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Globalization, Capital Flows and
Macroeconomic Policy Issues

Abstract

This paper attempts to describe the character of the globalization taking place in the world
economy today, the role of foreign (short-term and long-term) capital in it, and the
macroeconomic policy issues that evolve from it. Though macroeconomic policy issues imply
a wide range, the focus is on trade and exchange ratc, monetary and financial, and some
institutional components.

As a starting heuristic point, globalization has taken on many forms - from the
globalization of production to the globalization of labor markets. In recent years, these have
changed in configuration and have spread more broadly across many trading nations. What
permeates among them is the critical role of foreign capital aside from the fact that there has
been a globalization of capital itself.

Selected evidence from a number of Asian countries that have experienced short-term
capital financial problems indicates that the picture of short-term capital when broken down into
their traditional components is becoming hazy. Yet their impacts have been pronounced even
in countries which have recognized their potential volatility and even after imposing some form
of controls. '

The macroeconomic policy issues that confront trading countries need to be clearly sorted
out. First of all, foreign shori-term capital plays an important catalytic role in the globalization
process with trade and investment more integrated than before. Reinstating capital controls is
tempting but their effect on the other parts of a country's trading system has to be fully
understood. Second, exchange rate policy has td be reconsidered in terms of either abandoning
it or allowing more market forces 1o dictate it thus freeing monetary policy to address other
objectives. Finally, the institutional changes are formidable and have 1o be examined.

The paper's main point however is that the macroeconomic policy issues surrounding
globalization and short-term capital suggest a retreat to the fundamental macroeconomic
foundations of the economy. With some amount of institution=] reforms in the monetary side,
short-term capital may become a more positive component of glosalization contributing to a more
integrated trading system.
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1. Introduction and Summary

This paper attempts to describe the character of the globalization taking place in
the world economy today, the role of foreign (short-term and long-term) capital in it, and
the macrocconomic policy issues that evolve from it. Theough macrocconomic policy
issucs imply a wide rangs, we want to focus on trade and exchange rate, monetary and
financial, and some instilutional components.

As a starting heuristic point, globalization has taken on many forms - from the
slobalization of production to the globalization of labor markets. In recent vears, these
have changed in confipuration and have spread more broadly across many trading
nations. What permeates among them is the critical role of foreign capital aside from the
fact that there has been a globalization of capital itself. Long-term capital seems 10 remain
a stable part of global capital but short-term capital has taken on new shapes and forms.
Moreover, with the advent of instant and real communications across [inancial markets, it
has not been easy to track down short-term capital. Indeed, with new instruments, new
options, and new mechanisms, short-term capital changes character often guickly as
market opportunitics dictate. This creates difficulties in terms of the macrocconemic
policies they bear, and suggests that the issues could have widened with serious
consequences for countries in terms of their abilities to chart a stable growth process.

Selected evidence from a number of Asian countries that have experienced short-
term capital financial problems indicates that the picture of short-term capital when
broken down into their traditional components is becoming hazy. Yet their impacts have
been pronounced even in countries which have recognized their potential volatility and
even after imposing some form of controls.

The macroeconomic policy issues that confromt trading countries need to be
uhad}r sorted out. First of all, foreign short-term capital plays an important catalytic role
in the globalization process with trade and investment more integrated than before.
Reinstating capital controls is tempting but their effect on the other parts of a country’s
trading system has to be fully understood. Second, exchange rate policy has to be
reconsidered in terms of either abandoning it or allowing more markel forces to dictate it
~ thus freeing monetary policy to address other objectives. Finally, the institutional chanpes
~ are formidable and have to be examined.

The paper’s main point however is that the macroeconomic policy issoes
surrounding globalization and shori-term capital suggest a retreat to the fundamental




macroeconomic foundations of the economy. With some amount of institutional reforms
in the monetary side, short-term capital may become a mum positive wmpnncm ol
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P Globalization and Foreign Capital
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~ When we speak of globalizatipn of goods mazkets, the reference. is, for a singular
market for them, and any price differences are due 1o locational differences not market
segmentation. More accurately, magkets are becoming globalized, by virtue of the
narrowing of price differences for commodities, across the world. Indeed the amay of
gquds for: which ma:kcts are nlul:rahzm:l seems ter be more w:desprmd rather than qmmdu:
Severa] factors u:u:ludmg the ssmpmg mnnmmc reft}rms in man}r non- markel ECONOMIES
from Eastern Europe to the Indo-Chinese' states, deregulation carried out in many trading
countries that stimulated efficiency improvements and changing prices, and privatization
being pursued allowing, more privale sector inifiatives in international economic
transactions. £

What seems to underpin this plobalization of markets is a simultancous

globalization of production that firms now practice where their behavior vis-a-vis other
firms, supplle:rs, and consumers dictate trade patterns. This globalization of production is
being shaped by two fnme:s - technology revolution that has changed in, properties
(shorter life cycle. greater emphasis in re-engineering, and higher investment outlays for.
its creation), and information revolution that has nlscr changed in properties {real time,
universal, and lower costs).

Thf: nverai] r:hmr,‘:lmshcs of this g]ﬂbah?almn have been described :.;':h:r:x-.rhmc
(Simon and Jun, 1995; Maisbitt, 1994). What iz important to point out here is that the
nature of i mvestment. especially foreign direct investment, differs markedly from the way
past investmenis behayed. For one, the technology-intensive competition among a
number of industries, e.g., electronics, telecommunications, mechanical tooling, and
machinery, indicate more heated investments to reap early profit gains that"drop quickly.
But the cost of investments has made global firms seek new and more partners, to share
r.tsksland add "I-E'I.]LH: TJ.'tua-. there is lm:n competition to move funds as quickly as possible.
For_another. the forms of investment have ‘widened, mnmdcrtbljr hevond the simple
&E[IJ.I:["I.? purchases of the past and have, taken new h.'l!'ll‘lﬁ (Oman, 19843 Emnity the
der.:lmmg life cycle of products and the narrowing of income differences among trading
countries have stimulated the changing pa!;tfms of investments.

There is also a globalization of labor markets that is supposed to be slowly taking
place among trading nations. As the industrialized and industrializing economies
expenence tight labor markets. as some of theseicope with aping, and as, housewives
. participale in the labar markets, there will be a tendency for labor to mewve across
boundaries. Though much of the labor movements have combined legal and illegal

r




gt e Gk el = Do B2, IJIIIIJ b link e Rttty bl ik STRNTRR ‘r'-"r""-'ﬁ}"
T TV TS IRRRY T ¥ 1 [ I KRNI 1 e 1 T LT [P R u'l i
means, what is true is that there is passive iolerance among the tesipient tountries. In e
the phenomenon of “guest workers™ 1z reflection of the tolerance (Memedovic and
others, 1997). A v
What is important to point out is that the globalization of labor markets entails
financing ‘requirtraenttintolving fovelen capitdl. THE emergence of placerment agencies
that are joint ventuptlhdtween sourte Bhuityy 8vd Bestination country firms is' cﬂdcﬂ&'
of this. And in mhnyihstaisieshese ak ﬂlurﬁfﬂ'ﬁ‘t‘ﬂnmgcmcmh mostly on a project
hasis instead of a chintinbing track/"Cer ahd’abioéie the response by labor sectors to (HE
liberalization 'of VHBd markets is the “djustntents that ldbor-abundant and Libor- h"
countries take: In the fittner would fall $eatchits for bith inkteasing labor auppl:.f ll‘ﬁ"ﬂu'gil
further capacity gEnerdtién and movil up the skill scale through capital investménts. In’
the latter there is alsd $&Hrch!for fartlie? means of capital-labor substitution that' would
reditee ‘the need forlabot!! mlpﬂﬂﬁlﬂﬂ- well as réduce the need for moving pn;duélmﬂ
opérations overseas where labor is #Blindart! Whatever would be the net efféct B these
adjustments do not diminish the overall capital requirements including foreign capital
TCSOUICES,
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‘Hi the cotirse gfLinﬂa!ll?mg la‘l-.':ml‘m'hrk&ts e Hsing ificomes dmong tefipbrary
‘migrant and gubst workers opén’ ﬂppm-ﬂ':fﬂuat for-fordion investiént instruments’ o'
f_ﬂﬁh “THis i cspecially 'trile’ it Hlaces Wher fhere ale ‘lrge concentfitions 5f

: "\'.l'DrkEt"s‘”Fur""ﬁt‘ﬂﬁbi‘e i ﬂ'ffn’g I{'ﬁhg"i't IS ‘n‘l.-‘ldcl}f km:r‘-'m :Lhat .‘i-'.?l:!rkr:l‘b
wrticipatc actively 1 the stock fdrkers, 1 1 1 " '

-

The globalization of capital markets is supposed to be the epitome of
imtion. The mohility of ‘cipitl has mtegi’atcﬂ fifarieral’ markets aa‘nmiﬁ trading
;. added mote vehicles for 'investmehits to locate where returns are highest, dhid'
x " ' 2d access Lo resources for ‘capital -short countries:’ Indr:&r.l the g]uhat:muaii”]jf
x mtels is said 1o be reflécied in tht:: muv::mml of capital pt‘i-::es bmng the sama::
frlanci-'ﬂ centers. AT

o BEL AR 8 s 2 talk rt st “talifie "0

“evidence” however indicatds' that 'this nghahzmmn 5 "not re:illj" e’
19973 W’hﬂe the indét of capitdl controls in :merg?n‘g iitets mal" Have'
¥ d’t::]med Betwiect the' hd'iﬂ’-tlg']lﬁt:s wnd 1996, nit’ capital flows haVe
ap pidly. dnd their importiince 10 dverall investmients has increased, it is not ‘tHié
of capital’ (real bond yieldsy have narrowed” considerably, even’ 'ahﬂmng'
puntrics. Real plobalization of capital” siill Has'a way to go. M SOLAERIE

_-',=-- ot quite wséful to lbok at the globalization of Eapital tarkets in ‘isolation
d direction'of globalizdtion takihg place and which has béen Sitnmarized
siculat! the real chimmercial ‘ransactions taking place among trading couniries
'5:! capital to miéive and to-dsdbme a variety of modalities. Afid the degree
it | moves dr changes crmﬁgm&‘nmm‘m'h‘ fufiction of tié sbaleddnomy. =



In several senscs, however, foreign capital plays a unique role in the globalization
phenomenon. First, it fills the gap between savings and investment. In general, with the
exception of a few countries, foreign investment is only 2 small share of total investment
carried out in developing countries. In fact, ff there were capital integration, we would see
an insignificant relationship between saving and investment since foreign capital can
abways fill the gap but yet the relationship remains thoagh over' time it may have
diminished. Second. foreizn' capital-brings with it lechnology, managerial’ innovations,
atid other “shift” factors that raise the'countsy™s overall productivity and competitivencss.
Fﬂn:ig'n capital may be bundled with other elements of*development. Finally, with open
capital transactions, capital-short countries can pﬂrﬂcjpatf: m’ lnppm;: the llmrﬁ-:ts of other
couniries in suzarl:h for EEl]:'ILﬂJ resources. ! s :

Traditionally, fureign ::apﬂzll is distinguished according to whether it is long-term
or short-term (or mediumi-term’). For Balance qf“Pa}rml:n!.s recording, Whis traditional
classification’ has been followed with time - périod being the dividing line in ' the
classification. In recent limes however there may be'reasons'‘to doubt this traditional
classification. The increasing privatization of capital transactions and the liberalization of
capital markets have expanded the scope of foreign capital use and the time period within
which such flows take place. In some ¢ases the initial mnsm:umw takes'one mode bu
quickly transforms to another mode subsequently. ' =

On the other hand, foreign shori-term capital has traditionally been Eakl.n o be
accommodating i.e.'serves as rade credits and financing of trade transactions.” ' Except
under certain circumstances this element’ of the Balance &f Payments has remained stable
over time. Mung with other components (e.g. sold movements, Special Drawing nghl.x
::u: }, disturbances to the flows {:m.lld be fairly predicted.

With the advent' of globalization however short-term capital has been anything
but traditional. Indeed the whole notion of capital has taken on new meanings as the
function of globalization has escalated. New instruments and new market opportunities
have dictated the manner of capital movements across the globe. No longer are capital
confined to financing trade of taking on longer term equity participation but a wide
gamilt of modalitits unhieard of ‘before. As countries open their economies to global
lrmmm:tmns and commerce, the manner of capital participation has opened up a.s 'M.]l
Anidas we pointed out, this has dictated the configuration of capital' flows.

While the' tradition’ of foreign ‘capital classification may have been broken.
medium and long-term capital seems stable especially where these have been mediated
through government guarantee or syndication. What has taken on all sorts of changes are
in short-term’ capital. Moreover the actual location of short-term capital In-a h&en
impottant in dctcnmmng the mmplmlxm of transactions.
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e M amwlnbﬁmatnm ﬁ.afrmtam it was niot wafil 199# that, capital, fows
especially 1o dv‘.;u’ah:pmg,cq_lmmwamqmmd a life of their gwn distinet from the tragditignad
sle they bave played m the Balanee of Bayments, This is, nptewsorthy. with respectto the
= 1 Asig,| lable | shos the capital flows to, Asia;betwegn 1970nd 1992 which-tend
_Mw (2) the shage. of Asia to tptal world capital, flows ipcreased from 25.5 percent to
4 muuu, (b} the decline of official loans in the. composition of flows during the same
eriod, and (c ) the emergence of portfolio equity and bonds as part of these flows.
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1B m.napmsup with the ﬂnwsrluFLauq America, qharacterjzalb}r mnmmmJ#nM—
¥ comyersions,. privatizations,, and the jympgrtance of the United States as majgr
wes of these capital, these that went te Asia mostly came; from, Japan Table, 2 shows
]thnm:mal claims by nationality af reporting hanks for. !993 For all of Asia mose
W of capital were claims by Japan followed by a wide distance by Fraru.’:ug|
cent) and the Unifed States (2.6 percent). It iz only in the Phil,].ppml:ﬂ. that 1.5,
d larger claims than Jﬂ]ﬂl‘l&ﬁt‘.‘ banks. , .

.;,ﬁﬂnml factors gecount for. these, observations. Privatization of many state
wprises, in the region. sfimplated the. dyelopment of securitics markets. As these Ao
e publicly offered, the pest of the world became awsre. of investment opportupities
where. For,example, Singapore Tﬂamm privatjzafion,in 1993 doubled the number of
i mﬂmgapﬂm to 1.5 milljon ugha,l Flmrpa-]:-].ilpnnq, of TJ:ua;_ country. Similarly the
Chinese companies, IndSat of Indnnes;a, HOKO Steel of Korea and even earlier
st Philippine Fund in the, New York, Stock, L“-mhange enhanced global, investor
Mﬂi{F}lﬁhlm, lggi} > Nts Rl e 4 A

A l.- sl r
:mrge in stock market aﬂwmeﬁ in the .-i;;mn r&_gmn hmught in rn::m*: ciiw{;i
5. % lﬂl market values increasing my[uyltlf::_rld in:many . Asian goyptries, even more
ved in to reap early profits. from the markets. Consider, the market value
r a number of Asian stock markets between 1990 ami 1993 Indonesia from 3
g 33 B, Mﬂ!aysmfmmiiﬁﬁ}}tﬂil'#ﬂEB Phlllppmmfm;pﬁigﬁtnimﬂ
sgapore from $ 343 B to § 133.8 B. This is not to mention Asian markets which
eady operating found themselves with increased market values as well (e.g.,

8 Kores, apd Tabvan). 1, .

pnu:h of !h& nineties, the Asmn mmuies. had alm pﬂﬂlﬂpﬂpﬂ al:h.m:l:g in thl:
: fion of markets described I'.‘-B.l'll.l:I Thas ucn:.cssil.qlt:d ,Lh,t: ufﬁllmn __gt' W
T rise: requiring corporate ﬁn:mc::, pﬂ;:u_!ec,i finance and qia:t—up {-.aplta] for which
fic instilutions were inadequately prepared to supply guickly. This of course
gd capital flows given the fact that Asia had no problem with debt (compared to
erica). Indeed one can see a significant shift in the composition of external debt

Asian countries from publicly acquired to deposit money banks (see Table 3).
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Then there was a spate of financial liberalization among Asian countrics where the
banking sectors were opened to foreign investments. Indonesia’s financial deregulation in
1983 led to.a surge of Japanese bank affiliates establishment in that country {from 0 to 10
in 1990 In Thailand, Malaysia, and the Philippines, offshore markets were opéned and
foreign banks were allowed to operate branches for the first time. There was an even open
doonpolicy in China and Vietnam.

In part the cmergence of these new markets led to a prowing base of bond issuers
in the region. Whereas the first dragon:bonds were issucd by the: Asian Development
Bank in 1991, GE Capital followed soon thereafler dnd then other issuers {e.g., Chinese
Einance Ministry bonds issued in 1993). In faet the definition of dragon bond expanded
beyond being subscribed, priced and listed in the‘exchanges of thefinancial centers of
Hong Kong, Singapore, and Taiwan to encompass all bonds listed in the Asian markets.
Indeed Japan’s investment in Asian stocks led to net purchascs in 1993 compared 1o
being met sellers before. Japanese purchases of Asian stocks were 25.7 percent of all
purchases in 1993 compared to 4.2 percent of all purchases in 199k ! '

Finally, Japan played an important role in the movement oflcapital in the Asian
region. For one, it was suffering from. a prolonged recession in the early nineties
combined with a trade surplus. This of course resulted in a scarch for profitable markets
for excess funds. Asia was closer than the countries in the Western: Hemisphere, Thus,
except for the Philippines, Japan's exposure to the Asian movement of l::’lpll:lﬂ was
substantial and in various forms.

The wide menu of capital flow instruments that have evolved in the Asian region
makes their classification fuzzy and not easily tractable. In part, this is becanse both
investors and recipients can always move from one type of capital instrument to ancther
without difficulties. A look at Figure b showing the flow of foreign direct investment in
some Asian countries indicates, that FDI flows have been erratic since arcund 1992, with
Korea exhibiting sharp decline since 1993, Figure 2 shows the portfolio capital but with
similar fluctuations since 1993. Figure 3 tracks other short-term capital which has even
wider fluctuations. The net of all these flows arc shown in Figure 4. This fgure seems 1o
portray  more consisient flows to these countries during the period of the carly nineties,
With all the various forms of capital transactions taking place, using anv ape of the
traditional measures fails to reflect the magnitude of capital movements taking place. This
is,observable in the period beginning 1999,

There is ancther way to look at the bazy picture of capital inflows according 1o
traditional classification. Table 4 shows a breakdown of capital flows for selected Asian
economies into what is considered their major component i.¢. direct investmenl. What we
find here,is the diminishing importance of direct investment after the initial spurt of net
capital flows. This is true for many, of the cconomies except for Singapore. All the others
show the greater importance of other net capital flows to the otal capital inflows, a case
where the main component is less than the catch-all variable. i .
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samparability . At the country déiel, the datamay be more consistont and thus sHow'tighds

1kt H:E stable.'Fhis isinot really!tvue-sinee countries: haveexperitnesd changes in‘the

poddes of capital flows as markets have matured and :as-bdsimess. transactiofs: heve

ac: -- new heighis,
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o sudmary, the susgh of-capital fows!into, Asia I‘ms no doubt pla:,red 2 critical

& of the growth performancd ifithe regionls economiesi These flows have facilitinsd

Beseased integeation of theiecotomies 4o the globalization processes. The émergende

Wﬂ ine the region -hassbeen supported by theacbess to capital resouread
mad without whichhwbuld otherwise hamper the overall development. Indeet thel
= identified herd: combined: to makie the resion an altractivé host o f'crresg;li

":ﬂm&mﬂu Japan’sizesponze| theyrhave contribyted 1o acredible econoniic
of the region’s economiman, ' : e SerE et Wy R

2 pdher hand; these foreign capital flows effectively hnpns& cosls (hat are not
stic capital. For ong; these are detiominated in foreign exchanize imder
e sales: From the viewpeint of debtors therefore the retums miist be suck

y fiom ﬁ:rpmé]pﬂ in foreign exchange term’s afier maturity and still be
-uupnm If i the intering thie: *E:ﬁmimnﬂga rﬂ:tr: ch.mgcs and>1he

Egu'ﬂlan otherwise.
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< capitak flows are'undirisken for export entefprises eatning foreign
ss risk from possible chamges in the 'exchange rate since the samings

1ge losses are added risks. Mete pointedly; since capital flows
1o'the money supply #s #idomestic enterprises bormow fromy the
m, theyreally potentially Im];hosé a mc:zﬂ u.:uL-.E" !]'lﬂ.l S-Dcﬁl:tj‘.-‘r&s a
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Fthat & country pegs ils t:xr..hangc' rite, and siicoeeds in dumg so, thieré
_ l::lp.ltﬂl flows would - continué 1o movein amd out oF the countriy:
tility in the ::xchange rates over anil above the Ijehaﬁ-i'nr of hedging

mensiol mlhccharactﬂr nf'caplm! ﬂ-:}m ;
i T g A
’” TERCY Crisis in Eﬂuthl:ahmsm is &' clearmanifestation of the donble+
ham What triggered. # was much a fimdasental Taw »f
_' uch as the pereeption ameny traders that-thestime'to! léste s
been a dramatic fall in the pominal-exchange rates among the
ally when corpared to Tatesdine yedr before suggesting the peg
=condly, there has been a crash in most of the stock exchanges
red to their levels at the start of the surge of capital Mows to the
it the stock exchanges indices, the 1990 levels have been reached in a



“matter of days. Finally, the crisis has been exacerbated by virtue of the overreaction of
the financial system o the withdrawal of foreign capital from the region.

Tl'u., furt:ign cﬂpllﬂ.l I'd]luut expenenced by a nl.unhl::r of the Asian c::unumu::s even

in countries ud'l[r.,];t have had HLLH-‘LH.I[':IEd ECOnemic grml.-lh in the last decade :.lmws their

"denErahjht} to external lnnsacmus_ l:udeaz:'l me_@ie attacks strike at the very core of

CCONQIMIC fundamcntals - whether hl.':ﬂ!th]r' or shaky. Yet l!m-. 15 the nature of foreign
mpﬂa] Thr:Lr effects are symmetrical pusuwet;' and negatively.

What the crisis brings to fore is lh{:'m;'i'urixmﬂumi{:'pﬁlil;}’ issues of capital lows
and how policy makers address them. Given the dynamic changes in the character of
these flows the issues become dynamic as well. It is not that there have been no parallel
historical experiences, as the cvents of the Mcxlcan CTISIS rc:vul] hut that there have been
unique conditions in the Asian region (see Ewmmt]n, 1997 Fur a comparison of the
Thailand and the Mexican crisis).

The relative inexpenicnce of mn:: .J"Lsm:l _economics in  managing | the
macrocconomic aspects of liberalization combined with the surge of foreign capital hayve
made ad}ualmmtb doubly L.hallt.r-g,mg "-‘-’ha.'r. we want to do is, discussa few of these as
1h&_’f relate 1o the curent fallout in the region.

A+ MErsecmmiePallch Tl . 0

Ini this bI:?L-lIUJ'.I. we wanl 1o focus attention on three ]'.H}h{!]r' issues that cnh.,n come up
during surges of foreign capital. These involve domestic’ monetary expansion, the
independence of monetary policy, and options open as one sel. Then there are issues
‘associated with exchange rate policy and the extent of financial liberalization as another
“set. Finally there are the institutional policies and reforms related to the banking system.

L

The inflow of f:}:eigrll capital usually leads to an expansion of the monetary base
as domestic borrowers convert foreign currency into local currencies. _The central bank
monetizes these flows setting off further expansion of the mnney supply. The
unpredictability of foreign capital flows makes monetary policy almost arbitrary and tied
to the global flow of funds. The issues therefore revolve around whether o automatically
expand the monetary base, institute sterilization procedures, impose restrictions, or some
combination. Much of the actual responses may depend on the existing macrocconomic
conditions. Invariably many countries in the region practiced a combination of these. The
classic sterilization procedure invelves monetization simultaneous with open market
operations where the government sells Treasury bills and other instruments to reduce the
domestic component of the monetary base offsetting the reserve inflow. However this
leads to a rise in domestic interest rates which in turn induce further inflows which were
the initial object of the policy. In 1ht.:_r_.'ué:c of the Philippines the amount of sterilization is
ofien less than the magnitude of the reserve flows, as its experience with the early inflows
shows. Among the countries in the region, Singapore and Taiwan had exercised
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comservative sterilization. Of course the success of the classic type of policy qw-e:uds on
the defireé' of filtancial integratioh and mobiliy “of DR Lapital muvenimnte eg
liberty 15 retaiil ciport - tﬂi‘mﬂ_&,‘:‘;’:&bmnd I thie :‘H&g of "the” T‘"f']lﬁf:l lEIES r.ﬁrhal
Sterilizatidn ook ™ tace “while thetr" mnﬁhuad reqmnlmm 1o ‘the rr:! ftion uf ho
pmﬁn&‘# whith wherd ’crfu'l pradudlly liberalizéd * Cnnsbqumﬂy domestic :..rr:::htr:"nse
Table 5 shows the pattern o doniebid Erédit Bhafipe 18 fordign reseive accilihulation S6 4
lﬁpﬂal fluws Flgl.m: f': shows the Q:mwlh of dnmestlc credit in the Philippines
'I i J R I 1 R
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~ Becausc of ‘the i@ “"ﬁhjfél”ﬁt::—l-{fs’ the ¢bmplexity of their mudahtu:s, and the
vl la.rgl:‘fsv:-dl .';5:;55: of sterifization, “what is ‘dften résorted to 'is a range of
entary measires' that $tilf a'c.!:qjmphéh sterilizdtion. In response to speculative
lﬂnys:a in 1993 and 1994, the Central Bank imposed a negative interest fate on
3 balances (Ong, 1995). Chile in 1991 raised a special deposit on external
cuce the' Sitrattiveness of Lapital inflows. “This applied to all external
flows nmludmg't:rndlt'iﬁiea%, depostts, lotirs, and bonds. Accordingly, during the

et falls fn'Litin Améfica betiveek#Deceiftér 1694 and February 1995 Cliledn
. dollar terms fell by 2.2 percent compired with falls in Brazil of 49 pe!cél‘in
' _;itﬂ:::nt and Mexico of 69 percent. Deposit requirements are a form of tax
“from abroad which do not have a digeet-impact on domestic interest rates,
er capital mflows, and can be varied in imposition in terms of time
’Edmﬂmﬂll_;’ bu:mwer.:—: eventually Imt:l a_way around the deposit
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ti Without having to delve into the larger issues of the exchange rate, what is
relevant to capital flows are two opposing directions. The surge of inflows tend to
appreciate the currency. The Central Bank stands ready (o exchange domestic for foreign
currency at a pegged rate which assures monecy taders that the exchange rate will
“continue. On the other hand there is the temptation 1o allow an appreciating currency to
- hold inflation dewn. This may ward oiT further capital inflows but affect the real side of
iqhmﬁﬁﬂnallﬂansa:!inns. |
The Central Bank may also use the forcign exchange market to effect sterilization
of capital flows. By promoting foreign exchange swaps (agreciog to buy forward at a rate
higher than the interest mate differential), the effect is the sam¢ as open markel operations
in the domestic market. Obviously pursuing this option can impose losses for the central
ank. It is known for example that one reason for the July 2 depreciation of the Thailand
Baht was the large amount of forwand sales of dollars which were not récorded against
reserves (Adams and Vemnon, 1997).

o ' ‘ E #Ll i

An all, exchange rate policy in a regime of capital flow surges-generates issues that
aced to be sorted out. What is clear is that over time they erode the real eompetitivencss
of the cconomy which makes it more dependent on foreign capital to shore up: overall
balance of payments while the trade balance and current account further worsens, This 5
all good as long as the economy (and the specific projeets which the forcign: capital
finances) generates the necessary foreign exchange though not quite so if the deficits are
financed by short-term capital fows. Unfortunately what happéns 15 that the appreciation
of the currency (partly from the nflows themselves and partly from: the neéed to hold
inflation down) reduces international competitiveriess.” 1

i If the exchange rate/is peggéd to the 1S dollar {as most Asian currencies hiave
been) and it has seen some appreciation as 2 result of capital flows thete is a tendency for
an overvaluation of the currency. Now. add to this the appreciation of the currency to
which it is pegged and the overvalustion would' be larger, The Philippine peso appears to
have suffered severe  overvaluation coming [rom several sources: (a) a lingering
overvaluation from the past, (b) surge of capital flows which appreciated the CUTTenCys;
and (c ) appreciation of the US dollar.

An important set of policy issuesimay be more institutional than macroecononic
in nature. The increasing. involvement of non-bank financial instititigns in the
mobilization of forcign capital makes them difficult to track since in some countries like
the Philippines these are not regularly captured in Central Bank books and statistics. In
the end though these institutions act'as vehiclés for capital transactions. :

Banking policics need reforms ranging from prudential regulations to disclosure
and greater transparency. This is compounded in some developing countries which
praclice personality-based comniereial transactions effectively setting aside objective and
deliberate calculation of project viability! In some cases there is pure cronyism in the
allocation of credit. The history of the Philippines 15 @ stark example of how this practice
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wreak havde on the ecomorhic svétsh, Operinférmatial, Which thé Philipptik ﬂl&“ g
afier 1986, serves well insensititing the business community Hhotit ﬂ'ké['phﬁimﬁ'%j
_ﬁﬂfﬂgm:aplt&! transactions that do notrely on cﬁ!dﬂanhlﬁ-‘th hmﬁﬂg amg sy, D
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_ Mﬂm efficient capital account management can not be athieved without a vl
metioming financial markets, adequate supply of marketable mstrmnfmts that are good
shutes foreach othien, niid intepratad: ﬁmﬂk&&‘{u:, 1997). Indéed if countries actively
ipate in the globalizsn frodeades, they ﬁiﬂﬂi hate a:twc pamctpauun as'well in
hzation .::.f'mrmgnmi-jgtﬂpf R & | e
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various forms of globalization taking place in The world today require foreign
menis. The recent surges ‘ofieapital flows however have elements! that take
£ the emerging markets --from: stock. markets ito.short-term debt financing. 4"
ﬁmﬂﬂ]t ofs the factens that hiwve led to. capital flows are facilitative of thi
M processes. And-in Asiay new enterprises; wcorporate. finance and project
#mnant users of foreign capital paly.in the-context of gluhal pn‘.:dmtlm T
e s i [ LR T | lJ-'rIl ":!Illi;!'..l:. bl R R L S R fa
;FmTrmﬂalﬂermlﬂ’m r::rf .m:acrm:ﬂnm:mcl potiey - jsmre::, reﬁ'ﬂulmg tcu the
s appears &0 be a.ditection that will contine 0 isupport-the process of further -
i intepration through the globalization: of poods and factor markets, rather dhan.
on 2 of restrictions and controls in order to recover from currency crisis and attacks
—q ring cconamies. These fundamentsls inclede further liberalization especially
il markets that would émcourage sfficient two-way flows of capital, temporary
15 that. tend 1o equalize retums from borrowing and lending, and the freeing of"
anpe magkers that eventually depart. from- pegged’ exchanpe rates. Thi
g= In the Asian region .seem to be foIﬁawﬁ'Jgr-ﬂ'liﬁ"mh':at to basic fundamentalz
-t foundation of these economies remain steoag </, 2o 2ol Iy M '
1'}4,"5. A T s b [
is does not mean that there are no concrete agenda for reforms and institutional
m would  imprave .a couniry’s-ability - to. manage. capital flows. The
L one mic issues o consider include monetary policy options that would mitigate:
ially adverse effects of foreign capital, exchange zate policies that would strike -
al maintaining competitiveness with reducing the undue appreciation of ithe)
and institutional changes that would better the envirenment for capital flows in |
‘of information, regulations, and other measures to tighten munituring_ and
ance of principally the banking qeg:mlr as the conduitsifor ::aper!al flows. il
ﬂ, AT
ufthemacmﬂcmmmmtssuesaremtmif 'Hﬂtmth:hghtqfﬂlmtﬁtha
& globalization taking.place. it hecomes imperative that these. issues be
nd that the affected,gountries take stock of thenx in the process of defining
fiment measures. The macroeconomic issues in foreign capital can not be removed
be issues related to trade and globalization.
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ENDNOTES

! This is not meant to say that long-temm and medium-term capital have alrcady been
wired into the globalization process. -

*In a sense, when temporary migrant workers return with newly learned skills, they
would probably require capital resources to establish enterprises and foreign partners as
appropriate.

* Traditionally, capital accounts fall below the line in the balance of Paymenis.
*We use 1993 as a cut-off year after which capital flows had surged even faster.

* It might be argued that even if private transactions cause a cuneuéi- !'I_Hl and thus ought

to be left to the private sector there are socidl costs 1o the whole financial system which
may have to be supported.

¥ j_;'-._[a_agz as fate as 1991, Philippine Expc-rtm; were only allowed to retain 5 percent of their
eXport carnings in foreign currency, .

' With the abandonment of the ]:h‘:g by the major '‘Asian economics, Hong Kong remains

committed to the US dollar. How long it can last and aim to remain competitive is not
clear but it probably becomes more vulnerable to further currency attacks.
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Table 2

Intcrnational Claims by Nationality of
Reporting Banks
' {percemt)” '
1993

: |
Japan us UK Germany France

Asia - 40.9 DI | il : B 163 100 |
' China 39.7 22 6.7 5.5 . 16.2 .

Indonesia 549 8.1 & | Ba it e
i F | . :

 Korea 29.9 10:4 & ' 10.0 T n ]
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