Capital inflows: Macroeconomic implications and policy responses
This paper examines the macroeconomic implications of and policy responses to surges in private capital inflows across a large group of emerging and advanced economies. In particular, we identify 109 episodes of large net private capital inflows to 52 countries over 1987–2007. Episodes of large capital inflows are often associated with real exchange rate appreciations and deteriorating current account balances. More importantly, such episodes tend to be accompanied by an acceleration of GDP growth, but afterwards growth has often dropped significantly. A comprehensive assessment of various policy responses to the large inflow episodes leads to three major conclusions. First, keeping public expenditure growth steady during episodes can help limit real currency appreciation and foster better growth outcomes in their aftermath. Second, resisting nominal exchange rate appreciation through sterilized intervention is likely to be ineffective when the influx of capital is persistent. Third, tightening capital controls has not in general been associated with better outcomes.
1. Introduction
The past two decades have witnessed two waves of large capital inflows sweeping through many emerging market economies. The first wave commenced in the early 1990s and ended with the Asian crisis in 1997. The second one started in 2003 and ebbed in 2008 in the wake of the global financial crisis. While capital inflows often help deliver the economic benefits of increased financial integration, they also create important challenges for policy makers because of their potential to generate overheating, loss of competitiveness, and increased vulnerability to crisis. In order to mitigate these adverse effects, policies in emerging market countries have responded to large capital inflows in a variety of ways. For example, while some countries have let exchange rates move upwards, in many cases the monetary authorities have intervened heavily in foreign exchange markets to resist currency appreciation. To varying degrees, they have sought to neutralize the monetary impact of intervention through sterilization, with a view to forestalling an excessively rapid expansion of domestic demand. Controls on capital inflows have been introduced or tightened, and controls on outflows eased, to relieve upward pressure on exchange rates. Fiscal policies have also responded—in some cases stronger revenue growth from buoyant activity has been harnessed to achieve better fiscal outcomes, although in many countries rising revenues have led to higher government spending.
Interestingly, policy concerns associated with the second wave of large inflows mirrored those in the first half of the 1990s, when renewed access to international capital markets in the wake of the resolution of the debt crisis resulted in a surge in the availability of external capital. An important lesson from the earlier period is that the policy choices made in response to the arrival of capital inflows may have an important bearing on macroeconomic outcomes, including the consequences of their abrupt reversal.
This paper studies the experience with large capital inflows over the past two decades in a large number of emerging market and advanced economies, characterizes the various policy responses adopted, and assesses their macroeconomic implications. First, what are the macroeconomic implications of these episodes? Second, what policy challenges are created by surges of net private capital inflows? Third, and most importantly, what policy measures have been adopted in the past, and did they work? For example, did they help mitigate the risk of sharp reversals of large capital inflows?
