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The Boom in Capital Flows to Developing Countries:
Will It Go Bust Again?”
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Abstract

This paper argues that the policy of quantitatigsieg and maintaining
close-to-zero interest rates in advanced economaabply the US, has been
generating a surge in speculative capital flowsdéweloping countries in
search of yield and creating bubbles in foreignhexge, asset, credit and
commodity markets. This latest generalized suggestitutes the fourth post-
war boom in capital flows to developing countri@dl. previous ones ended
with busts, causing serious damage to recipienhtci@s. The conditions
driving the recent boom in capital flows and comihogrices are not sus-
tainable, and they are likely to be followed byrarp downturn. Various
scenarios that can bring them to an abrupt endliaoeissed. Examining the
policy responses and financial and macroeconomi@ldpments in major
emerging economies, the paper concludes that defioimodity-rich econo-
mies that have been enjoying the dual benefitdalfad liquidity expansion —
that is, the boom in capital flows and commodityrkets — are most vulner-
able to a possible reversal and urges them to neacapital flows more ef-
fectively.
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1. Introduction

The post-war period has seen three generalized dbosincycles in pri-
vate capital flows to developing and emerging ecuoies (DEEs), and we
now appear to be in the boom phase of the fourth dhese booms have
started under conditions of global liquidity expansand low US interest
rates, and all the previous ones ended with biiis.first one ended with a
debt crisis in the 1980s, when US monetary poli@swightened, and the
second one with a sudden shift in the willingneSienders to maintain expo-
sure in East Asia as financial conditions tighteirethe US and the macro-
economic situations of recipient countries detettied because of the effects
of capital inflows. The third boom developed alddgsthe subprime bubble
and ended with the collapse of Lehman Brothersth@dlight to safety in late
2008.

Unlike previous episodes, the Lehman reversal ditlcause serious or
widespread dislocations in developing countries gpBecause of generally
strong payments and reserve positions, reducedatisies on balance sheets,
and, above all, the short duration of the downtumdeed, it was soon fol-
lowed by a rapid recovery in 2009 as major advareEwhomies (AES), nota-
bly the US, responded to the crisis brought abguéextessive liquidity and
debt by creating still larger amounts of liquiditybail out troubled banks, lift
asset prices, and lower interest rates.

This quantitative easing and close-to-zero interasts in the US have
generated a surge in speculative capital inflonBEts offering higher inter-
est rates and better growth prospects, givingtadmibbles in currency, asset,
credit, and commodity markets. Major deficit DEEsich as Brazil, India,
South Africa, and Turkey, have seen their curreneippreciate faster than
surplus DEEs have. This development has paralkteishicreased reliance on
foreign capital to help them meet their growingeemral shortfalls. For their
part, most East Asian countries have been sucddgasfuaintaining strong
payments positions, but they have also been famiedit and asset bubbles.
While it is almost impossible to predict how andemhthe current surge in
capital flows will end, there can be little doubat the conditions driving it at
this time cannot be sustained indefinitely. Consedjy, the major recipients
are all exposed to the risk of a sudden stop amersal—and, hence, to bal-
ance-of-payments and/or financial-market instahitib an even greater extent
than that suffered after the Lehman collapse.

This paper examines the causes, nature, and effetiie current boom in
capital flows to DEEs from a historical perspectiaad the possible conse-
guences of its reversal. Discussions will focuspoivate capital flows to
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DEEs, including both the DCs as traditionally detinand the emerging
economies of Central and Eastern Europe (CEE) lmadCbmmonwealth of
Independent States (CIS), which are now generalhsidered to be in the
same class of investment risk as the DCs. Howduwerhistorical compari-
sons, data will also be presented for the DCs dlodedistinction will be
made between capital inflows and outflo@apital inflows refer to the acqui-
sition of domestic assets by private non-residentsle the sale of assets is
defined as negative inflowgapital outflowsrefer to the acquisition of for-
eign assets by private residents, including foreigmpanies and individuals
that have established residence in DEEs, and sateslefined as negative
outflows. Net private capital flowsre the difference between net capital in-
flows and net capital outflows.

The first two post-war cycles are briefly discussethe following section.
Section C examines private capital flows in the meNennium, including the
factors driving the pre-Lehman surge in inflowsgithorief reversal, and the
reasons for their quick recovery. It is argued that factors that gave rise to
sharp swings in capital flows have also contributedyrations in commodity
prices since the early years of the 2000s. Se®i@xamines the changes in
the composition of capital flows in comparison wittevious cycles and their
implications for the exposure of DEES to the risknstability and crises. This
is followed in Section E by an examination of thgact of capital flows on
the exchange rates, current accounts, and ass&etmarf DEEs in recent
years. Section F discusses the possible developrtteait would end the cur-
rent boom and the exposure of different categ@fd3EES to a sudden stop
and reversal. After a brief review of the policgpense of DEEs to the boom,
it is concluded that stronger, comprehensive, arthpnent measures of con-

! Many of the emerging economies of CEE and the GdiSndt exist as independent states

before the 1990s. Here DEEs correspond to whatlve WEO (October 2010) calls
“Emerging and Developing Countries” plus the Newmhyglustrialized Economies (NIES),
Hong Kong (China), Korea, Singapore, and Taiwarvidge of China. Until October 2009,
the IMF's World Economic Outlookncluded NIEs among “Emerging and Developing
Countries,” but they are now treated as advancedanies.

2 This study uses data both from the IMF and the(lifstitute of International Finance).
These differ in country coverage, methodology, eladsification of capital flows. The IMF
data include all DEEs as defined above, whereagidifa include the 30 most important
emerging economies. In terms of coverage of itdWE, data are also more comprehensive.
IMF data are organized around three categoriesctiportfolio, and other investments. The
IIF distinguishes between equity and debt for boflows and outflows. For inflows, a fur-
ther distinction is made between portfolio and direquity and between commercial bank
lending and non-bank lending. Historical compargsbere rely on the IMF data, whereas
both data sets will be used for the more recerioger
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trol are needed in order to contain the build-ufradility and imbalances that
could eventually inflict serious damage when therb@nds with a bust.

2. Previous post-war boom-bust cycles

Until the second half of the 1970s, private capiifibws to DCs consisted
primarily of foreign direct investment (FDI), antet main recipients were
Latin American countrie$. They were either tariff-jumping investments
aimed at access to heavily protected domestic nsarkeinvestments for the
exploitation of natural resources to be exportezkhia AEs. Portfolio inflows
and private borrowing from international financmaarkets were almost non-
existent, and sovereign borrowing was limited. Tetavate inflows to DCs
were not only small but also relatively stable.

This picture changed in the 1970s with the firsstpgar boom in capital
inflows to DCs (Figure 1). Much of this was in imational commercial
lending. FDI inflows remained relatively small, atitere was hardly any
portfolio investment. Lending was driven primarlly a rapid expansion of
international liquidity associated with oil surpbssand growing US external
deficits and facilitated by financial deregulationAEs and the rapid growth
of Eurodollar markets. Excess liquidity was recyciato syndicated bank
credits at variable interest rates, and many aofehgere denominated in dol-
lars. Borrowing from private markets was viewednawe attractive by DCs
than loans from multilateral financial institutiobgcause they did not come
with policy conditionalities. Moreover, with boongircommaodity prices, real
interest rates on these loans were often negdtaten America was the main
recipient. Feeding the boom in foreign borrowingrevéhe Bretton Woods
Institutions (BWIs) and the US, whose encouragenwdnthe activity was
prompted by their fear that the oil-price shocksilddead to a collapse of
global demand and contraction of world output.

This boom ended when the US Fed shifted to mongiginyening in order
to bring inflation under control. Hikes in policyterest rates in the early
1980s immediately increased the burden of extaiabt of DCs as rates on
their outstanding loans were swiftly adjusted. B¢ same time, commodity
prices and export earnings faltered as recessidheirS, triggered by con-
tractionary monetary policy, took hold. The combioa of a heavier debt
burden and reduced capacity to service it resuiteskveral recipient coun-
tries falling into arrears. A sharp cutback in bdekding followed, forcing
many debtor countries to generate trade surplosemke net transfers abroad

3 For a further discussion of previous post-war cyciee UNCTAD TDR (2003).
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through cuts in investments, imports, and growtte Tesult was a debt crisis
and a lost decade for many DCs, notably in Latinefioa.

Figure 1. Net Private Capital Flows to DCs, 1971-2@0
(Percent of GDP)
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The second boom came after almost 10 years of ldeihéccess for most
DEEs to international financial markets (Figureantl 2). Once again, it was
associated with rapid expansion of liquidity an@mgleuts in interest rates in
the US and Japan. The US entered the 1990s wéhession made worse by
the Savings and Loans crisis of the previous decHue response was a sharp
lowering of interest rates, which allowed domestibtors to refinance their
debt at substantially lower rates and banks todbuy capital by arbitraging
between the Fed and the Treasury and riding thHd gigve. Japan also engi-
neered a massive liquidity expansion in responséste@ecession, brought
about by the collapse of stock- and property-malkidsbles in the late 1980s.
The surge in capital inflows was also greatly emaged by the success of the
Brady Plan for sovereign-debt restructuring in haimerica and rapid liber-
alization in many DEEs. This time, Latin AmericeadE Asia, and the CEEs



68 Ekonomi-tek Volume / Cilt: 1 No: 1 January / O@4K 2

all received large amounts of foreign capital. Agkx proportion of inflows
went into FDI and portfolio equities than in thestiboom of the 1970s.

Figure 2. Net Private Capital Flows to DEEs, 1980-2®
(Percent of GDP)
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Source: IMF, WEO, 2010 database; BOP.

Despite a crisis in Mexico in 1994 brought on byusmexpected spike in
US interest rates and political uncertainty, th@egalized boom in capital
inflows to DEEs continued, but switched to EastaAdiet private capital
flows peaked in 1995 before drying up altogetheemvkthe Thai crisis burst
on the scene in July 1997 and then spread to desttrer countries in the
region. Capital inflows plummeted as a result ofudback in international
bank lending and a plunge in portfolio inflows. TRast Asian crisis was
followed by a series of crises in several otherrging economies, including
Brazil and Russia in 1998, Turkey in 2000-01, amgeftina in 2001-02.

While the nature, composition, and destination ayfital flows varied be-
tween these two post-war cycles, there were algmitant similarities. In
both episodes, booms were associated with a rapiansion of liquidity and
low dollar interest rates. Both petered out undgrténed financial conditions
in the US, including higher interest rates andrangfer dollar. In both epi-
sodes, rapid shifts in market assessments of bersdwisk-return profiles
and loss of appetite for risk played a key role¢hia reversal of capital flows.
Deteriorations in the macroeconomic fundamentatsthe external positions
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of recipient countries were no doubt crucial insiag international lenders
and investors to have a change of heart about anaing exposure. In the

first cycle, worsening payments difficulties weegdely the outcome of ex-
ternal shocks caused by a sudden change in US argratlicy. In the sec-

ond cycle, reversals of capital flows were oftescasated with a deterioration
of the external positions of the recipient courstrieut in most cases this re-
sulted mainly from the effects of capital flows imelves. And East Asian
countries faced rapid outflows despite strong ma@soomic fundamentals
and fiscal discipline (UNCTAD TDR, 1998 and 1999).

3. Capital flows in the 2000s

3.1 The third post-war boom

The third boom in private capital inflows startedthe early years of the
new millennium. Again it was triggered by exceptty low interest rates
and rapid expansion of liquidity in major AEs—fastthat subsequently led to
the most severe post-war global financial crisid @sonomic contraction.
Fearing asset deflation and recession, the US ésgmbnded to the bursting of
the dot-com bubble and the steep fall in equity ke by bringing policy
rates to historical lows. The US policy of easy eywm@and low interest rates
was also mirrored in several other AEs. Interessran Japan were brought
down to almost zero as the government tried tokomsa of a deflationary
spiral. Even the otherwise conservative Europeantr@eBank (ECB) joined
in and set interest rates at unusually low levels.

The surge in private capital inflows was also heélpg the willingness of
surplus DEEs to invest in US Treasuries. China el twin surpluses in its
current and capital accounts since the beginninteftecade, investing both
of them fully into reserves, mostly in dolldrsAbout two-thirds of the oil
surpluses of fuel exporters (FEs) earned after 208@t into reserve accu-
mulation, and the rest was used for FDI and podfirivestment. Large ac-
quisitions of US Treasuries by China and FEs hetpekeep long-term rates
relatively low, even as the US Fed started to raisert-term rates.Thus,
while widening US external deficits were being fisad “officially,” there
was plenty of highly-leveraged private money seiaglor yield in DEEs. A
mutually reinforcing process emerged between peivedws to DEEs and
official flows to the US—the former were translatatb reserves in DEEs and

4
5

Here, capital-account surplus is used for surpfuaan-reserve financial account.

Bernanke (2011) argues that not onbt capital inflows from surplus DEEs but algooss
capital inflows from Europe, leveraged by issuingereign debt and bank deposits, raised
net demand for safe US assets and brought downrtésngrates.
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constituted an important part of official flows tlee US, which, in turn, sup-
ported lower rates there and private flows to DEEs.

Both net inflows and net flows to DEEs peaked if2before the explo-
sion of the subprime debacle (Table 1, Figure B).iR DEEs increased rap-
idly with the acceleration of growth, but a majarpof the increase in in-
flows was in portfolio investment. Lending attrattey carry-trade profits due
to large interest-rate differentials with major ABstably the yen carry-trade,
played an important part in this process. Many vengged Japanese investors
also joined in the search for yield in conditiorisyear-zero interest rates and
stagnant equity prices in that country. Such infldato target countries, such
as Brazil and Turkey, with much higher interesesabften led to appreciation
of their currencies, thereby raising the returnaditrage capital. Short-term
money was also attracted by the prospect of cuyrappreciation in countries
like China, where interest rates were relatively [¢IF, October 2008; SAFE,
2011). Favorable interest-rate differentials andvanol pressures on curren-
cies made a major contribution to the escalatioprimate borrowing abroad
in several DEEs.

Table 1. Private Capital Flows to Emerging Economies
(billions of dollars)

2003 2005 2007 2008 2009 2010

Net Private Inflows 280 642 1285 594 644 990
Equity 185 360 597 422 490 571
Direct Investment 137 289 500 509 357 371
Portfolio Investment 48 71 97 -86 133 200
Private Creditors 95 282 688 172 154 419
Commercial Banks 24 189 451 29 -10 172
Non-banks 71 93 237 143 164 247
Net Private Outflows -143 -497 -825 =772 -453 -573
Equity Investment -46 -89 =277 -229 -268 -269
Resident Lending/Other -97 -407 -547 -544 -185 -305
Net Private flows 137 145 460 -178 191 417

Source IIF (October 2010 and June 2011).

The surge in capital inflows was accompanied byidtgpnarrowing
spreads on emerging-market debt. The average spséch had peaked at
1400 basis points after the Russian crisis, fefitiooously from mid-2002
onwards, coming down to 200 basis points in tha fialf of 2007. As noted
by the IMF GFSR (2004: 66), “liquidity and an inase in risk appetite
[were] relatively more significant influences onrespds than fundamentals.”
Indeed, most DEEs enjoyed the increased risk appaid shared in the boom
in capital inflows, irrespective of their underlgifundamentals. During 2002-
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07, the emerging economies of CEE received as rfarefign private capital
as Asian DEEs, even though their total income waessfdth of the total in-
come of Asia, and their economic performance wasasdmpressive.

3.2 The Lehman collapse and contraction in capitdlows

As the subprime debacle started to reverberatesadie world, private
capital inflows to DEEs initially held up, despitee growing strains in credit
and asset markets in the US and Europe. Howevéh, the collapse of a
number of leading financial institutions in the Uftably Lehman Brothers,
the boom came to a halt in the second half of 20&8.portfolio equity and
debt inflows and net commercial lending all colleghsturning negative in the
course of 2008-09 as non-residents pulled out oiteg@nd bond markets and
international banks cut lending. Total net privatlows were more than
halved, but resident outflows proved to be mordiees. Consequently, there
was a massive drop in net flows from the peak re@dh 2007 (Table 1, Fig-
ure 2).

There were many reasons for this sudden stop amdsad. First, the vola-
tility racing through financial markets led to ettne risk aversion on the part
of international lenders and investors. Before dbébreak of the crisis, pre-
miums on credit-default swaps (CDS) were below B@8is points for most
DEEs. They started to shoot up at the end of Aug068, reaching, on aver-
age, almost 600 basis points for Latin America @&iE. Similarly, the aver-
age EMBI Global Yield Spread rose from some 170shasints at the end of
2006 to over 720 basis points at the end of 2008-(GFSR, April 2009;
BIS, 2009). This resulted in a narrowing of the giarof return over risk on
arbitrage money, thereby triggering a rapid reveo$dhe carry-trade and a
flight to safety into US Treasuries.

Global deleveraging by highly indebted investoightened liquidity con-
straints, and higher margin calls added momenturting¢oexit, while falling
commodity prices forced a rapid decline in investma commodity-rich
economies. Foreign bank subsidiaries in some DEdesfanded their parent
banks in AEs during the crisis in order to streegtlhe latter’s liquidity and
overall financial positions (BIS, 2010a). Finalgs it became clear that DEEs
would not be immune to the turbulence rocking tHesAand that prospects
for any economic growth there were not encouragthgre was not much
appetite for equity investment.

Also, greater international financial instabilitychthe disappearance of
appetite for risk were reflected in a strengtherohghe dollar vis-a-vis other
major currencies, notably the Euro, even thoughUBewas at the center of
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the crisis. The dollar in general and US Treasuiils B particular were re-
garded as a safe haven, a perception that wasmeaaf by the reversal of the
carry-trade. The surge in dollar funding costs andency mismatches on
corporate balance sheets generated by losses lan skturities also added to
the demand for dollar assets (McCauley and McGQie9).

3.3 The current boom

Both the strength of the dollar and the contraciiorcapital inflows to
DEEs were short-lived. The dollar started to wea#taring the first half of
2009. Simultaneously, private capital inflows to E¥Estarted to recover, led
by purchases of equities, although FDI inflows rigved weak. According to
the IMF WEO (April 2011), after falling from $1.64illion in 2007 to $484
billion in 2009, inflows would climb back to $814lllon in 2011. Again,
according to the latest estimates by the IIF (ROTEL), net private inflows to
the 30 most important emerging economies woulddmees$1.04 trillion in
2011, compared to an all-time high of $1.285 wiilin 2007.

As in previous episodes, a key factor in the ongdioom in capital flows
is a sharp cut in interest rates and rapid expangidiquidity in major AEs,
notably the US. This has not been translated irgigificant increase in pri-
vate lending and spending within the US becauspraiblems on both the
supply and demand sides of the credit markets.dRathis excess liquidity
has spilled over into the global arena in a seé&wclyield in DEEs, and this
has put many of these governments on the defertsdieyving that the US is
deliberately carrying out a competitive devaluatdrthe dollar.

Another factor in the post-Lehman surge in cagltais to DEEs is their
superior economic performances and prospects faregfgrowth when com-
pared to the AEs. In addition, although interesesan many major DEES
were initially brought down in reaction to crisiatsed dislocations, the arbi-
trage gap widened in 2010 as they reversed coundeashed interest rates
upward again. At the same time, US interest rate® ltontinued unchanged
at very low levels. As a result, the carry-trade haen re-established, and key
emerging economies with high interest rates, sucBrazil, India, and Tur-
key, have become the main targets (IIF, OctobeORQlow interest rates in
the US, together with the ongoing weakness of tiilaild made the dollar the
new funding currency for the carry-trade, replacingditional carry-trade
currencies like the yen and the Swiss franc (B(8,0b).

Furthermore, due to the unprecedented difficuktiesountered by large fi-
nancial institutions in the US and Europe and thweeting nature of public-
sector deficits and outstanding debt there, th@schias produced a sea change
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in investors’ perception of geographical risks. &y, AEs are not auto-
matically superior to DEEs as investment destimgtid?erhaps for the first
time in post-war history, the risk margin betweeBsAand DEEs has nar-
rowed as certain members of the industrialized dvedem likelier to default
on their public and private debts. A natural outeois that DEEs are now
given greater weights in the equity and bond pbtafoof investors within

AEs® The reduced risk margins, together with incredséstest-rate differ-

entials, have widened the arbitrage opportunitiegobd those of the pre-
Lehman years, making the carry-trade type of bomgwand lending even
more attractive.

3.4 Financial and commodity cycles in the 2000s

Like capital flows to DEEs, commodity markets ha®wn considerable
swings in the 2000s, according to shifts in the ke’ assessment of risks
and returns. This is largely because these malits rapidly become more
like financial markets, with several commoditiesnigetreated as a distinct
asset class and attracting larger amounts of monegarch of profits from
price movements (Domanski and Heath, 2007; IATRI82Mayer, 2009).
During 2003-10, assets allocated to commodity-inttexling strategies are
estimated to have shot up from $13 billion to $820on, and the number of
outstanding contracts in commodity futures andamgtisoared from 13 mil-
lion to 66 million (Masters, 2008; World Bank, 2@t BIS, 2010b).

Evidence suggests that the spreading phenomenbinaoicialization has
reduced the traditional segmentation of commodigyrkats by ushering in a
diversity of new factors to affect real supply aemand for different prod-
ucts. There has thus been an increased correlatimmg commodities, par-
ticularly those subject to index trading, and sypalzation of boom-bust
cycles in various commodity markets (Tang, 201Eskihke, 2011).

The post-2000 swings in commodity markets showrangt correlation
with capital flows to DEEs and the exchange ratéhefdollar (Figures 3 and
4). The evolution of the stock-market value of pitgl commodity-related
company and mutual-fund investments in commoditiks® looks strikingly
similar to the boom-bust cycles in capital flowddBEs—after rising steadily,
they both declined in late 2008, but recovereddigpafterward (Oliver Wy-
man, 2011).

5 The weight of emerging-market equities in the At®try World Index of the MSCI
(Morgan Stanley Capital International) rose frossléhan 5 percent in 2003 to 13 percent in
2009, and this is expected to increase furthehéncoming years — see IIF (January 2011)
and IMF GFSR (October 2010).
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Figure 3. Net Private Capital Flows to DEEs and Commdity Prices,
1998-2010
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Source: IMF, WEO, 2010 database.

With rapid liquidity expansion and acceleration grbwth in the global
economy, both oil and non-oil commodity prices t&t@rto rise in 2003, gain-
ing further momentum in 2006. The factors drivitg tboom included the
strong pace of economic activity in those DEEs wh#te commodity-
intensity of growth was high, low initial stocksgak supply response, and a
relatively soft dollar. In the case of food, diviers to bio-fuels, droughts,
changing demand patterns in DEEs, and the highafdsttilizers and trans-
port due to high fuel prices all played a role. Tipsvard trend in prices also
attracted index-based investments in commodityréstucreating bubble-like
increases (Gilbert, 2010).

Despite growing financial strains in the US dur2@d7 and much of 2008,
index trading in commodity futures continued tog®rahead, contributing to
the acceleration of price increases. Prices reaahgebk in July 2008, when
investment in commodity futures reached an unpeted $317 billion, and
the number of contracts for commodity derivativeser rapidly (Masters and
White, 2009; BIS, 2010b). However, they all expecied a sharp downturn in
August 2008, as investors unwound big positionsiirand non-oil futures,
more or less at the same time as capital flowsE&®were reversing and the
dollar was starting to strengthen.
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Figure 4. Commodity Prices and the Dollar
(Index numbers, 2005=100)
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This boom-bust cycle in commodity prices in the dhédof the subprime
crisis was largely due to shifts in market sentitmegarding the future course
of prices. Initially, throughout 2007 and much @038, the subprime crisis
was seen as a hiccup. It was not expected to genardeep recession or a
glut in commodity markets, particularly since DEkSre expected to evade
any ripples that might spread outward from the matarkets. Any down-
turn in economic activity was expected to be shiottowed by a rapid and
robust recovery. For its part, the IMF was quit¢irojstic, downplaying the
difficulties and revising its growth projectionswards during early summer
2008 (Akyuz, 2010c; IMF WEO Update, July 2008). Hwer, with the eco-
nomic and financial picture in the US darkeningtbg day, crowned by the
collapse of Lehman Brothers, sentiments turned. sdlanost simultaneously,
there was a rushed exit of capital from commoditied DEEs and a flight to
the perceived safety of the dollar. By the end ofober 2008, food was 27
percent and oil 45 percent below their peaks.

The post-Lehman upturn in commaodity prices alsmaidied with the re-
covery of capital flows to DEEs and the declinetted dollar. Index trading
has played an important part in this. After fallingate 2008 and early 2009,
this activity started to gain momentum as commodgitices turned up in
spring 2009 on the back of quickening demand froBEEB, notably China.
This demand was fanned by an environment of expgniternational li-
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quidity and historically low interest rates. Invasint in commodities reached
$320 billion in mid-2010, a figure last seen durihgy-August 2008, when
commodity prices peaked, while the number of exghanaded options and
futures rose to unprecedented levels (World Ba@k13; BIS, 2010b).

The parallel movements in capital flows, commodgitices, and the dollar
are driven not only by such common influences aketaassessments of risks
and return and global liquidity conditions. Theg atso directly linked to one
another. A weaker dollar often leads to higher cality prices because,
ceteris paribusit raises global demand by lowering the non-dgtiaces of
commodities. Moreover, changes in commodity pritage a strong influence
on investments in commodity-rich DEEs. This is wited to oil and miner-
als. With increased interest in bio-fuels and hilkef®od prices, acquisition of
farmland in DEEs has become an attractive formnegstment. In Africa
alone, such deals made in 2009 are estimated ® fe@eched 56 million hec-
tares (World Bank, 2011b).

4. The changing nature of capital flows and the vulerability
of DEEs to boom-bust cycles

In comparison with previous cycles, private caditalvs to DEEs are now
manifesting certain distinct features regardingirtlgestination, size, and
composition. They are now more synchronized acoossitries than in the
past. The amounts involved are much higher. Theynar longer unidirec-
tional, from AEs to DEEs—there are significant desit outflows from DEEsS,
and capital flows among DEEs have been growingdtapi

More importantly, the composition of inflows hagfsdd significantly to-
wards local-currency instruments of recipient DEBsluding highly volatile
portfolio equity investments—described as the “cana the coal mine in
emerging-market capital-flow cycles” (lIF, Octold09: 10)—and borrowing
and investments related to the carry-trade. With dpening of local stock
markets to outsiders and generous incentives fdr &Dever-greater part of
capital inflows has gone into equity investmenta. t®e other hand, because
of their stronger payment positions, the need oEBHor foreign-currency
debt has diminished significantly, and the dehtheke countries held by non-
residents is increasingly dominated in domesticdenaies. Likewise, there
has been a rapid increase in local-currency deltets by government and
corporate borrowers in emerging economies, fromes$@® billion in 2003 to
$437 billion in 2010, and a growing number of DBizs/e opened their do-
mestic debt markets to non-residents (Curran, 204lthough there are no
comprehensive statistics on the extent to whicth sdebt is held by non-
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residents, available evidence suggests that d&fiedeflows “have become
increasingly dominated by local market instrumemigh creditors eager to
take both currency and interest-rate risks.” ([Ftober 2008: 6). Similarly,

the IMF GFSR (June 2011: 3) notes that emergind«atarorporate bonds are
now increasingly seen as substitutes for US cotpdragh-yield bonds. As a
result, the share of direct plus portfolio investini total inflows to DEEs

has been rising—in the pre-Lehman boom, these tgoumted for about 70
percent of total inflows, compared to some 40 pardering the 1990s.

The bigger role of portfolio inflows is mirrored ihe presence of more
non-residents in the securities markets of DEEsolme Latin American and
European emerging economies, the share of nonemsidn actively traded
shares has come to exceed that of residents. Eaay Asian economies with
stricter conditions of access have seen rapid grafvthe foreign presence in
their stock markets (Balakrishnat al, 2009, and McCauley, 2008, BIS,
2009). The share of non-residents in long-term lfooarency-denominated
bonds also climbed substantially in several SowwhAaaian countries (World
Bank, 2009).

These changes in the composition of capital floagehimportant conse-
guences for the nature of the vulnerability of DHEBsexternal financial
shocks and boom-bust cycles in capital flows. Iiitg generally results
from macroeconomic imbalances and financial fragibuilt up during the
surge in capital inflows in three main areas.

First, surges can produce or contribute to unsustainekdbange rates
and current-account deficits. This effect is laygeldependent of the compo-
sition of capital inflows. A surge in FDI could hathe same effect on the
exchange rate, exports, and imports, as would gesur portfolio investment
or external borrowing. If such imbalances are aldwo develop, sudden
stops and reversals could result in currency aranba-of-payments crises,
particularly when external liabilities are shontrieand denominated in for-
eign currencies, unless there are adequate resarwgdimited access to in-
ternational liquidity.

Second, extensive dollarization of liabilities and currgnand maturity
mismatches on balance sheets create financiallifyagihis would be the
case particularly when borrowing is in foreign emty and short-term. When
capital flows dry up and the currency dives, misthas could result in in-
creased debt-servicing troubles and defaults.

Finally, capital surges can produce credit and asset babBtedit expan-
sion can occur when banks borrow abroad to fundesdtimlending, currency-
market interventions are not fully sterilized, oflows lower long-term inter-
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est rates. The link between capital flows and assmtkets becomes more
influential with a greater presence of foreignersdbomestic markets. Asset
bubbles feed on portfolio investments as well asyngpes of capital inflows
that are traditionally included in FDI, such as asijions of existing firms
and real-estate investmertReversal of capital flows could then leave behind
a credit crunch and asset deflation, with severeroggonomic consequences.

The rising proportion of the external liabilitie$ DEEs that is denomi-
nated in their own currencies is something of a eq@hmanger where non-
resident lenders are concerned. To be sure, gfeethe currency and inter-
est-rate risks to international lenders and inwsstand reduces currency
mismatches on balance sheets, which wreaked hawgmast DEE crises.
However, it also reinforces the influence of cddiavs on domestic securi-
ties markets and heightens the risk of exposuiatésnational contagion, as
seen during the Lehman mess. Amplifying this exposaven further is the
spreading tendency of DEE residents to diversigirthortfolios by investing
abroad. Indeed, stock prices in DEEs are now alrimosbckstep with net
private capital flows, and a correlation betweenbgl and emerging-market
equity returns has become more visible in receatsas the two-way traffic
in capital flows between emerging and mature ecaoestmas burgeoned (IIF,
October 2007; BIS, 2007).

In previous booms, it was the debtors who were litgveraged, taking
on both currency and interest-rate risks by bomgwshort-term in foreign
currencies. Now international lenders and invedtange become increasingly
leveraged by borrowing in their own currencies amgesting in the local-
currency instruments of DEEs. Thus, tightened tredinditions in AEs can
lead to a rapid withdrawal by highly leveraged istees from DEES, causing
asset and currency crashes, as observed duringetirman meltdown. Fur-
thermore, with a heavier foreign presence, domdsticd markets may no
longer be relied on as a “spare tire” for localvate and public borrowers,
providing an escape route when access to extarndlrfg is interrupted (Jara,
Moreno, and Tovar, 2009). Still, on the basis dftmxperience, many DEEs
believe that running the risk of instability by exmrrowing in local currency
is considerably less serious than having exposuliatiility dollarization.

" The distinction between direct and portfolio inwesnt is quite arbitrary, and because of the
way FDI is defined and recorded, it is not posstblé&entify the extent to which FDI really
consists of investment in productive assets rathen in equities or debt instruments. For a
discussion, see UNCTAD TDR (1999), and for therdgéin and coverage of FDI, see IMF
(2010).
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5. The impact of recent capital flows on DEEs

In previous boom-bust cycles, surges in capitavflayenerally created
imbalances in all three areas noted above andniosl all major recipient
countries. Consequently, when the flows sudderdpmstd or reversed them-
selves, local currencies plunged, widespread dafiesng pains and outright
defaults became more common, and credit crunchésasset deflations be-
gan to crop up. The surge of recent years, on ther dnand, did not always
foster such imbalances in the major DEEs. The reasts that the nature and
composition of capital flows had changed, as hadpblicy response. As a
result, the impact on DEEs of the post-Lehman msalesf capital inflows was
much less uniform than in the past (BIS, 2010a).

5.1 Build-up of fragility and imbalances during thepre-Lehman
boom

Generalized boom-bust cycles in capital flows &moat fully mirrored by
movements of exchange rates of DEEs: rapid appi@ciaf the currency
during surges followed by sudden wilting in the walk the pull-out of capi-
tal. As seen in Figure 5, this pattern was clegi$yble during the mid-1990s
for the 30 top emerging economies. The 2000s a®oas similar boom-bust
cycle in the currencies of major DEEs, except thatency-value rises during
the pre-Lehman boom were much faster than thostheén1990s, and the
downturn during 2008-09 was more moderate and short

While all the major emerging economies faced upwageksures on their
currencies during the pre-Lehman boom, the extérdppreciation varied
significantly, depending on the policy responseaWling on the lessons from
the 1997 crisis, most East Asian countries avoidadcceptable upward
movement of their monetary units, maintained hgatthrrent-account posi-
tions, and accumulated large stocks of internaticeserves as self-insurance
by intervening in the currency market. Converssbyeral emerging econo-
mies in Latin America and CEE saw sizable apprexiadf their currencies,
even though some of the Latin Americans had alsmianed in the foreign-
exchange markets and added much to their interradtieserved.Every sin-
gle emerging economy in CEE ran a current-accoefitit during 2002-07,
with the average hovering around 6 percent of GO#s was also true for
Turkey and South Africa; in the former, capitallinfs added to deficits by
leading to a substantial rise in the lira. Brail, experienced overvaluation

8 See Akyiliz (2010b) for Asia, and Jara, Moreno, aadal (2009) for Latin America. See

also UNCTAD TDR (2007), IIF (October 2007), and BEBO7).
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of its currency but managed to maintain its curr@etount broadly in bal-
ance, thanks to booming commodity prides.

Figure 5. Emerging Markets Real Effective Exchange Bte
(2005=100)
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Source IIF (June 2011). 2012 and 2013 are projections.

Public borrowing in foreign currencies slowed alimeserywhere, but
there was a rush into private borrowing in sev®8Es. In Asia, private fi-
nancial and non-financial corporations in Indiaf&am and the Philippines are
known to have engaged in “carry-trade-style” sherin external borrowing,
particularly through low-interest yen-linked loafisSCAP, 2010; BIS, 2009;
and Lee, 2010). In CEE, banks borrowed abroad ih blort-term and long-
term markets in order to fund their domestic legdiiF, January 2009). For-
eign banks in particular carried considerable cwyemismatches on their
balance sheets (BIS, 2010a). In Latin America, dagree of currency and
maturity mismatches in the corporate sector fethgared to the 1990s, but
there was still considerable off-balance-sheet ijorexchange exposure

% It is estimated, for Latin America as a whole, tteatns-of-trade gains after 2002 improved
the current-account balance by some 4 percent ¢f;GBe Jara and Tovar (2008).
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through derivative positions, notably in Mexico @zil (Jara, Moreno, and
Tovar, 2009; BIS, 2009).

During the pre-Lehman surge, domestic equity marketmajor DEEs
also raced upward (Figure 6). Rapid domestic creditansion and low inter-
est rates were mostly responsible for this. As ature economies, monetary
policy was expansionary, and interest rates weselg historical standards.
However, the flood of capital from abroad also ciitted to the rapid expan-
sion of liquidity, since government interventioneogations in their foreign-
exchange markets could not always be fully stexiliz

Figure 6. Net Private Capital Flows and Equity Market Index in DEEs
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Equity prices in most emerging economies shot upvden 2002 and
2007, both in dollar and local-currency terms. Pleeformance was particu-
larly robust in Brazil, China, India, and Turkeyhat such increases more
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likely reflected speculative bubbles than improvateen underlying funda-
mentals was cautioned by the IIF (March 2005: Zhére is a risk that the
pickup in flows into some emerging-market assets iashed valuations to
levels that are not commensurate with underlyimglimentals.” Some Asian
countries, notably China and India, also experidngmperty bubbles that
were fueled by cheap money, speculation, and iseckéoreign demand for
commercial real estate (Akylz, 2010a).

5.2 The Lehman collapse and the reversal of capitébws

With the global flight of money to safety in autur2@08, there was a gen-
eralized downward pressure on the currencies obstiall DEEs (Kohler,
2010). In the end, most saw declines, even tho#le stiong payments and
reserve positions. Among the major DEES, India,d&orTurkey, and South
Africa suffered heavy selling pressures and sinlkémghange rates. Brazil,
Korea, Mexico, and Singapore established or b@dtdilateral swaps with
the US Fed, and some DEEs, including Mexico and@bla, sought access
to the newly established Flexible Credit Line a tMF. Fleeing capital and
falling exports meant large reserve losses fordmaliid Korea, while most
countries finding themselves in the same predicaraetually welcomed the
weakening of their currencies and abstained froimguheir reserves to try to
stabilize them.

Even worse, external adjustment proved highly defiary for those
whose current-account deficits were large, sucluakey and several coun-
tries in CEE. Even though many of these were leggeddent on exports for
growth, and their trade was not as badly affecteHast Asia’s had been, they
endured contractions in GDP, and these were comurateswith the losses
incurred during the crises of the 1990s and eaB02. This negative growth
could have been much greater had capital flowsdaib recover quickly in
2009.

Equity markets in all the DEEs underwent heavyirsglpressures follow-
ing the Lehman implosion. Over 80 percent of thsnganjoyed by these
markets during the earlier boom were lost in a enaif months. The property
bubble in China came to an end in December 2008, hause prices falling
for the first time in many years. This forced thhiri@se authorities to take
measures to prop up the property market. Other rgavents came to the
rescue of their highly exposed private sectorscivitiad to repay maturing
debt at a time when their access to internatioraakets was practically non-
existent. Central banks in Brazil, Mexico, and Rasdipped into their re-
serves to supply liquidity so that local businessadd keep current on their
payments to their international creditors (lIF, du2009; BIS, 2009). This
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interlude of currencies heading downward causedenatively little damage
to corporate financial positions, unlike the earlfesian Crisis, because of
government support, limited exposure to currensks;i and, above all, the
short duration of the lull in capital inflows araketnervousness in the foreign-
exchange markets.

5.3 Recovery and renewed surge in capital inflows

With the return of capital flows in early 2009, thewnward pressures on
currencies were soon reversed, and most of them fiace seen momentum
carry them upward. Several economies with relatileige and growing cur-
rent-account deficits, notably Brazil, India, Tugkeand South Africa, have
had their currencies appreciate faster than EaanAsirplus countries—China,
Korea, Malaysia, Thailand, the Philippines, andgapore’® Turkey and
South Africa, which had had large and widening entraccount deficits in
the high-spirited pre-Lehman days but saw theseowasignificantly during
the Lehman collapse, have been witnessing wideshfigits and appreciating
currencies again. This is also true of Brazil amdid, which had managed to
maintain broadly balanced current-account positioefore the outbreak of
the global crisis.

Equity markets bounded back starting in 2009, dred MSCI index for
emerging-market equities in local currency leaptabput 60 percent in that
year and another 12 percent in 2010. Increases ewmga faster in dollar
terms because of the higher value of local curesaeiby 75 percent and 16
percent, respectively. However, with the downsidksrof weak or no growth
and instability in AEs, and rising inflation in ¢ain DEEs, markets displayed
renewed volatility through 2011.

In a number of DEES, the continued flood of capitat been adding to
credit expansion, posing the risk of overheatirgy eébonomy and guarantee-
ing a hard landing later—something now recognizgdhe IMF (2011). In
most major emerging economies, including BrazilinghIndia, and Turkey,
private-sector credit has been rising faster thaminal GDP. China has in-
troduced several measures to tame commodity ansirfgprices. In Brazil,
domestic credit expansion and debt accumulatiore ha@come so fast-
moving that there are suggestions that the couné&ry be heading for its own
subprime crisis (Marshall, 2011). The Central Bawik Brazil tightened

10 While currency appreciation in surplus Asian coiastr notably China, could be seen as a
welcome development for its role in reducing gloioatbalances, it is not clear whether cur-
rency movements alone could overcome the problemnoirconsumption in China and
overconsumption in the US. For a discussion, segiAk2011).
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monetary policy and raised interest rates in Jandad1 in order to bring

inflation closer to its target. The Indian ReseBank has also taken similar
action. In Turkey, there has been not only a womie expansion of credit but
also growing current-account deficits, expectedetach double-digit figures
as a percentage of GDP. The Central Bank cut theypate in August 2011

in an effort to prevent a significant fall-off ofa@wth after a record-breaking
first quarter and to engineer an orderly exterdgdstment.

6. What is next?

The build-up of macroeconomic imbalances and firarftagility in sev-
eral DEEs that had started with the subprime bubblewas interrupted by
the Lehman panic has thus resumed with greatee faircce early 2009. The
extent to which the ongoing wave of capital movetsgiresages instability
and another crisis depends very much on how lomgliitast and how it is
managed by the recipient countries. Experience shbat it is almost impos-
sible to predict the timing of stops and reversalsmoney flows, given that
the events that set them off lie in the future.sTikitrue even when the condi-
tions that drive the surge in capital flows arenseebe unsustainable by most
observers.

The most recent projections by the IMF WEO (Apii12) and IIF (June
2011) are for further increases in capital inflolwsDEEs during 2011-12.
How far the boom will continue depends largely omatvhappens to the at-
tractive attributes of DEES that are now drawingpiinational investors and
lenders, including higher interest rates, redudskl margins, and faster eco-
nomic growth. The demand for external borrowing aera subdued in many
DEEs, and FDI inflows may not return to the levefighe pre-Lehman boom
years to take up the slack. Likewise, the recghit¢ining of monetary policy
in several major DEEs in an attempt to tamp dowfation may moderate
portfolio investments. Nevertheless, no major letiruoverall capital flows to
DEEs is expected as long as the risk-return prefild growth differentials
continue to favor them.

A steady return to “normalcy” in the US and Eurofegturing economic
growth, an easing of unemployment, and gradual taoypeand fiscal tight-
ening, could no doubt stabilize capital inflows&Es without the painful
accompaniment of sudden stops and reversals. Howa&weh a process is not
in sight. The US economy is now marked by deflatika conditions, and, in
order to sustain recovery and accelerate growthFdd wants to encourage
inflation in both product and asset markets throagbressive monetary eas-
ing (Bernanke, 2010). However, so far, there hdasbeen much evidence of
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this happening. Rather, US monetary expansion @stbyg the quickening
pace in commodity, credit, and asset markets ironlaEEs, many of which
are already risking overheating.

If the easy-money policy in the US, strong growthiie DEEs, and politi-
cal unrest in some oil exporters continue to suipfee boom in commodity
markets, the Fed could eventually face inflatiom, fot the kind it wants. In
such a case, the onrush of funds into DEEs couldnibed in much the same
way as the first post-war one was in the early $98tat is, by an abrupt shift
of the US Fed to a contractionary monetary poliegrebefore the economy
fully recovers. However, a wage-price spiral is muess likely to emerge
today than in the 1970s: it is a new world for lgkand its bargaining power
is now only a shadow of its former self.

As already noted, the continuing high performanteammodity prices
depends very much on strong growth in major comtyddiporters, notably
China. Thus, a key question is if China can mamtagorous growth in the
face of sluggish markets in the AEs. As arguedvdieee (Akylz, 2011), this
calls for an expansion of domestic consumptionctvhin turn, depends on a
rapid increase in the share of household incom&Dh#P. During 2008-09,
China reacted to the fall-off in exports not so mweith a consumption-
centered stimulus package, but with a massive imasg program. What
followed was considerable excess capacity, not amlproperty and infra-
structure but also in industries like steel, finsthdy rapid credit expansion
and debt accumulation by local governments. Aseffiects of this package
fade out, growth could decelerate to a rate faoeahe double-digit levels
achieved before the global crisis hit, since exgoannot be expected to grow
at the kind of rates—some 25 percent annually—beésre. If the US and EU
enter a second dip due to mounting debts and ggpmiessures for spending
cuts, China will be in much too weak a positionatd aggressively to stoke
rapid growth.

Moreover, a continued commaodity boom could destabiChina far more
than the US. Indeed, higher commodity prices appeaave worsened infla-
tion in China more than in any other major econo@hinese consumer
prices have been rising rapidly, peaking at a ohté.5 percent in July 2011,
the highest in more than three years. Interessratel banks’' reserve re-
quirements have therefore been raised several simes October 2010 in an
effort to bring inflation under control.

Thus, the combination of the slowdown in exportd aronetary tightening
designed to control inflation is likely to reducegth in China to below pre-
crisis levels. The decline will be even more sevkesset and credit bubbles
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come to an abrupt end, and non-performing loansrdmthe banking system.
Such a scenario in China can, in turn, lead tgalrarnaround in commodity
prices and capital flows to DEES, notably to comityedch countries.

A scenario along the latter lines was recently gmésd by Oliver Wyman
(2011). According to this, the continued boom irmoaodity prices could
cause rampant inflation in China. This could lead treal appreciation of its
currency, as long advocated by the US, but alse gk growth by triggering
tighter monetary policy. A major slowdown of growthChina would reduce
demand for commodities, both for real use and agde against inflation.
This, together with the global oversupply built dpring the boom, would
bring down commodity prices, and the downturn wobédaggravated by an
exit of large sums of money from commodity futurékis would make in-
vestments in commodity-rich countries unviable dmahs non-performing.
Then risk aversion and a capital flight to safeteaning out of and away
from DEES, would be the order of the day.

Renewed financial turmoil in AEs can also destabilDEESs by stirring up
sentiment toward a flight to safety and bringingrerersal of capital flows
and asset price declines. Despite the attenticendio rising public debt in the
US and the political battle over the debt limit ap@nding cutbacks, a sover-
eign debt crisis and sharp increases in rates ogdy&rnment debt are highly
unlikely. Indeed, even after the S&P downgrade, hiffid rates have re-
mained very low. The real Achilles’ heel of glotfalance is now Europe,
where default looms as an all-too-real possibititythe highly indebted pe-
riphery. As long as the EC and the ECB continugrétend that this is mainly
a liquidity crisis, the region will be mired in egme instability and, eventu-
ally, messy defaults, with the attendant conseqeeerior capital flows and
financial stability in DEES.

The flow of capital can also be brought to an end abbalance-of-
payments crisis in a major emerging economy. Arrrigat about-face in the
willingness of international creditors and lendirsnaintain exposure to one
such country with a mounting current-account defiould set off a reversal
of capital flows, leading to a fire sale throughtha DEEs, as in East Asia in
the 1990s. Reversals can also happen as a resaldomestic banking and
debt crisis brought about by credit, asset, andstiaent bubbles.

In all likelihood, the end of the current boom epdal flows will be disor-
derly and coincide with a reversal of the upswimgdommodity prices. Those
countries that have been enjoying the twin benefitglobal liquidity expan-
sion—that is, the boom in commodity prices andtehmflows—are especially
vulnerable. Most of these are in Latin America &fidca, and some of them,
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e.g., Brazil and South Africa, have been runniniptineely large current-

account deficits despite the commodity bonanzas&rmuntries could thus
be hit twice, as happened to Mexico in the earl@0E9 by falling capital in-

flows and commodity prices. The Southeast Asiamt@s and FEs, which
have also been enjoying the run-up in commoditggw; are much less vul-
nerable because many have been running currenthaicsarpluses, prevent-
ing inordinate currency appreciation, and accunmgalarge stocks of inter-
national reserves.

Exporters of manufactures and services that hae@en running grow-
ing current-account deficits, such as India andk&yy can benefit from a
downturn in commodity prices, notably in oil, agyhdid during the Lehman
bankruptcy and its aftermath, but they could $tél laid low by declines in
exports and a reversal of capital flows. They coatdounter sudden down-
swings in the value of their currencies, assetepdieclines, and insolvency of
companies in the private sector that suddenly fir@mmselves on the wrong
side of interest-rate and exchange-rate arrangaméunirkey, with double-
digit current-account deficits, is particularly merable to global financial
stresses and a reversal of capital inflows.

The exporters of manufactures with large curreotaant surpluses and
well-stocked international reserves, such as Chind a few smaller East
Asian economies, are less vulnerable to a newsctigit they would not to-
tally escape the shock waves. For these coungrigi®wdown in capital flows
and a softening of commodity prices brought aboutekogenous factors
could be benign, with a favorable impact on theitabce of payments, ex-
change rates, and price stability. However, a raptddrawal of capital and
reduced risk appetite on the part of the intermatianvestor community
could set the stage for a painful asset-marketection and bring down
growth considerably.

7. Managing capital inflows

7.1 Currency market interventions

The build-up of external imbalances and finandiagjility in several major
emerging economies during the current surge int@lafddows, including cur-
rency appreciation, widening current-account defjcand credit and asset
bubbles, suggests that efforts to control and matiag surge have not always
been very successful. A common response has baemngoent intervention
in currency markets. This has been widely practioeBast Asia, where vari-
ous shades of managed floating have been followee she 1997 crisis and,
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in a few major cases, elsewhere. In Latin Ameitaayever, with some nota-

ble exceptions (e.g., Argentina), such intervergitiave seldom been prac-
ticed; instead, most have adopted inflation-targgtieaving the currency

largely to the free market. Since Central Bank pases of foreign exchange
imply expansion of the monetary base, interventiares often accompanied
by efforts to sterilize their side effects on dotiesredit conditions. These

efforts may take the form of issuing interest-begrjovernment (or Central

Bank) paper, creating fiscal surpluses, and raiseggrve and liquidity re-

qguirements for the banking system.

Foreign-exchange market interventions in DEEs afatively successful
in stabilizing nominal exchange rates and preveniémge-scale appreciation
of the currency! The consequent piling up of international reseilgs pro-
vides self-insurance against sudden stops andsadgen capital flows. How-
ever, interventions are not of much use againgraallverse consequences of
an excess of capital flows. First, full sterilizatiis often difficult to achieve,
and credit expansion cannot always be prevented. mhy lead to price in-
creases in both product and asset markets, thdogbyg up the real ex-
change rate. Second, interventions and reservaradation do not prevent
currency and maturity mismatches on private balateets; they can only
provide public insurance for private risks. Furthere, they are costly both to
the government and the nation as a whole becausengnearned on interna-
tional reserves is typically much lower than thetaaf foreign capital and the
interest on government deBtSterilization by issuing government paper can
also raise this cost by pushing up interest ratesrwnflows are largely into
equity investments. In any case, accumulating vesefrom unsustainable
capital inflows has little economic rationale—irfeet, this would mean that
the foreign money entering the economy is not dsedny productive pur-
pose but kept in low-yielding foreign assets aganrance against its exit!

7.2 Liberalizing outflows

Another response to a surge in capital inflowsoisease restrictions on
outward investment by residents. This was practioeseveral Asian coun-
tries during the pre-Lehman free-for-all, and is leain been introduced by
some amid the renewed stream of money unleashétklyuantitative easing
in certain AEs. Capital-account opening for restdeutflows is clearly an
alternative to sterilized intervention and has dldgantage of avoiding carry-

11 For a discussion of the issues reviewed in thisgraph and the Asian experience, see
Akyiiz (2009 and 2010a); for Latin America, see dard Tovar (2008).

12 The annual cost of holding capital inflows in resar was estimated to be around $100
billion for DEEs as a whole in 2007; see Akyuz (200
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ing costs for reserves. Private direct and podfalivestments abroad could
also bring greater benefits than internationalmesse

However, like interventions, such a policy cannoévent currency and
maturity mismatches on companies’ balance sheetsdaice vulnerability to
shocks arising from the greater presence of foergyin domestic asset mar-
kets. Furthermore, liberalization of outward invesnt introduced as a coun-
ter-cyclical measure may not be easily rolled batlen conditions change.
Unlike official reserves, private assets abroadndb provide self-insurance
for the economy against payment shortfalls andecwy instability. Money
going out in good times is not necessarily repdavhen needed. Rather,
outflows may continue with full force and even piglt speed when inflows
are reversed. In the emerging economies of the f6fSnstance, net private
inflows fell by $120 billion between 2007 and 200&ile net private out-
flows rose by $100 billion (IMF WEO, October 2010).

7.3 Capital controls

Given the limits of interventions and liberalizatiof outward investment
in dealing with some of the most damaging effeétsnoney surges, capital
controls remain a viable alternative. In princigleey can be applied either by
source countries on outflows or by recipient caestion inflows or by both.
While much of the recent debate has focused ornrasnbver inflows into
recipient countries, some have also called on tBegovernment to manage
speculative outflows for its own benefit (Griffittenes and Gallagher, 2011).

The US indeed imposed an interest-equalizationirtahe 1960s to deter
capital flight, but the conditions then were quiliéferent. At the time, the
principle of the gold-convertibility of the dollgat a fixed rate) meant that
outflows would deplete US gold reserves withounding the benefits of a
weaker dollar. This is certainly not the case todalgen outflows from the
US effectively put upward pressure on the currenofeits main trading part-
ners, tantamount to a competitive devaluation efdbllar. On the other hand,
it is not clear if control over outflows would le&adl faster private spending in
the US, since there are impediments to credit esiparon both the demand
and supply sides. More importantly, the carry-tréiegs considerable ad-
vantages to US financial institutions, helping theomsolidate their balance
sheets, which were gutted by the subprime debatdece, the burden of
control falls on the recipient countries.

A myth was promoted after the East Asian crisighe effect that free
capital movements should not cause concern if apaoiad by effective pru-
dential regulations. In the wake of the subprimeigyit is now evident that
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conventional regulations cannot secure the stalafithe banking system, let
alone the stability of capital flows. Still, sing@ernational capital flows are
partly intermediated by domestic banks, if pruddntegulations were appro-
priately extended to transactions involving foreigssets and liabilities, it
would go a long way toward containing the destaini infections thrown off
by capital rocketing around the world. Specificalbpch beefed-up regula-
tions would address the fundamental causes oflitsaghaturity mismatches,
currency mismatches, and exchange-rate-related cisld (Akylz, 2008).

However, even that would not be enough to guarastaality, since even
a higher proportion of capital flows occurs outsttie banking system. Al-
most 70 percent of the total cumulative inflowdBEs during 2002-07 were
in the form of direct and portfolio investments.uBEh measures designed to
control the entry of non-residents into equity drwhd markets and manage
the external borrowing of non-banks would also beded.

Capital controls recently introduced by DEEs gelhei@nsist of market-
friendly taxes on selected inward investments rathan direct and compre-
hensive restrictionS. These are now conveniently called macroprudential,
with the growing acceptance of the concept by théinstreant’ FDI, among
others, has often been exempted from the taxes, tteeigh a surge in direct
investment could have the same effect on the coyras other types of in-
flows. Besides, many inflows classified as FDI dit oreate new productive
assets and are not distinguishable from portfaliestment. There are ways
of slowing FDI without closing the doors to foreigmvestors in productive
assets—e.g., through licensing procedures.

Measures recently adopted include taxes on pastfmlirchases of fixed-
income instruments and equities (Brazil), on fanerg’ acquisitions of gov-
ernment bonds and banks’ foreign-exchange borroiogea), or on interest
income and capital gains earned by foreigners (dhdiand Korea). These
taxes are quite low compared to the profit oppaties presented by interest-
rate differentials and capital gains from curremppreciation and hikes in

13 For a summary, see World Bank (2011a) and IIF (@gnR011). For the Asian experience,
see Nomura (2010). Some countries already had me=aefi control in place before the re-
cent surge in capital flows. India, for instancadtceilings on foreign purchases of sover-
eign and corporate debt and a withholding tax (@udody, 2010). However, this has not been
enough to stem the upward pressure on its currg@ncg mid-2009.

Strictly speaking, macroprudential policy referseégulations applied to banks with a view
to preventing practices that may threaten the l#tiabi the financial system and the econ-
omy as a whole, as opposed to microprudential polidich is designed to secure the fi-
nancial health of individual institutions. For tbegin and the current use of the concept,
see Clement (2010) and Galati and Moessner (2011).

14
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share prices. When interest-rate differentials aseks in equity prices are in
double-digit figures, and the currency is on an agirend, a 4 percent tax
on portfolio investment or a 20 percent tax on tEmains and interest in-
come would not make much of a dent in arbitragditsr@and windfalls:’
Thus, it should not come as a surprise that theilBxa entry tax is found to
have had only a small impact on interest-rate @i and to be ineffective in
checking not only the overall volume of capitalwi but also inflows into
bonds®® It is often such half-hearted attempts that lemppsrt to the ortho-
dox contention that capital controls do not work.

Experience shows that when policies fail to manzaggtal flows, there is
no limit to the damage that international finane& anflict on an economy.
This is now recognized even by some of the keeaggbcates of financial
globalization as a key lesson from the subprimastedphe:

“Looking back on the crisis, the United Statesglikome emerging-
market nations during the 1990s, has learned thatinteraction of strong
capital inflows and weaknesses in the domestinfirz system can pro-
duce unintended and devastating results. The apiat@presponse is ... to
improve private-sector financial practices and agthen financial regula-
tion, including macroprudential oversight. The mitite objective should be
to be able to manage even very large flows of dbeard international
financial capital in ways that are both productimad conducive to finan-
cial stability.” (Bernanke, 2011: 24).

Likewise, the IMF also appears to be breaking aWwasn its doctrinaire
single-minded opposition to restrictions on cagpiliavs, recognizing that for
both macroeconomic and prudential reasons, theselaacircumstances in
which capital controls are a legitimate policy r@sge to capital surges. How-
ever, while it is recognized that “controls seenbéoquite effective in coun-
tries that maintain extensive systems of restm&i@n most categories of
flows,” those with “largely open capital accoungs® not advised to go in that
direction but to use restrictions as a last resod on a temporary basis (Ostry
et al, 2010: 5).

It is not, however, clear if the kind of approadvacated by the Fed and
the IMF would protect DEEs against the risks pdsgdnstable capital flows.
In all likelihood, macroprudential regulations wdutot be sufficient to con-
tain the fragilities that capital flows could crean all three areas discussed
above. Moreover, unlike the US, DEEs cannot adopblecy of benign ne-

15 Indeed, return on emerging-market fixed-income s#es in 2010 is reported to have
ranged between 12 percent and 13 percent—see Gafrah).

8 IMF GFSR (October 2010). Brazilian controls exclddet only FDI but also dollar bor-
rowing by Brazilian banks and firms.
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glect of their exchange rates nor ignore the camseces of unrestricted
capital flows; they need to apply restrictions algsthe banking system in
order to limit external imbalances and head offjifity. Controls over both

inflows and outflows should be part of the arseasfapublic policy, used as
and when necessary and in the areas and dosesinesttier than introduced
asad hog temporary measures, as advocated by the IMFirnEteiments are

well known, and many of them were widely used insAftring the 1960s and
1970s (Swoboda, 1976).

8. Conclusions

At a time when the worst was generally thought ¢oover, DEEs have
started to feel powerful destabilizing impulsesirthe AEs, notably the US,
through capital flows sparked by their self-centepwlicy responses to the
crisis. Bubbles have again been forming in cresfitlity, and property mar-
kets, currencies are riding upward, and deficiess\@idening in several lead-
ing emerging economies. To contain the damage whatdd eventually be
inflicted by their reversal, DEEs need to take muubre determined action
and introduce a comprehensive and effective sysfezontrols.

Collectively, DEEs have been running a current-aatsurplus, and they
do not need capital from AEs for external financifrgfact, they have been
recycling their twin surpluses to AEs in the formiovestments in reserve
assets. However, a number of DEEs have been rusiingtural deficits and
are dependent on capital inflows to finance impoitsestment, and eco-
nomic growth. There is thus a need to establislh lad the regional and
global level, reliable and stable mechanisms fants&outh recycling from
surplus to deficit countries without going througtall Street or the City.

Finally, the current headaches produced by unstehpstal flows and
commodity prices show once again that the inteonatimonetary and finan-
cial system needs urgent reforms. Ways and meamsgdshe found to prevent
major reserve-issuing countries from pursuing beguaneighbor monetary
and exchange-rate policies and creating destaigliznpulses for others. The
international reserve system should be reformethabglobal monetary and
financial stability is not left to the whims of tiself-seeking policies of a sin-
gle country enjoying an “exorbitant privilege.” Thy@estion of regulation of
commodity speculation should also be placed sguarethe table in order to
put a stop to gambling with the livelihoods of theorest segment of the
world population and to promote food and energysgc
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