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Abstract

This work inquires whether there's a correlation between short-term capital movements and the
net balance of foreign trade. To this end, the annual data pertaining to portfolio investment and net
foreign trade balance of Turkey data received from the IMF for the period between 1986-2017 have
been tested with the ARDL bounds test approach and were studied in regard to Error Correction
Model (ECM). And to query short-term relationship, Granger Test over the ECM Model has been
applied. In the light of the analyzes, a relationship was found between the variables in both long
and short terms. The literature shows a number of studies on the impact of capital movements on
various macro-economic variables, yet none on the empirical evidence of the impact and
correlation of those movements on net foreign trade balance. The purpose of this study is to test the
relationship between capital inflows and foreign trade balance and make a contribution to the
literature. Portfolio investments are predominantly used in financing the current account deficit,
these flows though result in a foreign trade deficit, which in turn contributes to the current account
deficit. The result of this study will be significant for policy makers in managing this vicious circle.

Keywords: Capital Movements, Portfolio Investments, Net Foreign Trade Balance, Bounds Test,
ARDL

KISA VADELI SERMAYE HAREKETLERI iLE DIS TICARET DENGESI ARASINDA
BIiR ILiSKi VAR MI? TURKIYE UZERINE AMPIiRiK BiR CALISMA

Oz

Bu ¢alismada kisa vadeli sermaye hareketleri ile net dis ticaret dengesi arasinda korelasyon olup
olmadigi sorgulanmistir. Bu amacgla, Tiirkiye 'nin 1986-2017 dénemine iliskin portfoy yatirimlar: ve net
dis ticaret dengesine iliskin Uluslarasast Para Fonu ndan (IMF) alman yillik verileri, ARDL sinmir testi
yaklagimi ile test edilmistir ve Hata Diizeltme Modeli (ECM) ¢ercgevesinde incelenmistir. Kisa donem
iliskisini sorgulamak iizere ise ECM Model iizerinden Granger Test uygulanmistir. Analizler
sonucunda degiskenler arasinda hem uzun hem de kisa vadede bir iligki saptanmustr. Literatiir
taramasida sermaye hareketlerinin cesitli makro-iktisadi degiskenler iizerine etkileri iizerine
calismalar yapildig goriilmiis, ancak net dus ticaret agigu ile korelasyon ve etkilerinin ampirik olarak
kanmtlandig1 calismalara rastlamlmamistir. Bu c¢alismamin amaci, sermaye girigleri ile dis ticaret
dengesi arasindaki iliskiyi ssnamaktr ve literature bir katki niteligindedir. Cari agigin finansmaninda
agwrlikli olarak portfoy yatrimlart kullanimaktadir, bu alamlar dig ticaret acigina neden olmaktadir ve
bu da cari agiga katkida bulunmaktadir. Bu ¢calismanin sonucu, bu kiswr dongiiniin yonetiminde politika
yapicilar agisindan 6nemli olacaktir.

Anahtar Kelimeler: Sermaye Hareketleri, Portfoy yatirimlari, Net Dis Ticaret Dengesi, Sinir Testi,
ARDL

Introduction
According to Nurkse (1952: 571), who -with his "A country is poor because of it is
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poor." statement- sets forth that Developing Countries are poor and therefore their capital
accumulation is insufficient; the solution is the fund entry borrowed from outer countries.
Suffering the vicious cycle of low savings-low investment due to their low incomes,
developing countries resort to external savings in to ensure their development. Fund inflows
to these economies take place in the form of i. Direct investments (FDI), and ii. portfolio
investments (PI). Portfolio investments (Pl) are considered to be the most problematic
method for solving the capital shortage of developing countries (DC) (Esen, 1998: 69).

Capital flows reflect the differences between savings and investments between
countries (Backus et al., 2013), and capital flows to the DCs are part of the world savings
(Fry et al., 1995). As the World Bank (1993: 27) argues, there may be dynamic benefits:
"Foreign direct investment is a large and growing source of finance that may help
developing countries close the technology gap with high-income countries, upgrade
managerial skills, and develop their export markets." Short-term capital movements are
associated with different interest rates between countries. In addition, international short-
term capital movements are not only a function of different interest rates, but also a
function of the growth rate of securities in countries (Grubel 1968: 1309-1310).

There are intense discussions about the capital movements, which are the most
important dynamics of crises, and their effects on economies. Capital inflows also provide
basic benefits for the DCs in regards with accelerating economic growth and increasing
current consumption. Alternatively, capital inflows can be used to increase current
consumption, which may reduce savings (Obstfeld, 1998). However, a significant negative
result of capital movements for DCs is observed in net foreign trade. As a result of the
capital inflow to the countries, the national currency appreciates (or the value of the
national currency increases), the economy that becomes dependent on imports as a result of
the expensive export and cheap imports (Calvo, 1994) suffer from foreign trade deficit and
contributes to the rise in the current account deficit. Coughlin, et al., (2006) stated that,
instead of thinking that capital flows are used in financing the current account deficit, it
may be good
to think that trade deficits are driven by capital flows. Capital flows strengthen the dollar
and cause current account deficit due to the tendency to suppress exports by increasing
imports. As it can be seen from Figure 1 presenting the data of Turkey for 1986-2017, the
relationship between fluctuations in capital flows and in net foreign trade is remarkable.
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Figure 1. Portfolio of Investments and Foreign Trade Balance, Turkey (1986-2017)
Source. IMF.

The studies carried out examining capital movements show that the flows

towards the DCs are short-term and speculative. Likewise in Turkey, where
liberalization of capital movements took place in 1989, the capital inflow has
predominantly been through portfolio investments and the economy has turned more
"fragile” as a result of this short-term capital inflow. The concept of fragility, which started
to be used for the first time in 1997 during the Asian Crisis, represents that the financial
system is susceptible to crises (Boga, 2017: 5). It is important that how much of the capital
movements used to finance current account deficits are invested or consumed. Turkey was
unable to achieve the expected benefits from global capital flows through financial
liberalization (Kula, 2003: 141-154).

1. LITERATURE REVIEW

In order to identifiy the macroeconomic affects of capital movements and their results,
different studies have been conducted by using different techniques. Accordingly, in their
studies Karahan and Ipek (2015) determined that financial capital inflows towards Turkey
negatively affected national savings in the long-term. Aslan, Terzi, Siampan (2014)
determined a one-way causality relationship from short-term capital movements to GDP.
Angmortey and Offin (2014) found that exterior fund had no efficacy on national savings in
the short-term and that long-term trade debts had a weak and positive contribution to
savings, while direct foreign investments had a strong and positive contribution to savings.

Direk¢i and Kaygusuz (2013) determined that short-term capital flows significantly
affected economic growth for both short- and long-term. Sengoniil and Degirmen (2012)
analyzed the effect of external capital and reported that the duration of this effect could vary
depending on the channels. In his study EKkinci (2011) concluded that there was a
statistically significant and positive relation between growth and foreign investments while
there was no significant relation between other fund movements, and total fund movements
and growth.

Vergil and Karaca (2010) revealed that portfolio and foreign direct investments
positively affected economic growth and short-term capital investments negatively affected
economic growth. In his analysis Ornek (2008) determined that direct investments and
short-term capital inflows positively affected growth and direct investments in the short-
and long-term positively affected domestic savings and short-term capital movements
negatively affected domestic savings. Okafornd Tyrovicz (2008) discovered a robust
negative relation between exterior debt and local savings rates. Keskin (2008) concluded
that short-term fund flows resulted in real valuation of the national currency in the long-
term and negatively affected current account balance.

Simsek (2007) revealed that the economy of Turkey showed growth in the years of
short-term fund movements and on the contrary, it showed decrease in the years of increase
of short-term fund movements for the years 1992-2005. Baristk and Agikgéz (2007)
concluded that the effect of capital movements on interest rates was stronger than the effect
of interest rates on capital movements. Apak, Ucak and Uzunoglu (2006) found out that hot
money inflows had an effect on real exchange rate and gross domestic product (GDP). Ang
and Mc Kibbin (2005) determined a significant and bi-directional causality relationship
between liberalization of capital movements and the saving, investment, foreign trade and
output size.
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Berument and Dinger (2004) revealed that increase in the amount of capital increased
money supply and economic growth in the short-term and decreased prices and interest
rates. Waheed (2003) explored a long-term significant and positive relation between local
savings and external aid. Mohamed (2003) found a robust positive relation between local
savings and both international fund and foreign direct investment. insel and Sungur (2003)
concluded that short-term capital inflows led to an increase in imports due to overvaluation
of exchange rates and consequently to a current account deficit.

Durham, J. B. (2003) showed that on the contrary to foreign direct investments,
portfolio and other foreign investments had no contribution to the economic growth of the
related countries and even had a negative effect. Yentiirk and Cimenoglu (2003) reported
that net foreign fundinflows had a positive effect on consumption expenditures and net
externalfund inflows were determined to have a three-quarter impact on private
consumption expenditures.

Yeldan etc. (2002) found that the relationship between fund movements and real
valuation of national currency in the 1992 — 2002 term was positive. Yang (2002) found
that direct foreign capital investments had a positive efficacy on the capital formation of all
the countries in the sample but that financial capital movements had no clear effect on
capital accumulation and growth. Razin (2002) explored that direct foreign capital
investments had a more significant efficacy on both capital accumulation and economic
growth compared to financial investments. McLean and Shrestha (2002) discovered a
positive and significant relation between capital flows and growth for 40 developing
countries. In another study of Arslanoglu (2002) direct capital investments did not lead to
growth.

Hansen and Tarp (2001) showed that external fund increased growth ratio and that this
was not due to a “good” politics. Cevis and Kadilar (2001) concluded that, due to the high
interest-low exchange rate policy, short-term capital inflows increased, TL was overvalued
due to short-term fund flows and current account balance was negatively affected in Turkey
in the 1989: 10-1997: 09 period. Razzaque and Ahmed (2000) found a long-term negative
relation between national savings and externalfund. Burnside and Dollar (2000) discovered
that external aids had a strong and positive efficacy on growth in a fine
politicssurroundings. Akgoraoglu (2000) concluded that short-term capital was not
significant in explaining economic growth.

Igbal and Zahid (1998) stated that economic openness supports economic growth and
they found a negative correlation between budget deficit and foreign debt and economic
growth. Kaya (1998) determined that capital inflows could explain real exchange rate
changes but real exchange rate could not explain capital inflow changes. Bowen (1998)
revealed a -significant and negative- relation between indirect fund and growth.
Borensztein, De Gregorio, Lee (1998) obtained a positive and significant relation between
external direct investments and growth for 69 developing countries. Bhagwati, J. (1998)
concluded that capital movements caused economic crises while Rodrik, D. (1997) showed
that there was no strong relation between fiscal capital movements and growth as assumed.
Snyder (1996) found a negative relation between exteriorfund and private investment.

Khan and Rahim (1993) discovered that externalfund had a negative (but insignificant)
effect on savings and emphasized that dissimilarsort of external fund had dissimilaraffects.
Shabbir and Azhar (1992) found that external private investment had a significant positive
efficacy on growth restrained with gross national product growth ratio by excluding total
expenditures, but when foreign debts were included, this positive impact became
insignificant. Bhalla (1991) found a positive relationship by estimating a simple growth-
investment model.
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Ahmad (1990) discovered a positive relation between fund flows and imports and a
negative correlation between output increase and national savings and foreign capital. In the
study of Mosley, Hudson, and Harrell, (1987) no statistically significant relation between
gross national product (GNP) growth and aid in terms of % of gross national product was
found for 81 developing countries. Mosley, P. et al. (1987) determined that the relation
between external fund and growth is not significant and he also found a positive relation
between external fund and private investments for 67 countries. Levy (1987) found that
most of the expected foreign transfer tended to make investments.

Bowles (1987) explored that in the half of the 20 countries he studied, there were no
relations between external aid and local savings. Tapphavimol (1986) found that
international aids and other fund flows had a negative and significant effect on domestic
savings but direct foreign investments had a positive and insignificant effect. Levy (1984)
concluded that foreign aids had a great displacement effect on public savings. Gupta and
Islam (1983) found that domestic savings and external capital contributed significantly to
growth but the domestic savings was comparatively more substantial than the external
capital. Mosley, P. (1980) stated that the relation between capital movements and growth
was negative. Gulati (1978) determined that savings and externalfund inflows significantly
affected the ratio of income growth in 1st Model countries, the development of which was
prevented due to the lack of adequate investment funds.

Balassa (1978) found out that capital consisting of labor input, foreign capital inflows
and national savings had a positive relationship with production increase. In his study Chen
(1977) could not detect any finding to suggest a negative correlation between national
savings and capital inflows. Halevi (1976) discovered that there was a significant and
positive relation between long-term (total) and private and public inflows; and investments
and long-term capital had a positive relation with public consumption and a negative
relationship with private consumption. Stoneman (1975) confirmed the positive impacts of
external aid and local savings on economic growth but suggested that direct foreign
investment stock slowed down growth.

Alamgir (1974) found that external capital had a positive impact on savings and income
on a total and sectoral basis but could not find a significant relation between capital inflows
and growth. Papanek (1973) discovered that all of the flows had an empirically significant
and positive efficacy on growth and confirmed the negative relationship between national
saving and foreign aid with his own analysis. Weisskopf (1972) showed that external
capital inflows had a negative impact on local savings and about 23% of net external capital
inflow was replaced by local savings for 44 underdeveloped countries. Papanek (1972)
defended that the adverse correlation between national savings and foreign aids shown in
many statistical studies could be illusive and this adverse correlation was more probably to
be the conclusion of external determinantseffecting both rather than a causal relation. Islam
(1972) concluded that the biggest impacts on the national savings were caused by the fiscal
policy rather than by the structural reforms and changes in trade conditions and foreign
aids. Gupta (1970) found that foreign capital inflows in DCs had almost no effect on local
savings.

Griffin (1970) determined a negative relation between external aids and local savings.
Chenery and Eckstein (1970) concluded that capital inflows negatively affected the savings
in 12 countries as well as not increasing the rate of growth of foreign savings, which are the
substitutions for domestic saving. Rahman (1968) confirmed that Haavelmo(1963)'s
hypothesis could conclude for DCs that “voluntarily relax domestic savings efforts when
more aid is available than otherwise”. Chenery and Strout (1966) determined that foreign
capital positively affected domestic savings and increased capital formation and economic
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growth.

As can be seen above, empirical studies testing the macroeconomic effects of capital
movements focused predominantly on growth, and this was followed by studies on gross
domestic product (GDP), savings, investment, consumption, real exchange rate, interest
rates, value of national currency, their effect on industrial production through consumption
and private investment, money supply and rarely on current account deficit. In the literature
review, no studies on the effect of capital flows on net foreign trade deficit were found. In
the light of this, following this study and based on the example of Turkey, whether net
capital flows have an effect on net foreign trade deficit will be analyzed.

2. DATA

To investigate the relationship between portfolio investment and net foreign trade,
Turkey's portfolio investments and net foreign trade data for the period of 1986-2017 from
the International Monetary Fund (IMF) are used.

3. METHODOLOGY AND EMPIRICAL RESULTS
In this section, the relationship between portfolio investments and net foreign trade data
have been tested empirically.

3.1. Unit Root Tests

The obligatory first footstep when making these analyses is to issue the variables to
unit root tests. The degree to which the time series are stationary can be determined by unit
root tests. Table 1 shows the Augmented Dickey-Fuller (ADF) and Philips-Perron (PP) test
results.

Looking at the ADF test results, the foreign trade deficit (TD) series is found to be I,
and portfolio investments (PI) series I,. This shows that when the first difference of the
foreign trade series is taken, it becomes stationary and the portfolio investments variable is
stationary in level degree. PP test also provides similar results with the ADF test. Both tests'
common result were that Foreign Trade Balance (FTB) series is I;, and PI series is I, is.
Accordingly, while foreign trade series are affected by the previous values, portfolio
investments are not.

Table 1: ADF ve PP Unit Root Test Results

Variables TD ATD Pl
ADF -2.9612 -6.3107* -5.0465*
(0.1586) (0.0000) (0.0017)
PP -2.9813 -6.5227* -3.5661**
(0.1532) (0.0000) (0.0497)

Note: * and ** represents 1 and 5% significance level, respectively. Values in parentheses are the probability values.
Maximum lag length is taken as five.

3.2. Model Specification

3.2.1. ARDL (Autoregressive Distributed Lag) Model

Different orders of stationarity among the series set forth that cointegration
approximations such as Engle-Granger and Johansen cannot be used to test the long-term
correlation between these variables. Consequently, the cointegration correlation has been
examined with ARDL bound testing that allows to work with different orders of
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stationarity.

The null hypothesis tested by the ARDL Bound Test is "There is no cointegration
correlation between variables”, thus, rejecting this hypothesis shows that such a
cointegration correlation exists. If the F statistic from the test is greater than the critical
upper bound, H, is rejected. When F statistic is less than the critical lower bound, H, is
accepted. And when F statistic is between the upper and lower critical bounds, other
cointegration tests should be considered as there is no sufficient data to reject or fail to
reject the H, hypothesis (Pesaran, Shin, Smith, 2001).

Data in the Table 2 shows that, there is a cointegration correlation between the
variables as the calculated F statistic value (10.93652) is greater than the upper bound
(6.73) at 1% significance level. In this case, there is a long-term correlation between FTB
and Private Investment (PI). The model has been analyzed with the 1st and 2nd order LM
autocorrelation test and with Breusch-Pagan Godfrey (1979: 1289) test to address
heteroscedasticity. The results obtained indicate that the model does not have
heteroscedasticity or variance.

Table 2. ARDL Bound Test Results

Predicted Equality =DT=f(PI)

F Statistic 10.93652
Significance level Critical Value
Lower Limit Upper Limit
%1 6.1 6.73
%5 4.68 5.15
%10 4.05 4.49
Diagnostic tests Statistics
R2 0.565140
Adjusted R2 0.498238
F Statistics 8.447330(0.000166)
Breusch-Godfrey 4.475985 (0.3454)
ARCH LM 0.998448(0.3177)

Note. The values in parentheses are the probabilities.

3.2.2. Error Correction Model and Long Term Coefficients

According to the results contained in Table 3, the error correction coefficient (CointEq (-
1)) is negative and significant. A long-term correlation between series can be considered to
be in existence in the case of a negative and significant error correction coefficient. It is
deduced that deviations from balance are decreased by approximately 80% after a period of
time. When looked at the long term coefficients, just as the coefficient of portfolio
investment variable is negative and statistically significant, trend variable coefficient is
statistically significant as well. According to the results of the analysis; a one-unit increase
in portfolio investments led to a deterioration in the net foreign trade balance by 1.7 units
(Table 3).

Having identified the the long-term correlation between the variables, Granger Causality
Test over ECM Model has been applied to examine the short-term correlation. According to
Granger (1988) if there is co-integration between variables, at least a one-way causality
should exist between them. In a situation like this, analysis of causality is made with error
correction model (ECM). The model is developed for this purpose and it is used for
distinguishing long-term and short-term dynamics of variables (Aktas, 2009). Error
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correction model states that (Best, 2008);

v Effects of X on Y in the short term,
v’ Effects of X on Y in the long term,
v Y will rapidly return to balance after a deflection.

The structure of error correction model used in this study is as follows,

AYy=y + 3 B1iABe_i+ X0y Y1 AY, i+ _1 81 ECMy i+,
ABy =0+ 2% BiABy i+ X YaiAY i +2i—1 82i ECMy ¢+

As can be seen from the Table 3, the null hypothesis H, is rejected since prob<0.05 in
the short-term and therefore alternative hypothesis is accepted. That is, portfolio
investments are a “Granger — Cause” for the net foreign trade deficit (Table 4).

Table 3. Error Correction Model and Long-term Coefficients

ECM
Variable Coefficient Std. Error t- Statistic Prob.
PI -0.533187 0.192877 -2.764393 0.0103
C 2879.991 1969.431244 1.462347 0.1556
Cointeq(-1) -0.801938 0.134911 -5.944189 0.0000
Long Term Coefficients
Variable Coefficient Std. Error t- Statistic Prob.
Pl -1.700355 0.350423 -4.852290 0.0000
@TREND -2105.047 324.042197 -6.496213 0.0000
Dependent Variable: TD
Table 4. Results of the Granger Causility Test Over ECM
Hypothesis Prob. Direction of Causality
TD does not (Granger) causes Pl 0.3107
Pl does not (Granger) causes TD 0.0052 PI — TD
Conclusions

With the globalization, the structure of the international financial system has changed.
In the 1990s, the nature of capital flows also changed. Foreign direct investment (FDI) and
foreign private investment (FPI) have started to replace bank loans. With the removal of
the obstacles in front of them, short-term capital flows, which are in search of high profits,
have moved to emerging markets. However, these intense capital inflows towards
developing countries (DCs) have also brought about some problems; This was followed by
the crises of Mexican 1994, Asian 1997, Russian 1998 due to sudden reversal of the
capital. This crisis experience has led to the questioning of capital flows and macro-
economic effects. These experiences and research suggest that DCs should avoid short-
term portfolio flows that are dangerous due to sudden stops and sudden reversals and
should focus on low volatility FDI flows.

However, the effect of capital flows on net foreign trade deficit has been neglected in
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the studies conducted. It is important to identify the correlation between the capital flow
and the trade deficit, one of the factors in high current account deficit in Developing
Countries, which have to import in order to produce and export. This study empirically
identifies this correlation; portfolio investments are among the causes of net foreign trade
deficit both in the long and short term. The results of the analysis shows that an increase of
one unit in the portfolio investment leads to a disturbance of 1.70 unit in the foreign trade
deficit. Net trade deficit, in a sense, is determined by external savings.

The results are important for policy makers and decision makers. Governments should
be selective in the types of capital inflows they want to attract and integrate their policies to
foreign capital into national development strategies. In addition, it is necessary to manage
the capital that is going to DCs effectively and efficiently. Governments should reserve the
right to prevent or control, especially during short-term flows, during capital fluctuations or
severe Crises.
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