls, competitive interest
rates, together with the pegged exchange rate regime, led to greater flows of
foreign funds into the countryhe rapid economic expansion also brought about
relatively high inflation at 4.3% per annum on average.

In regard of external stabilitps more and moikhai businesses financed their
investment from foreign sources instead of from domestic finances—owing to the
negative saving-investment gap, persisting current account deficits, and the promotion
of the BIBF, Thailands external debt became roughly doubled from $43.6 billion in
1992 to $108.7 billion in 1996, equivalent to 66% of GBiRce these loans tended
to be denominated in foreign currency and to be on a short-term basis while the
investment horizons were long term, this created large currency and maturity
mismatches which, in turn, raised the degree of balance of payments vulnerability
The large volume of imported capital funds also adversely contributed to stock and
property price bubbles and the courgrgurrent account deficits during this period
(average 5.1% of GDP).

3.1.2 During and After the Crisis (1997-2002)

The crisis brought about the devaluation of the baht and the adoption of the
managed-float exchange rate regime on July 2, 1997 to replace the pegged exchange
rate regime. The baht subsequently lost more than half of its value to reach its
lowest point of 56 baht to one US dollar in January 1998. The economy contracted
markedly by 10.5% in 1998t it was able to bounce back quickly and to expand
at an annual average of 4.2% in 1999-2002, thanks to the robust growth of the
export sector (accounted for 36% of the GDP in 1997 and 55% of the GDP in 2000)
spurred by the baht depreciation. The current account recorded surpluses. This export-
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Figure 1
Key Macroeconomic Indicators

insert figure 1

Note: For year 2008, data are from the first half of the.year

led growth was also reflected in the rise in the degree of economic openness (the
sum of export and import values to GDP) which increased from 61% of GDP
before the crisis to 93% of GDP in the post-crisis period.

As for the rate of inflation, after its peak at over 8% in 1998, it was brought
down substantially in the subsequent years in line with a low-inflation phenomenon
in the major countries and peer economies. The inflation rate in Thailand during
2000-2002 averaged at merely 1.3% per yiahould be noted that this low
inflation was concurrent with the adoption of the inflation-targeting monetary
policy framework in Thailand in May 2000.

3.1.3 The Last Five Years (2003-2007)

Upon its full recovery from the crisis, the Thai economy achieved outstanding
performance with an annual growth rate of around 7% in 2003 and 2004, the
highest level since 1995. The overall economic growth was mainly driven by
growing domestic demand and partially by booming exports benefiting from
competitive exchange rate as well as from the healthy global ecofdray
overall balance of payments recorded increasing surpluses throughout this period,
exerting upward pressure on the baht, especially in 2006, when both the current
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and the capital account registered surpluses. The only year during this period
in which the current account recorded a deficit was 2005. This sudden turnaround
was caused chiefly by thihai governmens$ decision to terminate the oil price
subsidy programm®®

Despite the overall robust export performance, during the past three years,
the economy slowed to grow at a relatively lower rate due largely to the shrinking
domestic demand. The key factoesponsible for this domestic economic slack
include continued political uncertainties, which dampened investor confidence, and
higher oil prices, which lowered domestic consumption and investment and spurred
the rate of inflationA slower growth is expected in 2008 and 2009 in the context
of extraordinarily weak outlook of the world economy caused by the on-going global
financial crisis.

4. Thailands diesel subsidy since January 2004 came about after it was foreseen at the time that
the global oil price would skyrocket. While the subsidy has assisted Thai economic growth to
continue its momentum, the prolonged effect of the oil price hike has caused a growing fiscal
burden on the government budget. Having underestimated the time frame of the soaring oil price,
the oil subsidy became unsustainable. The government, led at the time by Thaksin Shinawatra,
finally took the action to lift the cap on the diesel price. This end of the subsidy programme
edged the producers towards the real market price and allowed the producers to become more
prudent about their oil consumption.

5. Interestingly Chinas entry to theWorld Trade Oganisation (WD) in 2001 contributed to
boosting, not damaging;hailands export growthThai exports to China increased more than
five fold in value between 2000 and 2007, with exports share doubled from 4.1% of total exports
in 2000 to 9.7% in 2007. This can be explained by ttlengular international trade pattern
arising from Chinese integration into the world production network: Asisin countries export
intermediate goods to China for processing, and China, in turn, exports final products to the
United States and Europe.
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Figure 2
Evolution of Overall Balance of Payment (% of GDP)
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3.2 Capital Flows
3.2.1 Pre-crisis Period (1985-1996)

During this period, the gross capital inflow recorded on average 7.8% of
GDP per year with its peak at 15% of GDP in 1995. The FDI inflow started
to pick up since 1985 after the Plagecord that resulted in a @ in the value
of yen, leading to Japanese businesses relocating and expanding their production
bases in the Southeassian countries, includinghailand.At the same time,
the portfolio investment inflow was steadily increasing owinghailands strong
macroeconomic performance, attractive returns on investment, and the capital
market liberalisation. This flood of inflows into the stock market drove the stock
price growth to achieve an average of 27% per annum.

Figure 3
Evolution of capital inflows (% of GDP)
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After 1990, the role of FDI and portfolio investments in the Thai financial
development began to subside as the “other investment” (comprised mostly of
bank loan and non-bank private loan) assumed its importance, with bank loan
alone accounted for 66% of the net capital fldlwe inflow under the other
investment category reached its peak at 12% of GDP in 1995. Because of the
lower cost of financing and the lower risk of exchange rate, non-bank private
loan from abroad was on a rise since the late 1980s, while bank-related inflow
spiked up after the establishment of the BIBF in 1993. One major attraction of
BIBF loans was tax privileges—even over domestic borrowings—given to BIBF
borrowers, including those on juristic income tax, special business tax, and interest
income tax. Consequentlyhai businesses shifted from domestic loans as well
as external non-bank loans to the BlBerborrowing through the BIBF was
one of the key factors that led to the financial crisis in 1997.

Figure 4
Composition of other investments — Inflows (% of GDP)
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1 Public & Moetarv authorities flow —— Total Other investment inflow
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3.2.2 During and After the Crisis (1997-2002)

The gross capital inflow during the five years following the onset of the crisis
registered large negative numbers—averaging at -3.8% of GDP per annum in 1997-
2002—indicatingsubstantial capital reversal during this period. Most of the reversal
was in form of the repayment of external debts—BIBF and non-bank loans—made
during the economic boomrior to the crisis. The largest reversal at -5.6% of
GDP occurred in 1998 largely due to the gloomy economic outlook and the loss
of confidence in Thai borrowers’ ability to repay debt.
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FDI inflow, howeverwas generally not efcted by the crisidlo the contrary
large FDI flows flooded into Thailand in the aftermath of the crisis to take
advantage of the baht depreciation, which translated into cheaper assets and
production costs for foreign businesses. The increase in FDI inflows played a
key role in offsetting the severe effects of sudden stops and reversal of foreign
loans and other investments on fheai economy

The dramatic baht depreciation also directly caused the price of Thai stocks
to be cheaper in dollar terms, making them attractive to international portfolio
investors. The resulting large inflows in terms of portfolio investment in the third
qguarter of 1997 also helped cushion the privates secta&t outward capital
flows. However the continued baht depreciation in 1998 brought capital loss to
the investors as well as it deteriorated investors’ confidence. This, together with
the impact of the Septembet errorist attack in the U.S., brought about the
net withdrawal of portfolio investment in 2001-2002.

In regard to the resident outflows, after the floating of the baht, the higher
currency risk has led to higher foreign exchange hedging demand by Thai
businessesThis, in turn, resulted in an increase in cross-border bank activity
as recorded under the “other investment” categsince banks had to square
foreign-asset position in order to meet the net foreign exchange exposure
requirement. Howevethe gross outflow by residents was still at a relatively
low level during this period partly due to the existing controls on outward
investments.

Figure 5
Evolution of capital outflows (% of GDP))
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3.2.3 The Last Five Years (2003-2007)

Inflows to Thailand have increasingly shifted from being dominated by bank
loans during the pre-crisis period to more from FDI and portfolio investment
over recent years. Foreign bank loans have declined significantly as both the
official and private sectors paid down the external debt and sought alternative
financing via domestic financial markets. This waning importance of bank loans
manifested in the level of external debt, which has declined substantially from
48.8% of GDPin 2002 to 29.4% in 2007Moreover of the total outstanding
external debt, the share of baht-denominated debt has continued to increase.
This, together with higher hedging ratio by Thai exporters/importers, implies a
substantial reduction dthailands vulnerability to currency exposure compared
to the pre-crisis period.

FDI has become the most important component accounting around 80% of
the gross capital inflow over the last five years. This is due to a significant
shrinkage of cross-border bank loans mentioned above as well as the promising
growth prospects of the Thai economy that attracted increasing inward
investment. Portfolio investment inflow has also been on an increasing trend
owing to several factors, such as the increase of international institutional investors,
the recent lack of confidence in the U.S. econdmnyher financial liberalisation,
innovative trading instruments in the stock market, such as non-voting depository
receipt (NVDR) as well as the higher yields and local currency appreciation.
However being of short-term nature, portfolio flows are highly sensitive to news
and investor sentiment and, hence, apparently unstable.

Since 2003, the Thai authorities have further relaxed restrictions on capital
outflows by residents both in forms of direct and portfolio investment. This was
aimed to promote greater acquisition of foreign assets so as to bring overall
benefits to the economy through more balanced capital flows and improved wealth
diversification.

Gross capital outflow has surged considerably from 2005 onward, reaching
6.8% of GDP in 2007. While FDI outflow has not been very responsive to the
policy stimulation, outward portfolio investment, on the other hand, has increased
quite impressively following the further liberalisation of portfolio investment through
institutional investors. The major component of the gross outflow remains in the
form of foreign currency deposits by the banking sectors as appeared under the

6. The denominator here has been adjusted to be compliant witiWahid Bank method, i.e.,
calculated as a three-year moving average .GDP
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other investment flows. This type of outflows reflects largely the increase in
foreign asset holding by the banking sector to square their foreign asset positions
as a result of being the counterparty to the Bslwap agreements and clients’
foreign exchange derivative agreements. It is important to note that, rising
demand—be it from exporters, importers, or other market participants—for
foreign exchange hedging against exchange rate appreciation or depreciation
has potentially induced volatility of the net capital flow in the recent years.

Figure 6
Evolution of Net Capital Flows (% of GDP)

E Net FDI flow Net Portfolio flow
HEB Net Other investment flow —®— Total net flow

% of GDP

2003
2004
2005
2006
2007

2008*

Note: * For the year 2008, flows are cumulated over the first nine months of the year

To summarise, th&hai economy in the post-crisis has come to rely more on
FDI as a major source of foreign funds. Reduced reliance on foreign bank loans
helped to improvdhailands external balance sheet position by making it much less
sensitive to exchange rate changes and less exposed to the risk of capital reversal
compared to the past. Moreoyvéine adoption of a managed-float exchange rate
regime was a key to reduce vulnerability to crises as well as promote microeconomic
efficiency as businesses need to learn to price in and manage FX risks.

On the current account side, international trade has grown significantly in terms
of its importance relative tdhailands overall economic structure, as confirmed by
an increase in the degree of trade openness from the pre-crisis average of 61% of
GDP to 106% of GDP over the last five years. The continued robust performance
of the export sector has supported the coumegbnomic growth at times of falling
domestic demand. In addition, the resilience of the Thai economy to potential volatility
of capital flows and exchange rate has been further improved through more balanced
capital flows as a result of gradual liberalisation of resident oytiswell as through
more efficient risk management practice by the private sector and the large
accumulation of foreign exchange reserves during the recent years, which will later
be discussed in this paper
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Since gross capital flows have been increasingly large and volatile over the
years, to make the picture more complete, we shall next examine what are the
key drivers of capital flows to Thailand, so as to assess the potential risks of
a shift in these factors.

4. Determinants of Capital Flows

This section aims to identify the key determinants of capital flows in the
case of Thailand. The focus is on the “push” and the “pull” factors in influencing
different types of inflows, especially those of a short-term nature. The results
of this exercise will help us understand better the nature of capital flows and
for us to have a greater awareness of the potential vulnerability related to these
flows. The ability to identify the determinants of large flows will also help the
authorities in designing an effective capital-flow monitoring system.

4.1 Analytical Framework

The relevance of pull (internal) and push (external) factors has been at the
heart of the economic debate and empirical studies on what drives capital flows
into emerging market economies. The pull factors may include domestic variables
such as robust economic performance, financing needs, expectations of exchange
rate appreciation, high expected returns relative to the rest of the world as well
as improved governance institution, credit rating, economic and financial reforms,
and political stabilityThe push factors often discussed in the literature include
slow growth and lack of investment opportunities in major economies, excess
global liquidity, and international investorgiew on risk in the market, among
others.

Although in practice it is difficult to assess the relative importance of these
two sets of variables, such a judgment would help determine whether capital
inflows are likely to be permanent or tempordfgr instance, if capital inflows
were motivated primarily by strong macroeconomic performance and improved
governance of the domestic econgitinen such inflows would tend to be more
stable and productive. On the other hand, inflows driven by excess liquidity of
the global financial market and low-risk environment based on the market view
tend to be temporary and volatile, pouring into emerging markets to make
speculative profits from relatively more attractive yields and expected local
currency appreciation. This latter case heightens the risk of a sudden reversal
of the inflows if global liquidity dries up or there is a sudden change in inigstor
attitude towards risk.
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We consider the following pull and push factors in determining capital inflows
in Thailand during 1993Q1-2008Q3) Thailands real GDRyrowth, 2) current
account balance to GDB) world real GDRyrowth, 4) market view on risk,

5) real interest rate differential between Thailand and the major economies, 6)
growth of global liquidity 7) exchange rate appreciation, and 8) stock return
differential® Figure 7 introduces the short-hand notations and provides a
description of the variables.

Based on economic reasoning, the prospect of economic prosperity should
be a positive factor that draws foreign capital into the host cou@Gtmrent
account balance measures the extent to which the country needs to finance
current account deficits: in a relatively flexible exchange rate regime, current
account deficits should, in principle, coincide with capital account surpluses. The
slower growth of the advance economies as well as the low-risk investment
environment causes investors based in these countries to look overseas in the
search for better yields elsewhere, especially in gimgrmarketsAlong the
same line, the relatively high interest rates, strong stock market performance as
well as expectations of local currency appreciation in emerging markets make
investments in those economies appealing. Lak#yhigh growth of global liquidity
means international capital is more abundant, readily available for investing where
expected returns are above average.

The graphic illustration of the relationships between aggregate capital inflows
and the above potential factors are shown in Figure 8 b&lancan make an
observation by eye-balling these time series plotsTthaitands economic growth
seems to predict capital flows quite well before and during the crisis, but not
in the subsequent period. Current account balance is more or less a mirror image
of capital inflows around the zero line, but this relationship seems to break since
early 2006. Most strikingly in this graphic analysis is the relationship of investors’
view on risk and the inflows: the (inverse of) VIX index closely synchronises
with the dynamics of capital inflows in Thailand throughout the whole sample
period.A similar pattern is observed for the global liquidity fackéowever the
relationship evidently breaks down at the end of the sample period, coinciding
with the onset of the global financial crisis of 2008. This may be caused by the

7. Thailand began to recogliarterly GDP data from 1993Q1 onwards. Observations in the regression
models include quarterly data in 1993 regardless of the year-on-year growth variables that require
1992 data. The quarterly 1992 data are approximated by the method of extrapolation using
annual 1992 figure and average quarterly distribution during 1993-1995.

8. Although political instability in Thailand during the recent years is likely an important factor
that discourages part of the capital inflows, it is not included in the regression model due to
the lack of a quantitative indicator of political conditions.
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way the global liquidity index is constructed—as a growth of U.S. monetary
base plus reserves held at the Federal Reserves in custody for foreign central
banks. The fact that the U.S. government unconventionally made several rounds
of rate cuts and extensive liquidity injections in attempt to prevent a crisis could
have caused the U.S. money base to expand substamtifdliing the measure

of “global liquidity” under this definition. Notwithstanding these apparent bivariate
relationships, in the next subsection, we conduct a formal econometric test in
order to reach empirically sound conclusions.

Figure 7
Description of Variables
Variable Notation Description
Capital flows
Total capital inflow CF_TOT Log of total capital inflow
FDI inflow CF_FDI Log of FDI inflow
Portfolio investment CF_PORT  Log of portfolio investment inflow
inflow
Other investment inflow CF_OTH Log of other investment inflow
Pull factors
Real GDP growth GDP Real year-on-year GDP growth rate (%)
Current account to GDP  CA Current account surplus to GDP ratio (%)
Real interest rate INTDIF The difference between real 12-month deposit rate
differential in Thailand and the GDP-weighted average of 12-
month LIBOR rates of the currencies of the G3
economies
Exchange rate BAHTAPP  Year-on-year rate of change of USD/Baht (%)
appreciation (Positive = appreciation of Baht relative to USD)

Stock return differential STOCKDIF Thailand’s total stock return subtracted by the
overall total stock returns (GDP-weighted)
averaged for the G3 countries

Push factors

World real GDP growth ~ WGDP GDP-weighted average of real year-on-year GDP
growth of the G3 countries (%)
Market view on risk VIX Log of VIX index'
(Increases in VIX = investors perceive higher risk)
Global liquidity GLOLIQ Year-on-year growth (%) of U.S. monetary base

plus reserves held at the Federal Reserves in
custody for foreign central banks
Note: * G3 = The U.S., Japan, and the euro area.

9. VIX is a symbol for the Chicago Board Options ExchaMgéatility Index which is a measure
of implied volatility of S&P500 index options. This index is often viewed as a proxy for market
view on risk and uncertaintfhe higher thé/IX index, the riskier is the investment environment
perceived by investors. It is sometimes referred to &saaindex.
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Figure 8
Capital Inflows and Potential Determinants
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4.2 Econometric Investigation

Based on the discussion of the potential determinants of capital flows above,
we employ econometric methods to test the importance of each factor in
influencing capital inflows torhailand.A basic regression model would be
specified as:
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CF=z=a+pBX+d +¢ D)

where CF is one of the capital flow variables specified in FigureXis
a vector of the pull factorg push factorsp denotes a constant teri;and
a are a vector of coBtients onX andZ, respectively; finally € represents a
disturbance term.

The time-series variables used in all regression models in this paper are
quarterly data running from 1993Q1 to 2008Q3. Since most time-series economic
variables tend to establish strong trends and thus are non-statinmaring
simple OLS regressions on these variables can give rise to misleading or spurious
values of Rand t-statistics. Therefore, we will first test for non-stationarity due
to the presence of a unit root for each variable in the model, before proceeding
with an appropriate estimation model based on the test results.

4.2.1 Unit Root Tests

We use theAugmented Dickey-Fuller (ADF) test to determine whether the

variables in question contain a unit root. For a sequgndae test is carried out
in the context of the model:

p
DY, = U+ Wiy +__22 by, + v, 3

The parameter of interest ys Under the null hypothesis of a unit rogt,
= 0, i.e., they, contains a unit root. The test-statistic is compared with the
critical values in the Dickey-Fuller table. The optimal number of lags is determined
using the Schwarg’Bayesian information criterion (SBIClhe results of the
unit root tests on the levels and the first differences of the variables are
summarised in Figure 9.
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Figure 9
Augmented Dickey-Fuller Tests

Level First difference
Variable Test 5% Lag  Presenc Test 5% Lag
statistic  critical lengt e of unit statistics  critical  lengt
s value h root value h
CF_TOT -2.113 -2.910 1 Yes -14.861 -2.910 0
CF_FDI -1.398 -2.910 1 Yes -13.486 -2.910 0
CF_PORT -2.273 -2.910 1 Yes -13.832 -2.910 0
CF_OTH -2.195 -2.910 1 Yes -13.284 -2.910 0
GDP -2.771 -2.910 1 Yes -5.774 -2.910 0
CA -2.329 -2.913 4 Yes -6.56 -2.912 3
WGDP -2.063 -2.909 0 Yes -4.623 -2.910 0
VIX -2.031 -2.909 0 Yes -8.997 -2.910 0
INTDIF -2.114 -2.909 0 Yes -6.514 -2.910 0
GLOLIQ -1.417 -2.909 0 Yes -5.617 -2.913 6
BAHTAPP -5.195 -2.910 1 No -7.032 -2.912 2
STOCKDIF -6.130 -2.909 0 No -12.286 -2.910 0

Based on the test results, all the variables can be treated as non-stationary
and integrated of order I(1), except for the exchange rate appreciation and stock
return diferential which appear to be stationary

4.2.2 Cointegration Tests

To test for cointegration of tH¢l) variables, we employ the Johansen (1995)
maximum likelihood method. Since, in order to employ the Johansethod, all
the included variables must be integrated of the same, @rddrave to leave out
the exchange rate appreciation and stock return differential from the regression
model. Moreoverwhen we investigate the correlations among the independent
variables, it appears that the VIX index and the global liquidity measure are strongly
and significantly correlated (correlation = -0.598, prob. = 0.001), thus, we also drop
the latter from the model to avoid multicolinearity problem.

Under this approach, all the variables in the model are viewed as endogenous,
with each expressed as a linear function of lagged values of itself and all other
variables. This set of equations can be represented in the form of a vector
autoregressive equationVAR. Manipulation of this vector equation produces
a vector error correction model (VECM) of which the parameters are then
estimated simultaneously via maximum likelihood. This VECM takes into account
the fact that there is an equilibrium or a long-run relationship between the non-
stationary variables.
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The first step of the Johansen method is to determine the number of cointegrating
vectors in this system, which is equal to the rank of the matrix of coefficients
associated with the variables in the VECM equation. The test results for the case
of total capital inflows are shown in Figure 10. (The rank test results for the case
of individual components of inflows are omitted here.)

Figure 10
Cointegration Rank Test
Vectors: CF TOT, GDP, CA, WGDP, RISKAPP, INTDIF
Max rank  Eigenvalue Trace 5% Prob.
Statistic ~ Critical Value

r=0% 0.458 129.817 95.754 0.000
r=1% 0.421 93.092 69.819 0.000
r=2% 0.405 60.294 47.856 0.002
r=3 0.260 29.183 29.797 0.059
r=4 0.122 11.109 15.495 0.205
r=>5 0.054 3.333 3.841 0.068

Note: * denotes rejection of the hypothesis at the 5% level

The rank test based on trace statistics indicates that 3 cointegrating equations
at the 5% level for the case of total capital inflovne test for each of the
three components of capital flows consistently rejects the null hypothesis of no
cointegration, but the results are omitted here to save space.

4.2.3 VECM Estimation

We now estimate the parameters of multivariate cointegr@M under
the Johansen (1995) procedure with the number of cointegrating equations
suggested by the rank test above. The lag length of the variables is selected by
SBIC. By normalising the co-integrating vector with respect to the capital flow
variable, the model estimation can be expressed in a single equation, which
represents a long-run relationship between the capital flow variable and the other
variables, as follows:

CF = B, + BGDP + B.CA + BWGDP + BVIX + BINTDIF ®)
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The short-run dynamics of the long-run equation above can be expressed in the
form of error correction representation as:

ACF, = }+G.(ECM )+ 9,ACF_ +39,AGDP +%9,ACA +%{ AWGDP,
+3 9, AVIX | +3 9, AINTDIF )

where ECM represents the error correction term:
ECM, =CF - B, - BGDP - B.CA ~ BWGDP— BVIX — B INTDIF (5)

The short-run dynamics (Equation 4) describe the way in which the system
adjusts or corrects back to the long-run equilibrium, where the point at which
ECM, = 0 can be thought of as an equilibrium of the system. The coefficient
on theECM_, in Equation 4,, is the speed of adjustment. Figdrerésents the
estimated coefficients of the long-run relationship between capital flows and the
other variables as in Equation 3, and the estimates for in Equation 4.

4.2.4 Discussion of Results

Based on the estimated results for the whole sample period (Columns 1-
4), domestic economic growth appears to be one of the important drivers of
overall capital flows to Thailand. The results suggest that a 1 percentage point
increase in Thai GDP growth leads to a 1.9% increase in FDI inflow and a
7.3% increase in other investment infloBut it causes the portfolio inflow to
decrease by 0.9%. Howeyarhen we consider the results over the more recent
period, that is, 2000 onwards (Column 7), the portfolio inflow is also positively
determined by the growth in domestic G[@Rerall, the results strongly suggest
procyclicality of capital flows to Thailand.

As expected, the current account balance relative to GDP has a negative
relationship with capital inflomWhen the CA/GDRatio is 1 percentage point
lower, total capital inflow tends to increase by 4.9% (Columfiis is consistent
with the balance of payments concept for a relatively flexible exchange rate
regime in which capital inflows are needed to finance current account deficits.
Interestingly howevey for the latter half of the sample period, FDI inflow seems
to be positively associated with current account surplus (Colundn@ausible
explanation is that strong current account performance coincides with robust
economic growth during this period, which, in turn, leads to expansion of foreign
direct investments either in terms of new investments or increases in direct
loans from parent to subsidiary companies.
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The world real GDP growth also establishes interesting results. The impact
of world economic growth on FDI gositiveand significant both for the whole
sample period (Column 2) and for the recent period. On the caontsaefects
on portfolio and other investment inflows are statistically significant only for the
latter period and signifgegativerelations (Columns 7-8). In light of these results,

FDI expansion to emerging markets appear to be driven by healthy economic
growth of the countries of the parent companies, while lack of investment
opportunities in mature economies due to their slow growth seems to be a stronger
motivation for portfolio and other investment floWs.

The interest rate differential factor produces mixed results on different forms
of inflows. The estimates suggest that an increase in the real interest rate
differential between domestic interest rate and the world interest rate induces
portfolio investment infloyw but this is dket by its efect on FDI and other
investment inflows in the opposite direction.

What is worth highlighting is the importance of the measure of market view
on risk as a determinant of capital inflows. Focusing on the latter period, this
measure is significantly and negatively correlated with inflows across all types.
A 10% decrease in the VIX index causes FDI, portfolio investment, and other
investment inflows to rise by 3.9%, 3.2%, and 13.9%, respectiviyeover
based on Granger causality tests (Figure 12), while causality is not detected
between most of the other potential determinants and capital flow variables, the
test results support the causation from the VIX index to portfolio and other
investment flows, albeit not to FDI flo@imilarly, when this measure is replaced
by the global liquidity index, the main results remain unchanged, implying that
global liquidity is another important capital flow determinant. Interestjnghen
the VIX index and the global liquidity index are both present in the model, the
global liquidity becomes insignificant, suggesting relative less relevance of the
global liquidity index than the VIX.

As for the speed of adjustment, which is captured by the alpha coefficient,
short-term inflows appear to have strong negative feedback in the short-run dynamic,
possibly reflecting the volatile nature of this type of flows. On the other hand, the

10. The results from this exercise with regard to FDI should be taken with caution. This is because
other, more conventional, determinants of FDI are not included in this model. For example,
according to the Eclectic (OLI) Paradigm by John Dunning, FDI is motivatedwmership
advantageqfirm-specific advantages)pcation advantagegcountry-specific advantages), and
internationalisation advantage#&\bsence of these factors as explanatory variables could be a
reason for the low R2 of the FDI regressions.
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system of FDI inflows produces an alpha coefficient that is small (Column 2) or is
not statistically different from zero (Column 6), which is consistent with the fact that

FDI flows are generally regarded as a persistent type of flows that tend not to
fluctuate in the short-ruill the above results stress the need to distinguish among

different types of investment when analysing capital flows as they are driven by
different factors, possess different characteristics, and evolve differently through
time.

In sum, the surge of short-term capital flows to Thailand in the recent years
has been both pulled by domestic economic performance and pushed by external
factors, including global liquidityinvestorsview on risk, and economic conditions
of major economies, with the external factors appear to play relatively more
important role. How development of capital flows has complicated the conduct
of monetary and exchange rate policies will be discussed in the following section.
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T.LE

Figure 11
Vector Error Correction Estimates
Dependendariables: Log of capital inflow

Whole Sample (1993Q4-2008Q3)

2000Q1-2008Q3

Total FDI Portfolio Other Total FDI Portfolio Other

@ (2) 3) “) ) (6) Q) ()
Real GDP growth (%) 0.0760 0.0192 -0.0093 0.0735 0.0557 0.0113 0.0319 0.0114
[3.437] [3.666] [5.347] [5.210] [2.199] [0.833] [2.358] [0.236]
Current account to GDP (%) -0.0493 0.0010 -0.0038 -0.0549 -0.0201 0.0623 -0.0503 0.0392
[2.371] [0.220] [2.419] [3.977] [1.585] [9.394] [7.509] [1.616]
World real GDP growth (%) 0.3947 0.0898 0.0137 0.0634 0.1899 0.2130 -0.0829 -0.7000
[3.892] [3.751] [1.716] [0.971] [4.193] [9.029] [3.621] [7.938]
VIX (Log) 0.6114 0.3655 -0.2724 -0.2385 -1.0679 -0.3938 -0.3195 -1.3866
[1.426] [3.698] [8.282] [0.856] [7.450] [5.428] [4.402] [5.080]
Real interest rate differential -0.1987 -0.0955 0.0142 -0.0612 -0.0433 -0.0993 0.1234 -0.1493
[4.143] [8.397] [3.766] [2.001] [1.662] [7.217] [8.898] [2.950]
Constant 5.6560 7.3526 9.3997 8.5499 11.0757 10.0543 9.4352 13.5376
Alpha -0.1873 -0.1915 -1.5624 -0.5106 -0.6814 -0.0029 -0.7858 -0.1217
[1.516] [2.963] [4.728] [1.685] [3.379] [0.021] [6.366] [0.459]

Observations 60 60 60 60 35 35 35 35

Adjusted R? 0.37 0.41 0.62 0.25 0.67 0.34 0.84 0.40

Note: Coefficients are obtained from normalising the cointegrating vector with respect to the corresponding capital flow variable.



Figure 12
Granger Causality Tests

Hy: X Granger- Y
causes Y CF_FDI _CF_PORT CF OTH _GDP CA WGDP VIX INTDIF
CF_FDI 0.0737 0273 0256  0.29215  1.368
(0.929) (0.762) (0.775) (0.7478) (0.263)
CF_PORT 0.508  1.321 2474  0.7243 1.855
(0.604) (0.275) (0.093) (0.489)  (0.166)
CF_OTH 4.806 8.884 0.169  0.2449 1.449
(0.012) (0.000) (0.845) (0.7836) (0.244)
GDP 1.132 0.511 1.807
v (0.330) (0.603) (0.174)
CA 0.895 2.576 0.079
(0.415) (0.085) (0.924)
WGDP 1.278 0.404 0.179
(0.287) (0.670) (0.836)
VIX 0.426 5.779 3.406
(0.655) (0.005) (0.040)
INTDIF 2.688 6.866 2.529
0.077) (0.002) (0.089)

Note: F-statistics and probability (in parentheses) are shown in the table.
Significant at 5% level highlighted in bold face.

5. Capital Flows and Associated Risks

This section assesses the potential vulnerability of Thailand to risks associated
with large capital flow movements in recent years, including macroeconomic
risks, financial stability risks, and risk of sudden capital reversal. Overall, large
macroeconomic imbalances, such as asset price bubbles and financial mismatches,
have not been observed in Thailand. It also appears that Thailand has established
relatively strong resiliency to various types of risks potentially caused by capital
movements.

5.1 Macroeconomic Risks
5.1.1 Domestic Credit Growth

The impact of capital inflows on credit growth would depend on the extent
to which these inflows go into financing domestic credit, which, in turn, depends
on the cost of funding of foreign relative to the domestic market. During the last
five years, the interest rates in Thailand have not been substantially higher than
the world interest rates or interest rates in the region. This is partly due to the
existence of ample liquidity in the banking sector as a result of the softening
demand for investment and capital market development. The cost of domestic
funding is thus not too high to drividhai businesses to seek foreign fundiig.
aforementioned, after the crisis Thai banks and business turned to favour domestic
borrowing to limit their FX and external exposure. Therefore, capital inflows
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and domestic credit have not been closely correlated in Thailand in recent years.
Moreover since the crisisThai commercial banks have moved away from
collateral-based lending to a risk-based approach as well as improved credit
analysis, risk management and good corporate governance, all of which help
harness excessive domestic credit growth and limiting credit risks in the banking
system.

Figure 13
Loan Growth and Components of Loans
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5.1.2 Exchange Rate Appreciation

As shown in Figure 14, the baht began to strengthen gradually starting from
2001.At the beginning, this was Igely due to the current account surplus which
was to some extent offset by the capital account deficits as a result of debt
repayments made by both the public and the private se&tts2005, however
the upward pressure on the baht intensified owing to the surpluseshiof
the current account and the capital accoDntthe current account, while exports
continued to expand satisfactorilgnports growth declined sharplpllowing the
abolishment of the governmenbil price subsidy programme as well as softened
domestic demand due mainly to rising concerns over political uncertaiveies.
most of the upward pressure on the baht in 2006 came from the capital atcount.

11. It is worth noting that the outflows in the banking sector mainly reflected the increase in
banks’ holding of foreign currency deposits or short term instruments to square their foreign
exchange position as a result of being the counterparty to thesBsWEp agreements, which
is one of the channels the BOT uses to sterilise its FX intervention. Therefore, the overall
capital account position will underestimate the upward pressure on the baht in this case. If
the outflows associated with the swap agreements between the BOT and the banking sector
were taken out, the adjusted figure for the capital account in 2006 would be much higher,
comparable to the figure in 2005.
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The sharp increase in the balance of payments surpluses from $ 5.4 billion in
2005 to $12.7 billion in 2006, with most of the surpluses coming from the capital
account, led to a rapid baht appreciation of more than 16% against the US
dollar, making the baht one of the woddhost rapidly appreciating currency in
2006. The real effective exchange rate (REER) also established the same rapid
appreciating trend during this period, implying deteriorating export competitiveness
which could damage the overall economic growth, if left unchecked. The URR
was thus carried out to suppress this threat to the eccodomy

Figure 14
Nominal Exchange Rate, NEER, and REER
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5.1.3 Inflation

Large capital inflows may create important pressure on domestic prices,
but this has not been the case for Thailand. This is because softened domestic
demand and exchange rate adjustments during the time of large inflows, together
with a credible inflation-targeting monetary policy regime, have contributed to
anchoring price stability to a Ige extentAs discussed in Section 3, the rate
of inflation in the recent years has been driven largely by increases in the oil
price that pass-through to production costs. Recehtiyever since the oil
price has continued to fall dramatically after peaking in July of 2008, the rate
of inflation has also eased off.

12. However, in the third quarter of 2007, the baht turned around and depreciated moderately due
mainly to capital outflow by non-residents at the first signs of the U.S. subprime problem,
before starting to appreciate again until the first quarter of 2008. The depreciation resumed
in March 2008 and continued thereafter as the U.S. credit market turmoil turned out to be
a worldwide financial crisis.
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Figure 15
Headline and Core Inflation

10 -

9 - — Headline

8_

7,

s_

5_

4 -

3_

2_

1,

o,

1

Jan Jul Jan Jul Jan Jul Jan Jul Jan Jul
2004 2005 2006 2007 2008

5.1.4 \Volatility of Capital Flows

As discussed in Section 3, capital inflows have picked up sharply during the
last five years. FDI, which is often perceived as long-term, stable foreign
investments, has become the most important source of foreign financing for
Thailand (Figure 16), while reliance on cross-border bank loans has declined
substantially compared to the pre-crisis period.

Figure 16
Private Non-bank Capital Flows
(Million USD) Average Average
1993-1996 2004-2007

Non-resident net flows (Inflow) 7,549 11,195
Foreign direct investment 1,833 7,235
Portfolio investment 3,224 2.706
Other investments 2,492 1,253
Resident net flows (Outflow) -636 -4,861
Thai direct investment -592 -557
Portfolio investment -6 -3,073
Other investments -38 -1,232
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This should not be a cause for complacehoyeverAlthough the country
may have less exposure to a sudden stop or reversal of short-term foreign
borrowings (more details below), other forms of risks may arise as a result of
increasing financial integration. First, portfolio investments, another type of short-
term capital flows, have been even more volatile during the recent years (Figure
17). Increases in portfolio investment flows likely reflect the movement of funds
away from developed countries to seek higher potential yields in emerging
markets, including Thailand, to speculate in the local equity and bond markets
as well as on the local currenc®ur empirical investigation also finds that
supportive global conditions, such as excess liquiddgnomic growth slowdown
in the U.S. economyand investorsview on risk, are also responsible for the
recent surge in short-term capital inflows. Since these investments have no long-
term commitment, they are ready to flow out anytime when the opportunity for
making profits or global liquidity begins to dry up and investors perceive higher
risk. Figure 18 shows that foreign participation, measured by the buy-sell volume,
in the Stock Exchange of Thailand (SET) has increased substantially from 2003-
2007.

Second, while somewhat more stable, the volatility of FDI flows has also
increased. This could reflect large but sporadic flows of FDI in terms of equity
investment, direct loans, and recapitalisation between parent and subsidiary
companies in a more recent period. Third, other forms of long-term capital inflows
may no longer be considered stable balance of payments items. In this changing
world, trading of innovative financial instruments that are derived upon long-
term contracts effectively add volatility to the overall capital flows. For example,
creditors or debtors can change their FX hedging ratio on long-term loans,
depending on the direction of exchange rate changes. Furthermore, long-term
liability holders themselves rarely remain passive when balance of payments
problems arise. They can quickly build up hedges which, in effect, result in
immediate cross-border capital movements in the banking sector as well as
pressure on the local currengifurther discussion on hedging-related flows is
in Section 5).
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Figure 17

Volatility of Capital Flows

Volatility of non-r esident flows 1993-1999 | 2000-2007
Direct investment Inward 0.46 2.12
Outward 0.50 3.50
Net 0.63 1.93
Portfolio investment Inward 0.73 6.44
Outward 0.77 7.24
Net 1.37 1.42
Other investment Inward 0.25 0.67
Outward 0.19 0.72
Net 291 8.26

Note: Volatility is measured by the cdifient of variation of monthly capital flow data. Other
investment includes bank loans, trade credits, currency and deposits, and others.

5.2 Financial Sability Risks
5.2.1 Maturity and Currency Mismatches

The substantial reduction in inflows in terms of banks loans is reflected in
the external debt profile of Thailand at end-2007, compared to end-1996. Not
only that the overall external debts declined markedly from 60% of GDP at end-
2006 to stand at 24% of GDP at end-2007 (Figure 19), but also the proportion
of short-term to the overall external debt outstanding also decreased especially
in the banking sectoMoreover the increasing proportion of the new foreign
borrowings is denominated in Thai baht, which curtails currency mismatches in
Thailands asset-liability position. (Baht-denominated external debt accounted for
15% of total external debt in the public sector and 27% in the private sector
at end-2008Q1.These could imply that the countsywulnerability to currency
and maturity mismatches of the 1997 crisis nature has been considerably reduced.
Moreover the composition of short-term external debt has also increasingly shifted
to trade credits (Figure 20)—reflecting increasing imports—which are considered
relatively less sensitive to a shift in investor confidence at times of a crisis.
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Figure 18
External Debt

End 1996 End 2007
Total amount | % of Gross | % GDP | Total amount % of Gross |% GDP
(mil. USD) | external debt (mil. USD) external debt
Gross external debt 108,742 100.0%| 59.8% 61,738 100.0%]| 23.6%
Short-term 47,743 43.9%| 26.2% 21,641 35.1% 8.3%
Official 34 0.0% 0.0% 20 0.0% 0.0%
Bank 28,858 26.5%| 15.9% 3,960 6.4% 1.5%
Non-bank 18,851 17.3%] 10.4% 17,661 28.6% 6.7%
Long-term 60,999 56.1%| 33.5% 40,097 64.9%| 15.3%
Official 5,118 4.7% 2.8% 2,644 4.3% 1.0%
Bank 13,011 12.0% 7.2% 2,401 3.9% 0.9%
Non-bank 42,870 39.4%]| 23.6% 35,052 56.8%| 13.4%
Figure 19
Composition of Private Short-term External Debt: By Instrument
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5.2.2 Asset Prices

Given the relatively large share of foreign ownership in the Stock Exchange
of Thailand (SET) compared to other domestic asset markets, inflows and net
buy/sell position of foreign investors over a short-time span have been very
influential in the movement of equity prices, both through direct impact and through
signaling effects as many retail domestic investors tend to take the cue from
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foreign investorstecisionsAs of the end of 2007, the foreign ownership share

of the total market capitalisation in the SET was around 35%. The share of
transactions attributed to foreign investors is similarly high. In fact, overall the
past years, the investment decisions by foreign investors - especially those in
response to the URR announcements in Thailand and the concerns over the
subprime crisis in the global market -have been particularly important in explaining
the volatility of equity prices in Thailand.

Figure 20
Portfolio Equity Inflow and Stock Performance
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Figure 21
Net Foreign Buy-sell and the SET Index
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As for the bond market, since the share of foreign holdingkaifands public
bonds are relatively small, foreign investors’ influence on the price of bond has not
been as significant compared to their role in the stock market. Moréduweshare
of foreign ownership has continued to decline since the implementation of the capital
control in December 2006 despite the introduction of a full hedge requirement as
an alternative to the URR.

Figure 22
Portfolio Debt Inflow and Bond Performance
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The property prices in Thailand have risen steadily since 2002 in line with
the pick up of activities in the property sectdowever this is not necessarily
indicative of house price bubbles since most part of the rise in prices was
accounted by the increase in costs of construction materials. Maresvire
experience from the last crisis remains vivid, all the stakeholders are more
cautious about their strategies and decisions regarding housing businesses: banks
become more prudent in making mortgage and land development loans; land
developers become aware that good reputation is the most important selling
factor in a competitive housing market; customers become more selective and
tend to buy houses that are built before sale. Foreign investors, hpwever
play a significant role in the relatively rapid price increases of luxury condominium
in the central business district as well as of the housing projects in many popular
report towns, such as Phuket and SathBut the overall pace of price increases

13. Foreigners are not allowed to purchase land, except when they invest at least 40 million baht
in a Board of Investment (BOI)-approved project. The BOT also prohibits mortgage lending
to foreigners. They are, however, allowed to buy condominium units provided that they do
not make up more than 40% of the condomingimhit-owners. In addition, under the law
on property leasing, foreigners doing business in Thailand were allowed to lease real property
primarily for commercial or industrial purposes as well as to lease land for at least 30 years
but not exceeding 50 years, renewable for another 50 years.
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has been moderata. recent study also finds that there is no obvious housing
price bubble in most Eagtsian countries, includinghailand** However the
Thai authorities continue to keep close monitoring on this sector for imbalances.

Figure 23
Property Price Indicators
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5.2.3 Quality of Loans

A widely used indicator of loan quality is the ratio of non-performing loan
(NPL) to total loans in the systerAfter the crisis, NPLs peaked at $73.7
billion or 48 % of total loans in May 1999 as a result of severe economic
contraction, while also reflecting low quality of the loans made during the pre-
crisis period, largely due to easy bank access to relatively cheap foreign loans
through BIBFs.Although several measures had been implemented to resolve
the NPL problem, the NPL was still considered high in the post-crisis period.
As a result, th&@hai Asset Management CorporationAMIC) was established
with the objective to resolve the NPL problem in financial institutions by
transferring part of NPLs from state-owned financial institutions and asset
management companies. Since then, the financial sector has continued to
strengthen its risk management and loan provisioning framework. Consediiebtly
declined substantially to stand at $12.7 billion or equivalent to 6 % of total loans as
of the third quarter of 2008.

14. Glindro, et al (2008).
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Figure 24
Total Loans and NPLs
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5.3 Risk of a Sudden Reversal

The risk of sudden reversal of financial flows can be measured by the size
of mobile capital relative international foreign reserve. This “vulnerability
indicator” is calculated as the sum of short-term foreign currency debts and
foreign holdings of local equities and debt securities, divided by the existing
stock of foreign exchange reserves (Sim, 2008).

According to an analysis by Sim (2008pailands vulnerability indicator
appears considerably low (54% of international foreign reserves) compared to
its peer group (for example, Indonesia 230%, Korea 208%). This indicates
Thailands relatively strong resilience to the risk of capital fight.
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Figure 25
Vulnerability Indicator

Short- NR NR External | Total Vulnerability

Term Holding | Holding | Mobile international | index

Debt of stocks | of Bonds | Capital Reserve
Indonesia 39,054 79,000 13,300 131,354 57,108 230
Korea 260,446 | 194,000 49,900 | 504,346 242,215 208
Philippines 17,497 18,500 0 35,997 37,093 97
Taiwan 85,223 | 162,000 1,480 | 248,703 282,087 88
Malaysia 25,427 39,000 32,100 96,527 136,453 71
India 36,617 | 140,000 5,000 181,617 307,219 59
Thailand 26,363 35,000 1,500 62,863 117,050 54
Vietnam 2,000 6,000 8,000 23,872 34
China 269,572 2,000 289,572 1,808,828 16
Singapore n.a. 252,180 n.a.
Hong kong n.a. 158,100 n.a.

Source: CitiBank Research

6. Capital Flows and Monetary Policy

As it is well-known by the theory of “trilemma,” under a floating exchange-
rate regime, capital mobility complicates the conduct of monetary policies by
affecting monetary variables, such as exchange rate and domestic licandity
by creating a tradeoff between internal and external imbalances. The fact that
capital flows these days are so large, so rapid, and so volatile, tends to add to
the perception of policy complexitin the wake of the crisis in 1997, policymakers
have grown wary of international capital flows and tend to take preemptive
measures to correct the imbalances brought about by large inflows to reduce
the possibility of a sudden reversAlailable policy tools to manage capital
flows include greater exchange rate flexibjIFX intervention, interest rate poljcy
fiscal policy capital outflow relaxation, and capital controls.

In the case of Thailand, under the managed float regime, the BOT has
largely allowed the overall direction of the baht to adjust to changes flexibly to
changes in market fundamentals. This helps facilitate macroeconomic real
adjustment as well as promote microeconomic efficiency and risk management.
Over the recent years, howeyvttte BOThad to implement a series of measures
to slowdown the pace of exchange rate appreciation since massive capital
inflows, especially those of short-term and speculative nature, led the baht to
appreciate more rapidly than economic fundamentals would support. Because
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the export sector has been the major economic growth engine for Thailand
(accounting for 56% of GDP in 2006) especially at the times when domestic
demand were weakened due to political uncertainties, prompt policy reactions
to the surge in capital inflows were warranted before it would lead to a significant
slowdown in the overall economic growth through excessive exchange rate
appreciation. The measures employed by the BOT included FX interventions,
capital outflow liberalisation, anti-speculative measures, and capital controls. (As
an inflation targeting central bank, the BOT has chosen to reserve interest rate
policy for dealing primarily with inflation and domestic economic growth, not to
use it as a main policy tool to manage capital flows.)

In response to the strong and persistent baht appreciation in 2006, the BOT
stepped up the conduct of FX purchase operations, which resulted in a marked
increase of net reserves (gross reverses plus net forward positions) of roughly US$41
billion from the end of 2005 through the end of 2007, or equivalent to 35% average
annual growth. This rapid accumulation of reserves, though helpful in strengthening
the economyg resiliency to external shocks, does complicate the operation of monetary
policy.t®

Figure 26
Thailand’s Foreign Exchange Reserves, 1993-2008Q3
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15. Coinciding with the recent baht depreciation as a result of the global financial crisis, foreign
exchange reserves has been depleting since the second quarter of 2008 after peaking at $131
billion in March. Thanks to the earlier accumulation of reserves, the high level of foreign
exchange reserves provides sufficient cushion for a potential sudden stop or reversal caused
by the global financial meltdown.
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As mentioned earlierFX interventions to reduce the speed of baht
appreciation resulted in the rapid accumulation of FX reserves. It also
simultaneously caused a rise in domestic liquidity which poses an additional policy
challenge in terms of liquidity management. The BOT normally sterilises the
monetary impact of intervention in order to avoid inflationary effects as well as
to maintain the policy rate at the level set by the monetary policy committee.
However in theory sterilisation can entail substantial costs. First, sterilisation
that is designed to prevent a decline in domestic interest rates at the same time
maintains the incentives for continuing capital inflows, thus perpetuating the
problem. Moreoversterilisation often implies quasi-fiscal costs because it generally
involves the central bank exchanging high-yield domestic assets for low-yield
reserves. The BOT has mainly sought to sterilise excess liquidity through issuing
BOT bonds, for its relative efficiency in absorbing liquidity on a large scale and
with longer maturities. Howevetthe direct cost arising from interest rate
differentials on assets and liability of the B@Balance sheet has not been a
big concern so fasinceThai domestic interest rates are on average comparable
to foreign interest rates. But indirect costs, including the cost arising from FX
revaluation loss on the BO3'balance sheet and the impact ofyéabond
issuances on the yield curve, would prove continuation of FX interventions to
be too costly to carry out if capital inflows were to persist.

The BOT also adopted a series of measures aimed at discouraging short-
term speculative capital inflows, such as posing quantitative restrictions on short-
term borrowing (maturity not over three months) of Thai baht from non-residents,
and limiting the daily outstanding balance of non-resident baht account (NRBA)
to the maximum amount of 300 million baht per non-resident. On December 4,
2006, as the baht continued to appreciate rapitkyBOTrequired non-residents
to hold securities for longer than three months and allowed domestic financial
institutions to borrow baht from non-residents without underlying trades or
investments in Thailand only for a maturity of longer than six months.

As described in Section 2, regulatory restrictions on outward investments
by Thai residents have been relaxed substantiathjch could potentially help
mitigate the upward pressure on the baht—a side benefit in addition to the benefits
of better investment diversification, more balanced capital flows, and greater
investment opportunities for Thai investors.

Nevertheless, these measures combined with increased FX interventions
proved to have limited effectiveness partly because foreign investors can find
other alternative instruments to speculate on the baht. The baht continued to be
highly volatile and strengthened with an accelerating pace. On December 18,
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2006, the BOT announced the implementation of the 30% URR measure on
short-term capital inflows which required them to be deposited with the central
bank for one year with no interest. Capital flows of amounts below US$ 20,000
and those related to trade in goods and services, foreign direct investments, and
foreign investments in the stock market were exempted from such mebgsure.
alleviate the burden of the URR measure on the business, 36et@@OThas
gradually relaxed the measure over the subsequent period by providing a full
hedging requirement as an alternative to the URR for selected types of inflows
and exempting loans with an amount not exceeding US$ 1 million and with
maturity over one year from both the URR and the full hedge requirement.
Businesses having a natural hedge may be considered for an exemption from
both measures on a case-by-case basis.

The URR measure proved to break the momentum of the baht appreciation
and was crucial in ensuring the baht stabillpwever aware of the adverse
effects of the capital control on domestic market development, investor
confidence, as well as its ineffectiveness in the long run, the BOT intended to
use this measure only temporariyter careful consideration of changes in the
environment and factors on February 29, 2008, the BOT announced the lifting
of the URR measurdo facilitate the adjustment process after the lifting of the
URR, the Thai authorities continued to relax capital outflow regulations as well
as supported the SME businesses by announcing a soft loan programme for
SMEs through the financial institutions for a period of three years and a facility
to purchase foreign currency that SMEs sold forward to financial institutions for
a period of six months.

7. Capital Flows and Financial Sability

During the 1997 crisis, Thailand had experienced sudden and massive reversal
of foreign capital mostly in the form of debt callback and sudden stop of short-
term loans in the banking sector (mainly through BIBFs) and withdrawal of
portfolio investments in the capital markets. The occurrence and consequences
of the crisis have shown that international capital flows, when they support the
buildup of imbalances and disequilibrium in economic and financial sectors, can
greatly destabilise the economy once growing financial weaknesses cause external
as well as domestic investors to reassess their willingness to finance a.country
This section focuses on the evolution of capital flows in the banking sector and
policy implemented to deal with the potential risks to financial stability
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7.1 Capital Flows in Banking Sectorin the Last Five Years

Capital flows in the banking sector can be less comprehensible than capital
flows in the other sectors because they sometimes involve unobvious capital
movements. They reflect the change in the external position on banks’ balance
sheet: inflow (outflow) to the banking sector is captured by a decrease (increase)
in banks’foreign asset or an increase (decrease) in bdokesgn liability. We
divide our analysis of bank flows according to their maturigy, short-term and
long-term flows.

Figure 27
Capital Flows in Banking Sector
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Composition of Short-term Banking Flow
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7.1.1 Long-term Bank Flows

As illustrated in Figure 28, long-term capital flows have played a relatively
insignificant role in the Thai banking sector throughout the financial history of
Thailand. The jump during 1998-99 was due to FDI into the banking sector in
the form of recapitalisation and mergers and acquisitions of several domestic
banks in the aftermath of the crisis. The 49% foreign ownership limit was relaxed
for banks and domestic banks were encouraged to find foreign strategic partners
to help improve productivitycapital base, and overall financial strendth.a
result, four domestic banks have become majority-owned by foreign Hanks.
An additional four Thai banks were merged with foreign partners during 2006-
07 to strengthen their strategic and financial positions in the domestic fiarket.

7.1.2 Short-term Bank Flows

The overall movement of bank flows has been dominated almost exclusively
by the short-term component. In the pre-crisis period, most of the short-term
bank flows were channeled through the BIBFs and commercial banks. These
foreign-currency-denominated funds, by way of rolling over the short-term loans,
were then used to finance long-term domestic projects that yielded long-term
baht returns. The implied stability of the exchange rate promised by the peg
exchange rate regime made FX hedging deem unnece$haycreated both
currency and maturity mismatches that on both the banks’ and Thai corporations’
balance sheetés the imbalances became more obvious, foreign investors started
to doubt the sustainability of the fixed exchange rate and the ability of Thai
borrowers to continue servicing external debts. Short-term bank flows stopped
to flow in and existing foreign loans were called back. Unlike portfolio flows,
for debt flows there was no price mechanism—i.e., that prices drop as large
sum of money exits the security exchanges and hence make the securities
attractive as expected returns become higher—that would otherwise have
counteracted the disincentive of remaining in the country

16. These included Ratanasin Bank acquired by United Overseas Bank (Singapore), Nakonthon
Bank by $andard Chartered Bank (United Kingdom), Banksia byABN Amro (Netherlands),
and Thai-Danu Bank by DBS Bank (Singapore).

17. They were Bank of\yudhaya partnered with GE Capital International Holdings Corporation
(United Sates), Bank Thai with Newbridge (Netherlands), Thai Military Bank with ING Bank
(United States), and Thanachart Bank with Bank of Novascotia (Netherlands).
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The expensive lessons learned from the crisis have led Thai banks and
businesses to be wary of relying heavily on external debt. Most of them have
switched to domestic sources for financing. Foreign creditors have also become
more prudent in making loans. These resulted in substantially reduced inflows
in form of foreign debt. Moreoveat the beginning of 2004, the B@€&veloped
the Financial Sector Master Plan (FSMP) in order to carry out a major reform
of the Thai financial system. The FSMP eliminated the tax distortion and regulatory
arbitrage problems of the BIBFs, which partly contributed to the diminishing
role of short-term external loans in the bank flow in Thailand.

7.1.3 Residents Hedging

During the last five years, deposits in bank abroad (Nostro accounts) by
Thai banks have become the most important componertiafbank flowAn
increase (decrease) in banks’ deposit in Nostro accounts are recorded as bank
outflow (inflow) from the perspective ofhailand.A Thai domestic bank
increases or decreases its deposits abroad mainly to manage their FX position,
inclusive of all foreign currencies, to remain below 20% of the bank’ capital to
comply with the prudential regulation under the BOTisk-based supervisory
framework. Under this FX position limit, if customers buy or sell FX derivatives
with a bank, the bank almost always squares its net FX position by increasing
or decreasing its deposit abroad at the end of the day regardless of the maturity
of the derivative$® As a result, capital flows occur almost immediately in the
banking sector even though there has not been any delivery of the foreign
exchange between banks and customers.

18. Even though the bar&’net FX position is much below 20% of capital, the bank usually squares
its additional FX exposure imposed by FX derivative transactions with exporters/importers.
This is because what banks expect to gain from agreeing to be the counterparty of FX transactions
is mainly from transaction fees and not so much from FX speculation be leaving their FX
positions open.
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Figure 29
Residence Hedge-related Bank Flows (% of GDP)
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A sharp increase in demand of Thai exporters for FX hedging, by selling
outright forwards on their future export receipts, was one of the factors driving
capital inflows toThailand in the past years through the banking sefrtam
the fact that Thai banks have to decrease their foreign asset holdings abroad
to square their net FX positions in response to increased FX forward obligations.
However beginning from the second half of 2007, after further regulatory
relaxation on outward investments, investment hedging has been another important
component inThai bank flow Nonetheless, investment hedges do not have
significant effect on the exchange rate since most of the FX hedges by institutional
investors are in the form of swap contracts, which involve buy or sell FX today
with an agreement to reverse the transaction with an equal amount on a specified
future date, hence leaving the banket FX position unédcted. Since banks
do not need to adjust their FX position in this case, this does not generate either
capital inflow or outflow via banks.
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7.2 Central Bank Policy Related to Capital Flows and Financial &bility
in Recent Years

A root cause of the banking crisis was also poor corporate governance and
risk management in financial institutions. Lending practices with collateral-based
lending did not involve proper credit assessment. Collateral-based lending was
also highly risky given the asset price bubble leading up to the crisis, particularly
in the property markets. Moreovéhe financial liberalisation allowed domestic
corporations greater access to external funding through the banking, sector
particularly in the form of shorter-term loans without exchange rate hedge. The
crisis provided important lessons which led to a concerted effort on the part of
banks and regulators to improve corporate governance and risk management.
The BOT implemented two major policy approaches to improve financial stability:
the Financial Sector Master Plan (FSMP) and the risk-based supervision with
international standards.

7.2.1 Risk-based Supervision

Thailands supervisory system is moving towards risk-based supervision
which covers three key areas: capital adegudasik management and good
corporate governanc&he BOT places great emphasis on the management’
roles and responsibilities in providing a robust risk management system that
corresponds to their business operations and strategies and is in line with
international standards. Proper risk management must include using the
appropriate tools to manage five key risks, namslsategic risk, credit risk,
market risk, liquidity risk and operational risk.

At present, the BOT is in the course of moving from the capital adequacy
framework under Basel | to the New Basel Capiatord (Basel Il), applicable
to all financial institutions in 2008. The new guideline for regulatory capital will
not only cover all the major risks faced by financial institutions, but will also be
more responsive to the increasing risks of financial institutions and the more
complex financial market conditions.

7.2.2 Financial Sector Master Plan (FSMP)

In order to further address structural weaknesses and develop a stable and
efficient financial sectqrthe BOTdeveloped the Financial Sector Master Plan
(FSMP) as the medium-term (5-10 years) development plan for the Thai financial
sector The master plan seeks to ensure a financial landscape which is sound
and free from such structural weakness, while providing a transition path to
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strengthen the financial institutions, via merger and upgrading or orderly exit.
The key measures to increaséogéncy in the financial sectpby reducing the
number of small players and eliminating regulatory arbitrage, are the licensing
rationalisation scheme and the “one presence” p#lioyder the new licensing
scheme, by reducing the number of licenses and allowing commercial banks to
better take advantage of the economy of scope and scale, the authorities have
removed the overlapping scopes of business that posed regulatory arbitrage
problems among the financial institutions. This effort is reinforced by the “one
presence” policy which requires financial conglomerates with more than one
type of deposit-taking financial institution within their group to merge their
holdings, further reducing regulatory arbitrage in the system.

The FSMP began to be implemented at the beginning of 2004. Following
the merging and upgrading of the finance companies and credit fonciers to
commercial or retail bank statudiscontinuation of IBFs and consolidation under
the “one presence” policthe number of financial institutions under the supervision
of the BOT is expected to decline from 83 to about 37.

7.2.3 Deposit Insurance System

The Deposit InsurancAct has been passed by the Legislature on 19
December 2007 and announced in the Government Gazette on February 13,
2008. This move will pave the way for the removal of a blanket deposit guarantee,
a legacy of the crisis. It is aimed to address moral hazard and promote risk
management in the financial sectdhe Act allows for a one million baht per
person per bank guarantee limit. The guarantee is expected to cover 98% of
depositors. Howevethe implementation of thi&ct has been delayed due to the
global financial crisis, as the Thai authorities deem the postponement necessary
to safeguard confidence in the Thai banking sector amid the global turmoil.

8. Conclusion and Policy Recommendations
Financial liberalisation and a consequent growing integration into the global

markets have spurred the growth as well as the volatility of gross capital flows
in Thailand during the past two decades. Thailand experienced strong increases

19. Licensing rationalisation created a new deposit-taking regime occupied by only four types of
financial institutions, namely commercial banks, retail banks, foreign bank branches and
subsidiaries of foreign banks. Licenses for International Banking Facilities (IBFs) have been
discontinued to eliminate tax distortion. Qualified finance companies, credit fonciers, and
stand-alone IBFs are allowed to be upgraded to either commercial or retail banks.
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in gross inflows in the early 1990s and in mid-2000s. What is special about the
more recent wave of inflows to Thailand, compared to the previous one, is that
it was taking place against the background of much stronger external currency
account positions and a substantial acceleration in foreign exchange reserves
accumulation. In addition, the composition of the capital inflows has also altered—
from being dominated by bank loans to having FDI as a major component, while
portfolio inflows also increased consideral#{thoughThailands vulnerability

to the old types of capital flow-related risks has been much reduced, this should
not be a cause for complacency to the Thai authorities since new form of risks
may be underwayespecially those stemming from the (mis)use of increasingly
more complex financial instruments.

Based on our empirical investigation, the pick-up in capital flows to Thailand
in 2005-2006 reflected, for the most part, the cousirpproved macroeconomic
fundamentals as well as external investment environment, particularly the weak
outlook on economic growth of the major economies, ample global liquidity and
international investors’ perception of market risk. The facts that (1) capital flows
are procyclical and (2) the external determinants are beyond the control of
domestic policyforewarn policy makers of plausible channels of risks through
imbalances and external financial linkages. This may call for counter-cyclical
policy to correct any economic imbalance before it evolves into a catastrophe,
as well as proactive safeguards against the volatility and the risk of a sudden
reversal that could arise from external shocks.

In Thailand, the risk to financial stability in terms of overheating, asset price
bubbles, and rapid credit growth were limited, thanks to the developments in the
domestic capital markets and improvement in prudential meaglibes, there
were two key macroeconomic challenges faced by the Thai policymakers in the
recent years—namelyhe rapid real exchange rate appreciation and domestic
liquidity management. Sterilised FX interventions and temporary capital controls
were used to manage the excessive capital inflows and their impact. However
these policy measures do not come without a cost and could be ineffective,
especially when the inflows persist for a long time.

A long-run approach to managing capital flows would be to create economic
and investment environment conducive to more long-term and productive types
of capital flows and to increase the econmngapacity to absorb foreign
investments through improvements in market infrastructure, structural reforms,
labor productivityand product competitiveness. Other policy tools such as financial
supervision and regulation to reduce the risk inherent with large capital flows—
including their role in accentuating business cycles, their destabilising impact on
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financial prices, and the upshot of a sudden stop—should also be strengthened
to prevent a potential crisis caused by a shift in capital flows. The fact that, so
far, Thailand has proved quite resilient to the current global financial crisis that
has greatly decelerated capital inflows into the country should not be a cause
for complacencyAs long as the country is still part of this financially integrated
world, consistent and properly-designed policies to manage capital flows aimed
at promoting long-term stability and economic growth are a must, while potential
vulnerabilities need to be closely monitored.

Regarding capital outflows, the remaining regulations on capital outflows by
residents should be relaxed gradually to bring more balance to the net flows and
to encourage international risk sharing. Tnadual approach towards outflow
liberalisation should be emphasised, especially in light of the current global crisis
in the major economies. The spillovers from the turmoil in the U.S. and European
credit markets have so far been limited in Thailand due to the low exposure of
domestic investors to these markets, thanks partly to some limitations on residents’
outward investment and the conservative investment strategy and risk
management of Thai banks and institutional investors. Going forward, a stepped
liberalisation towards a free capital flow regime should be taken cautiansly
concurrently with continued improvement in financial literacy and risk
management in all economic sectors, including the non-financial businesses and
households.
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Chapter 13

CAPITAL FLOWS AND THEIR IMPLICA TIONS FOR CENTRAL
BANK POLICIES IN VIETNAM

by
Ngo Thi Thu Trat

1. General Framework and Major Capital Flows Management Policies
1.1 Current Account and Trade Liberalisation.

In December 30, 200%,ietham was recognised by the IMF as completing
its member obligation to fully liberalise its current account in compliance with
the Funds Article VIII (compared with 1968 for Malaysia, 1990 fohailand
and 1996 for Mongolia). Payments and transfers for current account transactions
can now be freely made through the commercial banks. The requirement for
the economic institutions to surrender their foreign exchange was gradually
reduced from 80% (1998) of their foreign currency revenues to 50% (1999),
40% (2001), 30% (2002), and finally abolishedApril 2003.

Besides, th&iethamese Government is continually adjusting its policies to
encourage remittance from overseas. Fee on remittance receipt was lifted in
1982 and income tax on remittance receipt was exempted in 1999. The local
beneficiaries are allowed to withdraw or hold remittance in foreign currencies
since 1999At the same time, many institutions were licensed to carry out
remittance transfer servicAs a result, remittances intgietnam increased
dramatically from US$0.95 billion (1998), $2.6 hillion (2003), over $3 billion (2004),
$4.1 billion (2005), $4.1 billion (2006), and to $6.4 billion in 2007.

With its open and liberalised trade policigégtnam is well integrated into
the world economyAs a member of thAFTA, APEC and, most recentlyhe
WTO, together with the associated advantayéstnam has emged as one
of the most attractive destinations for global investors, especially in the period
of 2006-2007.

1. Economic Expert, Foreign Exchange DepartmenmateSBank ofVietnam
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Being an diicial member of thaVTO, howeveralso means thatietham
is obliged to cut tariffs, remove domestic protection and further open the door
to fierce competition, allowing foreign investors entry into its commercial and
financial markets. This has brought about many challenges as well as opportunities
to Vietnams economy and its policy development and management.

1.2 Capital Account Liberalisation

Together with a fully liberalised current accoligtnam has removed many
restrictions on its capital account, taking significant steps towards a fully liberalised
capital account. Since its issuance of the first Law on Foreign Investment in
1988,Vietham has continually amended as well as issued many new and relevant
laws and legal provisions to create a transparent and favorable legal framework
to encourage foreign investment, especially FDI into the cauntry

1.2.1 Foreign Direct Investment (FDI) Policy

In 2001, the gate Bank olVietnam (SBV), the central bank, removed the
requirement of foreign currency self-balancing applied to FDI enterprises. FDI
enterprises can buy foreign currencies from commercial banks for their legal
needs. The government even guaranteed to sell foreign currencies to some
important FDI projects. The door to FDI inflows has been cast open wider and
wider with each passing yedrhe compulsory requirement on export ratio or
limitation on the ratio of capital contribution made by technology tranafet
employment in FDI projects, were removed. The withholding tax on profit
remittance of FDI projects was lowered and subsequently abolished. The limitation
of 30% for foreign ownership in FDI enterprises was abolished, with some
exceptionsAs a resultVietnam has witnessed a sharp and continuous increase
of FDI inflows since 1988.

1.2.2 Portfolio Investment: Foreign Indirect Investment (FIl) Policy

Vietnams stock market initially came into play in July 2000 with few listed
companies. In order to encourage foreign portfolio investment (FIl) as an
important drive towards domestic capital market growth, Whetnamese
Government issued a regulation in 2003 on capital contribution and share holding
by foreign investors iViethamese enterprises. Under this regulation, foreign
investors can contribute capital or buy shares up to a maximum equivalent of
30% of Vietnamese enterprisekgal capital. Individual investors are tax-
exempted for their income from capital contribution or share purchase in
Vietnamese enterprises.
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For further FIl encouragement, on 12 December 2004, the SBV removed
the requirement of FIl to remain at least one year in the country before it can
be repatriated. Foreign investors are allowed to buy foreign currencies to transfer
their invested capital and profit out of the country freely at any time after
fulfillment of tax and other obligations. Therefore, there is currently no regulation
restricting the withdrawal of foreign investment out of the courtigwever
foreign capital on arrival is required to be converted into the local currency and
held in a specialised account with a commercial bank to realise the investment
in Vietham.

The permitted room for foreign participation was increased from 30% in
2003 for both listed and unlisted companies to 49% in 2005 for listed companies,
except banks.

Foreign holdings of valuable papers issued by financial institutions are limited
up to 50% while there is no restriction on foreign holdings of listed bonds in
Vietnamese stock market.

1.2.3 Outward Investment Policy

Besides stimulative policies to attract foreign investment, the government
also gradually liberalised its external investment polgsfore 2005, domestic
enterprises could use only foreign currencies from their current account revenue
for investment abroad. Since 2005, they can also use foreign currencies bought
or borrowed from eligible banks for overseas investment.

1.2.4 External Borrowing Policy

Vietnam also adopted relatively open external borrowing policies. Enterprises
are allowed to borrow overseas to fund their permitted, registered business
activities and are self-responsible for repayment as contracted. Loan registration
after contracting and periodical reports of loan disbursement to SBV are required
only for medium-term and long-term loans. Disbursement of such loans can only
be made after duly complying with the requirement of loan registration with the
SBV. External borrowing by public sector should meet S8Yélevant
requirements and be subject to the nasi@mnual total commercial credit ceiling.
Individuals can borrow overseas as long as they meet the conditions set by the
SBV.
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1.2.5 Overseas Lending Policy

In terms of external lending policyhe financial institutions can extend
financial and commercial credit overseas. Registration and periodical reporting
to SBV are required after entering the contract. Economic institutions can lend
overseas only with approval of the Prime Minister and registration with SBV
Individuals are not permitted to lend overseas.

1.3 Other Relevant Policies
1.3.1 Monetary and Fiscal Policies

During a long period from 1999-200%jetham adopted accommodative
monetary and fiscal policies in order to boost local investment and consumption
for economic growth and cope with the potential threat of deflation under the
impact of theAsian financial crisisThe SBVgradually liberalised its interest
rate policy shifting from direct to indirect management. Deposit and lending
interest rates of both local and foreign currencies were fully liberalised in June
2002.At the same time, the SB¥ontinues to announce the SB\Wirective
interest rate (so-called base rate) as a reference for the market. Holvever
is stipulated under the Civil Law d&fietnam that the local currency interest
rates should not exceed 150% of the SBWase rate with a view to avoiding
extremely high rate loans. The amendment of the Civil Law regarding this issue
is proposed.

1.3.2 Exchange Rate Management Policy

In 1991, the SBV reformed its exchange rate management mechanism from
multi-exchange rate system into a unified one. The SBV announced the daily
official rate of USD/VND as the central rate for commercial banks to determine
their trading exchange rates within a certain band set, and adjusted when
necessary by the SB¥Governor for each particular peridietnams exchange
rate regime at that time was classified by the I&conventional peg.

In February 1999, the SBV abolished the announcement of official rate,
shifting into calculating and announcing the daily inter-bank weighted average
exchange rate as the reference for commercial banks’ trading exchange rate
determination within a certain barnthis was a significant change \fietnams
exchange rate policy as it moved from subjective management mechanism into
market-oriented onds a result, the exchange rate mechanisMietham was
classified as managed floating by the IMF in 1999.
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Table 1
Exchange Rate Developments of VND 1997-2007

USD/VND / Year 1997 1998  |1999 2000 2001|2002 2003|2004 [2005  [2006 |2007

Inter-bank weighted average]

rate (end year) 11175 [12985 (14210 14501 [15070 |15368 15608 (15739 |15875 [16091 |16114
[Yearly change (%) 1.1 16.2 9.4 2.0 3.9 2.0 1.6 0.8 0.9 1.4 [0.1
Inter-bank weighted aver,

rate (annum aver.) 11127 (12203 ]13935 14155 |14786 |15243 [15475 |15704 15816 |15963 |16126
Yearly change (%) 0.9 9.7 14.2 1.6 4.5 3.1 1.5 1.5 0.7 109 1.0
Vietcombank’s selling rate]

(end year) 12293 [13894 ]14030 14515 [15085 |15406 15647 (15778 |15915 [16055 }16030
Yearly change (%) 10.2 13.0 1.0 3.5 3.9 2.1 1.6 0.8 0.9 0.9 }0.2
Vietcombank selling rate

(annual aver.) 11689 (13263 ]13945 14169 14801 (15270 (15513 ]15743 |15856 15995 |16086
Yearly change (%) 5.9 13.5 5.1 1.6 4.5 3.2 1.6 1.5 0.7 0.9 Jo.6

In parallel with the SB\& frequent intervention in the domestic foreign
exchange market to prevent it from excessive or unreasonable fluctuations, the
allowed trading band of commercial banks was gradually widened from + 0,1%
(2/1999) to £ 0,25 % (7/2002), + 0,5% (12/2006) ; £ 0,75% (12/2007); + 1%
(3/2008) and + 2% (6/2008), £ 3 % (12/2008).

Viethams capital account has been liberalised and quite dymart from
some regulations limiting the maximum level of participation that can be made
by foreign investors iviethams companies or in some special ar&stnams
Government does not impose any restrictions on capital inflows and withdrawals.
On the one hand, this liberal policy framework has created strong incentives for
the stimulation of foreign investment, resulting in great opportunities for economic
development. On the other hand, it has led to increasing dramatic fluctuations
of capital flows into and out from the countoreating series of unpredictable
mini-shocks in foreign exchange mark#®ietnams macroeconomic policy
framework is complicated by the dilemma of the “Impossibiaity.”

By the Theory of the Impossibl&rinity, a country cannot simultaneously
achieve the three main goals of macroeconomic policies: flexible capital flows,
stable exchange rate, and monetary autonésya result, every country that
liberalises its capital account should adopt a flexible exchange rate policy if it
aims to maintain monetary autonontyowever a relatively stable exchange
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rate is viewed by th¥iethamese Government as a key factor to the cosntry’
economic development. Therefore, increasing the flexibility of capital flows into
the country posed great challengesVietnam in its dbrts to maintain its
exchange rate management palicy

2. Trend of Capital Flows inVietnam since 1985

Along with its course of economic reforms and global integratiegtnam
attracted an increasingly significant amount of foreign investment in contributing
to its economic development. Since 1995 until nhtve surplus in its capital
account has been rising (except 2000).

2.1 Inflows
2.1.1 FDI Inflows

FDI contributed the highest proportionVtietnams capital inflows. Since
1998 with the enforcement of its Law on Foreign Investment up to December
2007,Vietnam attracted $99.6 billion of registered FDI capital, of which US$45.5
billion had been realised.

As can be seen from Figure 1 be]JdvDI inflows inVietnam recorded the
first peak in 1996 and then cut into half in 1997-1998 under the impact of the
Asian financial crisis. FDI inflows iWietham recovered in 2000 and have since
increased dramatically froidiethams accession toWTO.

Figure 1
FDI into Vietnam 1988-2007
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The registered amount of FDI recorded at US$21.3 billion in 2007, exceeding
the total registered amount of US$20.8 billion for the whole period of 2001-
2005. It continued to reach US$64 billion in 2008, equal to three times the
registered amount of the previous yéldre disbursement was USI$4 billion
in 2008, increasing by 43.2% against 2007.

2.1.2 FIl Inflows

Until 2004, foreign portfolio capital (FII) inflows int&ietham were
insignificant given its infant stock market and poorly developed money market.
However Vietnam witnessed an amazinggeiof foreign portfolio inflows, which
rose from nearly zero in 2004 to the record of US$6.2 billion in 2007 amidst the
boom ofViethnams stock market and the perceived attractivene¥sebhamese
economy after itSVTO entry

Figure 2
Net Portfolio Inflows in Vietham
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Besides its positive effects on the local capital market development, the
sudden sge of foreign portfolio inflows had posed many challeng&&d¢tmams
nascent financial and money market. Howetlegre has been a declining trend
in net portfolio inflows intoVietham since the second quarter of 2008 as the
inflows dropped and the withdrawal amount plummeted. The net portfolio inflows
to Vietnam were just US$1.8 billion for the first half of 2008, just equal to
27.7% of the total Fll inflows o¥ietnam in the last year
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2.1.3 External Debt

Viethams net external debt only made a positive contribution to its capital
account since 2003. By the end of 2007, the total outstanding external debt of
the country was US$23.2 billion, of which, short-term debt incurred by private
sector was only US$0.2 billion, accounting for 0.9% of total external debt.
Approximately 97-98% oYietnams external debt consists of medium and long-
term loans under the form of ODA or commercial loans incurred by enterprises
for machines and equipment purchase. Its total short-term external debt was
equal to 1/95 of its foreign exchange reserve by the end of 2007, far below the
alarming limit of ¥z specified by the IMRhe ratio ofViethams external debt/
exports has gradually decreased from 82% in 1997 to 37.8% in 2007, far below
the maximum permitted level of 200% specified by the .IK$-a result, there
is not much risk of sudden capital flight for its external debt.

Figure 3
Vietnam’s Net External Debt (EndYear)
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According to the IMF andVB ratings,Vietham is not included in the list
of High Indebted Poor Countries (HIP@I the external debt sustainability
indicators oVietnam have always been well below the IMPAMB’s applicable
debt thresholds, reflectingietnams mostly concessional and long-term structure
of external debt, as well as its dynamic export secitie annual debt service
of Vietham has been always in the range of 7.3-13.9% of its exports of goods
and services, which is lower than the highest border of the permitted safety
range.
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Table 2
Vietnam’s External Debt Sustainability Indicators

Applicable
Safety
Indicators (%) 97 98 99 2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2006 | 2007 | Threshold
PV of External
Debt /GDP 37.5 1379 | 342 [ 393 |403 |37.6 | 342 |339 |32.0 |302 |29.0 | <45%
PV of External
Debt/ Exports 82.0 | 82.0 | 70.0 | 70.0 | 70.9 | 63.0 | 57.0 | 45.5 | 42.0 | 39.0 | 37.8 | <200%
Debt
Service/Exports 128 1139 | 128 | 105 | 106 |75 7.5 7.3 3.94 | <25%

2.1.4 Sructure of Net Capial Inflows

As far as the capital structure is concerned, FDI has always contributed
the biggest proportion iWietnams total net inflows (except the year 2003).
This is a good reflection of a healthy capital structure, facilitating sustainable
development oViethams economy in the long term. Howeye¢he sudden
increase of portfolio investment inddietnam since 2005 is noteworthy and
necessitated an appropriate response as it raised the proportion of short-term
and volatile capital inVietnams capital structure.

Figure 4
Net Inflows Sructur e
Net inflows structure
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2.2 Capital Outflows

Because of the limited financial capability \dletnamese enterprises and
great demand of capital for domestic economic development, the outward flow
of investment and lending during the past years was insubstantial. There were
just 280 FDI projects abroad with a registered capital of US$1.26 billion made
by Vietnam during the period of 1989- 2007, of which only approximately 17%
has been realised. No portfolio investment and almost no overseas lending was
registered during the same period.

A significant and most volatile part @fetnams capital outflows is its banking
systems$ investments abroad in the placement of deposits with foreign banks.
The volume of this part of capital outflows is primarily subject to the interest
rate developments in the world market. In the years 2000 and 2001 when the
world’s interest rates went up, with the FED fund rate climbing to the highest
level over 40 yeard/ietham witnessed huge capital outflows (US$2.1bn in 2000
and US$1.2 billion in 2001), being the domestic banks’ overseas investments
from their huge amount of domestic deposits in foreign currencies. This was
one of the main reasons fdretnams capital account deficit in the year 2000.

3. Determinants of Capital Flows inVietnam
3.1 Possible Causes behind Surge in Capital Inflows int¥ietnam
3.1.1 External Factors

The sharp depreciation of the US dollar in the international markets since
2002, together with the economic recession starting in the US since 2001, induced
global investors to seek for investment opportunities outside the US and in US
currency-denominated assets. The economic conditions in many other regions
were also not good for new and high-return-oriented investors. Many big countries
started to cut down interest rates to cope with the threat of economic recession
and weakening financial systems, therefore undermining the attractiveness of
their local currency-denominated assets.

On the other hand, it comes out obviously that, the more integrated and
globalised the world’ market, the more diversified the outreach of global portfolio
investors looking for investment. In such a cont&sia has emged as the
most attractive destination for global investors thanks to its continual high
economic growth, cheap lah@nd lage emeging market, which promises high
returns from high-yielding assets.
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3.1.2 Internal Factors

Vietnams outstanding economic achievement and its advantages as a hewly
emerging market are the main driving forces behind the strong capital inflows
into the country in recent years, especially in the context of the current global
economic recession.

() Fast Growing Economy

Over the last 13 years from 1995-200fetnam achieved great success in
economic development, attaining on average a growth rate of 7.58% annually
much higher than the average rate of 6.5% of the whole re@itih. GDP
growth rate of 8.5%Yietnam was the second fastest growing econonf\sia
after China in 2007. Characterised by a stable political environMietham is
viewed to have great potential for strong economic growth, thanks to its
comparative advantages, such as cheap labor force, newly established and cheap
stock and real estate market, newly established financial and foreign exchange
markets.

Figure 5
Vietnam’s Economic Gowth Rate (2000-2007)
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(i) High Demand

As a developing country with a widening savings-investment gap, there is
high demand iVietnam for foreign capital for economic developmén the
other hand, as a newly emerging market with numerous under-capacity industries
and huge demand for equitisatidfietnam ofers tremendous opportunities for
foreign investment.

407



(i) Easy Access

With its fully liberalised current account, open-trade policy and quite liberalised
capital account accompanied by foreign investment incentives and stable
exchange rate regim¥jetnam ofers to be an attractive and easily accessible
destination for foreign investments, especially afte’MffBO’s membership.

(iv) Great Interest Rate Differential

The expectation of stable exchange rates of VND makes the great interest
rate differential between local and international monetary markets (8% in 2007
and 12% in early 2008) even more attractive for foreign portfolio investment.

Table 3
Vietnam’s Selected Macoeconomic Indicators (1995-2008)

Indicators 95 9% |97 98 |99 | 2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 6/2008
Real GDP

Growth rate

(%) 95 193 |82 |58)48]6.8 6.9 7.1 7.3 7.8 8.4 8.2 8.5 6.5

CPI inflation (%

change, Dec.

over Dec.) 169 | 5.6 |36 [89]0.1-0.6 | 0.7 4.0 3.0 9.5 8.4 6.6 12.6 | 184
Nominal 3

month  deposit
rate (%/annum

end of year) - - 81 |9.7|4.0 43 5.4 6.7 6.1 6.7 7.8 7.9 12.0 | 17.5
Real interest
rate (based on
CPI end year) - - 45 [08]39 (49 4.7 2.7 3.1 -28 |-06 |13 -0.6 | -0.9

3.2 Possible Causes behind a Decline in Capital Inflows since Quarter
Il of 2008

Since the second quarter of 2008 tnam has witnessed a declining trend
of net capital inflows as less portfolio capital inflows are pouring into the economy
and more portfolio capital withdrawn out of the country both due to external and
internal reasons. Howevyecommitted FDI continued to soar and recorded
US$31.6 billion in the first half of the yearqual to 3.7 times the total of 2087’
committed FDI, which exceeded the total registered amount of FDI for the
whole period of 2001-2005.
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3.2.1 External Factors

Erupting in the Unitedt@tes inAugust 2007, the sub-prime credit crisis has
spread quickly worldwide and swelled out into the largest-ever global financial
crisis since the Great Depression of 1929-1933. The crisis triggered huge losses
and massive collapse of major global financial and banking institutions, badly
shaking all the major financial markets throughout the world. It also led to a
credit crunch and liquidity tightening in the world inter-bank market, inducing
capital withdrawals of foreign institutional and individual investors out of
developing countries, includingietham, due to the need of liquidity support for
their parent companies and their increasing risk adverse appetite.

The worsening global economic recession is a main cause contributing to
a decline in capital inflows int¥ietham in recent months.

Figure 6
World’s Economic Giowth (2003-2008)
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3.2.2 Internal Factors

Performing on the back of the external economic situation and sharp price
movements in the world market, thdetnamese economy experienced
overheated growth during the past one year and seemingly went into an
adjustment period accompanied by some macroeconomic uncertainties.

(i) Double-digit Inflation and Economic Slowdown
After many good years of control over inflatidfietnams CPI index climbed

to double-digit level at 12.6% in 2007 and continued to mount up to 21.87% just
in first nine months of 2008, nearly doubling the total CPI index increase of the
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previous yearThe monthly increase of CPI index recorded the highest level in
the past 16 years at 5.3%/month in May 2008. High inflation turned the domestic
real interest rate into negative, triggering a strong reduction in consumption spending
and a slowdown of the whole econaomJietnams economic growth rate
decreased from 8.4% in 2007 to 6.23% in 2008.

Figure 7
Vietnam’s Monthly CPI Index in 2007
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Figure 8
Vietnam’s First 6-month Economic Giowth (2003-2008)
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(i) Huge Trade Deficit

On the one hand, the growth of foreign trade activities as a result of open
trade policy and current account liberalisation, created various export opportunities
for Viethamese enterprises. On the other hand, it contributed to push up the
country imports. Import tariff reduction under commitments to WTO also
encouraged the countsyimports to meet its accelerating aggregate demand.
Additionally, the dramatic increase of FDI inflows themselves contributed a main
drive for the countng increasing imports of machines, equipment and input
materials. Consequentlfietnams trade deficit has quickly widened from US$5.1
billion in 2006 to $14.1 billion in 2007 (equivalent td.-9% of GDP) and continued
escalating to reach the record level of US$14.8 billion just in the first half of
2008.

Figure 9
Vietnam’s Trade Deficit (2000-2007)
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(i) Widening Budget Deficit

As a result of an expanding fiscal policy implemented byMiethamese
Government since 1999 to facilitate economic growth and living quality
improvement, the state budget deficit widened to -5.9 % of GDP in 2007.

(iv) Strong Adjustment in $ock and Real Estte Markes

After the boom in late 2007 and early 2008, both the real estate market and

stock market experienced a strong adjustment reflected in a freezing real estate
market and a drop of almost 70% of VN Index just in six months.
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(v) Credit Rating Downgrade

Given some signs of domestic macroeconomic imbalances and concern
among foreign investors about the resilience of\tlegnamese economy and
the banking system to the worsening global financial market, Moody and Standard
& Poors loweredVietnams credit rating from “stable” or “positive” to
“negative”. Howeverthis agency still maintains a positive assessment with regard
to the long-term outlook and prospects\viétnams economic growth.

Table 4
Credit Rating Outlook of someAsian Countries Rated by S&P
(May 2008)
Credit Rating on Internal Debt Credit Rating on External Deht

Vietnam BB+ BB

Indonesia BB+ BB-

China A A

Thailand A BBB+

Malaysia A+ A-

Vietnams huge trade deficit together with its widening budget deficit raised
concern among investors about the sustainabilifiethams balance of payment,
especially in the context of flexible capital flows and deepening global financial
crisis. In addition, the on-going increase of domestic inflation rates and signs of
liquidity tightening in the banking system added more anxiety to foreign and
even local investors regarding the courstig¢onomic prospects and the potential
devaluation of theVietnamese DongThis badly afected the confidence of
foreign investors oveYiethnams short-term economic prospects and triggered
a partial withdrawal of foreign short-term investment out of the country in the
middle of 2008.

4. Implications of Capital Flows for Central Banks Policies and Its
Response

Alongside great opportunities for economic growth and market development

that can be reaped from capital inflows, the increasing volatility of capital flows
in and out of the country pose tough challenges to the. SB¥ greatest
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challenge may be the problem of the impossible trimityich is manifested in

the tremendous difficulties of SBV in maintaining a stable VND exchange rate
and independent monetary policies under the impact of strong fluctuations in
capital flows in recent times.

4.1.Implications of Rocketing Capital Inflows for Central Bank Policies
and Its Response

4.1.1 Exchange Rate Management Policies
() Implications

A suge in capital inflows int®&ietnam, especially since late 2006, significantly
changed the balance between demand and supply in the local foreign exchange
market. In the past, the demand for foreign currencies was always greater than
the supply the VND was hence always under the pressure of depreciation.
Dramatic increase of capital inflows, especially portfolio capital pushed up the
supply of foreign currencies in domestic foreign exchange market to outweigh
the market demand, thus creating the first-ever upward pressure on VND. Instead
of always quoting their trading exchange rates at the ceiling of the controlling
band as in the past, all banks then traded at floor rates. The black market
witnessed for the first time in its history the drop of US dollar/VND exchange
rate to a level far below trading rates in the official markets.

The situation became more serious in the first quarter of 2008 when the
supply of foreign currencies from capital inflows continued to increase to over-
exceed the market demand, putting the local currency under strong pressure of
appreciation. The wide expectation of further VND appreciation due to the
forecast of continuously increasing capital flows into the economy induced market
participants to flee or stay away from US dollar or US dollar-denominated assets.
Local people and companies rushed to convert their foreign currency holdings
into Vietnamese dong to avoid further depreciation of US dollar and to make
benefit from high VND interest rates. Banks did not want to be long in foreign
currencies as the market demand for foreign currencies declined sharply while
the exchange rate of US dollar/VND dropped day by day both in the official
and black market#\t the same time, the local inteank market started to face
tightening liquidity ofVND. As a result, the SBWas facing tremendous challenge
in maintaining its primary objective to keep exchange rate stable and competitive
for export promotion.
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(i) Central Bank’s Response
a. Exchange RateAdjustment

Instead of trying to keep the reference rate under as little change as in the
past, the SBV proactively adjusted the reference exchange rates towards gradual
appreciation of VND to keep pace with market movements. The exchange rate
trading band was widened two times frem.25% applied since 2002 to +0,5%
and then 0,75 in 2007 and another time to +1% on March 2008Tébde
8). ConsequentjytheVND appreciated 1.12% in thefimfial market and 1.4%
in the black market in the first quarter of 2008 for the first time.ever

b. Foreign Exchange Intervention and t8rilisation

In parallel with the reference rate adjustment, the SBV also intervened to
stabilise the domestic foreign exchange market by purchasing foreign currencies
from commercial banks to prevent local currency from too much appreciation.
By doing so, the SBVon the one hand, helped reduce foreign currency over
supply easing upward pressure ¥ND. On the other hand, it consolidated its
foreign exchange reserve, which climbed from US$10.4 billion from late 2006
to US$19.6 billion by the end of 2007.

However this inevitably led to the increase of local currency in circulation,
pushing up inflation, thus badly affecting the VND Real Effective Exchange
Rate and the econonsyéxternal competitiveness, creatingdiclifities in monetary
policy formulation. Great efforts were made by the SBV to neutralise these
adverse effects through intensive open market operations and other creative
measures in money market (see in 4.1.2).

c. Other Relevant Policies
In order to help ease upward pressure on VND due to over-supply of foreign
currencies, the SBV encouraged prepayment of external debt by enterprises

and banks, and modified its regulations to allow importers to get loans in foreign
currencies.
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4.1.2 Monetary Paolicies
(i) Implications
a. Inflation Increase

As Vietnam is a dollarised econontlye mounting supply of foreign currencies
resulted from high capital inflows since late 2006 had not only exacerbated
dollarisation in the economy but also increased the total broad money in circulation,
leading to inflation hike, making central baskmonetary policies more
complicated.The central bank’ eforts of forex intervention to relieve upward
pressure on the local currency also played a part in raising the money supply
in the economythus pushing up the inflationary pressure.

b. Overheated Credit Growth andodlatile Inter-bank Market

As a result of the strong surge in capital inflows, followed by great investment
opportunities and greater local currency supply under a loosened monetary policy
to neutralise abundant foreign currencies in the forex market, the growth rate
of the Viethamese banking system quickly mounted up from 25% in 2006 to
53% in 2007, and with domestic credit equaled to 98.3% GDP in 2007, instead
of 40-75% of GDP as in the last period.

Table 5
Vietnam’s Selected Monetay Indicators (2000-2007)

Indicators 2000 [2001 J2002 [2003 [2004 [2005 [2006 [2007
Broad money supplyj
(M2,% of GDP) 46.3 [52.2 [53.6 |57.5 63.9 [70.9 [83.2

IBroad money supplyj
(M2,% yoy change) [39.0 [25.5 |17.6 [25.0 [30.4 [28.8 [28.9 [37.8

Domestic credit (%

of GDP) 39.7 K4.8 |51.8 582 [69.8 [75.0 [98.3
Domestic credit (%
lyoy change) 38.1 [23.2 |25.6 |324 [31.0 K0.6 |24.7 |53.0
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In addition, the scarcity of VND in the banking system induced a fierce
competition of interest rates, which then almost became a race among commercial
banks, creating disorders in the banking system, segmenting the inter-bank market
and worsening the partial liquidity problems.

c. Boom and Price Bubble in Real Este and $ock Market

The surge of capital inflows in 2006 and 2007 was seen as one of the main
sources of the price bubble in the real estate market and the boom of the stock
market inVietnam in the same perio@ihe VN Index increased nearly six times
and the daily trading volume Mietnams stock market grew up more than 10
times just within one yearlhe fast growth of these markets in 2006 and 2007
fuelled inflationary pressure and induced the growing demand for risky investment
into these markets, risking social and economic consequences should the bubble
collapse.

Figure 10
Vietnam’s Booming $ock Market
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(i) Central Bank’s Response

In order to contain inflation, the SBV started tightening its monetary policies
by sharply increasing its directive interest rates, restricting credit expansion and
raising reserve requirements. SB\WWase interest rate was raised from 8.25%/
annum in 2007 to 8.75%/annum in early 2008 and then quickly was lifted to
12%/annum in May 2008 and continuously to 14% one month IS&Y’s
financing rate and discount rate were also adjusted upward in accordance with
movements in the base interest rate.
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Table 6
SBV’s Directive Interest Rate Adjustment (2006-2008)

2006 2007 2/2008 19/5/2008 11/6/2008
Base Rate (%) 8.25 8.25 8.75 12 14
Refinancing Rate (%)| 6.5 6.5 7.5 13 15
Discount Rate (%) 45 45 6 11 13

The reserve requirement was raised from 5% to 10% as applied to local
currency and up from 8% to 10% as applied to foreign currencies in June 2007.
Both reserve requirement ratios were increased by an additional 1% in February
2008. The scope of reserve requirement was expanded to include deposits of
all maturities.

In order to help stop the interest rate race among commercial banks that
emerged in February 2008, the SBV temporarily required all commercial banks
to maintain deposit interest rates not exceeding 12%/annum to regain the stability
of money flows in the intebank marketAccordingly, the interest rate race
quickly ended, depositors had no demand for shifting their deposits among banks
and SBVS interest rate ceiling was rescinded immediatéhe SBV then
coordinated with the&/iethamAssociation of Banks for commercial banks to
hold dialogue and reach consensus on maximum rates for deposit mobilisation
so as to stabilise the inter-bank monetary market.

Besides, the SBV tried to sterilise the adverse impact of its forex intervention
on inflation pressure through many ways, such as open market operations,
increase of commercial banks’ required reserve ratio, sale of central bank bills
to commercial banks with diversified maturities from 14 days to 364 days in
order to draw money back from circulation.

In February 2008, the SBV issued and required commercial banks to buy
central bills with the total value of VND 20,300 billion (equivalent to approximately
US$1.28 billion). Banks had over one month for fund resource preparation. They
could even borrow money from SBM buy adequate central baskills as
required. Banks operating at rural areas or owing small amount of own capital
(less tharivND 1000 hillion) were not required to buy central bankills.

In order to calm down the overheated credit growth and consolidate the
soundness of the financial system, the SBV issued comprehensive instructions
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and implemented specific measures to monitor and control the scale, quality of
banking credit, especially bank lending for high risks areas, such as stock
investment and stock trading. Commercial banks were advised to keep credit
growth below 30% for the whole year 2008. Under the directive of the central
bank issued in July 2007, commercial banks’ total outstanding loans for stock
investment and stock trading and loans guaranteed by stocks were restricted
below 3% of their total outstanding loans. Since February 2008, the banks’ total
outstanding loans and commercial papers discounted for the purpose of stock
investment are not to exceed 20% of their legal capital. Intensive inspection
were carried out by the central bank to scrutinise the commercial banks’ risky
lending activities for consumption, stock, real estate investment and trading or
credit guaranteed by stocks, with the purpose to ensure the safety of the banking
system in the context of a booming market.

Concurrently while tightening monetary policy to curb inflation, the SBV
increased its short-term liquidity support to the banking system through open
market operations and other channel of capital funding. Funds were assigned
with first priority for development of business, export activities, major national
projects and for rural and agricultural development. Money was injected by the
SBV on a timely basis into some small banks to help them overcome temporary
liquidity difficulties and ensure the stability of the whole system.

4.1.3 Balance of Payment Sustainability

The dramatic increase of capital inflows into the economy accumulated a
high capital account surplus fdretnam, which was the crucialfeétting resource
for its huge current account deficit. It helped to improve its overall balance of
payment. Howeverthe countrys consumption of increasing capital inflows,
particularly portfolio investment, also entailed a greater accumulation of its future
external debt obligation, putting the economy under more volatile foreign currency
positions.

The consumption of greater capital inflows not only pumped more foreign
currencies into the economy but also pushed up the aggregate demand of the
economy especially for importing of machines, equipments, raw materials and
luxury goods, thus contributing significantly to the courstwyidened trade deficit
and deterioratetf/iethnams balance of payment sustainabiltiethams trade
deficit suddenly climbed up to US$14.1 billion for the year 2007, nearly tripling
the amount of 2006, and reached the equivalent of 25.7% of its export revenues
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for the same period, and continued to swell out to US$14.8 billion just in the first
half of 2008.

Table 7
Vietnam Balance of Payment (2000-2008)

Indicators 2000 (2001 (2002 [2003 [2004 [2005 [2006 [2007
Current Account balance]

($billion) 0.6 0.7 -0.7 |19 |-1.6 |05 02 [7.0
Current  Account (%

GDP) 2.1 2.2 -19 |49 |34 |09 |03 [9.3
Trade Balance 0.4 0.6 -1.1 |26 |23 |24 |28 [104

Trade Balance (% GDP) 1.4 1.9 3.0 |67 |49 |43 5.1 138

Capital Account Balance

($billion) -0.7 [-0.3 |l1.1 4.1 2.4 2.6 4.5 17.5
[Net FDI ($billion) 0.2 0.1 1.6 1.3 1.3 1.4 1.8 6.6
Portfolio Investment 0.9 1.3 6.2
INet External Debf]

($billion) -1.0 |04 [-05 [2.8 1.1 0.3 1.4 2.1
Currencies and Deposit -1.5 2.6
Overall BOP 0.1 0.2 0.4 2.2 0.8 2.1 4.2 10.1

Gross FX reserves
($billion end year) 3.0 3.4 3.7 5.6 6.3 8.6 11.5 [20.0

() Central Bank’s Response

The SBV proactively cooperated with other relevant ministries to seek
solutions to curb the import increase and encourage exports. On the other hand,
the SBV closely monitored developments of capital flows in and out of the
country in order to predict fluctuations in the balance of payment. The SBV
also actively intervened in the foreign exchange market to buy foreign currencies
for building up its international reserve while easing upward pressure on its local
currency at the same time.
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(i) Policies Effects

Due to SBVs flexible exchange rate and monetary managendethams
monetary and forex markets as well as exchange rate and interest rate
developments were gradually stabilised. The liquidity of the banking system was
improved. The inter-bank market overnight lending rate quickly went up.
However these positive developments may coincide with a start of a declining
trend in net capital inflows as a consequence of the worsening situation in the
global economy and financial markets.

4.2 Implications of a Declining Trend in Capital Inflows for Central Bank
Policies and Its Response

4.2.1 Exchange Rate Management Policy
(i) Implications
a. Pressure of Depreciation on Local Currency

Since the second quarter of 2008stnam_witnessed a sign of decline in
net capital inflows into the economyainly in net portfolio inflowsThis led to
a decreasing supply of foreign currencies available in the econdeanwhile,
the demand for foreign currencies continued to increase as the trade deficit
kept widening until the middle of the yearhe VND was facing serious
downward pressure in both the official and black markets.

Turning from negative foreign currency positions maintained in the previous
period, when the local foreign exchange market was flooded by foreign
currencies, the domestic banks were not well prepared for the sudden decline
in net portfolio inflows, especially for the demand of short-term capital withdrawal
out of the countryHence, banks encountered a shortage of foreign currencies
to meet the demand of importers and short-term foreign investors who wanted
to convert their funds into foreign currencies to transfer home. The local currency
was, therefore, under depreciation pressure.

Consequentlythe exchange rate escalated to exceed 1¥BIDUS dollar
in the black market while the SB¥reference rate was still at 16.568D/
US dollar followed by the quoted trading exchange rate of commercial banks
to be kept at around 16.800 VND/US dollar as bounded by the controlled trading
band of 1%. Meanwhile, the 1-year forward exchange rate of US dollar/VND
in VND’s overseas NDF market mounted up to 23.90ID/US dollar
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Most of the economg’ important demand of foreign currencies relied on
the supply of the central bankrading volumes in foreign exchange market
dropped dramatically both in inter-bank and retail market.

The SBV was once again facing serious difficulties in maintaining the stability
in the foreign exchange market, but this time to protect the local currency from
strong depreciation while preserving their foreign exchange reserve. This situation
was not only the result of net portfolio investment decline but also of speculative
activities in the foreign exchange market.

(i) Response

The SBV continued implementing flexible exchange rate policies through
flexible adjustment of exchange rate levels and trading bands as well as intensive
foreign exchange intervention.

a. Exchange Rate Downwardddjustment

In parallel with selling US dollar into the market to improve its foreign
exchange liquiditythe SBV proactively adjusted its reference exchange rate
upward gradually in alignment with market developments. SpecifithdySBVS
reference rate were strongly adjusted upward twice by 2% and 3%, respgctively
in June and in December 2008 in order to better reflect the balance between
demand and supply in int®ank foreign exchange markéttound the same
time, the controlled trading band was also widened ffoh% to+ 2% to give
more room for commercial banks to adjust their trading rates in accordance
with market fluctuations. Besides, the depreciation of VND was also aimed at
export promotion in the context of the global economic recession.

After each adjustment, the SB\/feference exchange rate was maintained
relatively stable to signal the market about a period of stabilisation. On the other
hand, the central bank tightened its supervision to request commercial banks to
comply with the official trading band, fix the cross-exchange rate with the third
currencies based on the US dollar/VND exchange rate, and not to add fee to
raise the actual traded exchange rates.
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Table 8
SBV’s Exchange RateAdjustment

Time of Adjustment | Permitted Trading Band (against IWAER)

25/2/1999 +0.1%

1/7/2002 +0.25%

2/1/2007 +0.5%

25/12/2007 +0.75%

10/3/2008 +1%

11/6/2008 + 1 %; increase IWER by 2% (322 d/USD) for one time
from 16139 -> 16461

27/6/2008 +2%

07/11/2008 + 3%

24/12/2008 + 3% and increase IMER by 3% from 16494 -> 16989

b. Intensive Foreign Exchange Intervention

The SBV aggressively intervened to stabilise the domestic foreign exchange
market and defended its exchange rate regime by selling foreign currencies to
commercial banks, thus reducing the imbalance between the demand and supply
of foreign currencies and improving the markeftoreign currency liquidity
Besides, the SBV continued to closely monitor commercial banks’ daily net open
position and used it as a basis for intervention consideration.

4.2.2 Monetary Management Policy
(i) Implications

The decline of net portfolio capital inflows intGetnam impacted on the
Vietnamese stock and real estate market&dnsignificant ways. Firstlyit led
directly to a decrease in the total trading volume of the stock market, which
used to rely considerably on the purchasing power of foreign investors. Secondly
it badly affected the sentiment of local investors in the stock and real estate
markets.

The sharp fall of stock and real estate prices created great difficulties both
for sectors in raising funds for their business operations and for the Government
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in implementation of its schedule for state-owned enterprise equitisation. It
exacerbated the adverse impact of the on-going tightening monetary policy on
economic growth.

The massive sale of government bonds by foreign investors, on the one
hand, created some disorder in the domestic monetary market and created
pressure on the local currency in the foreign exchange market. On the other
hand, it brought about opportunities for the local banks to buy government bonds
at a low price, improving their balance sheets, increasing instruments for them
to participate in open market operations with the central bank.

(i) Response

In order to cope with the potential threats and adverse impact arising from
uncertainties in the global financial market, recession in the wgoglcbnomy
and the threat of capital flight, the SBV proactively implemented comprehensive
measures to consolidate the banking system, facilitate major economic activities
and promote exporting industries. It adopted flexible but prudent monetary policy
to maintain its primary objective of inflation control. Besides, the SBV proactively
took prudent measures for controlling the pace and quality of credit growth as
well as in tightening the prudential regulations for banks.

Since the fourth quarter of 2008 when the monthly CPI index showed signs
of declining, the SBV started to gradually loosen its monetary policy to promote
lending activities to stimulate economic growth in the context of global economic
recession and drastic fluctuations in the warldapital market.

Within a period of three months from late October 2008 to January 2009,
the SBV cut its target interest rates six times from 14% to 7% as applied to
the base rate, from 13% to 6% as applied to the discounting rate, and from 15%
to 8% as applied to the refinancing rate.

The reserve requirement ratio was lowered and lowered while the interest
rate paid on the mandatory local currency reserve of commercial banks
maintained with the central bank was raised from 1.2% to 3.6% (29/8/2008),
5% (24/9/2008), and then to 10% receniie SBV also hiked the interest
rates paid to the central baskbbligatory bills held by commercial banks to
encourage commercial banks to lower their lending rates. The SBV also allowed
commercial banks to use their holding of central bardbligatory bills to
participate in transactions of refinancing or clearing before expiration.
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All these measures of the SBV were aimed at stimulating improvement in
the capability of the banking system in capital mobilisation and credit extension,
thus increasing liquiditymaintaining the sustainability of the system and
contributing to domestic investment and economic growth stimulation.
Furthermore, th&iethamese Government and SB&6olved to apply a special
policy of interest rate subsidy to facilitate individuals and institutions in maintaining
and developing their production and business activities in the context of the global
economic recession.

Additionally, a new set of policies were adopted to counteract the recession
of the stock market and encourage the resilience of domestic investors in order
to reduce the impact of foreign capital in the development of this important
capital market.

4.2.3 Balance of Payment Sustainability
(i) Implications

The sudden decline in net portfolio inflows necessitated strong intervention
by the SBV to stabilise the domestic foreign exchange market and protect the
value of its local currencylhe decline in net capital portfolio inflows directly
impacted in lowering/ietnams capital account surplus, contributing to a sharp
deterioration in its overall balance of payment from a high surplus of US$10.2
billion in 2007 down to $0.5 billion in the first half of 2008.

(i) Response

In order to maintain the soundness\viétnams balance of payment, the
SBV actively cooperated with the other relevant ministries to implement
comprehensive measures to curb inflation, promote exports and preserve its
international reservelhe SBV established a neviast daily reporting system
through the commercial banks to monitor the movement of foreign portfolio
investment.

Besides, various steps were taken by the SBV to improve its communication
to the public. Foreign exchange reserves and monetary data was published and
updated frequently on mass medMeekly statements on monetary and banking
operations were posted on SBWietnamese and newly launched English-
language websites. Regular press conferences and interviews were held by the
central bank leaders to communicate the central bastkhce and new policy
decisions regarding monetary and exchange rate pdlltgse moves of the
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SBV has helped to bolster the confidence not only of the local people but also
of foreign investors on the transparencgnsistency of central bank policies
and the stability of the banking system. The timely release of international reserve
data, published the time first-eyéelped to allay the ungrounded concern of a
sharp fall inVietnams international reserves that might lead to a potential crisis
in its balance of payment.

4.3 Implications of Capital Flows Fluctuations for Central Bank Policies
and Its Response

(i) Implications

The flexible movement of capital flows, especially portfolio investment, has
increased the volatility of the forex market and the vulnerability of the financial
and banking system.

As portfolio investment is usually of a short-term and volatile nature, it is
also called hot moneyt can flow in and out of the country very rapidly in
response to changing conditions in the global and domestic economies and in the
financial market. The flexible movement of short-term capital flows subjected
the forex market to many unpredictable mini-shocks, continuously generating
short-term shortage of demand or supply of foreign currencies and segmenting
the forex market, thus creating difficulties for exchange rate and monetary policies
and threatening the sustainability of domestic banking system.

(i) Response

In order to protect the domestic economy and financial market from the
adverse effects of the increasing flexible capital flows, the SBV enhanced its
supervision and inspection over the money market and set up a fast reporting
system to provide for appropriate market assessment and timely intervention. It
gradually overhauled its banking supervision approach and reformed the structure
and institutional framework of financial supervisidnspecialised and dedicated
Banking Supervisiogency and National Committee of Finance Supervision
were established.

Additionally, the SBVtook comprehensive measures to improve the liquidity
of commercial banks both MND and in foreign currengyand strengthened
the resilience of the banking system to withstand the increasing fluctuation of
international capital flows. The measures include:
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- Enhancing controls for credit risk, especially credit extension for investment
in securities and real estate.

- Promoting pivatisation of state-owned commercial banks with a view to
strengthening their financial capacity and improving their banking management
capability

- Modifying the regulations on the issuance of licenses for the establishment
and operation of joint-stock commercial banks and foreign banks.

- Modifying the principles of loan classifications and setting detailed limitations
on financial investment by credit institutions: Under the requirement of the
SBV, by the year 2008, commercial banks were required to build internal
credit-rating systems to facilitate their loan classification and credit quality
management.

- Strengthening the financial capability of the banking system by setting out
and implementing the following agenda of increasing the regulatory capital
applicable for banks in accordance with the directive of the Prime Minister:

Regulatory Capital Applicable f-lc;?b\llzri)us Types of Banks inVietnam
No.| Type of credit institutions 2008 2010
1. | State-owned commercial banks VND 3000 billion | VND 3000 billion
2. | Joint stock commercial banks VND 1000 billion VND 3000 billion
3. | Joint-venture banks VND 1000 billion | VND 3000 billion
4. | 100% foreign-owned banks VND 1000 billion VND 3000 billion
5. | Foreign bank branches $ 15 million $ 15 million
6. | Investment Banks VND 3.000 billion | VND 3000 billion
7. | Development Banks VND 5.000 billion | VND 5000 billion
8. | Cooperative Banks VND 1.000 billion | VND 3000 billion
9. | Finance Companies VND 300 billion VND 500 billion
10 | Finance Leasing Companies VND 100 billion VND 150 billion

(Reference Exchange Rate: 1 US$ = VND 16.900)




(i)  Policy Effects

Thanks to the appropriately flexible and prudent management of exchange
rate, monetary policies and banking supervision enhancement made by the SBV
the Viethamese economy quickly overcame the macroeconomic uncertainties.

Despite the adverse impact of the global economic recession and financial
crisis and of the domestic macroeconomic uncertaintieftnam achieved a
GDP growth rate of 7.4% in the first quarter of 2008. It recorded GDP growth
of 6.3% for the whole year of 2008, a growth rate though lower than the previous
year but still higher than that of many countries in the region and in the world.

The SBV was successful in controlling inflation. The monthly CPI index
was lowered to below 2% since July 2008, and turned marginally negative in
October 2008. Inflation rate was 19.89% for the whole year 2008 in comparison
with 2007.

Figure 11
Vietnam’s Monthly CPI index in 2008
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The trade deficit was gradually reduced and maintained under control. It
remained below US$1 billion since June 2008, and totalled US$17.5 billion for
the whole year of 2008. The overall balance of payment was slightly positive.
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Figure 12
Vietnam’s Monthly Trade Deficit in 2008
US $ billion
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FDI inflows still increased to a record level attaining the registered amount
of US$59.36 billion in the ten months of 2008, of which US$9.1 billion was
realised . FDI inflows increased 38.3% against the same period of the previous
year This is evidence to show that foreign investors are still confident in the
medium and long-term prospects of Miethamese economy

Figure 13
Disbursement of FDI in Vietham in 2008

US billion
i

8

i

Tage (8 Fube0d Mar- 0 Jpr-03 Bir08 hoe (S M08 S0 Sep-08 0cc08

428



The financial and banking system quickly consolidated both in scale and in
depth, liquidity and solvency were maintained during the most volatile periods of
capital flows fluctuations. Despite the fact that the international banking system
is still struggling with liquidity problem, thgietham banking system was kept
stable and safe without any bankruptcy or bank failures. The NLP ratio was
about 3% of outstanding loans; the capital adequacy ratio was better than the
previous year and nearly 10%. Money was injected by the SBV into some small
banks which faced a liquidity shortage to restore their liquiditie deposit and
lending interest rate were quickly reduced both in wholesale and retail markets.

The commercial banks consolidated their internal inspection and audit control
systems, enhancing internal monitoring. They adopted more prudent procedures
in regard of loan evaluation and assessment. Credit quality as well as banks’
corporate governance and management capability improved significantly

The local foreign exchange market was quickly stabilised after each mini-
shock in the supply or demand of foreign currencies due to capital inflow
fluctuations. The exchange rate of US dollar/VND became quite stable around
17000 both in the official and parallel market. The differential between the
exchange rate in the official and parallel market was insignificant.

ith a fluctuation of over 9% of VND exchange rate in both ways
(appreciating and depreciating) for the whole year of 2088nams exchange
rate policy was progressively more flexible but still under management. The
SBV was quite successful in its innovative forex intervention strategy to stabilise
the exchange rate and foreign exchange market. Though the intervention volumes
were great during the years of 2007 and 2008, they did not deteriorate the
national foreign exchange reserve, thanks to the SBppropriate management
of reserve, buying in when market was over-supplied with foreign currencies
and selling out when market was in shortage of foreign currencies. Confidence
in the value ofthe VND and Viethams economic prospectsas restored and
strengthened.

5. Conclusion

Together with a fully liberalised current accouvitetham removed many
restrictions on its capital account, taking significant steps towards a liberalised
capital account. Since its issuance of the first Law on Foreign Investment in
1988,Vietham continuously amended and issued many relevant legal documents
to create a transparent and favorable legal framework to encourage foreign
investment, especially FDI into the countipart from some regulations limiting
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the maximum level of participation of foreign investor¥iathnams companies
or in some special areddetnams Government does not impose any restrictions
on capital inflows or withdrawals.

With its liberalised trade policies and a quite open capital accdiaiham
is well integrated into the world econonBeing a member of theFTA, APEC
and, most recentlftheWTO, Vietnam has emged as an attractive destination
for global investors, especially in the period of 2006-2007, attracting an increasingly
significant amount of foreign investment contributing to its economic development.

Since 1995 until noywWietnams capital account surplus has been rising
(except 2000), of which, FDI is always the main part (except the year 2003).
This is the advantage dfietham in maintaining a healthy capital structure,
facilitating its sustainable economic development. Howdfersudden sge of
portfolio investment inflows int&ietnam since 2005 and their fluctuations trending
downwards during 2008 are noteworthy and necessitated an appropriate policy
response as it raised the proportion of short-term and volatile capietimams
capital structure.

Alongside the great opportunities for economic growth and market
development that can be reaped from strong capital inflows, the increasing
flexibility of capital flows in and out of the country posed tough challenges to
the SBV The greatest challenge may be the problem of the ‘impossible trinity”,
which was clearly manifested in the difficulties of the SBV in maintaining the
desired exchange rate stability and monetary autonomy under the impact of
strong fluctuations in capital flows.

The mounting supply of foreign currencies that resulted from high capital
inflows not only exacerbated the dollarisation in the econdmmyalso increased
the total broad monejeading to inflation hike, overheated credit growth, price
bubble in real estate and stock markets, making centraldtask's in managing
monetary policies more complicated.

The volatility of capital flows, especially portfolio investment, created instability

in the domestic forex market by causing continuous shifts between short-term

surplus and shortage of foreign currency supply and exerting upward and

downward pressure on the local currency exchange rate. This not only made
things more complicated for the central bank in the formulation and management
of its monetary and exchange rate policies, but it also increased the volatility of

the forex market and tested the soundness of the domestic financial and banking
system.
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The strong capital inflows, on the one hand, built up a high surpliistimams
capital account, thereby serving as a crucial resource for its balance of payment
improvement and facilitating its international reserve consolidation. On the other
hand, they pushed up the demand for imports, thus deteriorating its trade balance.

In order to cope with the side-effects of the increasingly volatile capital
flows, the SBV adopted flexible exchange rate policies, tightened monetary
policies for inflation control and initiated comprehensive measures to improve
the liquidity of commercial banks and enhance the central anlgervision
over the money market and banking system. Developments of capital flows in
and out the country are subject to close surveillance by the SBV to prepare for
any fluctuations in the balance of payment.

Due to the appropriate and timely response of the, SBa/Vietnamese
economy rapidly surmounted the macroeconomic uncertainties. The economy
grew by 6.3% in 2008 in spite of the adverse impact of the vgoeldbnomic
recession and the global financial crisis. Inflation was successfully controlled
and the trade deficit was narrowed. FDI inflows still increased to reach a record
level with the registered amount of US$ 59.36 billion in the first ten months of
2008.

The financial and banking system consolidated rapidly both in scale and in
depth, and liquidity and solvency weraintained during the most volatile periods
of capital flow fluctuations. The commercial banks raised their working capital,
consolidated their internal inspection and audit control systems, enhancing internal
monitoring. They adopted prudential procedures in respect of loan evaluation
and assessmerAs a result, credit quality as well as the ban&stporate
governance improved significantljhe local foreign exchange market stabilised
quickly after each mini-shock in supply or demand of foreign currencies.
Confidence in the value ofND and in the outlook oWietnams economic
prospects was restored and strengthened.

Since the last quarter of 2008jethams economy was starting to be
affected by the worsening global economic and financial situation. In this context,
the SBV once again, showed its promptness and flexibility when it proactively
made a big policy shift from a tightened to a prudently loosened monetary policy
and implemented comprehensive measures to stimulate demand and facilitate
economic growthAppropriate and massive measures were taken in a timely
manner to mitigate the adverse effects of the external environment on the
domestic economy
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The lesson of experience ¥ietham teaches us that the capital account
liberalisation should be conducted in a gradual and orderly manner in alignment
with a strengthened banking system and a flexible exchange rate mechanism.
The macroeconomic policy adjustments should be carried out in a consistent and
timely manner to help strengthen the sustainability of the financial system and
promote confidence in the local currenapd to act as a cushion for unpredictable
fluctuations in capital flows. The banking supervision and internal controls need
to be further strengthened to prevent banks from taking risky or volatile positions.
The quality and timeliness of the banks’ reporting systems should be enhanced
and the early warning system, both at the macro and microeconomic levels,
should be quickly established to trace and prepare for any signals of instability

While further efforts should be made to improve the trade balance so as
to minimise the vulnerability of overall balance of payment to capital flight, a set
of technical measures may be established to exercise indirect and effective control
on hot money flowsAdditionally, an efective and intensive public communication
strategy can make a significant contribution to bolster public and investor
confidence.The central bank’ stance on monetary and exchange rate policy
should be made more transparent to the public, which will help to protect the
markets from psychological shocks. The public is to be made aware about the
objectives and implications of macroeconomic policy adjustments to create
consistent incentives for economic development.

According to the assessment of the warlBading financial institutions,
such as th&Vorld Bank, the IMFetc., in spite of the inevitable adverse impact
of the global economic recessidfietnams economic prospects shine bright in
the medium-termVietnam remains an attractive destination for global investors.
Effective capital flow management is a tough, but critical task/fetnam. It
is a vital challenge for the country to meet, now and in the near future, if it is
to get the most benefit from further integration and from globalisation of the
international capital market, while minimising the side-effects.
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