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ABSTRACT

THE CAUSES AND CONSEQUENCES OF INTERNATIONAL CAPITAL FLOWS: AN
EMPIRICAL INVESTIGATION

TASDEMIR, FATMA

Ph.D., Department of Economics

Supervisor:  Prof. Dr. Erdal Ozmen

May 2019, 176 pages

During the recent decades, capital flows (CF) tended to substantially increase in ad-
vanced (AE), emerging market (EME) and developing economies (DE). CF have been found
as amongst the main determinants of growth, business cycles in EME and DE (EMDE). We
aim to investigate the main causes and consequences of CF in EME and EMDE. To this end,
we first present some stylized facts for CF and their main components in AE, EME, DE and
EMDE. The main determinants of capital inflows (CIF) in EME, is investigated in the context
of the conventional equations which stresses the importance of main pull (GROWTH) and
push (international financial conditions, GFC) augmented with structural domestic conditions
(SDC). Considering the potential endogeneity of SDC, we employ a two-step system GMM
procedure. The literature often maintains that, the impacts of the main pull and push factors
are invariant to the exchange rate regimes (ERR). We investigate whether ERR matters and
provides endogeneous thresholds for the impacts of the main factors in explaining CIF in
EME. The literature provides mixed results for the consequences CIF to EMDE. The conven-

tional literature postulates that CIF are contractionary against the policy makers perception

v



that they are expansionary. We investigate the consequences of CIF by considering the con-
ventional growth equations augmented with GFC and SDC. We also discuss the commonly
used growth modelling strategies in the literature and note that they may be misleading as they
do not consider simultaneity bias and the inclusion of a fixed cross-country initial income vari-
able leading to an identification problem. We also consider the integration and co-integration
properties of variables which these also lead the unbalanced specification of the conventional
literature. This study considers all these problems and provides the results using the recent
advances in panel data econometrics including FM-OLS and PARDL equilibrium correction

mechanisms.

Keywords: The causes and consequences of capital flows, panel autoregressive distributed

lag method, panel threshold model, exchange rate regimes, emerging market economies



0z

SERMAYE HAREKETLERININ NEDENLERI VE SONUCLARI: AMPIRIK BiR
INCELEME

TASDEMIR, FATMA
Doktora, Iktisat Boliimii

Tez Yoneticisi:  Prof. Dr. Erdal Ozmen

May1s 2019, 176 sayfa

Son kiiresel finansal kriz dncesindeki yiiksek uyumluluk siirecinde, uluslararas: ser-
maye hareketlerinde (SH) sadece gelismis iilkelerde (GU) degil, yiikselen piyasa (YPE) ve
kalkinmakta olan iilkelerde (KE) yiiksek bir artis gézlemlenmektedir. SH, 6zellikle YPE ve
KE’de biiylime ve daralma evrelerinin temel belirleyicileri arasindadir. Bu ¢ercevede, tezin
temel amaci SH’nin temel belirleyicilerini ve sonuglarini incelemektir. Bu kapsamda SH ve
temel bilesenlerinin GU, YPE ve KE ekonomilerindeki son donem siireci degerlendirilmekte-
dir. SH’nin temel belirleyicilerinin standart ¢ekim (biiyiime) ve itim (kiiresel likidite kogullari,
KLK) modellerinin yamisira, yapisal iilke kosullarim (YUK) temsil eden degiskenler de (ser-
maye hareketleri serbestligi, finansal derinlik, ticaret aciklig1 vb.) dikkate alinmaktadir. iktisat
yazininda temel itim ve ¢ekim faktorlerinin etkisinin doviz kuru rejiminden (DKR) bagimsiz
oldugu kabullenilmektedir. Calismamizda, SH’nin belirlenmesinde DKR’nin etkisi aragtiril-
maktadir. Ayrica, DKR’nin temel degiskenlerin etkisinde i¢sel esik degeri olmadig1 6nermesi

incelenmektedir. Ekonomi yazini, SH’ nin sonuglar1 konusunda net bir dnermede bulunma-
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maktadir. Geleneksel teori SH’ nin reel kur degerlenmesi ve uluslararasi rekabet kosullarin-
daki olumsuz sonuclar1 nedeniyle daraltict oldugunu onerirken, politika yapicilar, bu duru-
mun kredi kisitin1 azaltmasi sebebiyle genislemeci oldugunu belirtmektedir. Calismamizda,
SH’nin biiylime tizerindeki etkileri geleneksel biiylime denklemlerine eklemlenmis KLK ve
YUK de dikkate alarak incelenmektedir. Calismada, iktisat yazininda yaygin olarak kullani-
lan panel veri modelleme yontemleri tartisiimakta ve icsellik bagintisi, degigkenlerin biitiin-
lesme ve es-biitiinlesme 6zellikleri, baglangic gelirlerinin sabit olmasi veya dengesiz denklem
tanimlamalariin yaniltict sonuglara yol acabilecegi 6nerilmektedir. Tiim bunlar dikkate ali-
narak panel veri ekonometrisindeki son dénem gelismeleri ¢cercevesinde model tahminleri

sunulmaktadir.

Anahtar Kelimeler: Sermaye hareketlerinin nedenleri ve sonuglari, panel i¢sel baginti dagil-

mig gecikmeler modeli, panel esik modeli, doviz kuru rejimleri, yiikselen piyasa ekonomileri
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CHAPTER 1

INTRODUCTION

International capital flows are broadly defined as the exchange of financial assets bet-
ween domestic and foreign residents. The recent decades have witnessed a substantial raise in
both gross capital inflows (purchases/sales of domestic financial assets by foreign residents)
and outflows (purchases/sales of foreign financial assets by domestic residents). During this
period, many emerging market economies have lessened the restrictions on capital flows lead-
ing them to be much more integrated to international financial markets. Gross capital flows,
as a percent of world GDP, for instance, have increased from 5% in the second half of the
1990s to 20% in 2007 and gross external liabilities raised from 60% to the 180% (Guichard,
2017). International financial integration measured as the sum of gross financial assets and
liabilities (as a % of GDP in current US dollars) has doubled (from around 100% to 220%,
our calculations) in the whole sample of countries (excluding financial centers) from 1990
to 2015. This increase tends to be striking in financial centers (from 400% to 2500%) and
advanced economies (100% to 450%). Emerging market and developing economies (EMDE)
have also experienced substantial increases (from around 80% to 160%) in international fi-
nancial integration during this period. Even financial integration is substantially higher in
advanced economies, the recent literature suggests that financial integration and thus, inter-
national capital flows matter also for EMDE. The crucial importance of international capital
flows for EMDE basically arises from the growth and stability concerns for these countries

(Koepke, 2019).

International capital flows have often been regarded as one of the main drivers of eco-
nomic growth, boom and bust episodes and business cycles especially in emerging markets
(EME) and developing economies (DE) as reported by the pioneering studies by Calvo et al.,

(1993; 1996). The results by Kose et al., (2009) indicates that policies promoting financial



development, institutional quality and trade openness tend to help developing countries to
derive the benefits of globalization. The recent findings of Kose et al., (2011), Erdem and Oz-
men (2015) and Rey (2016) provide a support for this critically important issue. The literature
reports that capital flows are also associated with crises, financial vulnerabilities and overheat-
ing concerns. Capital inflows are often found to be pro-cyclical, that is, they are determined
with domestic economic growth along with some other factors in EME and DE (Ozmen and
Tagdemir, 2019). This pro-cyclicality implies that, capital inflows amplify growth episodes
during good times and dampens recessions during the episodes of a financial or real turbu-
lance. This leads capital inflows to deepen the amplitude of business cycles in EME and
DE. As commented by Kaminsky et al., (2004), the pro-cyclicality of capital inflows to EME
and DE along with the reinforcement among the macroeconomic policy and capital inflows
cycle may be interpreted as a "when it rains, it pours” symptom. All these along with the
substantial increase in international financial integration have led the investigation of causes
and consequences of capital flows to be much more topical and crucially important research
topic in international macroeconomics. In this context, this thesis attempts to investigate the
main causes and consequences of international capital flows and their main components (i.e.

portfolio equity, foreign direct investments (FDI) and other investment flows) in EMDE.

Until recently, the conventional literature has often investigated the behaviors of net
capital flows, measured as the difference of purchases/sales of domestic assets by foreign
residents (gross capital inflows) and the purchases/sales of foreign assets by residents (gross
capital outflows), that is indeed a mirror image of the negative of current account balance.
However, the recent literature emphasizes that residency of the investor is important in ex-
plaining the behaviors of capital flows. Furthermore, especially after the global financial
crisis of 2008-2009, there has been a shift in the empirical capital flows literature towards
a focus on gross capital inflows and outflows and their sum. There are some important rea-
sons for this shift in focus to gross capital flows. The enormous increase in gross external
assets and liabilities, not only in AE but also in EME and DE since the early 1990s to the
global financial crisis (the era of great moderation) is one of the basic reasons. The run-up
of such gross positions, had led to the risk that these positions may be suddenly unwound in
the future. As observed by Davis et al., (2019, p.1), “the global financial crisis itself saw an

unprecedented global retrenchment with sharp simultaneous declines in both capital inflows



and outflows”. The analysis of gross rather than net flows matters also because the former is
much more closely associated with financial stability. Furthermore, aggregate capital flows
embody the widespread heterogeneity across the years, components and countries (Lane &
Milesi-Ferretti, 2011; Lane & Milesi-Ferretti, 2018). Therefore, the investigation of aggregate

capital flows as well as their main components are crucially important.

According to Broner et al., (2013), the stylized facts on capital flows mainly are as
follows: (i) The volatility of capital flows has been increased over the years. (ii) Gross capital
flows are procyclical, i.e. they increase during the expansionary periods, whilst they decrease
during the contractionary periods. (iii) Capital flows and their main components tend to dec-
rease during the crises periods. (iv) Gross capital inflows and outflows tend to move together.
Based on these stylized facts, researchers mainly concentrate on two issues considering the
capital flows. First group of studies aims to understand the determinants of capital flows. The

second group mainly explains the consequences of capital flows.

Following the seminal contributions of Calvo et al., (1993; 1996) and Fernandez-
Arias (1996), the recent literature including Montiel (2014), Avdjiev et al., (2018), Koepke
(2019) and Eichengreen et al., (2018) investigate the drivers of capital flows mainly within the
country-specific (pull) and external (push) factors. The domestic pull factors include domestic
growth along with some structural domestic conditions that consist of institutional quality and
governance, international financial integration and capital account openness, trade openness
and exchange rate regimes. The push factors contain international liquidity and financial
conditions, fiscal and monetary policies, growth rates, commodity prices, terms of trade of

advanced economies.

The literature, however, provides mixed results for the growth consequences of capi-
tal inflows. The conventional literature following the Mundell-Fleming framework maintains
that, capital inflows leads to domestic currency appreciation and consequently a deteriora-
tion of international competitiveness and thus lower growth. However, the policy makers of
EMDE often welcomes higher capital inflows since they reduce their credit constraints al-
lowing additional funding for investment projects and thus leading to higher growth. In this
context, Reinhart and Reinhart (2009) suggests that capital inflows are typically associated

with appreciations, credit booms and higher growth. Reinhart and Reinhart (2009) further



points out that capital inflows often play a major role in driving boom and bust cycles in
EMDE. Blanchard et al., (2017, p.563) considers these extreme propositions of the growth
impact of capital inflows as schizophrenia”: “Are capital inflows expansionary or contrac-
tionary? One would think that the question was settled long ago. But, in fact, it is not. And
there is a striking “schizophrenia”. This study attempts to investigate also this important is-
sue. It is worth noting that there is no a priori reason to assume that all the main components
of capital flows have the same effect on economic growth. Furthermore, the impacts of capital
flows and their main components on economic growth can be different in the short-run than

the long-run. In this thesis, we consider also these important issues.

The basic contents of this thesis as follows. Chapter 2 provides a discussion of the
stylized facts of capital inflows and outflows for the whole sample, financial centers (FC),
advanced economies (AE), emerging market economies (EME) and developing economies
(DE) during the recent decades. To this end, we consider unbalanced annual panel data for
77 AE, DE and EME over the 1990-2015 period. This chapter reports that there has been a
remarkable increase in international financial integration and capital flows in all these country
groupings. The growth of capital flows, however, decreases, albeit remaining to be positive
in AE after the recent global financial crisis. Capital inflows in EME and especially in DE,
on the other hand, sustain their higher growth even after the GFC. This chapter argues that,
these developments may be explained by the unconventional monetary policies, including
quantitative easing and zero lower bound in policy interest rates in AE leading to enhance
capital inflows and the consequent rapid recovery in DE and EME. The net capital inflows,
the mirror image of the current account balance, tend to be positive in the groups of DE and
EME. These current account deficits, on the other hand, are basically financed by foreign

direct investments helping to improve their sustainability.

Chapter 2 also investigates a recent empirical puzzle that capital inflows and outflows
move together. This is a puzzle since under perfect financial markets, the portfolio choices
of residents and non-residents may be expected not to systematically diverge from each other
and thus, the correlation between capital inflows and outflows may be expected to be negative
or statistically insignificant at best. The recent literature including Broner et al., (2013) and
Ozmen and Tasdemir (2019), however, suggests that this appears not to be the case. Eco-

nomic theory suggests that savings should flow from capital-rich countries (AE) to capital-



poor countries (DE and EME), i.e., downhill flow of capital. However, Lucas (1990) reports
that, in contrast to the implications of theory, the movement of capital from AE with lower
marginal productivity of capital (MPC) to AE with higher MPC is relatively limited. This
section also considers the Lucas (1990) paradox and discusses whether it holds for the main

components of capital flows.

Chapter 3 investigates the main determinants of capital inflows and their main com-
ponents in emerging market economies (EME). Chapter 3.1 presents a brief review of the
literature on the determinants of capital flows. To empirically investigate the main determi-
nants of capital inflows, in Chapter 3.2, we first consider a simple benchmark equation which
attempts to explain capital inflows by the basic pull and push factors. In this context, we main-
tain that domestic growth (GROWTH) as the main pull factor and global financial/liquidity
conditions proxied by VIX (Chicago Board Options Exchanges equity option volatility index)
as the main push factor. We also consider structural domestic conditions such as institutional
quality represented by freedom (political rights and civil liberties), financial depth and trade
openness to explain capital inflows. This section considers also the potential endogeneity
of domestic variables for the evolution of capital inflows along with the presence of lagged
real GDP (per capita) as an explanatory variable by estimating our equations using two step

generalized methods of moments (GMM) dynamic panel estimation procedure.

The conventional wisdom suggests that credible managed exchange rate regimes (ERR)
allow countries to import monetary policy credibility (and hence lower inflation) of the an-
chor currency country and provide exchange rate guarantee. Consequently, it may be plausible
to expect that capital flows will be higher in credible managed ERRs (Rogoff et al., 2004).
On the other hand, ERR flexibility extends the macroeconomic policy tools as indicated by
trilemma in international macroeconomics. In this vein, Edwards (2011) reports evidence that
ERR flexibility allows countries to reconcile external shocks. Similarly, Erdem and Ozmen
(2015) find that the impacts of external real and financial shocks and domestic variables are
significantly larger in managed ERRs as compared to floats. Chapter 3.3 considers the ERR
issue. For this, we consider the impact of prevailing de facto exchange rate regimes -i.e. the

actually followed, rather than the officially declared classification by Ilzetzki et al., (2017).



The literature, on the other hand, maintains that the impacts of the main external push
and country-specific pull factors are invariant to the prevailing exchange rate regimes. Al-
ternatively, exchange rate regimes may be an endogenous threshold variable by magnifying
the impacts of the main drivers of capital inflows. In this context, in the first part of Chapter
3.3, we first take into account the impacts of (floating and managed) exchange rate regimes in
explaining the drivers of capital flows. The literature, often, does not consider the integration
and co-integration properties of variables in investigating the impacts of exchange rate regimes
on capital inflows. We tackle this important empirical issue by by using fully-modified OLS
(FM-OLS) procedure of Phillips and Hansen (1990) and Pedroni (2001). The FM-OLS pro-
cedure, given that there is co-integration, provides super consistent parameter estimates even

in the presence of heterogeneity and serial correlation.

The FM-OLS procedure employed in the first part of Chapter 3.3, however, maintains
that the distinction between the managed and floating exchange rate regimes is exogenous.
However, the determinants of capital inflows may be depending, not on exogenous thresholds
but “endogenously” (data-driven) determined thresholds. The literature is yet to investigate
prevailing ERRs provide endogeneous (data-driven) thresholds for the impacts of main push
and pull factors on capital inflows. In this vein, in the second part of Chapter 3.3, we in-
vestigate this important issue empirically for a balanced panel of EMEs by employing panel
threshold model of Hansen (1999). To this end, we postulate that, the change in global finan-
cial conditions proxied by AVIX as the main push factor and real GDP growth as the main
pull factor to explain capital inflows in EMEs. To investigate whether ERR provide signifi-
cant thresholds, we first maintain that global financial conditions are the thresholding variable.
We, then, proceed with postulating that the impact of the main pull factor (GROWTH) varies
according to the ERR.

The international macroeconomics literature, following the conventional Mundell-Fle
ming framework, states that, for a given monetary policy framework, capital inflows leads to
appreciation of domestic currency and consequently a contraction in net exports and growth.
However, policy makers of emerging market economies believe that, in the presence of a
binding domestic saving constraint, access to the foreign capital provides additional funding
for investment projects, increases credits and leads to higher growth. In this context, Reinhart

and Reinhart (2009) finds that capital inflows often play a major role in driving boom and bust



cycles in emerging market and developing economies (EMDE). These important theoretical
and economic policy issues are neatly summarized by Blanchard et al., (2017, p. 563): “Are
capital inflows expansionary or contractionary? One would think that the question was settled
long ago. But, in fact, it is not. And there is a striking schizophrenia”. Chapter 4 investigates

whether capital flows are expansionary or contractionary in EMDE.

A starting point for a study that aims to investigate the growth consequences of capital
inflows may be plausibly expected to review the recent advances in the theory and empirics of
the growth literature. Therefore, Chapter 4.1 contains a critical survey of the growth literature.
In this context, we first discuss the use of initial income, which is often fixed for cross-
section of countries along with a separate intercept term in the conventional growth equations
estimated by panel fixed effects procedure. The estimation of such an equation with a panel
fixed effects procedure, apparently, is not feasible due to perfect multicollinearity between
the constant country-specific initial income variable and the constant term. Consequently, the
growth literature often reports the estimation of equations without an intercept term when
a constant initial income variable is considered. Chapter, 4.1, warns that, such a procedure
may lead to misleading results due to an identification problem, as the initial income variable
coefficient may indeed be representing country-specific income differentials instead of the
“convergence” term. The panel least squares estimation procedure allows the equations to
contain an intercept term along with a fixed initial income variable. However, Chapter 4.1,
notes that, both the panel least squares and fixed effects procedures may be subject to potential

endogeneity problems of the domestic variables.

Another important contribution of Chapter 4 is that, the conventional growth equations
often do not consider the integration and cointegration properties of the variables and there-
fore, attempts to estimate unbalanced equations. The conventional growth equations, often,
attempts to explain a potentially stationary variable (growth) with some non-stationary (I(1))
variables such as human capital, financial development, international financial integration,

governance, etc. may, thus, potentially lead to misleading results.

To estimate the impacts of capital inflows and their main components on growth, we
consider a benchmark growth equation augmented not only with domestic variables contain-

ing human capital, financial development, trade openness, financial openness, institutional



quality but also with a variable representing global financial conditions. Chapter 4, first, re-
ports our estimation results for the conventional growth equations augmented with gross capi-
tal inflows (and their main components) along with the variable (VIX) representing global fi-
nancial and liquidity conditions. Following the conventional literature, we first report the
results from the panel least squares and fixed effects procedures. We, then, proceed with the
estimation of our equations with employing the dynamic panel two-step system GMM pro-
cedure which considers the potential endogeneity of capital inflows variables along with the
other domestic macroeconomic variables. In Chapter 4.5, we consider the integration and
co-integration properties of the variables, which is often ignored by the conventional growth
literature and report the long-run relationships between the variables. To this end, we first
report the results for the long-run equilibrium (co-integration) relationships. Finding that,
our variable space to explain real GDP (per capita) provides a co-integration relationship, we
then proceed with the estimation of panel equilibrium correction mechanisms by employing

a re-parametrised panel autoregressive distributed lagged (PARDL) modelling procedure.

The plan of the rest of this thesis as follows. Chapter 2 reports the stylised facts about
international capital flows and their main components for advanced, emerging market and de-
veloping economies. Also, this chapter provides the basic definitions of capital flows. Section
2.1 defines the international financial integration and shows the evolution of financial integra-
tion across the country groups. Section 2.2 briefly reviews the basic components of balance
of payments and defines the capital flows and main components. Section 2.3 documents the
stylised facts for capital flows by mainly reviewing the summary statistics. Section 2.4 shows
the behaviors of capital flows and their main components and argues whether the gross capital
inflows and outflows are correlated. Section 2.5 reports the composition of gross and net capi-
tal inflows across the years and country groups. Section 2.6 summarizes the main findings and

concludes the chapter.

In Chapter 3, we present our empirical results about the determinants of capital inflows
and their main components for EME. Section 3.1 briefly reviews the literature. In section
3.2, the determinants of capital inflows are specified as the main pull (GROWTH) and push
(VIX) factors along with some important structural domestic variables including freedom,
trade openness and financial depth. Considering the potential endogeneity and the presence

of lagged dependent variables, our equations are estimated by employing generalized method



of moments (GMM) of Arellano and Bond (1991) and Arellano and Bover (1995). In Sec-
tion 3.3, we consider the impact of ERR on capital inflows. In the literature, the linkage
between capital inflows and ERR is ambiguous. On the one hand, credible managed ERR
allow countries to import monetary policy credibility of the anchor currency country, reduce
transaction costs and provide exchange rate guarantee. On the other hand, ERR flexibility
extends the macroeconomic policy tools as indicated by trilemma in international macroeco-
nomics. Therefore, this section contributes to this debate by analyzing the determinants of
capital flows by considering the prevailing de facto ERR. In 3.3.1, we consider the role of
ERR in explaining capital inflows. This section takes into account the integration and co-
integration properties of variables and hence reports the results from the FM-OLS procedure.
The FM-OLS procedure, given that there is co-integration, provides super consistent parame-
ter estimates even in the presence of heterogeneity and serial correlation. In Section 3.3.2, we
postulate that impacts of the main pull and push factors may not be invariant to the prevail-
ing ERR. To investigate this issue, this section reports panel threshold procedure results of

Hansen (1999). Finally, Section 3.4 concludes this chapter.

In Chapter 4, we investigate whether the impacts of capital inflows and their main
components are expansionary. Chapter 4.1, presents a critical review of the recent literature.
In Chapter 4.2, we discuss the use of initial income, which is often fixed for cross-section
of countries along with a separate intercept term in the conventional growth equations esti-
mated by panel fixed effects procedure. The potential endogeneity problems of the panel least
squares and fixed effects procedures are also discussed. Another important contribution of
this chapter is that, we note that the conventional growth equations often do not consider the
integration and cointegration properties of the variables and therefore, attempts to estimate
unbalanced equations. In 4.3.1, we first report panel least squares estimation results from a
conventional growth equation with initial income, human capital, financial development vari-
ables augmented with capital inflows and global financial conditions. In contrast to the panel
fixed effects, the panel least squares procedure allows us to include an initial income variable
along with an intercept term, and hence allows us to estimate the conditional convergence
parameter. For a robustness check, we estimate the equations also employing the panel fixed
effects procedure but with replacing the constant initial income variable with the lagged real

income per capita (in purchasing power parity) variable. In Section 4.4, we consider the po-



tential endogeneity of the variables along with the presence of lagged real income and present
our two-step system GMM results. Chapter 4.5 substantially diverges from the bulk of the
empirical growth literature and takes into account the integration and co-integration proper-
ties of the variables. Considering the evidence that, the growth literature often estimates a
potentially stationary variable (growth) to be explained by a set of nonstationary variables,
the panel cointegration approach may be interpreted to offer a solution to such unbalanced
panel equation estimation problem. Chapter 4.5 presents our FM-OLS results and reports that
there are cointegrating relationships between real income per capita, capital inflows, human
capital, financial development and global financial conditions. By the Granger representation
theorem, cointegration implies error/equilibrium correction mechanisms and vice versa. In
Chapter 4.6, therefore, we consider panel autoregressive distributed lag (PARDL) procedure.
We prefer to employ the PARDL model because it allows to investigate the long-run and short-
run relationships along with the short-run dynamics between the variables of interest when it
is not known with certainty whether variables of interest are stationary (I(0)), non-stationary
(I(1)) or interrelatedly (Pesaran et al., 1999; Pesaran et al., 2001). The PARDL model is valid
regardless of whether the explanatory variables are exogenous or endogenous (Chudik et al.,
2013) and hence considers the potential endogeneity of the variables that could be important

in explaining the determinants of economic growth. Section 4.7 concludes the chapter.

Finally, Chapter 5, summarizes the main findings of the thesis and presents our con-

cluding notes.
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CHAPTER 2

CAPITAL FLOWS AND INTERNATIONAL FINANCIAL
INTEGRATION: THE STYLISED FACTS

International capital flows and consequently international financial integration have
been substantially increased during the recent decades. During this period, many emerging
market economies have lessened the restrictions on capital flows leading them to be much
more integrated to international financial markets. Gross capital flows, as a percent of world
GDP, for instance, have increased from 5% in the second half of the 1990s to 20% in 2007
and gross external liabilities raised from 60% to the 180% (Guichard, 2017). The recent
literature often states that international capital flows can be both beneficial and detrimental to
economies (Milesi-Ferretti and Tille, 2011). The beneficial effect of capital flows is related
to the growth-enhancing impact by incorporating domestic and foreign savings (Cavallo et
al., 2018), increasing the productivity of investment, allocating the risk between domestic
and foreign residents and improving the quality of macro economic policies. On the other
hand, capital flows can be detrimental to growth by leading appreciation of the exchange rate,
overheating of the economy and increasing the probability of crises by raising the financial
vulnerability (Cardarelli et al., 2007). All these along with the recent increase in international
financial integration has led international capital flows to be amongst to be much more topical
in the international macroeconomics literature. In this context, the main aim of this chapter
is to present the stylised facts about international capital flows and their main components for
advanced, developing and emerging market economies. To this end, this chapter also provides

the basic definitions of capital flows.

Until recently, capital flows have been analyzed basically by using the "net" flows
definition However, the recent literature remarks that residency of the investor matters for

the analysis of capital flows (Levy-Yeyati & Zuniga, 2016). Koepke (2019) suggests that the
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benefits of capital flows, measured in terms of consumption and production, differ across the
definition of capital flows, i.e. net vs. gross aproach. Consequently, the recent literature
often considers also gross capital flows. Consistent with the residency of the investor context,
gross capital inflows and outflows, respectively, denote the behaviors of foreign and domestic
investors. Gross capital inflows defined as the net domestic financial asset purchases/sales
of foreign residents and gross capital outflows correspond to the net foreign financial asset
purchases/sales of domestic residents (Broner et al., 2013). Net capital flows are defined
as the difference between gross capital inflows and outflows. It should be noted that in the
definition of gross capital flows, net financial asset purchases/sales meaning that net changes
(increases less reductions) in a specific financial asset category and should not be confused

with the net capital flows definition (IMF, Balance of Payments Manual 6" edition).

Net capital flows, as being the mirror image of the current account balance by defini-
tion, regard as assets are traded in return for goods and services. Assets enable their owner to
be able to have higher future consumption, while goods and services provide basically current
consumption. Therefore, net capital flows distinguish the domestic consumption and saving
from the domestic investment. Hence, production benefit of net capital flows is the efficient
allocation of capital and consumption benefit of net capital flows is the smoothing of con-
sumption. On the other hand, gross capital flows correspond to the exchange of assets for
other assets and this diversification behavior produces the similar production and consump-
tion benefits as in the case of net capital flows. However, the risk is unanticipated for gross
capital flows and expected for net capital flows. The conventional wisdom suggests that capi-
tal moves from the low return country to the high return one and the movement continues until
the rate of return equals to the world rate of return. Economic theory suggests that savings
will flow from capital-rich countries to the capital-poor countries, i.e., downhill flow of capi-
tal. In this vein, Kose et al., (2010) suggests that the movement of capital from capital-rich
economies to the capital poor economies should complement constrained domestic saving in
capital poor economies and thus provide more investment by lowering the cost of capital.
However, Lucas (1990) reports that, in contrast to the implications of theory, the movement
of capital from capital-rich to the capital-poor is relatively limited due to the political risk.
Consistent with Lucas implying uphill flow of capital, Prasad et al., (2007) find that growth

and foreign capital are positively correlated in industrial countries while this is not the case
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for non-industrial countries because their limited ability of absorbing foreign capital. Also,
Alfaro et al., (2008) state that the low institutional quality leads to uphill flow of capital. On
the other hand, the empirical findings of Reinhardt et al., (2013) suggest that capital moves
from capital-rich countries to the capital-poor ones after taking into account the degree of

capital account openness.

Milesi-Ferretti and Tille (2011) report that aggregate capital flows incorporate the
widespread heterogeneity across the years, components and countries. The recent studies,
including Blanchard et al., (2017), Eichengreen et al., (2018) and Koepke (2019), on the
other hand, convincingly stress the importance of the evolution, causes and consequences of
the main components of capital flows. Therefore, consistent with the functional capital flows
classification of International Monetary Fund (IMF), we use aggregate and disaggregate capi-
tal flows in this study. Disaggregate capital flows mainly consist of portfolio equity, foreign

direct investments (FDI) and other investment (mainly banking) flows.

The main aim of this chapter is to present the evolution of aggregate gross and net
capital flows and their main components over the recent decades for emerging market, develo-
ping and advanced economies along with financial centers. The evaluation of gross capital
flows rather than net capital flows matters because the former is closely related to financial
stability (Arias et al., 2016). Broner et al., (2013) state that the analysis of gross capital
flows is crucially important since foreign and domestic financial investors may have different
motivations and stability concerns. Broner et al., (2013) and Levy-Yeyati and Zuniga (2016)
state that net capital flows are lower in terms of size and more stable relative to gross capital
flows. Koepke (2019) states that gross flows reflect the true movement in actual capital flows

since net flows mimic the change in current account balance.

The plan for the rest of this chapter is as follows. In the following part, we define
international financial integration and show the evolution of financial integration across to
the years and country groups. Section 2.2 provides the definition and measurement issues
for capital flows. Section 2.3 reports the main stylised facts for capital flows. Section 2.4
presents the time-series evolution of capital flows and empirically investigates whether the
capital inflows and outflows are correlated. Section 2.5 investigates the composition of both

gross and net capital flows across to the years and country groups. Finally, Section 2.6 reports
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the main findings and concludes the chapter.

2.1 International Financial Integration

Abraham and Schmukler (2018) define financial integration as the de facto increase
in the movement of capital across the countries and financial globalization as the greater
allowance for the financial transactions around the world. In this vein, financial globaliza-
tion promotes the financial integration. The authors suggest that financial integration can be
measured based on the price-based and quantity-based criterions. Price-based criterion of
financial integration mainly concentrates on price and interest rate differentials since these
differentials should vanish in a fully integrated world. On the other hand, quantity-based cri-
terion of financial integration concentrates on the size of de facto movement of capital across
the countries. In this study, we focus mainly on the quantity-based criterion of international

financial integration.

Lane and Milesi-Ferretti (2003) suggest that IFI provides risk diversification, by ex-
changing the assets, against the unexpected fluctuations in domestic market returns and mea-
sure the international financial integration (IFI) according to the following formula:

Assets; + Liabilities;
IFl, ssetsi ZD;Z iities;; @1
i

In (2.1), Assets;, is the gross stocks of financial assets, Liabilities;; is the gross stocks
of financial liabilities and GDPFP; is the GDP in current US dollars. Kose et al., (2010) state that
gross stocks of financial assets and liabilities should be used in calculating IFI since annual
gross flows tend to be volatile. Based on the volume-based measure of IFI as suggested in

(2.1), the greater this ratio implies greater movement of capital across the economies.

Lane and Milesi-Ferretti (2001) and Kose et al., (2003) suggest that international assets
trade promotes risk sharing, the efficient allocation of capital and consumption smoothing.
Also, these studies report that risk sharing can be achieved mainly by the gross asset trade,
efficient allocation of capital and smoothing of consumption can be attained by the net asset
trade. Abraham and Schmukler (2018) indicate that all countries have not been able to benefit
equally from the international financial globalization that is substantially higher than a few

decades ago. Even, they state that financial globalization has been increased the exposure of
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countries to the foreign shocks. Therefore, they conclude that the impacts of financial global-
ization may vary depending on the weight assigned to the positive (more integrated financial
system) and negative (more exposure to external factors) effects. The conclusion by Kose et
al., (2010) suggest that countries that encourage the financial sector development, better in-
stitutional environment and trade openness tend to be gain more from financial globalization.
Also, they report that the existence of better macro economic policies is the pre-condition for

taking the advantage of financial integration.

Lane and Milesi-Ferretti (2003) overview the broad trends in cross-asset positions
in advanced economies (AE) over the 1984-2001 period. This study reports that de facto
financial globalization has increased by two and a half times according to the volume-based
measure of IFI. Lane and Milesi-Ferretti (2003) further argues that this substantial increase
in IFI could be associated with the raise in international trade since goods trade is directly
related to the financial assets trade. On the other hand, the existence of trade costs can limit
the financial assets trade while trade openness can increase the financial assets trade. In
this vein, the spectacular increase in financial integration could be also associated with the
decline in information and transaction costs (IMF, 2005). The empirical findings by Lane
and Milesi-Ferretti (2003) suggest that trade openness, income per capita and stock market
capitalization are the variables that explain the behaviors of IFI. Lane and Milesi-Ferretti
(2001) report that income per capita, public debt and demographic variables (like age structure
of the population) are important drivers of net foreign asset positions (total assets minus total

liabilities).

Dedola et al., (2012) find that IFI is associated with the greater co-movement of policy
rates across the countries. On the other hand, higher international financial integration appears
to decrease the co-movement in incomes in normal times, whilst, in crisis, the co-movement
in incomes is greater in more financially integrated economies (IMF, 2013). In this context,
Imbs (20006) find that income and consumption cycles are synchronized in financially integra-
ted economies. The theoretical findings by Mendoza et al., (2009) suggest that if financial
globalization supports the financial development and provides benefits like risk sharing and
resource allocation, then integration into the global markets is beneficial to the joining count-
ries. In this vein, Vermeulen and de Haan (2014) provide an empirical support for the findings

of Mendoza et al., (2009). The theoretical results by Coeurdacier et al., (2019) suggest that
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the growth and welfare impacts of IFI are heterogeneous based on the idiosyncratic risk and
conditioning variables. Chen and Quang (2014) find that the growth impacts of financial
integration depends on particular thresholds and this impact is higher in better institutional
environment, more financially developed and modest government expenditure economies.
The theoretical findings by Perri and Quadrini (2018) suggest that the propensity to catch-
up to the crises appears to be lower in financially integrated economies whilst, when they
catch-up to the crises, the impacts are larger and more synchronized across the internationally

financially integrated countries.

Lane and Milesi-Ferretti (2018) reports the recent broad trends in capital flows. The
authors suggest that growth rate of international financial integration has been declined after
the global financial crisis. According to the authors, this decline has been associated with
the lower capital flows to and from AE especially in the form of banking flows and leading
to the interpretation that the relative importance of EME has been seem to increase in the
world economy. Lane and Milesi-Ferretti (2018) suggest that cross-border FDI flows have

proceeded to increase despite the decrease in the growth of IFI in the post-crisis period.

We now consider the evolution of IFI for groups of countries using "External Wealth
of Nations" dataset of Lane and Milesi-Ferretti (2018). Figure 2.1 shows the evolution of IFI
in financial centers (FC)! and whole sample. According to the Figure 2.1, the level of IFI is
almost more than ten times higher in FC than the whole sample. For FC (whole sample), IFI
increases substantially from 400% (90%) in the 1990s to 2500% (almost 200%) in the 2000s.

However, the growth rate of IFI decreases in both of the samples from 2010 and then onwards.

Figure 2.2 reports the behavior of IFI in advanced (AE), emerging market (EME) and
developing (DE) economies. We classify the whole sample countries as advanced, emerging
market and developing economies according to Morgan Stanley Capital International Index
(MSCI). In 1990-2007 period, IFI level increases by almost three times in AE and two times
in EME. For DE, the size of IFI increases about by a half during the 1990-2004 period and
decreases in 2004-2008. As compared to the 1990-2007, growth of IFI decreases and the

evolution of IFI is almost similar in 2008-2015 for AE and EME. However, at this time period,

1" Unless otherwise is stated, all the samples (whole, advanced, emerging market and developing economies)
considered in this study excludes FC. Classification of the sample countries presented in appendix Table A.3.
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Figure 2.1: International Financial Integration
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Figure 2.2: International Financial Integration Across Economies

the size of IFI increases substantially in DE. At the end of the sample period, IFI level is
almost the same in EME and DE. During the whole sample period, IFI is substantially higher
in AE than EME and DE. In the following sections of this chapter, we provide a more detailed

discussion on the evolution of capital flows.
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2.2 International Capital Flows: Definitions and Measurement Issues

In this part, we define capital flows and classify them into three main components such
as portfolio equity, FDI and other investment flows. To do this, we first present the basic
components of balance of payments because it is the main data source for capital flows. To

this end, we consider the 6/ edition of Balance of Payments Manual of IMF.

Balance of payments is a representation of economic transactions between the domes-
tic and foreign residents by considering the residency of investor. In the appendix, Table A.2
shows the basic items in balance of payments. Balance of payments consists of goods and
services account, the primary income account, the secondary income account, the capital ac-
count and the financial account. Transactions in the balance of payments are recorded accor-
ding to double entry accounting system. Double entry accounting system implies that each
transaction is recorded as credit and debit items. Balance of payments requires equalization

of the sum of credit and debit items.

The current account balance shows the difference between the sum of exports, the pri-
mary and secondary income receivable and the sum of imports, the primary and secondary
income payable. The capital account balance reports the difference between non-produced
nonfinancial assets and capital transfers between residents and nonresidents. Non-produced
nonfinancial assets refer to sales of land to embassies and the sales of leases and licenses. Fi-
nancial account balance shows the difference between sum of financial assets and liabilities.
Net financial account balance is the mirror image of the net balance for current and capital
accounts. In this sense, the sum of current and capital account is compensated with the finan-
cial account. It is important to note that transactions in current and capital accounts recorded
in gross terms while transactions in financial account recorded in net terms. Items recorded
in financial account in net terms show the difference between the acquisition and disposal of

financial assets and liabilities.

In the current and capital accounts, credit item shows the entries from exports, the
primary and secondary income receivable and disposals of non-produced nonfinancial assets
while debit item shows the entries from imports, the primary and secondary income payable

and acquisition of non-produced nonfinancial assets. In the financial account, credit and debit
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items show, respectively, the net changes in financial assets and liabilities. Positive and nega-
tive change imply the increase and decrease in financial assets/liabilities, respectively. A debit
(credit) for an asset implies a positive (negative) change in the financial assets while a debit

(credit) for a liability suggests a negative (positive) change in the financial liabilities.

Capital flows show the transactions in financial assets between residents and non-
residents. In this context, capital flows are related to the financial account part of balance
of payments. Transactions in the financial account classified as direct investment, portfolio
investment, financial derivative and employee stock options, other investment and reserve
assets. In this thesis, capital flows refer to the sum of direct investment, portfolio investment
and other investment. The main reason of excluding financial derivative and employee stock
options is that its size is relatively small and the data are unavailable for most of the countries.

We also exclude reserve assets because they reflect the policy actions of monetary authorities.

Foreign direct investments (FDI) refer to have a control or significant influence of fo-
reign firms on domestic firms. FDI are measured as the voting power of the non-resident firm
in the resident firm. The percentage of equities in a firm determines the voting power of the
investor. If the foreign firm has at least 10% or more of the voting power, then the investment
is classified as FDI. If the voting power is higher than 50%, then foreign firm has a control on
domestic firm. If the voting power is higher than 10% and lower than 50%, then foreign firm
or investor has a significant influence on domestic firm (IMF, Balance of Payments Manual
6" Edition). Portfolio equity investment covers the transactions in equity and debt securi-
ties. Portfolio investment provides a direct way to access financial markets. In this sense,
portfolio investment is more liquid and flexible in comparison to direct investment. Although
mainly consisting of equity and debt securities, acquisition of hedge funds shares, private-
equity funds and venture capital are also recorded as portfolio investment. Other investments
contain capital flows which are not classified as direct investment, portfolio investment and
reserve assets. Examples of other investment are other equity, currency and deposits, use
of IMF credit, loans from IMF, loans, nonlife insurance technical reserves, life insurance
and annuities entitlements, pension entitlements, trade credit and advances, special drawing
rights allocation (IMF, Balance of Payments Manual 6'" Edition). Aizenman et al., (2009)
and Levy-Yeyati and Zuniga (2016) suggest that other investment flows are mainly consist of

bank lending.
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Levy-Yeyati and Zuniga (2016) argue that components of capital flows have different
effects on economies. Therefore, the analysis of disaggregate capital flows is useful since
they homogenize the heterogeneous capital flows. Disaggregate capital flows differ from each
other in terms of liquidity and duration. For example, direct investment (FDI) regarded as a
kind of long term and illiquid investment while portfolio and other investment flows as short
term and more liquid financial investment. Taking into account these issues, in this study, we

use aggregate and disaggregate gross capital flows.

2.3 Capital Flows Data and Stylised Facts

We consider annual data for 77 countries (by excluding financial center countries).

over the 1990-2015 period. The main data source for capital flows 2

is the Balance of Pay-
ments and International Investment Position Statistics, IMF and the data measured in current
US dollars. We divide capital flows by GDP (measured in current US dollars) to take into
account the size of the economy. We especially focused on this period because of the rapid
increase in capital flows during this sample. Our country and sample selection is basically de-
termined by data availability. We exclude financial center (FC) countries because of their spe-
cialized role as a financial intermediary. Lane and Milesi-Ferretti (2011) 3 indicate that FC
countries play an important role in the production of financial services since these countries
provide tax advantages and suitable legal framework for financial investment. Due to these
advantages, FC countries attract quite high capital flows and in this context they separated
from other countries. Lane and Milesi-Ferretti (2018) state that financial asset transactions
in FC is either too small or large scale that it inevitably leads to the question of whether it is
a real movement in capital flows or not. Therefore, we initially analyze the capital flows for
FC* and whole sample (excluding FC) and then we further classify the whole sample count-

ries as advanced, emerging market and developing economies according to Morgan Stanley

Capital International Index (MSCI). Classification of the sample countries presented in ap-

2 Gross capital inflows and outflows correspond to liability and asset sides of balance of payments, respectively.

3 Lane and Milesi-Ferretti (2010) report also that small financial centers are mainly intermediaries, and they have
close bilateral financial linkages with the large financial centers.

4 Unless otherwise is stated, all the samples (whole, advanced, emerging market and developing economies)
considered in this study excludes FC.
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pendix Table A.3. The percentage of advanced, emerging market and developing economies

in the sample are 20.78, 49.35 and 29.87 respectively.

In this section, we first present some descriptive statistics for aggregate and disaggre-
gate capital flows for our groups of countries. Tables 2.1, 2.2, 2.3, 2.4 show descriptive
statistics for aggregate and disaggregate capital flows for FC and whole sample during the
1990-2015 period. We report the descriptive statistics for 1990-1999, 2000-2007 and 2008-
2015 periods so as to observe the change in capital flows across the sub-periods. Also, we
report the descriptive statistics both including and excluding Luxembourg and Malta from the

FC since they attract relatively high capital flows even in the FC sample.

Table 2.1 reports descriptive statistics for gross capital inflows and outflows in FC and
whole sample. The average gross capital inflows and outflows are roughly equal in magnitude
for FC during the 1990-2015 period. However, the size of gross capital flows is larger more
than three times when we include Luxembourg and Malta to the FC sample. Median annual
gross capital inflows and outflows are, respectively, 15 (12.9) and 16.7 (14.3) percent of GDP
for FC (excluding Luxembourg and Malta) during the 1990-2015 period. When we evalu-
ate the descriptive statistics across the sub-periods, we observe that outflows are larger than
inflows both in terms of mean and median except 2008-2015 period (even excluding Lux-
embourg and Malta). We use coefficient of variation (CV, standard deviation divided by the
mean) to measure the volatility. The volatility of inflows decreases in 2000-2007 (2008-2015)
excluding (including) Luxembourg and Malta while the volatility of outflows increases across
the sub-periods. Also, the volatility of inflows is larger than outflows except 2008-2015. The
mean and median capital inflows are higher than outflows during the all periods for the whole
sample. Size of capital flows (% of GDP) increases in 2000-2007 and decreases in 2008-
2015. The volatility of capital flows increases across the sub-periods and decreases during the

2000-2007 period for outflows. The volatility of capital outflows is higher than inflows.

5 The main statistics are similar for FC when excluding and including Luxembourg and Malta during the 1990-
1999 period because data of these countries are available only after 2002.
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Table 2.1: Descriptive Statistics: Capital Flows

Financial Centers (FC) Whole Sample
Overall | 1990-1999 | 2000-2007 | 2008-2015 | Overall | 1990-1999 | 2000-2007 | 2008-2015

Mean 76.2 12.0 96.2 94.4 5.3 4.4 6.2 5.0

Mean* 243 12.0 329 243

Median 15.0 6.7 26.1 159 4.3 4.0 4.8 4.0

Median* 12.9 6.7 22.7 10.1

St. Dev. 232.9 21.4 267.7 258.9 6.9 4.7 8.0 7.0
Capital Inflows St. Dev.* 46.4 21.4 394 60.3

Cv 3.1 1.8 2.8 2.7 1.3 1.1 1.3 1.4

Cv* 1.9 1.8 1.2 2.5

Number of Obs.* | 161 40 57 64 1508 401 536 571

Mean 84.1 15.3 123.8 87.5 3.7 2.7 5.1 3.1

Mean* 23.0 15.3 36.5 15.7

Median 16.7 13.0 26.3 7.5 2.2 2.0 2.8 2.0

Median* 14.3 13.0 24.6 6.0

St. Dev. 252.5 15.0 294.4 276.4 6.2 4.6 7.1 5.9
Capital Outflows | St. Dev.* 40.4 15.0 36.7 50.6

(Y% 3.0 1.0 2.4 3.2 1.7 1.7 1.4 1.9

CV* 1.8 1.0 1.0 3.2

Number of Obs.* | 161 40 57 64 1507 399 537 571

Source: Authors’ calculation.

Notes: * corresponds to the financial center sample by excluding Luxembourg and Malta. The whole sample excludes financial center countries.
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Table 2.2: Descriptive Statistics: Portfolio Equity Flows

Financial Centers (FC) Whole Sample
Overall | 1990-1999 | 2000-2007 | 2008-2015 | Overall | 1990-1999 | 2000-2007 | 2008-2015
Mean 27.7 1.7 39.6 32.7 1.3 1.4 1.5 1.1
Mean* 4.9 1.7 1.7 4.5
Median 1.6 1.1 1.9 2.1 0.6 0.7 0.6 0.4
Median* 1.4 1.1 1.4 1.6
St. Dev. 111.9 1.9 137.8 118.7 2.9 2.1 32 3.0
Portfolio Inflows St. Dev.* 13.2 1.9 18.6 114
CvV 4.0 1.1 3.5 3.6 2.2 1.5 2.1 2.7
Cv* 2.7 1.1 2.4 2.5
Number of Obs.* | 164 43 57 64 1375 366 484 525
Mean 24.9 6.1 34.2 27.3 1.5 1.2 2.2 1.1
Mean* 7.5 6.1 11.7 4.6
Median 5.8 4.7 8.8 2.2 0.5 0.4 0.7 0.4
Median* 5.3 4.7 8.2 1.9
St. Dev. 86.1 6.2 82.9 109.4 3.1 2.1 35 3.1
Portfolio Outflows | St. Dev.* 16.0 6.2 16.2 19.3
CvV 3.5 1.0 24 4.0 2.1 1.8 1.6 2.8
Cv#* 2.1 1.0 0.5 0.7
Number of Obs.* | 162 41 57 64 1295 317 471 507

Source: Authors’ calculation.

Notes: * corresponds to the financial center sample by excluding Luxembourg and Malta. The whole sample excludes financial center countries.
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Table 2.3: Descriptive Statistics: FDI Flows

Financial Centers (FC) Whole Sample
Overall | 1990-1999 | 2000-2007 | 2008-2015 | Overall | 1990-1999 | 2000-2007 | 2008-2015

Mean 28.8 3.5 24.3 57.7 2.2 1.6 2.7 2.4

Mean* 9.0 3.5 6.7 17.1

Median 2.4 1.8 4.0 3.8 1.2 0.8 1.7 1.6

Median* 2.2 1.8 3.1 2.8

St. Dev. 109.5 4.6 83.7 164.8 32 2.1 3.6 3.6
FDI Inflows St. Dev.* 30.6 4.6 9.9 51.7

Cv 3.8 1.3 34 2.9 1.5 1.3 1.3 1.5

Cv* 34 1.3 1.5 3.0

Number of Obs.* | 196 70 62 64 1865 654 599 612

Mean 27.8 2.7 359 44.6 0.9 0.5 1.1 1.0

Mean* 6.8 2.7 7.3 10.9

Median 2.8 1.2 4.2 4.2 0.2 0.1 0.3 0.3

Median* 2.1 1.2 3.9 2.7

St. Dev. 103.6 3.3 107.2 140.5 2.6 1.2 3.2 2.9
FDI Outflows | St. Dev.* 19.7 3.3 13.5 31.3

(Y% 3.7 1.2 3.0 3.2 2.9 2.4 2.9 2.9

CV* 2.9 1.2 1.8 2.9

Number of Obs.* | 196 70 62 64 1793 592 589 612

Source: Authors’ calculation.

Notes: * corresponds to the financial center sample by excluding Luxembourg and Malta. The whole sample excludes financial center countries.
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Table 2.4: Descriptive Statistics: Other Investment Flows

Financial Centers (FC) Whole Sample
Overall | 1990-1999 | 2000-2007 | 2008-2015 | Overall | 1990-1999 | 2000-2007 | 2008-2015

Mean 14.2 8.1 31.6 3.6 1.4 1.3 1.8 1.2

Mean* 10.1 8.1 20.3 2.3

Median 2.7 2.7 13.11 0.1 0.6 0.7 0.7 0.5

Median* 2.4 2.7 12.7 -0.2

St. Dev. 45.8 18.2 68.2 32.0 4.7 3.7 5.7 4.7
Other Investment Inflows St. Dev.* 241 18.2 23.0 27.3

(Y% 3.2 2.2 2.2 8.9 34 2.8 3.2 3.9

CV* 2.4 2.2 1.1 11.9

Number of Obs.* | 196 70 62 64 1875 675 599 601

Mean 23.5 7.3 48.9 154 1.3 1.1 1.8 1.1

Mean* 8.1 7.3 17.3 0.1

Median 3.3 3.0 159 0.2 0.5 0.5 0.7 0.3

Median* 2.8 3.0 12.6 -0.1

St. Dev. 92.7 12.2 123.3 99.2 33 2.5 34 3.8
Other Investment Outflows | St. Dev.* 19.5 12.2 20.3 21.7

Cv 3.9 1.7 2.5 6.4 2.5 2.3 1.9 3.5

CV* 2.4 1.7 1.2 217

Number of Obs.* | 196 70 62 64 1825 631 593 601

Source: Authors’ calculation.

Notes: * corresponds to the financial center sample by excluding Luxembourg and Malta. The whole sample excludes financial center countries.




Table 2.2 presents descriptive statistics for portfolio equity flows in FC and whole
sample. Despite the average value of portfolio inflows and outflows are similar during the
1990-2015 period, the mean values differ across the sub-periods for FC. The average value of
portfolio equity outflows is larger than inflows across the sub-periods excluding Luxembourg
and Malta while the mean portfolio equity outflows is higher than inflows only in 1990-1999
period for FC including Luxembourg and Malta®. Median portfolio equity outflows and in-
flows are, respectively, 5.8 (5.3) and 1.6 (1.4) percent of GDP for FC (excluding Luxembourg
and Malta). Median portfolio equity outflows is larger than inflows during the whole pe-
riod. The volatility of portfolio equity inflows increases across the sub-periods, while the
volatility of portfolio equity outflows increases (decreases) during the almost all period (in
2000-2007 period) for FC (excluding Luxembourg and Malta). Also, the volatility of port-
folio equity inflows is higher than outflows excluding Luxembourg and Malta in FC. For the
whole sample, the mean (median) values are 1.3 (0.6) for portfolio equity inflows and 1.5
(0.5) for outflows suggesting that they are similar in magnitude. The mean of portfolio equity
inflows and outflows decreases in 2008-2015 period. The volatility of portfolio equity inflows
increases during the whole sample period, while the volatility of portfolio equity outflows de-
creases during the 2000-2007 period. In comparison to portfolio equity inflows, the volatility

of outflows is relatively higher except 2000-2007.

Table 2.3 shows descriptive statistics for FDI inflows and outflows in FC and whole
sample. The average FDI inflows and outflows increases across the periods for FC (both
including and excluding Luxembourg and Malta). In general, the mean FDI outflows (inflows)
is higher than inflows (outflows) including (excluding) Luxembourg and Malta in FC except
1990-19997. Median annual FDI inflows and outflows are, respectively, 2.4 (2.2) and 2.8
(2.1) percent of GDP in FC (excluding Luxembourg and Malta). Median FDI inflows is
higher than outflows except 2000-2007 period for FC (excluding Luxembourg and Malta).
The volatility of FDI inflows and outflows increases across the sub-periods and volatility of
inflows is higher than outflows except 2000-2007 period for FC (excluding Luxembourg and

Malta). The average FDI inflows and outflows (percent of GDP) increases across the periods

© The main statistics are similar for FC when excluding and including Luxembourg and Malta during the 1990-
1999 period because data of these countries are available only after 2002.

7" The statistics are similar for FC when excluding and including Luxembourg and Malta during the 1990-1999
period because data of these countries are available only after 2002.
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except 2008-2015 for the whole sample. The mean FDI inflows is higher than outflows during
the whole periods. Median FDI inflows and outflows are, respectively, 1.2 and 0.2 percent of
GDP and median inflows is higher than outflows. The volatility of FDI flows increases during
the whole sample period. In contrast to FC, the volatility of FDI outflows is higher than

inflows in the whole sample.

Table 2.4 reports descriptive statistics for other investment flows i.e., mainly banking
flows in FC and whole sample. Mean other investment inflows and outflows (percent of GDP)
increases until the 2008-2015 period for FC (both including and excluding Luxembourg and
Malta). There is a sharp decrease in mean other investment flows in 2008-2015 period for
FC. Mean inflows is higher than outflows for the whole period (excluding Luxembourg and
Malta). Median outflows (percent of GDP) is almost higher than inflows during the whole
periods for FC (both including and excluding Luxembourg and Malta). The volatility of flows
increases across the periods including Luxembourg and Malta and decreases only in 2000-
2007 period excluding Luxembourg and Malta in FC. However, the volatility is substantially
higher in 2008-2015. The average other investment inflows and outflows increases during
the almost all periods but decreases in 2008-2015 period for the whole sample. Overall, the
mean of other investment inflows is higher than outflows. Median inflows and outflows are,
respectively, 0.6 and 0.5 and median inflows is higher than outflows across the all periods. The
volatility of other investment inflows increases during the whole period and the volatility of
outflows decreases in 2000-2007. Similar to the FC, the volatility of other investment flows is
higher in 2008-2015. In contrast to the FC (excluding Luxembourg and Malta), the volatility

of other investment inflows is higher than outflows.

A clear picture emerges from the analysis of descriptive statistics reported in Tables
2.1, 2.2, 2.3 and 2.4. The behavior of capital flows is different in FC than the whole sam-
ple. Inclusion of Luxembourg and Malta in FC sample distorts the descriptive statistics. The
distortion in statistics is more visible from the 2000 then onwards because data of these coun-
tries are available only after 2002. Exclusion of Luxembourg and Malta from the FC sample
provides a better understanding of the evolution of capital flows since they are outliers even
in the FC sample. Therefore, we overview the evolution of capital flows in FC by exclud-
ing Luxembourg and Malta during the rest of the chapter. Also, the analysis of descriptive

statistics reveals that the movement of capital, in terms of mean, increases in 2000-2007 and
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decreases during the 2008-2015 period for the FC and whole sample. This pattern is also true
for disaggregate capital flows, except FDI flows in FC sample. The volatility of capital in-
flows and main components increases during the 2008-2015 period, albeit it is more obvious
in other investment -mainly banking- flows. However, the volatility of capital outflows and
main components (except FDI) decreases during the 2000-2007 period both in FC and whole

sample.

We consider the main statistics for aggregate and disaggregate capital flows in ad-
vanced (AE), emerging market and developing (EMDE) economies. Table 2.5 reports the
descriptive statistics for capital flows in AE and EMDE. Even the mean capital inflows and
outflows are roughly equal in magnitude during the 1990-2015 period, the change in the mean
values are substantial across the sub-periods. For example, the mean capital inflows and out-
flows increases approximately by two times from 1990-1999 to 2000-2007 and then they
substantially decrease in AE. The mean capital inflows is higher than outflows in 1990-1999
while the mean capital outflows is higher than inflows in 2000-2007 and 2008-2015 periods.
Median capital flows follows the similar pattern as mean. The volatility of capital inflows and
outflows as measured by coefficient of variation (CV, standard deviation divided by the mean)
are roughly equal to each other during the 1990-2007 period. But, the volatility of capital
flows increases substantially during the 2008-2015 period, which indeed corresponds to the

period of the recent post global financial crisis.

For EMDE, the mean capital inflows increases steadily across the periods. However,
the mean capital outflows increases by two times from 1990-1999 to 2000-2007 and decreases
in 2008-2015 perid. The pattern in median capital flows is similar to the mean. The volatility
of capital inflows (outflows) increases (decreases) in 2000-2007 period and decreases (in-
creases) in 2008-2015 period. Volatility of capital outflows is higher than inflows during the
whole sample period. As compared to the AE, volatility of capital flows is almost higher in
EMDE. However, in comparison to EMDE, volatility of capital inflows is relatively higher in
AE in 2008-2015 period.
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Table 2.5: Descriptive Statistics of Capital Flows: Whole Sample

Advanced Economies

Emerging Market and Developing Economies

Overall | 1990-1999 | 2000-2007 | 2008-2015 | Overall | 1990-1999 | 2000-2007 | 2008-2015
Mean 6.1 5.1 9.5 3.7 5.0 4.1 5.1 54
Median 4.8 4.4 7.3 3.0 4.0 3.6 4.0 4.3
) St. Deyv. 6.9 4.6 7.3 7.3 6.9 4.7 8.0 6.8
Capital Inflows
Ccv 1.1 0.9 0.8 2.0 14 1.1 1.6 1.3
Number of Obs. | 391 135 128 128 1117 266 408 443
Mean 7.0 4.9 11.0 5.1 2.5 1.6 32 2.5
Median 4.8 33 9.3 4.0 1.7 1.2 1.9 1.7
i St. Deyv. 7.8 4.8 8.8 7.8 5.0 4.1 53 52
Capital Outflows
Ccv 1.1 1.0 0.8 1.5 2.0 2.6 1.7 2.1
Number of Obs. | 391 135 128 128 1116 264 409 443

Source: Authors’ calculation.
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Table 2.6: Descriptive Statistics of Portfolio Flows: Whole Sample
Advanced Economies Emerging Market and Developing Economies
Overall | 1990-1999 | 2000-2007 | 2008-2015 | Overall | 1990-1999 | 2000-2007 | 2008-2015

Mean 2.6 2.2 4.1 1.4 0.8 0.9 0.6 1.0

Median 1.9 1.3 3.2 1.3 04 0.5 04 0.3

Portfolio Inflows St. Dev. 39 2.6 3.9 4.6 2.2 1.7 2.3 2.3
cv 1.5 1.2 1.0 33 2.8 1.9 3.8 2.3

Number of Obs. | 382 126 128 128 993 240 356 397

Mean 35 2.2 5.5 2.6 0.7 0.4 1.0 0.6

Median 2.2 1.3 4.4 2.0 0.2 0.2 04 0.2

) St. Dev. 4.6 2.7 4.7 5.3 1.7 1.1 1.8 1.7
Portfolio Outflows =y 13 12 0.9 2.0 24 2.8 1.8 2.8
Number of Obs. | 382 126 128 128 913 191 343 379

Source: Authors’ calculation.
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Table 2.7: Descriptive Statistics of FDI Flows: Whole Sample

Advanced Economies

Emerging Market and Developing Economies

Overall | 1990-1999 | 2000-2007 | 2008-2015 | Overall | 1990-1999 | 2000-2007 | 2008-2015
Mean 1.6 1.2 2.2 1.3 24 1.7 2.9 2.7
Median 0.8 0.7 0.9 0.7 1.4 0.9 1.8 1.8
St. Dev. 2.5 1.7 3.5 1.9 3.3 2.2 3.7 3.8
FDI Inflows
CV 1.6 1.4 1.6 1.5 1.4 1.3 1.3 1.4
Number of Obs. | 400 144 128 128 1465 510 471 484
Mean 2.0 1.4 2.7 1.8 0.5 0.2 0.6 0.7
Median 09 0.7 1.3 1.4 0.1 0.0 0.2 0.2
St. Dev. 3.0 2.1 4.2 2.1 2.4 0.7 2.7 3.0
FDI Outflows
CV 1.5 1.5 1.6 1.2 4.8 3.5 4.5 4.3
Number of Obs. | 391 135 128 128 1402 457 461 484

Source: Authors’ calculation.
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Table 2.8: Descriptive Statistics of Other Investment Flows: Whole Sample

Advanced Economies

Emerging Market and Developing Economies

Overall | 1990-1999 | 2000-2007 | 2008-2015 | Overall | 1990-1999 | 2000-2007 | 2008-2015
Mean 1.8 1.5 3.1 0.9 1.3 1.2 1.5 1.3
Median 0.7 0.6 1.3 0.2 0.6 0.7 0.5 0.6
St. Dev. 4.7 2.9 4.4 6.2 4.7 3.9 59 4.2
Other Investment Inflows
CV 2.6 1.9 1.4 6.9 3.6 3.3 3.9 3.2
Number of Obs. | 410 154 128 128 1465 521 471 473
Mean 1.5 1.1 2.7 0.8 1.3 1.1 1.6 1.2
Median 0.5 0.5 0.9 0.2 0.5 0.5 0.7 0.4
St. Dev. 4.0 2.3 3.8 52 3.1 2.5 3.2 3.4
Other Investment Outflows
CvV 2.7 2.1 1.4 6.5 2.4 2.3 2.0 2.8
Number of Obs. | 403 147 128 128 1422 484 465 473

Source: Authors’ calculation.




Table 2.6 presents descriptive statistics for portfolio equity flows in AE and EMDE.
Mean inflows and outflows increases almost two times from 1990-1999 to 2000-2007 and
then decreases to one-third for inflows and half for outflows in 2008-2015 in AE. Although
mean portfolio inflows and outflows are identical in 1990-1999, the mean outflows is higher
than inflows for the rest of the period. The similar picture emerges for the median portfo-
lio inflows and outflows. Volatility of inflows and outflows decreases in 2000-2007 than in
1990-1999 and inflows (outflows) increases by three (two) times in 2008-2015. Volatility of
portfolio inflows is higher than outflows during the whole period for AE. For EMDE, mean
portfolio inflows (outflows) decreases (increases) from 1990-1999 to 2000-2007 and increases
(decreases) from 2000-2007 to 2008-2015. Mean portfolio inflows is higher than outflows,
except 2000-2007 period. Median portfolio inflows decreases across the sub-periods while
median portfolio outflows increases only in 2000-2007. Median inflows is higher than out-
flows during the whole period. Volatility of portfolio inflows increases by two times in 2000-
2007 than in 1990-1999 and then decreases by 40% in 2008-2015. Volatility of outflows is
lower only in 2000-2007 and it is similar in terms of magnitude during the other periods.
Volatility of outflows is larger than inflows in 1990-1999 and 2008-2015 and volatility of in-
flows is larger than outflows in 2000-2007. It is interesting to note that the volatility of inflows
(except 2008-2015) and outflows is higher in EMDE than AE, although the size of portfolio
flows is larger in AE than EMDE.

Table 2.7 shows main statistics for FDI flows (as percent of GDP) in AE and EMDE.
Mean FDI inflows and outflows increases almost by two times from 1990-1999 to 2000-2007
and they decreases substantially in 2008-2015 for AE. Mean outflows is higher than inflows
during the whole periods. The pattern for median flows is almost same with mean except
median FDI outflows increases in 2008-2015. Volatility of FDI flows increases from 1990-
1999 to 2000-2007 and decreases in 2008-2015. Volatility of FDI outflows is slightly higher
than inflows except 2008-2015. For EMDE, mean FDI flows almost doubles in 2000-2007 as
compared to 1990-1999. Mean FDI inflows (outflows) decreases (increases) slightly in 2008-
2015. Mean FDI inflows is higher than outflows. Median FDI flows increases substantially
in 2000-2007 than 1990-1999. Median FDI inflows is higher than outflows for the whole pe-
riod. Volatility of FDI inflows increases slightly for the whole periods and outflows decreases

slightly in 2008-2015. Volatility of FDI outflows is substantially (almost four times) higher
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than inflows. This result is consistent with the findings of Eichengreen et al., (2018) sugges-
ting that FDI outflows are more volatile in EME (Eichengreen, Gupta, & Masetti, 2018). As
compared to EMDE, volatility of FDI inflows is slightly higher in AE. However, volatility of
FDI outflows is substantially higher in EMDE than AE.

Table 2.8 reports descriptive statistics for other investment inflows and outflows -
mainly banking flows- in AE and EMDE. Mean flows increases almost by two times from
1990-1999 to 2000-2007 and decreases substantially during the 2008-2015 period for AE.
Mean inflows is higher than outflows during the whole periods. The same pattern holds also
for median flows. Volatility of flows increases substantially in 2008-2015. Volatility of out-
flows is larger than inflows in 1990-1999 while volatility of inflows is larger than outflows
for the rest of the sample period. For EMDE, mean and median flows increases slightly
from 1990-1999 to 2000-2007 and decreases slightly after the recent global financial crisis
(2008-2015). Mean inflows is higher than outflows except 2000-2007. Volatility of inflows
(outflows) is relatively higher (lower) in 2000-2007 and lower (higher) in 2008-2015. Volati-
lity of inflows is higher than outflows during the whole periods. Mean other investment flows
is higher in AE than EMDE in 1990-2007, while mean flows is slightly higher in EMDE in
2008-2015. On the other hand, volatility of other investment inflows and outflows is relatively
higher in EMDE during the 1990-2007 period. However, the volatility of other investment
flows is substantially higher in AE during the 2008-2015 period.

The analysis of descriptive statistics suggests that the behaviors of aggregate and disag-
gregate capital flows are different in 2000-2007 than 2008-2015. For AE, there is a substantial
increase in capital flows during the 2000-2007 period while capital flows is more moderate
(except FDI) in EMDE. However, capital flows decreases substantially for AE and slightly for
EMDE in 2008-2015 period. Also, volatility of capital flows (except FDI) increases substan-
tially in AE during the 2008-2015 time period. In comparison to AE, capital flows (except
FDI) is more volatile in EMDE during the 1990-2007 period.
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2.4 Capital Inflows and Outflows: Do They Move Together?

The recent literature suggests a potentially puzzling result that gross capital inflows
(net purchases of domestic assets by foreign residents) and outflows (net purchases of foreign
assets by domestic residents) tend to move together (Broner et al., 2013 and Davis and van
Wincoop, 2018). Under perfect financial markets with no asymmetric information, frictions
and home bias, the portfolio choices of residents and non-residents may be expected not to
systematically diverge from each other especially in the long-run. Consequently, as argued
by Blanchard and Acalin (2016, p.1), the correlation between capital inflows and outflows
“should be close to zero or even negative: If a country is for some reason more attractive
to foreign investors, it is not obvious why domestic investors would want to invest more
abroad”. The literature, however, often finds that, this is not the case for gross capital inflows
and outflows. Broner et al., (2013), for instance, finds that when foreigners invest in a country,
domestic agents invest abroad, and vice versa. Barrot and Serven (2018) also finds that capital
inflows and outflows are highly correlated. The presence exchange rate risk (Broner et al.,
2013) leading to differences in expected returns, is also amongst the basic explanations of
the co-movement of capital inflows and outflows. Milesi-Ferreti and Tille (2011) suggests
relative perceived riskiness of home and foreign assets and the consequent differential shocks
to risk aversion as a source of asymmetry. Relative expected deterioration of property rights
of non-residents leading them to have an incentive to sell domestic assets in the case of a
financial turbulence may also lead to an asymmetry according to Broner et al., (2010). Accor-
ding to Tille and van Wincoop (2010), the portfolio growth component of capital flows can
generate positive correlation between capital inflows and outflows when saving rates move
together across countries. The results by Davis and van Wincoop (2018) support a postulation
that higher international financial integration leads to co-movement of capital inflows and
outflows. Recently, Ozmen and Tasdemir (2018) finds that the twin behaviour of capital
inflows and outflows tends to be the case for the long-run. According to Ozmen and Tagdemir
(2018), the short-run relations, however, often appear to be consistent with the conventional
theory suggesting that the behaviours of residents and non-residents do not systematically

diverge from each other.
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Figure 2.3 reports the evolution of aggregate capital inflows and outflows for FC and
whole sample during the 1990-2015 period. The size of capital flows (% of GDP) increases
till the second half of the 2000s, peaks in 2007 and then decreases in both of the samples.
The size of gross capital flows is substantially higher in FC. There is a strong co-movement
between capital inflows and outflows. In comparison to the whole sample, positive correlation
appears to be much higher in FC. Net capital flows (difference between gross capital inflows

and outflows) are positive for the whole sample in 1990-2015.
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Figure 2.3: Gross Capital Flows in FC and Whole Sample

Figure 2.4 displays the behavior of aggregate capital flows in advanced (AE), emerging
market® (EME) and developing (DE) economies. The size of capital flows (% of GDP) is
substantially higher in the first half of the 2000s and peaks in 2007 for AE, EME and DE.
However, the pattern of capital flows differ towards the end of 2000s. The size of capital
flows begins to decrease in AE and EME, while it is substantially higher in DE (on average
by 8% of their GDP) in the second half of the 2000s. In comparison to the 1990s, the size of
capital flows is almost similar in EME during the 2010-2015 period and it is higher almost
by three times in DE. Interestingly, the size of capital flows is substantially higher in DE
than EME in 2010-2015. In comparison to EME and DE, the co-movement between capital
inflows and outflows is higher in AE. Net capital flows is positive for EME and DE while it
is slightly negative for AE during the almost whole sample period. Considering net capital
flows is the mirror image of current account balance, positive net capital flows implies current
account deficit for EME and DE while negative net capital flows indicate positive current

account balance for AE. As compared to the 1990s, the size of net capital flows is lower in

8 The figure is similar when we exclude China from the sample of EME.
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Figure 2.4: Gross Capital Flows in Advanced, Emerging and Developing Economies

EME and higher in DE during the 2000-2015 period.
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Figure 2.5: Portfolio Equity Flows in FC and Whole Sample

Figure 2.5 plots the development of portfolio equity flows in FC and whole sample.
According to Figure 2.5, the positive correlation between gross capital inflows and outflows
(as already presented by Figure 2.3) appears to be not case for portfolio equity flows in FC.

The magnitude of portfolio equity flows is substantially higher in FC than whole sample.
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Net portfolio equity flows are almost negative in FC while they are only negative during the

1997-2008 period for the whole sample.
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Figure 2.6: Portfolio Equity Flows in Advanced, Emerging Market and Developing
Economies

The evolution of portfolio equity flows in AE, EME and DE is plotted by Figure
2.6. Portfolio equity flows increases till 2006 and then decreases in AE. For DE, the size of
portfolio flows increases in the recent period. The important point in Figure 2.6 is that the size
of portfolio equity flows decreases in AE, increases in DE and shows no remarkable change
in EME during the period of post-recent global financial crisis. The co-movement between
portfolio equity inflows and outflows appears to be the case for the whole sample. Considering
net portfolio equity flows, it is negative in AE and positive in EME and DE during most of

the sample period.

Figure 2.7 reports the evolution of FDI flows in FC and whole sample. The size of
FDI flows (% of GDP) is substantially higher in FC. Lane (2010) explains the reason of why

FC attracts high FDI flows with the choice of multinational corporations as being the main
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Figure 2.7: FDI Flows in FC and Whole Sample

activity center since FC facilitate specific transactions such as merger and new acquisition
(Lane, 2010). Following the second half of 2000s, the magnitude of FDI flows increases in
FC. Figure 2.7 shows that there is a strong co-movement between FDI inflows and outflows

for whole sample. Net FDI flows is almost positive for both FC and whole sample.
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Figure 2.8: FDI Flows in Advanced, Emerging Market and Developing Economies
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Figure 2.8 reports the behavior of FDI flows in AE, EME and DE. It is clear that
FDI inflows dominate both in EME and DE. Even the size of FDI flows is almost similar
for different groups till 2007, the pattern is different during the rest of the sample period.
Following the 2007, the magnitude of FDI flows decreases in AE and EME while increases
in DE. The most remarkable point in this figure is that the size of FDI flows (% of GDP) is
almost same in EME and DE in the beginning of the 2000s, while it is substantially higher
in DE following 2008 and then onwards. The correlation between gross FDI inflows and
outflows is higher in AE. Net FDI flows is almost negative for AE while it is positive for

EME and DE, albeit relatively higher in DE.

According to the economic theory, savings will flow from capital-rich countries to the
capital-poor countries having a relatively higher marginal product of capital. However, Lucas
(1990) suggest that the movement of capital from the rich to the poor countries is very limited
(Lucas paradox) due to the political risk. Alfaro et al., (2008) report that low institutional
quality (measured by the International Country Risk Guide (ICRG) rating of investment risk)
as the leading explanation of the stylized fact that capital often does not flow from rich to
poor countries having a highly relative marginal product of capital (Lucas paradox). Figure

2.8 suggests that Lucas paradox appears to not hold for FDI.
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Figure 2.9: Other Investment Flows in FC and Whole Sample

Figure 2.9 shows other investment flows in FC and whole sample. Aizenman et al.,
(2009) and Levy-Yeyati and Zuniga (2016) suggest that other investment flows are mainly
consist of bank lending. The magnitude of other investment flows (mainly banking flows)

increases in both of the groups till the half of the 2000s, peaks in 2007 and decreases during
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the rest of the sample period. The size of gross other investment flows is substantially higher
in FC until the first half of the 2000s, although it is higher in the whole sample towards the
end of the period. The co-movement between other investment inflows and outflows is higher

in both of the groups. Net other investment flows is almost positive for FC and whole sample.

Figure 2.10 shows the evolution of other investment flows in AE, EME and DE. The
magnitude of other investment flows increases in the all different country groups till 2007 and
then decreases in AE and EME during the rest of the sample period. Following 2007, the size
of the flows (% of GDP) is higher in DE than AE and EME. The correlation between other
investment inflows and outflows is higher in AE. Net other investment flows is almost positive

across different country groups.
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Figure 2.10: Other Investment Flows in Advanced, Emerging Market and Developing
Economies
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2.4.1 Capital inflows and Outflows: Are They Empirically Correlated?

The figures presented in the previous section supports the puzzling empirical results
that gross capital inflows and outflows tend to move together (Broner et al., 2013 and Davis
and van Wincoop, 2018). The evidence is puzzling since the conventional wisdom suggests
that the correlation between capital inflows and outflows is expected to be either negative
or insignificant under perfect financial markets with symmetric information, no frictions and
home-bias. Recently, Ozmen and Tasdemir (2018)° finds that such twin behaviour of capital
inflows and outflows tends to be the case for the long-run. According to Ozmen and Tagdemir
(2018), the short-run relations, however, often appear to be consistent with the conventional
theory suggesting that the behaviours of residents and non-residents do not systematically

diverge from each other.

In this sub-section, we report the correlations between gross capital inflows and out-
flows for the whole sample, advanced, developing and emerging market economies. Follow-
ing Broner et al., (2013), we explore this issue for both aggregate and disaggregate gross
capital flows. To this end, we estimate Equations 2.2 and 2.3 to measure the sign and size of
the relation between aggregate and disaggregate gross capital inflows and outflows during the

1990-2015 period.
capital_inflows; = o; + Bicapital_out flows;; + u; 2.2)

capital_out flows; = ¥; + Bycapital _inflows; + e; (2.3)

In Equations 2.2 and 2.3, i and ¢ refer to cross-section and time dimension of the panel,
respectively. o; in 2.2 and 7 in 2.3 shows individual fixed effects. capital_inflows; and
capital_out flows; show respectively capital inflows and outflows scaled by GDP for country
i at time ¢. Instead of just looking at the correlations between gross capital flows, we prefer to
employ panel fixed effect to measure both the direction and magnitude of gross capital inflows
on outflows and gross capital outflows on inflows by taking into account the time-invariant

country-specific variables. Apparently, the R? (the square of the simple correlations between

9 This paper is available at: http://erc.metu.edu.tr/en/system/files/menu/series18/1807.pdf
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9%

Table 2.9: Correlation Between Gross Capital Inflows and Outflows

FC (Excluding Luxembourg and Malta) Whole Sample
Dependent Variable: Inflows

Capital Flows | Portfolio Flows | FDI Flows | Other Inv. Flows | Capital Flows | Portfolio Flows | FDI Flows | Other Inv. Flows

0.81%** 0.14 0.64%* 0.69%#* 0.55%*%* 0.20* 0.31%%%* 0.42%%%*
d (0.13) (0.17) (0.24) (0.08) (0.06) (0.10) (0.12) (0.10)
R* | 051 0.03 0.17 0.33 0.21 0.04 0.07 0.08
NT | 161 159 196 196 1505 1181 1793 1825
N |8 8 8 8 74 65 77 77

Dependent Variable: Outflows

0.63%** 0.23 0.27%%* 0.47%%* 0.40%** 0.20* 0.23%%* 0.207%**
P (0.10) (0.16) (0.02) 0.07) (0.06) (0.10) (0.07) (0.06)
R | 0.51 0.03 0.17 0.33 0.21 0.04 0.07 0.08
NT | 161 159 196 196 1505 1181 1793 1825
N |8 8 8 8 74 65 77 77

Note: x*x*x*, xx and * denotes significance level at 1, 5 and 10 percent significance level respectively. The values in brackets are robust standard errors, and in square brackets are

p-values. NT shows the total number of observations; N shows the number of cross section units.
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Table 2.10: Correlation Between Gross Capital Inflows and Outflows: AE and EMDE

Advanced Economies Emerging Market and Developing Economies
Dependent Variable: Inflows

Capital Flows | Portfolio Flows | FDI Flows | Other Inv. Flows | Capital Flows | Portfolio Flows | FDI Flows | Other Inv. Flows

0.52%#%* 0.24* 0.47%%%* 0.627%#%* 0.53**%* 0.02 0.25%* 0.31%%*
hi (0.08) (0.13) (0.11) (0.11) (0.07) (0.06) (0.12) (0.12)
R> | 0.31 0.07 0.29 0.27 0.17 0.00 0.04 0.04
NT | 391 382 391 403 1114 799 1402 1422
N 16 16 16 16 58 49 61 61

Dependent Variable: Outflows

0.60%** 0.30* 0.627%+* 0.44%%* 0.31%** 0.01 0.15%* 0.12%*
P (0.08) (0.16) (0.11) (0.12) (0.06) (0.04) (0.07) (0.05)
R* | 031 0.07 0.29 0.27 0.17 0.00 0.04 0.04
NT | 391 382 391 403 1114 799 1402 1422
N 16 16 16 16 58 49 61 61

Note: * *, *x and * denotes significance level at 1, 5 and 10 percent significance level respectively. The values in parenthesis are robust standard errors, and in square brackets are

p-values. NT shows the total number of observations; N shows the number of cross section units.




the variables) from (2.2) and (2.3) is the same, however the coefficient estimates may be help-

ful in interpreting whether inflows or outflows dominate in the determination of correlations.

The estimation results for the samples of financial centers (FC) and advanced economies
(AE) are reported in Table 2.9'°. For FC and whole sample, aggregate capital inflows and
outflows are positively correlated, albeit considerably higher in FC. Broner et al., (2013) esti-
mates equations similar to (2.2) and (2.3) by allowing also for different trends (country-trend
dummies) across countries and finds that §; = 0.51 and 3, = 0.50 for their whole sample. Our
results for the whole sample (0.55 and 0.40) appear to be virtually the same with Broner et
al., (2013). The positive correlation between inflows and outflows also holds for the main
components of the capital flows except portfolio flows. Portfolio flows are correlated only in
the whole sample. The positive correlation is the highest in other investment flows for both of

the groups.

Table 2.10'! presents the estimation results for AE and EMDE. Aggregate and dis-
aggregate capital flows are positively correlated except portfolio flows in EMDE. Consistent
with the findings of Broner et al., (2013) the correlation is substantially higher in AE than
EMDE. The positive correlation implies that domestic residents increase foreign financial as-
set purchases/sales when foreign residents increase domestic financial asset purchases/sales.
Blanchard and Acalin (2016) report that the co-movement between inflows and outflows holds
even for FDI flows. Broner et al., (2013) indicates that co-movement between inflows and out-
flows holds during the whole period including the crisis years. This result can be sourced in
the presence of asymmetric information and exchange rate risk (Tille and van Wincoop, 2014).
These are the main explanations for the positive correlation between gross capital inflows and
outflows. Regarding the asymmetric information, Milesi-Ferretti and Tille (2011) states that
relative expected differential risk for domestic and foreign financial assets contribute to the
positive relation. Broner and Ventura (2010) suggests that foreign residents consider the rela-
tive expected deterioration of property rights in the case of financial turbulence and hence

they have a tendency to sell domestic assets. Tille and van Wincoop (2010) state that the

10" The estimated coefficients for B1 (B2) in Equation 2.2 (2.3) are 0.71%%#(0.64%¥¥), 0.4]%##(0.25%#%),
0.30%**(0.21***) and 0.19%**(0.56***), respectively, for capital, portfolio equity, FDI and other investment
flows, when we include Luxembourg and Malta in FC. Estimation results are available upon the request.

T We obtain the similar results when we exclude China from EMDE sample and estimation results are available
upon the request.
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co-movement of saving rates also tends to be one of the reasons for the positive correlation
between capital inflows and outflows. Davis and van Wincoop (2018) report that higher in-
ternational financial integration is responsible for the positive relation. Ozmen and Tagdemir
(2018)!? investigate the co-movement between capital inflows and outflows by employing
panel error correction mechanism and find that aggregate capital flows and their main compo-
nents behave differently in the short-run than long-run. Their results suggest that adjustment
mechanism to deviations from the long-run equilibrium relation driven by residents (capital
outflows) for emerging market economies (EME) and non-residents (capital inflows) for AE.
Also, they show that capital inflows and outflows behave as twins (positively correlated) in

the long-run while they are distant cousins (negatively correlated) in the short-run.

2.5 Composition of Capital Flows

In this section, we present the evolution of the composition of capital inflows and
outflows for different country groups. The composition of capital flows refers to the propor-
tion of the main components of the capital flows in the aggregate. For example, portfolio
equity share corresponds to the proportion of portfolio equity flows in the aggregate capital
flows. Our main aim is to discuss whether disaggregate (both gross and net) flows and the

composition of flows evenly change across the years and country groups.

Figure 2.11 plots the composition of gross capital inflows and outflows in FC and
whole sample during the 1990-2015 period. According to Lane and Milesi-Ferretti (2018),
the group of international financial centers accounts for about half of all external assets and
liabilities. This figure shows that in comparison to the 1990s, there is a considerable increase
in the size of gross capital inflows and outflows up to the recent global financal crisis (GFC) of
2008-2009 reaching to almost 60% of GDP in 2007. After the GFC, on the other hand, both
gross capital inflows and outflows decrease substantially. Until the GFC, other investment
inflows and outflows tend to dominate capital flows in FC. The shares of portfolio equity and
FDI flows appear to the same during the whole period. The decline in capital flows after the
GFC is, thus, mainly the result of sharp decline in other investment inflows. Aizenman et

al., (2009) and Levy-Yeyati and Zuniga (2016) state that other investment flows are mainly

12 You can access this paper: http://erc. metu.edu.tr/en/system/files/menu/series 18/1807.pdf
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consist of bank lending. Lane and Milesi-Ferretti (2018) report that the substantial decrease in
capital flows after the GFC, indeed, are associated with the retrenchment of banking activities
and increasing the importance of relatively less financially integrated EME and DE in world
GDP. Traditionally, banks have intermediated a large proportion of cross-border debt flows

(Lane & Milesi-Ferretti, 2018).
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Figure 2.11: Gross Capital Inflows and Outflows: FC and Whole Sample

The composition of capital inflows and outflows in the whole sample is plotted by
Figure 2.11. Both aggregate capital inflows and outflows tend to increase until the recent
GFC. During the post-crisis period, on the other hand, appear to have a declining trend. For
capital inflows, the size of non-FDI -portfolio equity and other investment flows- (as a percent
of GDP) varies from 0.5 to 5.5 while the size of FDI inflows is relatively stable. Hence, large
movements in capital inflows are mainly due to the changes in the evolution of non-FDI
inflows. For capital outflows, the size of non-FDI outflows varies from 1% to 5% (of GDP)
and resulting substantial changes in capital outflows. Considering the composition of capital
inflows, it is clear that the share of FDI inflows is the highest during the whole period. The

share of portfolio equity flows is the highest during the 1990-2007 period and it is the other
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investment flows during the rest of the period. Thus, the composition of capital outflows
changes from portfolio equity to other investment while there is no remarkable change in the
composition of capital inflows. From the observation in Figure 2.11, we can say that foreign
residents prefer to invest in long-term financial assets while domestic residents prefer to invest

in short-term financial assets.
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Figure 2.12: Gross Capital Inflows and Outflows: AE, EME and DE

Figure 2.12 presents the composition of capital inflows and outflows in AE, EME and
DE. According to the Figure 2.12, the share of non-FDI flows (as a % of GDP) varies from

2% to 10% and leading to a rapid increase in both capital inflows and outflows during the
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pre-GFC period of 1990-2007. In post-GFC period of 2008-2015, the magnitude of non-FDI
flows varies from 2% to 4% and resulting a substantial decrease in capital flows. The share of
portfolio equity flows is relatively higher both in inflows and outflows during the almost all
sample period. For AE, the composition of capital flows does not change substantially during
the whole period. The figure supports an interpretation that domestic and foreign residents

prefer to invest in short-term financial assets such as portfolio equity during the period.

The picture for emerging market economies (EME), as plotted by Figure 2.12, how-
ever, appears to be much different from that of advanced economies. For EME, FDI inflows
tends to be much higher then the other inflows. The size of FDI inflows (% of GDP) increases
just around only 1% in the early 1990s to about 5% just before the GFC. The share of other
investment inflows tends to on an increasing trend before the GFC and remains to be modest
after the crisis. Considering capital outflows, other investment share is comparatively higher
until 2007 while it is the FDI during the rest of the sample period. The composition of cap-
ital outflows changes from other investment to FDI while the composition of inflows does
not change. Other investment outflows constitute almost a half of the gross outflows during
the years before the GFC. The sharp decline in the other investment inflows after the crisis
may be interpreted as the basic reason of the decline in capital outflows after the GFC. For
EME, foreign residents seems to invest in long-term financial assets whilst domestic residents

preferences changes from investing in short-term financial assets to long-term assets.

The developing economies (DE) are often classified in the context of their integration
to international financial markets. Consequently, DE may be expected to have much less
capital flows compared to EME. Figure 2.12, on the other hand, suggests that the difference
is not, indeed, substantial especially for FDI and other investment inflows. The behaviour
of portfolio inflows, however, which is almost negligible, seems to be consistent with the
classification of these countries as DE. The share of FDI is relatively higher in capital inflows
and other investment is substantially higher in outflows during the all period. The composition
of capital inflows and outflows in DE is substantially much different from the other country
groupings including EME. FDI inflows constitute more than half of the aggragate capital
inflows during most of the sample period. This is followed by other investment inflows.
Contrasting with the evidence for AE and DE samples, we do not observe a sharp decline in

capital inflows even after the GFC. For DE, the composition of capital flows does not change
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and we can assert that foreign residents prefer to invest in long-term assets while domestic
residents prefer to invest in short-term financial assets. Another remarkable difference for the
DE sample is the evoution of capital outflows. Consistent with the picture for inflows, capital
outflows do not exhibit a decreasing trend after the GFC. On the contrary, aggregate capital
outflows tend to increase after the GFC. Other investment outflows apperantly dominate over

the rest of the outflows in DE.
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Figure 2.13: Capital Inflows and Outflows: EME and DE

The evolution of capital inflows and outflows in EME and DE is plotted by Figure 2.13.
Capital inflows and outflows in EME and DE tend to move together until the recent global
financial crisis (GFC). After the crisis, capital inflows decrease in both of these country groups
but the decline is much substantial in EME. Before the GFC, especially during the first half
of the 2000s, capital outflows exhibit a strong upward trend in EME. After the crisis, capital
outflows decline sharply. On the contrary, capital outflows tend to increase after the GFC in

DE.

The composition of capital inflows and outflows in East Asia and Pacific and Latin
America and Caribbean is plotted by Figures 2.14 and 2.15. Our country classification is
based on the geographic region classification of World Bank, 2017. The East Asia and Pa-
cific'® case is plotted by Figure 2.14. The size of capital inflows is approximately 4% and
outflows is about 2% of their GDP in 1990-2015. The change in FDI share leads to a gradual
increase in inflows during the initial years of the 2000s and a substantial decrease towards the

end of the sample period. On the contrary to the recent slowdown in capital inflows, the size

13 Countries in East Asia and Pacific regions are Australia, Indonesia, Japan, Korea R., Malaysia, Mongolia, New
Zealand, Philippines and Thailand.
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Figure 2.14: Gross Capital Inflows and Outflows: East Asia and Pacific

of capital outflows is relatively stable and it is almost 2% in 1990-2004 and 3% in 2005-2015.
In general, the size of inflows is higher than outflows implying that net capital flows are al-
most positive for East Asia and Pacific region. The share of FDI inflows is relatively higher
in capital inflows and other investment share is comparatively higher in outflows during the
almost all sample period. For East Asia and Pacific region, the composition of flows does not
change and we can indicate that foreign residents consider investing in long-term assets while

domestic residents prefer mostly short-term financial investment.
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Figure 2.15: Gross Capital Inflows and Outflows: Latin America and Caribbean

Figure 2.15 shows the composition of capital flows in Latin America and Caribbean'*
Similar to the East Asia and Pacific, capital inflows appear to be almost the twice of the

capital outflows in Latin America and Caribbean. FDI inflows tend to much higher than the

14 Countries in Latin America and Caribbean region are Argentina, Bolivia, Brazil, Chile, Colombia, Costa Rica,
Dominican Republic, Ecuador, El Salvador, Guatemala, Honduras, Mexico, Peru, Uruguay and Venezuela.
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other components. The share of other investment inflows seems to be stable around 2% of
GDP. Around half of the aggregate outflows is other investment flows. The shares of FDI
and portfolio equity inflows are roughly equal to each other and they may be interpreted as
relatively stable during the period. We shall also note that, foreign and domestic residents,

respectively, consider invest in long-term and short-term financial assets.

2.5.1 Net Capital Flows

Along with gross flows, net capital flows (gross inflows-gross outflows), as also roughly
being the mirror image of current account balance (by ignoring reserve assets), are also im-
portant determinants of growth and stability especially in EME and DE. Figure 2.16 plots
net capital inflows and their main components for AE, DE and EME. Figure 2.16 shows the
composition of net capital flows in AE, EME and DE and suggesting net portfolio equity and
FDI flows are almost positive while net other investment flows are negative in some years for
EME and DE. The evaluation of compositional net capital flows suggests that the share of net
portfolio equity flows is higher in AE and net FDI flows is higher in EME and DE. Figure
2.17 presents aggregate net capital flows for AE, EME and DE. Net capital inflows tend to be
negative, corresponding to current account surplus, during most of the period in AE. Negative
net portfolio inflows seem to be the basic determinant of this pattern. The net capital inflows
are positive, implying current account deficits, for both DE and EME. The net capital flows

are relatively higher in DE than in EME and AE.

According to the Figures 2.16 and 2.17, net capital inflows and thus current account
balances are relatively stable for the EME sample. For DE, on the other hand, there is a sub-
stantial increase in net capital inflows and current account deficits after the global financial
crisis (GFC). This is consistent with a view that, the unconventional monetary policies in-
cluding zero lower bound for interest rates and quantitative easining leading to ample global
liquidity have led EME and especially DE to sustain current account deficits. Net positive
FDI flows appear to be driving the positive net capital inflows in EME and DE. Consequently,
current account deficits in these groups of countries tend to be mainly financed by net FDI
inflows. This may, indeed, be interpreted as good news for both the sustainability of current

account deficits and thus financial stability and growth in EME and DE.
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Figure 2.16: Net Capital Flows in Advanced, Emerging Market and Developing
Economies

The conventional economic theory suggests that savings will flow from capital-rich
countries to the capital-poor countries, i.e. downhill flow of capital. However, Lucas (1990)
reports that, in contrast to the implications of theory, the movement of capital from capital-
rich to the capital-poor is relatively limited due to the political risk (Lucas 1990). Consistent
with Lucas implying uphill flow of capital, Prasad et al., (2007) find that growth and foreign
capital are positively correlated in industrial countries while this is not the case for non-
industrial countries because their limited ability of absorbing foreign capital. Also, Alfaro et
al., (2008) state that the low institutional quality leads to uphill flow of capital. Gourinchas
et al., (2013) find that capital does not move to the high productivity countries even within
the emerging market and developing economies. Boz et al., (2017) report that uphill flow
of capital expanded in 2000-2008 and it is contracted and reversed in 2009-2016 period.
Considering the accounting identity that net capital inflows (ignoring reserve assets) are the
mirror image of current account balance, the evidence provided by Figures 2.16 and 2.17 may

be interpreted as suggesting that savings flow from AE to EME and DE, i.e. downhill flow.
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Figure 2.17: Net Capital Flows in Advanced, Emerging Market and Developing
Economies

2.6 Main Findings and Concluding Notes

International capital flows and thus, international financial integration have been con-
siderably increased especially during the recent decades. In this period, many emerging mar-
ket economies have much more integrated to international financial markets by lessening the
restrictions on capital flows. All these along with the recent increase in financial integra-
tion has led capital flows to be amongst to be much more important topic in the international
macroeconomics literature. In this context, this chapter reports the stylised facts about in-
ternational capital flows and their main components for advanced, emerging market and de-
veloping economies. Consistent with the recent studies, we mainly consider the behaviors
of gross capital flows and their main components (portfolio equity, FDI and banking flows).
This chapter also provides the definition, measurement and evolution of capital flows in order

to construct a basis for the following chapters.

We first consider the international financial integration (IFI) measure based on the
"External Wealth of Nations" dataset of Lane and Milesi-Ferretti (2018). We observe that

international financial integration tends to increase in all country groupings, albeit the growth
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of IFI is relatively lower in the post global financial crisis (GFC) period. International finan-
cial integration measured as the sum of gross financial assets and liabilities (as a % of GDP
in current US dollars) has doubled (from around 10% to 22%, our calculations) in the whole
sample of countries (excluding financial centers) from 1990 to 2015. This increase tends to
be striking in financial centers (from 40% to 250%) and advanced economies (10% to 45%).
Emerging market and developing economies (EMDE) have also experienced substantial inc-

reases (from around 8% to 16%) in international financial integration during this period.

We find that mean capital flows increases in the pre-GFC period and decreases in the
post-GFC period. As compared to emerging market and developing economies, the increase
and decrease in mean capital flows are substantial in advanced economies. This finding sug-
gests that there is a global excess liquidity in the pre-GFC period whilst there is a global
retrenchment during the post-GFC period. Aggregate capital inflows and outflows tend to in-
crease during the 1990-2007 period in advanced economies (AE) but substantially decreases
after the global financial crisis (GFC) of 2007-2008 in AE. The increase in capital inflows
during the 1990-2007 period is relatively modest in EMDE. Similar to the AE case, capital
outflows substantially decrease after the GFC in EMDE. Thanks to the unconventional mone-
tary and quantitative easining policies in AE, capital inflows to the EMDE almost remains the
same after the GFC. Compared to the 2000-2007 period ample global liquidity, FDI inflows
and outflows sizeable decreases in after the GFC in AE. We do not observe a considerable
change in FDI inflows and outflows in EMDE after the GFC. For the evolution of portfo-
lio equity and other investment flows, we observe similar dynamics with FDI flows both in
the AE and EMDE samples. On the other hand, we find that the volatility of capital inflows
(driven by foreign residents) is higher than outflows (determined by domestic residents) in ad-
vanced economies whilst the volatility of outflows is higher than inflows in emerging market
and developing economies. In all country groupings, supporting the findings of Eichengreen
etal., (2018), FDI flows are found to be more stable compared to other components of capital
flows. In this chapter, we provide some evidence that Lucas paradox i.e. uphill flow of capital

does not appear to hold for FDI flows.

Finally, this chapter also considers a recent important empirical puzzle that capital
inflows and outflows move together. This is a puzzle since under perfect financial markets,

the portfolio choices of residents and non-residents may be expected not to systematically
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diverge from each other and thus, the correlation between capital inflows and outflows may
be expected to be negative or statistically insignificant at best. The recent literature including
Broner et al., (2013) and Ozmen and Tagdemir (2018) suggest that, however, this appears not

to be the case.
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CHAPTER 3

THE DETERMINANTS OF CAPITAL FLOWS

International capital flows have often been interpreted as crucially important for growth
and financial stability in emerging market (EME), developing (DE) and advanced economies
(AE). As presented by Chapter 2, international capital flows and consequently international
financial integration have been substantially increased in EME, DE and AE during the recent
decades. Consequently, investigating the main determinants of capital flows has become much
more important and topical in international macroeconomics literature and economic policy.

In this chapter, we investigate the main determinants of capital flows.

The recent literature investigates the determinants of capital flows within the country-
specific (pull) and global (push) factors context thanks to the seminal contributions of Calvo
et al., (1993) and Fernandez-Arias (1996). "Pull" factors are mainly the variables denoting
the domestic macroeconomic and institutional environments. Pull factors consist of a wide
range of factors like growth, financial and trade openness, institutional quality and domestic
macroeconomic policies. "Push" factors are basically the variables representing the global
financial conditions and monetary policies in the AEs. Following the literature, we will in-

vestigate the determinants of capital flows within the pull and push factors framework.

Until recently the bulk of the literature has often investigated the behavior of net capital
flows which is indeed the mirror image of the negative of the current account balance. Broner
et al., (2013) suggest that gross flows are much larger and more volatile than net flows and
the analysis of gross flows is more relevant for growth and financial stability issues (Forbes &
Warnock, 2012; Ghosh et al., 2014, Koepke 2019). Furthermore, the literature often studies
aggregate flows and ignores their main components. As suggested by Blanchard et al., (2017),
Igan et al., (2017) and Eichengreen et al., (2018), the investigation of determinants and con-

sequences of the main components of capital flows as important as the aggregate flows. Also,
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Koepke (2019) suggests that even most of the flows are between the AEs, the stability concern
matters mostly for EME. Therefore, this chapter mainly explains the drivers of gross capital

inflows and main components in EME.

The literature often considers structural domestic conditions including de facto ex-
change rate regimes, institutional quality including political rights and civil liberties, financial
development and openness to international trade as important determinants of capital flows.
In this chapter, we first investigate whether such domestic structural factors along with the
pull and push factors are important in the evolution of gross capital inflows and their main
components for EME. This analysis is important especially for policy makers since a result
about the importance of country-specific domestic pull and global factors in driving capital
inflows has very important policy implications. We determine the factors that drive capital
flows and these factors arise from either the change in the global or country-specific factors,
or both. If capital flows are mainly explained by the push factors, then countries may be ex-
pected to be vulnerable to exogenous shocks and, consequently, they may be having limited
domestic policy actions. On the other hand, if capital flows driven by pull factors, then coun-
tries may be interpreted as to have much more domestic policy options to improve both capital
inflows and the potential benefits from them. Another important contribution of this chapter
is that we investigate whether the impacts of the main pull and push factors change across
the prevailing exchange rate regimes (ERR) in explaining the determinants of capital inflows.
This analysis is also important since it measures whether the impacts of global and country-
specific factors differ with respect to the choice of ERR and in this sense, it discusses whether

the choice of ERR matters for the determinants of capital flows.

The plan of the rest of the chapter is as follows. Section 3.1 briefly reviews the lit-
erature on the determinants of capital flows. In Section 3.2, we investigate whether struc-
tural domestic conditions such as institutional quality represented by freedom (political rights
and civil liberties), financial development and openness to international trade are significant
drivers of capital inflows in EME. This section considers also the potential endogeneity of do-
mestic variables. This issue is tackled by the implementation of two step generalized methods
of moments (GMM) dynamic panel estimation procedure. Section 3.3, investigates whether
the prevailing de facto ERR is important in the evolution of gross capital inflows and their

main components for EME. The bulk of the literature often ignores the integration and co-
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integration of the variables in investigating capital flows. To this end, Section 3.3.1 applies
fully-modified OLS (FM-OLS) procedure of Phillips and Hansen (1990) and Pedroni (2001)
which incorporates a semi-parametric correction to the OLS estimator to eliminate the poten-
tial heterogeneity in the long-run relationship along with endogeneity and serial correlation.
Section 3.3.2 considers panel threshold estimation procedure of Hansen (1999) to investigate
whether ERR provide endogenous thresholds for the impacts of the main determinants of the

capital inflows. Finally, Section 3.4, presents our main concluding notes.

3.1 The Drivers of Capital Flows: A Brief Review of the Literature

A pioneering study by Calvo et al., (1993) investigates the causes of large increase in
capital flows to Latin America in the early 1990s. Their results strongly support that decreases
in interest rates and lower growth rate of the United States are important external factors that
drive capital flows to Latin America. Beside of these favorable external factors, Latin Ameri-
can countries introduce basic economic and political reforms that create a favorable domestic
environment for foreign investors. At this point, Calvo et al., (1993) asks that whether the
causes of these flows have been associated with improved domestic environment or favorable
external factors. To the best of our knowledge, this is the first paper that indicate the impor-
tance of external factors in explaining the causes of capital flows. Fernandez-Arias (1996)
states that credibility of developing countries are often determined also by external factors
and, consequently, most of the capital inflows to developing countries are driven by external
factors rather than domestic conditions. Taylor and Sarno (1997) investigates the drivers of
portfolio flows and finds that portfolio flows are explained with the pull and push factors,

albeit the importance of push factors is higher than pull factors.

Ghosh and Ostry (1993) find that capital inflows to developing countries are closely
related to the country-specific conditions. Chuhan et al., (1998) also find that domestic pull
factors are as important as push factors in explaining the drivers of portfolio equity flows. The
studies of Calvo et al., (1993), Ghosh and Ostry (1993), Fernandez-Arias (1996), Taylor and
Sarno (1997) and Chuhan et al., (1998) have all been played a pioneering role in explaining the
drivers of capital flows within the pull-push framework which provide an important starting

point for the bulk of the recent literature.
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Ahmed and Zlate (2014) investigates the determinants of net capital flows in EMEs
and find that growth and interest rate differentials between EMEs and AEs and global risk
appetite are important drivers of net capital flows. The results by Byrne and Fiess (2016) sug-
gest that AEs long-run bond yields and commodity prices determine whether capital moves
to the EMESs and financial openness and institutions determine whether EMEs attract capital
inflows. Also, the authors emphasize that higher financial openness and stronger institutions
are important for EMEs to reap the potential gains from financial globalization. Cerutti et
al., (2017) suggests that financial market depth and higher exposure to "fickle investors" drive
capital flows to EMs and these factors are more important than good institutional and macroe-
conomic fundamentals. Pagliari and Hannan (2017) find that push factors are more important
than pull factors in explaining the drivers of capital flows volatility. The results by Sarno et
al., (2016) and Boero et al., (2019) suggest that global push factors are more important than

country-specific pull factors in explaining the drivers of portfolio flows.

The recent literature also considers whether the main drivers of capital flows are the
same before, during and after the recent global financial crisis (GFC). For instance, Fratzcher
(2012) compares the drivers of portfolio flows during crisis and recovery periods. The results
by Fratzcher (2012) support the postulation that push factors drive the portfolio flows during
the crisis while pull factors explain the portfolio flows in the recovery period. The results by
Broner et al., (2013) suggest that gross capital flows are pro-cyclical indicating that capital
inflows and outflows increase in expansions and they decrease in crises. Consistent with the
findings by Broner et al., (2013), Kaminsky et al., (2004) report that the reinforcement among
the macroeconomic policy and capital inflows cycle leads to the "when it rains, it pours"
symptom. Cavallaro and Cutrini (2018) report that global volatility leads to higher demand
for institutional quality and the sensitivity of global liquidity conditions to institutional quality

differs across the pre- and post-crisis periods.

The literature contains also studies investigating the extreme movements' in capital
flows. Forbes and Warnock (2012) studies the extreme movements in gross capital flows

and find that global factors are important during each of the episodes. Ghosh et al., (2014)

' Extreme movements in capital flows correspond to the surge, stop, retrenchment and flight episodes. Surge
(stop) represents the sharp increase (decrease) in gross capital inflows and flight (retrenchment) denotes the
sudden increase (decrease) in gross capital outflows.
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suggests that global factors determine whether the EME experience large capital inflows and
country-specific domestic factors determine the size of inflows. Also, the authors state that
the sensitivity of capital inflows to global factors is higher than outflows. Eichengreen et al.,
(2016) find that global push factors are more important than country-specific pull factors in
determining the sharp decrease in capital inflows. Calderén and Kubota (2019) investigate the
determinants of surge episodes and find that pull factors such as stronger growth and natural
resource abundance explains the surge episodes and worsening global financial conditions

indicates the end of the surges.

An influential study by Mirando-Agrippino and Rey (2012) finds that VIX index
(Chicago Board Options Exchange’s equity option volatility and uncertainty index) represents
risk appetite and the world market volatility of traded risky assets. According to Mirando-
Agrippino and Rey (2015), the VIX index proxies global financial cycle which is closely
associated with capital flows, credit growth and asset prices. Eichengreen and Gupta (2016);
Gonzilez et al., (2008) and Ozatay et al., (2009) report that VIX contains information about
the global risk aversion and global liquidity conditions. Rey (2016) finds that VIX is nega-

tively associated with capital inflows, except FDI inflows.

Cerutti et al., (2017), on the other hand, suggest that global financial cycle proxied
by VIX explains a little movement in capital flows. Amiti et al., (2018) suggests that the
impact of global factors on capital flows varies across the years and finds that bank flows
driven by common global factors only in non-crisis periods. Ahmed et al., (2017) finds that
better economic fundamentals provides insulation from the financial turbulence. The findings
by Avdjiev et al., (2018) suggest that capital flows and their main components are negatively
associated with VIX and positively related with GDP growth for EMEs. Eichengreen et al.,
(2018) finds that portfolio flows are explained mainly by external push factors, FDI flows are
determined mainly by the country-specific pull factors and other investment flows are driven
by both external push and country-specific pull factors. The results by Ozmen and Tagdemir

(2019)? provide a support for the main findings of Eichengreen et al., (2018).

The literature suggests that structural domestic conditions including trade openness,

financial market depth and freedom are important in explaining capital inflows to EME:s.

2 This paper is available at: http://erc.metu.edu.tr/en/system/files/menu/series19/1902.pdf
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For instance, Dunning and Zhang (2008) postulates that natural and human resource endow-
ments along with institutional quality, the degree of trade openness and economic develop-
ment provide location advantages to the host economies. The theoretical results by Davis
and van Wincoop (2018) suggest that higher trade openness reduces the correlation between
gross capital inflows and outflows while de facto financial globalization increases the corre-
lation between inflows and outflows. According to the Heckscher-Ohlin-Mundell framework,
trade integration decreases the incentives for capital to flow capital-scarce economies. On the
contrary to the implications of Heckscher-Ohlin-Mundell suggesting substitutionary relation
between trade integration and capital mobility, Antras and Caballero (2009) report that the
relation between capital mobility and trade integration can be complementary in the pres-
ence of financial frictions. Cerutti et al., (2017) find that the sensitivity of portfolio bond
flows to global financial conditions is higher in more open economies. Ozmen and Tasdemir
(2019) find that higher level of trade openness considerably increases the sensitivity of capital
flows to pull factor. Schumpeter (1911) suggest that financial development and better finan-
cial intermediation are important determinants of economic growth. Levine (1997) report that
financial development promotes investment and economic growth by facilitating better pro-
ductive allocation of resources and risk diversification. Alfaro et al., (2009) and Azman-Saini
et al., (2010) suggest that financial development is an important precondition for augmenting
a positive impact of FDI on economic development. Hermes and Lensink (2003), Hussain
and Kimuli (2012) also emphasize the importance of financial development as an indicator
for productivity growth, dissemination of foreign technology and accumulation of capital.
Bengoa and Sanchez-Robles (2003) state that countries that have high levels of freedom has
been more attractive to foreign investors. Kapuira-Foreman (2007) find that the presence of
economic freedom results with higher FDI flows. Dutta and Roy-Kyklos (2010) report that

higher level of FDI inflows promotes the media freedom.

Montiel (2014) suggests that improvement in institutional environment along with
policies that favor more financial openness lead to the higher capital flows episodes by mainly
increasing the exposure to external push and country-specific pull factors. In this vein, Alfaro
et al., (2008) finds that institutional quality plays a crucially important role in explaining the
Lucas paradox. Ghosh et al., (2014) finds that surge episodes are more apparent in financially

more open and better institutional environment EMEs. In the same vein, Bryne and Fiess
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(2016) reports that financial openness and institutional environment have crucial importance
for explaining capital inflows to EMEs. According to Eichengreen et al., (2018) better invest-
ment climate leads to more FDI inflows whilst this appears not to be the case for non-FDI
inflows. Ozmen and Tasdemir (2019) find that the impacts of external push and domestic pull
factors differ across the endogenously determined threshold levels like institutional quality,
de jure and de facto financial openness and de facto trade openness in explaining the deter-
minants of capital flows. They find that the impact of domestic pull factor is higher in more

open, financially integrated and better institutional environment economies.

The conventional wisdom suggests that credible managed exchange rate regimes (ERR)
allow countries to import monetary policy credibility (and hence lower inflation) of the anchor
currency country, reduce transaction costs and provide exchange rate guarantee and thus, it is
expected that capital flows will be higher in credible managed ERRs (Rogoff et al., 2004). On
the other hand, ERR flexibility extends the monetary policy tools as indicated by trilemma
in international macroeconomics. In this vein, Edwards (2011) reports evidence that ERR
flexibility allows countries to reconcile external shocks. Consequently, the results by di Gio-
vanni et al., (2008) indicate that impacts of external shocks are magnified in more rigid ERRs.
Similarly, Erdem and Ozmen (2015) find that the impacts of external real and financial shocks

and domestic variables are significantly larger in managed ERRs as compared to floats.

The recent empirical literature presents mixed and conflicting results on the impact
of ERR on capital inflows. For example, Magud et al., (2014) and Boudias (2015) find that
exchange rate regime flexibility does not affect the evolution of capital flows in emerging mar-
ket economies. Passari and Rey (2015) state that the insulation effects of floating ERRs may
have been overestimated. Aizenman et al., (2016) find that the impact of center economies’
monetary policy changes on financial development in the periphery countries varies by de-
pending on the ERR and it is higher in more flexible ERRs. Cerutti et al., (2017) report that
the impacts of global financial cycle are independent of the prevailing ERRs in explaining the
causes of capital flows. However, Cerutti et al., (2017) suggest that the impact of global push
factors on portfolio bond inflows is higher in emerging market economies with more flexible
ERRs. Obstfeld et al., (2018) provides that the transmission of global financial shocks and
domestic pull factors are magnified under a fixed ERR relative to more flexible regimes in

emerging market economies. Barrot and Serven (2018) and Lafuerza and Serven (2019) find
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that the impact of global financial conditions on capital flows is higher in more financially
open and less flexible ERRs. Ghosh et al., (2014) and Calderon and Kubota (2019) indicate
that countries with less flexible ERRs are more likely to experience surge episodes. Ghosh et
al., (2015) report that macroeconomic and financial vulnerabilities are lower in more flexible
ERRs. Davis and Zlate (2019) state that more open and floating ERR prevailing countries
partially connect domestic monetary policy to the base country’s policy. Carvalho (2019)
suggests that capital flows and domestic money holdings are correlated in floating ERRs.
Wei (2018) indicates that flexible ERR provides asymmetric or incomplete insulation from
foreign monetary policy shocks while capital controls provide insulation independent of the

prevailing ERR.

It is important to note that the determinants of capital flows should be analyzed by
using the estimation method that take into account the potential endogeneity and simultaneity
among the variables. For instance, the results provided by Ahmed and Zlate (2014), Eichen-
green et al., (2018) and Avdjiev et al., (2018) are based on the panel fixed effects estimation
procedure. The potential drivers of capital flows are country-specific factors like growth and
interest rate differentials suggested by Ahmed and Zlate (2014); GDP growth, investment
environment and de jure measure of capital account openness provided by Eichengreen et
al., (2018). By nature, panel fixed effects method considers that individual-specific effects
are important source of the variation in the regressions and the ignorance of these leads to
the omitted variable concerns. Therefore, it is obvious that the panel fixed effects estimation
procedure does not consider the potential endogeneity along with the simultaneity among the
variables. However, the variables proposed by Ahmed and Zlate (2014) and Eichengreen et
al., (2018) can provide location advantageous to the host economies according to the Dunning
and Zhang (2008). In this vein, the panel fixed effects procedure does not consider the po-
tential endogeneity and simultaneity among the variables that provide location advantageous
for the evolutions of capital flows. Therefore, we employ the generalized method of mo-
ments (GMM) procedure in explaining the determinants of capital flows because this method
provides consistent estimators by considering the endogeneity and simultaneity among the

variables.

The other important point is that the bulk of the literature does not consider the impacts

of exchange rate regimes in explaining the determinants of capital flows, except Obstfeld et
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al., (2018). Obstfeld et al., (2018) explain the determinants of net capital flows by employing
panel fixed effects procedure and measure whether the impacts of global financial conditions
may change across the exchange rate regimes (ERR) that consist of fixed, intermediate and
floating regimes. In the study, Obstfeld et al., (2018) maintains floating ERR as the reference
category and contains a dummy variable to control for the recent global financial crisis. The
panel fixed effects procedure does not enable to correctly measure the impacts of global fi-
nancial crisis and exchange rate regimes and does not consider the endogeneity among the
variables like GDP growth, institutional quality, domestic credit etc. On the other hand,
the studies that explain the determinants of capital flows does not consider the integration
and cointegration properties among the variables. Also, they do not consider the potential
thresholds in explaining the causes of capital flows. In the empirical part of this chapter, we
investigate the impacts of structural domestic conditions along with the domestic pull and
external push factors on gross capital flows and main components by employing two-step
system GMM method. Then, we study the role of ERR in explaining the determinants of cap-
ital flows. By considering the integration and cointegration properties among the variables as
well as endogeneity, we employ FM-OLS estimation method. Also, we employ panel thresh-
old procedure of Hansen (1999) since the prevailing ERRs may constitute an endogenous

thresholds and can magnify the impacts of variables.

3.2 Structural Domestic Conditions and the Main Determinants of Capital In-

flows in EME

In this section, we investigate whether structural domestic conditions such as insti-
tutional quality represented by freedom (political rights and civil liberties), financial devel-
opment and openness to international trade are significant drivers of capital inflows in EME
along with the main push and pull factors. The bulk of the of the empirical literature considers
static panel data models and employs the standard fixed/random effects procedures for esti-
mation which ignores a potential simultaneity bias. This section considers also the potential
endogeneity of domestic variables. We address the simultaneity issue along with the inclu-
sion of the lagged dependent variable by estimating the equations with Generalised Method of

Moments (GMM) procedures developed for dynamic panel data models (DPD) by Arellano
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and Bond (1991) and Arellano and Bover (1995).

We postulate that capital flows can be explained with the main push factor (VIX),
main pull factor (GDP growth) and structural domestic conditions. For structural domestic
conditions, we consider trade openness, financial development and freedom are important in
explaining capital inflows to EMEs. We consider gross capital inflows for an unbalanced panel

3 over the annual sample from 1986 to 2015 since the VIX

of 38 emerging market economies
data are available only after 1986. The choice of the sample is basically determined by data
availability. We estimate the following benchmark equation to investigate the determinants of

gross capital inflows:

CIF;; = 0; + BoCIF; ;1 + Bivix; + BGROWT H;; + B3 Freedomj; + BsOpenness;; + BsDepth;; + e
3.1

In Equation 3.1, i and ¢ show, respectively, cross section and time dimension of the
panel, o; is the country specific fixed effect, CIF is the gross capital inflows scaled by GDP
in current US dollars, vix is the natural logarithm of the VIX (Chicago Board Options Ex-
change’s equity option volatility index) as a proxy to global financial conditions, GDP is the
annual real GDP growth rate, Freedom is an indicator for political rights and civil liberties,
Openness is the trade openness (sum of exports and imports of goods and services, as a % of
GDP) and Depth is the financial depth (domestic credit to private sector, as a % of GDP). All
capital flows data, measured in US dollars, are from International Financial Statistics of the
IMF. The VIX data are from Chicago Boards Options Exchange Website. The freedom data
are the simple average of political rights and civil liberties and measured on values between
one and seven with higher values representing the lowest freedom. The freedom data are from
Freedom House website. The data for real GDP, trade openness and financial depth are from

World Development Indicators, World Bank.

A decrease in VIX suggests greater risk appetite and better global financial/liquidity
conditions (Gonzalez et al., 2008; Ozatay et al., 2009; Rey 2015; Rey 2016; Eichengreen et

3 Emerging market economies are those that are included in the Morgan Stanley Capital International (MSCI)
index and comprises Argentina, Bangladesh, Bosnia and Herzegovina, Botswana, Brazil, Bulgaria, Chile, China,
Colombia, Croatia, Czech Republic, Egypt, Estonia, Hungary, India, Indonesia, Israel, Jordan, Kazakhstan,
Kenya, Lithuania, Malaysia, Mexico, Morocco, Nigeria, Pakistan, Peru, Philippines, Poland, Romania, Russia,
Serbia, Slovak Republic, Slovenia, South Africa, South Korea, Thailand, Turkey.

66



al., 2016; Obstfeld et al., 2018). An increase in main push factor implies worsening global
financial environment. According to the Heckscher-Ohlin-Mundell framework, trade integra-
tion decreases the incentives for capital to flow capital-scarce economies. On the contrary
to the implications of Heckscher-Ohlin-Mundell suggesting substitutionary relation between
trade integration and capital mobility, Antras and Caballero (2009) report that the relation
between capital mobility and trade integration can be complementary in the presence of fi-
nancial frictions. Davis and van Wincoop (2018) provide a theoretical model and find that
higher trade openness reduces the correlation between gross capital inflows and outflows.
Cerutti et al., (2017) find that the sensitivity of portfolio bond flows to global financial con-
ditions is higher in more open economies. Ozmen and Tagdemir (2019) find that higher level
of trade openness considerably increases the sensitivity of capital flows to pull factor. The
seminal work of Schumpeter (1911) suggest that financial development and better financial
intermediation are important determinants of economic growth. Levine (1997) report that
financial development promotes investment and economic growth by facilitating better pro-
ductive allocation of resources and risk diversification. Alfaro et al., (2009) and Azman-Saini
et al., (2010) suggest that financial development is an important precondition for augmenting
a positive impact of FDI on economic development. Hermes and Lensink (2003), Hussain
and Kimuli (2012) also emphasize the importance of financial development as an indicator
for productivity growth, dissemination of foreign technology and accumulation of capital.
Bengoa and Sanchez-Robles (2003) state that countries that have high levels of freedom has
been more attractive to foreign investors. Kapuira-Foreman (2007) find that the presence of
economic freedom results with higher FDI flows. Dutta and Roy-Kyklos (2010) report that

higher level of FDI inflows promotes the media freedom.

The conventional estimation procedures like panel fixed effect may not be appropriate
for estimating a dynamic model such as Eq. 3.1. The correlation between the error term and
lagged dependent variable does not vanish mainly due to the time-invariant country-specific
component of the error term. In dynamic models like Eq. 3.1, generalized method of mo-
ments (GMM) estimation procedure that introduced by Holtz-Eakin et al., (1988), Arellano
and Bond (1991), Arellano and Bover (1995) will be more appropriate since this procedure
provides consistent estimators by considering the reverse causality and endogeneity issues.

Arellano and Bond (1991) developed the first difference GMM method. This procedure is
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based on transforming the variables into first differences in order to omit the country-specific
fixed effects, and then uses the lags of the variables in level form as instruments. Alonso-
Borrego and Arellano (1999) and Blundell and Bond (1998) suggest that first difference GMM
procedure is subject to weak instrument problem for the case of explanatory variables are per-
sistent over time. At this point, Arellano and Bover (1995) and Blundell and Bond (1998)
developed the system GMM procedure that associates the regression in differences and levels
in a system. The instruments for the regression in differences are the lags of the variables
in level form and the instruments for the regression in levels are the lags of the variables in

difference form.

Table 3.1 reports the two-step system GMM estimation results. We consider aggre-
gate capital inflows along with their main components portfolio equity, FDI and other invest-
ment inflows for our EME sample. It may be plausibly argued that the basic pull variable
(GROWTH) and the variables representing structural domestic conditions (Openness, Depth
and Freedom) are potentially endogenous for the evolution of the capital inflows. The VIX
index is treated as exogenous. In the estimation, we use all the available t-2 and t-3 dynamic
lags of GROWTH, Depth, Freedom and Openness as instruments. As noted by Bond (2002),
the maintained endogenous variables should be treated symmetrically with the dependent
variable, therefore we specify exactly the same dynamic lag structure for the instruments for
the dependent variable (capital inflows). The instrument set contains also the current values

of the maintained strictly exogenous variables VIX.

The consistency of the GMM estimators and the validity of instruments crucially de-
pend on the absence of higher-order serial correlation in the idiosyncratic component of the
error term. If the disturbance in the original dynamic levels equation is not serially correlated,
there should be evidence of significant negative AR(1) and no significant AR(2) in the differ-
ence equation (Arellano and Bond, 1991). The equations in Table 3.1 pass all the diagnostics

including the Hansen-Sargan test of over-identification restriction.

The estimation results reported in Table 3.1 suggest that, the main push factor (vix)
is negative and statistically significant in explaining aggregate capital flows and their main
components. Consequently, better global financial conditions and liquidity (a decrease in

VIX) leads to an increase in all types of capital flows to EME. Under financial turbulence,
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Table 3.1: The Main Determinants of Capital Inflows: GMM Estimation Results

Capital Inflows | Portfolio Inflows | FDI Inflows | Other Inflows
Eq. 3.1 (3.1.1) (3.1.2) (3.1.3) (3.14)
0.452%%*%* 0.086%*%* 0.559%#%** 0.536%%*
Lag. Dep. Variable
(0.033) (0.029) (0.040) (0.027)
) -0.013%** -0.009%** -0.004%** -0.005%**
VX,
' (0.002) (0.001) (0.001) (0.001)
GROWTH, 0.3 0.010 0.068 0.165
(0.040) (0.025) (0.023) (0.022)
-0.007%* -0.002%** 0.001 -0.001
Freedom;,
(0.003) (0.001) (0.001) (0.002)
-0.007 0.001 0.007 -0.001
Openness;
(0.021) (0.004) (0.008) (0.009)
-0.014 0.008 0.016%* -0.016
Depthj
(0.027) (0.006) (0.007) (0.012)
0.083#%* 0.037%** 0.003 0.025%
Constant
(0.036) (0.007) (0.011) (0.014)
Test Statistics
NT 700 667 942 944
N 37 37 38 38
X 31.75% 35.529 24.15% 31.109
ml -1.76[0.078] -3.24[0.001] -4.45[0.000] | -3.73[0.000]
m2 1.20[0.231] 0.58[0.559] 0.97[0.331] | 0.46[0.644]
2 (6) 1379.81%%%* 1140.37%*%* 274.91%** 1452.94 %%
X [0.00] [0.00] [0.00] [0.00]

Note: NT and N show, respectively, the total number of observations and cross section units. The values in square
brackets are p-values, and in brackets are the standard errors. * * *, ** and * denote, respectively, significance
level at 1, 5 and 10 percent levels. xlefs is the x? test of the Hansen-Sargan test for instrument validity and
overidentification restrictions. € represents that instruments and overidentication restrictions are valid. m1 and
m?2 are the asymptotically normally distributed first and second order serial correlation test of the Arellano and
Bond (1991). x‘%, is the Wald test for the joint significance of the regressors.

on the other hand, capital inflows significantly decrease. This result is consistent the findings
of the recent literature including Rey (2016). The main pull factor, GROWTH, is positive
and significant for aggregate capital, FDI and other investment inflows. The positive impact
of GROWTH on capital inflows suggests that all the capital flow types are pro-cyclical, ex-
cept portfolio equity inflows. Consequently, capital inflows increase and potentially appear to
amplify domestic growth in EME during episodes of higher growth. However, during down-

turns of growth, capital inflows tend to decrease and potentially lead to recessions to be much
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deeper. This is, indeed, consistent with the findings of Kaminsky et al., (2004) suggesting that
most OECD and developing economies experience the episodes of capital inflows in good
times and capital outflows in bad times. Also, Kaminsky et al., (2004) find that macroeco-
nomic policies are expansionary in the episodes of capital inflows whilst contractionary in the
episodes of capital outflows. Therefore, the reinforcement of capital flow and macroeconomic

cycle leads to the "when it rains, it pours" symptom.

Our results for the impacts of the main pull and push factors provides a support Avdjiev
et al., (2018) which find that capital inflows are negatively associated with vix and positively
associated with GDP growth across all capital flow types, except portfolio equity. The results
by Sarno et al., (2016) and Boero et al., (2019) also suggest that global push factors dominate
domestic variables in explaining portfolio flows. The statistical insignificance of GROWTH
in explaining portfolio flows appears to support Sarno et al., (2016) and Boero et al., (2019).
Our findings are also in line with Eichengreen et al., (2018) which suggest that portfolio flows
are mainly driven by push factors. Eichengreen et al., (2018) further finds that FDI inflows
are explained mainly by pull factors, whilst other investment flows are driven by both push

and pull factors.

The Freedom variable which is the simple average of political rights and civil liber-
ties is an important determinant of the aggregate and portfolio inflows in EME. The freedom
variable lies between one and seven with higher values representing the lowest freedom. The
Freedom variable is negative and statistically significant in the equations of aggregate capital
and portfolio equity inflows. The aggregate and short-term (portfolio) capital inflows tend to
prefer EME with more political rights and civil liberties. As already discussed, the literature
provides often contrasting and inconclusive results for the impact of trade integration on capi-
tal flows. The conventional Heckscher-Ohlin-Mundell framework postulates that higher trade
integration decreases the incentives for capital to flow capital-scarce economies. On the con-
trary, Antras and Caballero (2009) report that the relation between capital mobility and trade
integration can be complementary in the presence of financial frictions. Cerutti et al., (2017)
find that the sensitivity of portfolio bond flows to global financial conditions is higher in more
open economies. The results by Table 3.1, however suggest that openness to international
trade, is not, indeed significant in explaining capital flows to EME. Financial depth is positive

and statistically significant for FDI inflows. Consequently, long term international financial
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investments such as FDI, appear to prefer more developed financial markets.

Our findings suggesting the importance of global financial conditions on capital in-
flows is in line with the finding suggesting that EME “need to closely monitor their lenders
and investors to assess their inflow exposures to global push factors” (Cerutti, et al., 2017, p.
v). However, higher growth is also very important in attracting capital flows to EME. Further-
more, domestic structural conditions such as freedom is important as portfolio inflows tend to
decrease with a worsening of liberty and human rights. Higher financial development is found
to be important in attracting FDI inflows. To conclude, the main domestic pull (GROWTH)
and external push (VIX, global financial conditions) are very important determinants of capi-
tal inflows in EME. However, freedom and financial development also matter for certain types

of capital inflows.

3.3 Exchange Rate Regimes and the Main Determinants Capital Flows

The conventional wisdom suggests that credible managed exchange rate regimes (ERR)
allow countries to import monetary policy credibility (and hence lower inflation) of the anchor
currency country, reduce transaction costs and provide exchange rate guarantee and thus, it
is expected that capital flows will be higher in credible managed ERRs (Rogoff et al., 2004).
On the other hand, ERR flexibility extends the macroeconomic policy tools as indicated by
trilemma in international macroeconomics. In this vein, Edwards (2011) reports evidence that
ERR flexibility allows countries to reconcile external shocks. Consequently, the results by di
Giovanni et al., (2008) indicate that impacts of external shocks are magnified in more rigid
ERRs. Similarly, Erdem and Ozmen (2015) find that the impacts of external real and finan-
cial shocks and domestic variables are significantly larger in managed ERRs as compared to

floats.

The recent empirical literature presents mixed and conflicting results on the impact
of ERR on capital inflows. For example, Magud et al., (2014) and Boudias (2015) find that
exchange rate regime flexibility has no effect on capital flows in emerging market economies.
Passari and Rey (2015) state that the insulation effects of floating ERRs may have been over-

estimated. Aizenman et al., (2016) find that the impact of center economies’ monetary policy
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changes on financial development in the periphery countries varies by depending on the ERR
and it is higher in more flexible ERRs. Cerutti et al., (2017) report that the sensitivity of cap-
ital inflows to global financial cycle does not change across the prevailing ERRs. However,
Cerutti et al., (2017) suggest that the impact of global push factors on portfolio bond inflows
is higher in emerging market economies with more flexible ERRs. Obstfeld et al., (2018) pro-
vides that the transmission of global financial shocks and domestic pull factors are magnified
under a fixed ERR relative to more flexible regimes in emerging market economies. Barrot
and Serven (2018) and Lafuerza and Servén (2019) find that the impact of global financial
conditions on capital flows is higher in more financially open and less flexible ERRs. Ghosh
et al., (2014) and Calder6n and Kubota (2019) indicate that countries with less flexible ERRs
are more likely to experience surge episodes. Ghosh et al., (2015) report that macroeconomic
and financial vulnerabilities are lower in more flexible ERRs. Davis and Zlate (2019) state
that more open and floating ERR prevailing countries partially connect domestic monetary
policy to the base country’s policy. Carvalho (2019) suggests that capital flows and domestic
money holdings are correlated in floating ERRs. Wei (2018) indicates that flexible ERR pro-
vides asymmetric or incomplete insulation from foreign monetary policy shocks while capital

controls provide insulation independent of the prevailing ERR.

In this part of the study, we consider the de facto —i.e., the actually followed, rather
than the officially declared classification by Ilzetzki et al., (2017) (IRR). The classification by

IRR divides de facto regimes into 6 “coarse” 15 “fine” categories reported in Table 3.2.

IRR notes that classifying episodes of severe macroeconomic instability with very high
inflation and exchange rate change as floating, intermediate or pegged may be misleading as
they could be incorrectly attributed to the ERR*. IRR classifies these episodes as “freely
falling”. In these classifications, higher values (up till 4 and 13, respectively in the coarse
and fine classifications) denote more flexible exchange rate arrangements. In this context,

Reinhart and Rogoff (2004, p.16) notes that:

4 Note that, Magud et al., (2014) and Boudias (2015) results are based on estimations of the equations which
include ERRs defined by the IRR coarse classification ranging from 1 to 6. As already noted, in the IRR
classification, the higher numbers correspond to more flexible ERRs up till 4. Consequently, maintaining that
the “freely falling” and dual markets as more flexible ERRs than the floating regime may seriously be misleading.
Therefore, the results by Magud et al., (2014) and Boudias (2015) should be interpreted with an extreme caution.
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In our view, regimes associated with an utter lack of monetary control and the

attendant very high inflation should not be automatically lumped under the same

exchange rate arrangement as low inflation floating regimes. On these grounds,

freely falling needs to be treated as a separate category ....

Table 3.2: The de facto ERR Classification

Fine Coarse
No separate legal tender ERR1
Pre announced peg or currency board arrangement ERR2 ERRI
Pre announced horizontal band that is narrower than or equal to +/-2 | ERR3
De facto peg ERR4
Pre announced crawling peg ERRS5
Pre announced crawling band that is narrower than or equal to +/-2% | ERR6 ERR?
De facto crawling peg ERR7
De facto crawling band that is narrower than or equal to +/-2% ERR8
Pre announced crawling band that is wider than or equal to +/-2% ERR9
De facto crawling band that is narrower than or equal to +/-5% ERRI10 ERR3
Moving band that is narrower than or equal to +/-2% (i.e., allows for ERRI1
both appreciation and depreciation over time)
Managed floating ERRI12
Freely floating ERR13 | ERR4
Freely falling ERR14 | ERRS
Dual market in which parallel market data is missing ERR15 | ERR6

Source: Ilzetzki et al., (2017)

In our sample, by using coarse ERR classification, 20.94 percent of the countries are

in ERR1, 37.65 percent are in ERR2, 40.81 percent are in ERR3, 0.60 percent are in ERR4.

In light of the recent findings in the literature, the rest of this chapter investigates
whether prevailing ERRs magnifies the impact of pull and push factors in the analysis of cap-

ital flows. First of all, we will report fully-modified OLS (FM-OLS) and then panel threshold

estimation results.

3.3.1 Exchange Rate Regimes and the Long-Run Determinants of Capital Inflows in

EME

The bulk of the literature often ignores the integration and co-integration of the vari-

ables in the variable spaces postulated to explain capital flows. In this part of this study,

73




we attempt to provide a contribution by considering also this crucially important empiricial
issue. To this end, we first employ FM-OLS procedure of Phillips and Hansen (1990) and Pe-
droni (2001). We prefer to use FM-OLS since the procedure incorporates a semi-parametric
correction to the OLS estimator to eliminate the potential heterogeneity in the long-run re-
lationship along with the endogeneity and serial correlation. The stationary residual of the
estimated model with nonstationary variables implies the long run equilibrium-relationship
(cointegration). By providing that the variables are cointegrated, FM-OLS procedure pro-

vides super-consistent estimators.

The GMM estimation results presented by the previous section basically suggest that
capital inflows are driven mainly by pull (GROWTH) and push (VIX) factors. In the context
of this evidence, we now investigate that whether the impacts of pull and push factors differ
across the prevailing ERR in explaining capital flows for an unbalanced panel of 35 EMEs’
over the annual sample from 1986 to 2015. To this end, we consider the following benchmark
equation:

CIFy = oy + 01 GDP; + ovix; + u; 3.2)

In Eq. 3.2, the subscript i and ¢ represent, respectively, country and time, CIF is gross
capital inflows scaled by GDP in current US dollars, GDP is the log of real GDP in constant
2010 US dollars and vix is the log of the Chicago Board Options Exchange’s equity option
volatility index. We estimate Eq. 3.2 also for the main components of aggregate capital
inflows, namely, portfolio equity, FDI and other investment inflows by scaling these variables
with GDP in current US dollars. ERR variable covers the observations for ERR1 (hard pegs),
ERR2 (limited flexibility), ERR3 (managed floating) and ERR4 (freely floating). The ERR
variable is time varying and lower numbers indicate less flexible ERRs. As already noted,
following Rogoff et al., (2004), we do not consider the episodes of ERRS (freely falling) and

ERRG6 (dual market) of the coarse classification.

Table 3.3 reports Levin et al., (2002) panel unit root test results for capital flows and

their main components, real GDP, and augmented Dickey-Fuller test for vix. The panel unit

5> Emerging market economies are those that are included in the Morgan Stanley Capital International (MSCI)
index and comprises Argentina, Bangladesh, Bosnia and Herzegovina, Brazil, Bulgaria, Chile, China, Colom-
bia, Croatia, Czech Republic, Egypt, Hungary, India, Indonesia, Israel, Jamaica, Kenya, Lithuania, Malaysia,
Mexico, Morocco, Nigeria, Pakistan, Peru, Philippines, Poland, Romania, Russian Federation, Serbia, Slovak
Republic, Slovenia, South Africa, South Korea, Thailand and Turkey.
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root test results suggest that all the variables are nonstationary (I(1)) in levels and stationary
(I(0)) in first differences. Table 3.4 reports the FM-OLS estimation results. Panel unit root
test results of Levin et al., (2002) suggest that the residuals in the equations are stationary.
Therefore, the estimation results in Table 3.4, may be interpreted as representing a long-run

equilibrium relationships i.e. cointegration.

Table 3.3: Unit Root Tests

LLC
Variables Levels First Differences
Capital_Inflows; 1.24[2] | -7.86[1]**
Portfolio_Eq._Inflows;; | 3.53[2] | -9.02[1]**
FDI_Inflows; 3.15[2] | -12.81[1]**
Other_Inv._Inflows; 2.36[2] | -14.38[1]**
GDP; -0.07[1] | -12.51[1]**
ADF
vix; 0.96[0] | -8.22[0]%*

Note:LLC and ADF are the Levin, Lin and Chu (2002) panel unit root and augmented Dickey-Fuller test, respec-
tively. ** denotes the rejection of the unit root null at the 5 percent significance level. The values in brackets [.]
are the lag lengths which may be plausible for annual data. The unit root test equations contain a constant term
and trend.

In Table 3.4, managed ERRs define the episodes for ERR1 (hard pegs) and ERR2 (lim-
ited flexibility) while floating ERRs® represent the episodes for ERR3 (managed floating) and
ERR4 (freely floating) in the coarse ERR classification of Ilzetzki et al., (2017). The estima-
tion results in Table 3.4 suggest that, the main push factor (vix) is negative and statistically
significant in exploring the determinants of both aggregate and disaggregate capital inflows,
except FDI. This implies that better global financial cycle and greater risk appetite (a decrease
in vix) results with higher capital inflows. However, the effect of push factor differs across the
prevailing ERR. The main push factor is significantly negative in floating ERRs, except FDI
while it is negative and insignificant in managed ERRs except portfolio equity. For portfolio
inflows, the impact of main push factor is almost the same in managed and floating ERRs.
The main pull factor (real GDP) is positive and statistically significant in aggregate capital
and FDI inflows. This indicates that an increase in real GDP attracts more aggregate capital

and FDI inflows. But, the impact of pull factor also differs across the prevailing ERR. The

6 In this study, we use floating and flexible exchange rate regimes interchangeably.
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effect of pull factor is statistically significant only in floating ERRs, except portfolio equity.

Regarding the estimation results in Table 3.4, consistent with Eichengreen et al., (2018)
and Avdjiev et al., (2018), we find that aggregate flows determined by both pull and push
factors, portfolio equity flows driven by push factor, FDI flows determined by pull factor
and other investment flows explained by both pull and push factors. The effect of pull and
push factors differ across the ERRs. Except portfolio equity flows, pull and push factors are
significant only in floating ERRs. The results suggest that managed ERR provides insulation
mainly due to importation of monetary policy credibility of the anchor currency country, lower

transaction costs and exchange rate guarantee.

3.3.2 Exchange Rate Regimes as Endogeneous Thresholds

The literature is yet to investigate whether prevailing ERRs provide endogenous thresh-
olds for the impacts of basic pull and push factors on capital flows. In this context, the main
aim of this section is to investigate this important issue empirically for a balanced panel of 27
EMEs by employing panel threshold model of Hansen (1999)8. To this end, in accord with
the main findings of the recent literature and GMM estimation results reported in Section 3.2,
we postulate that global financial conditions proxied by vix as the main push factor and real
GDP growth as the main pull factor to explain capital inflows in EMEs. In this context, we
consider also the main components of capital (portfolio equity, foreign direct investment and

other investment) inflows.

To investigate the main determinants of gross capital inflows, we consider the follow-

ing simple benchmark equation:

CIF; = g+ 0yGROWTH; ;1 + 0pAvix; +ulj 3.3)

7 This part of the thesis is published as ERC Working Paper which is available at:
http://www.erc.metu.edu.tr/menu/series18/1810.pdf

8 A summary information for panel threshold estimation procedure is available in Appendix C.
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Table 3.4:

Exchange Rate Regimes and the Main Determinants of Gross Capital Flows

ViX; GDP; Statistics
Capital Inflows -1.088(0.542)** | 1.158(0.654)* | R?=0.206, LRV=18.794, N=33, NT=645, LLC=-17.73[0.00]
Managed ERRs -0.351(0.647) 1.691(0.856)** | R?=0.234, LRV=13.797, N=29, NT=374, LLC=-16.35[0.00]
Floating ERRs -1.224(0.525)** | 3.973(0.784)** | R?=0.459, LRV=7.222, N=20, NT=269, LLC=-14.10[0.00]

Portfolio Inflows

-0.786(0.185)**

0.198(0.226)

R?=0.191, LRV=2.109, N=34, NT=632, LLC=-20.59[0.00]

Managed ERRs -0.759(0.239)** | 0.378(0.313) R?=0.193, LRV=1.722, N=30, NT=360, LLC=-17.78[0.00]
Floating ERRs -0.769(0.226)** | 0.270(0.337) R?=0.245, LRV=1.347, N=20, NT=270, LLC=-13.89[0.00]
FDI Inflows -0.063(0.260) 0.580(0.247)** | R?=0.247, LRV=5.525, N=35, NT=829, LLC=-18.86[0.00]
Managed ERRs -0.098(0.331) 0.063(0.355) R?=0.222, LRV=5.085, N=31, NT=497, LLC=-15.58[0.00]
Floating ERRs -0.172(0.235) 1.780(0.321)** | R?=0.425, LRV=1.667, N=24, NT=329, LLC=-13.24[0.00]
Other Investment Inflows | -0.856(0.406)** | 0.067(0.386) R?=0.150, LRV=13.472, N=35, NT=831, LLC=-17.57[0.00]
Managed ERRs -0.113(0.472) 0.563(0.496) R?=0.178, LRV=10.378, N=31, NT=501, LLC=-14.27[0.00]
Floating ERRs -0.771(0.362)** | 1.567(0.497)** | R*=0.302, LRV=3.920, N=24, NT=327, LLC=-14.79[0.00]

Note: LRV denotes long-run variance. The values in parentheses are the standard errors. * and ** denote the significance at the 10 and 5 percent, respectively. N and NT are,
correspondingly, the numbers of countries and observations for the sample. LLC is the Levin et al., (2002) panel unit root test for the equation residuals. The optimum lag lengths
for the tests are chosen by the AIC. The values in brackets [.] are the p-values for the corresponding null hypothesis. The unit root test equation contains a constant and trend terms.



In Eq. (3.3), the subscript i and ¢ denote, respectively, country and time, A is the differ-
ence operator, CIF is gross capital inflows scaled by GDP in current US dollars, GROWTH
is the real GDP growth and vix is the natural logarithm of the VIX to proxy the global finan-
cial cycle. We postulate that capital inflows may parsimoniously be explained by the main
pull (GROWTH) and push (Avix) factors. Considering the potential endogeneity of real GDP
growth for the evolution of capital flows, we consider lagged GROWTH in Equation (3.3).

The benchmark Eq. (3.3) maintains that the impacts of the main pull and push factors
are invariant to the prevailing ERRs. Alternatively, ERR may be an endogenous threshold
variable magnifying the impacts of the main determinants of capital inflows. In the context of
the panel fixed effects threshold model of Hansen (1999), we first consider the impact of the

push factor:

CIF; = Bo+ BIGROWTH;, 1 + BAvix; (ERR < A) + BsAvix,(ERR > ) +u2;  (3.4)

Alternatively, the ERR may be postulated as a threshold for the impact of the main pull

factor:

CIF; = 8 + 81Avix; + 5, GROWTH;; | (ERR < ) + 8GROWTH;, |(ERR > A)+u3;
(3.5)

In Eq. (3.4) and Eq. (3.5), A is endogenously estimated single threshold value for the
ERR. Under the null hypothesis that 3, = 5 in Eq. (3.4) or 6; = 03 in Eq. (3.5), there are no
significant thresholds for the effects of the ERR and thus we obtain Eq. (3.3). We estimate
the equations also for the main components (portfolio equity, foreign direct investment and
other investment) of gross capital inflows. For the ERRs, we consider the de facto —i.e., the
actually followed, rather than the officially declared- classification by IRR. The classification
by IRR divides de facto regimes into 6 “coarse” -fixed, limited flexibility, managed floating,
freely floating, freely falling, dual market in which parallel market data is missing- and 15
“fine” (ERR1, ERR2, ... ERRI15) categories. As it allows more flexibility to estimate the
thresholds, we consider the “fine” classification of IRR in our empirical analysis. However,
we interpret our results considering also the “coarse” classification. Our effective estimation

sample does not contain the coarse (fine) ERR classification greater than 4 (13).
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Our balanced panel data contain 27 emerging market economies’ (EME) spanning
the period between 1996 and 2015. The choice of the sample is basically determined by
data availability to obtain a balanced data which is necessary to employ the Hansen (1999)
procedure. This sample period is, indeed, consistent with Obstfeld (2015, p. 15) indicating
that the post-1990 sample “captures the regularities that apply during the recent period of high

and growing financial globalization”.

Table 3.5 presents the results of the estimation of Eq. 3.4 employing the Hansen (1999)
procedure'® . The equation specifies that the impact of the main push factor (GFC, proxied
by Avix) may change across the prevailing de facto ERRs. The results by Table 3.5 suggest
that, the pull factor (GROWTH) is positive and significant in explaining all capital inflow
types except portfolio inflows. These results also strongly suggest that, ERR10 (crawling
band narrower or equal to +/- 5%) is the threshold for the impact of GFC on aggregate and
portfolio inflows. The ERR regime threshold is estimated as 8 (crawling band narrower or
equal to +/- 2%) for FDI flows. The threshold estimate for other investment inflows (12,
managed floating) appears to be statistically insignificant. For aggregate and portfolio inflows,
“managed floating” regimes in the de facto coarse classification of IRR are estimated as the
endogenous threshold. For FDI inflows, the threshold appears to be the “limited flexibility”
regime. The results suggest that, the push factor (Avix) is not significantly negative for all
capital inflow types, except portfolio inflows, in the low regime (more rigid ERRs). The
exchange rate stability appears to be effective in preventing a decrease in these capital inflows
in countries with more rigid ERRs. Worsening global financial conditions, on the other hand,
leads to a decrease in aggregate capital and portfolio inflows in EME implementing more
flexible ERRs. This is consistent with an interpretation that worsening GFC leads to capital
move from EME to the other EME with more rigid ERRs or to AE, respectively, due to

exchange rate guarantee or flight to safety concerns.

9 Emerging market economies (EME) are those included in the Morgan Stanley Capital International (MSCT)
index, and comprises Argentina, Brazil, Bulgaria, Chile, China, Colombia, Croatia, Czech R., Egypt, Hungary,
India, Indonesia, Israel, Kenya, Lithuania, Mexico, Morocco, Pakistan, Peru, Philippines, Poland, Romania,
Russian F., S. Africa, S. Korea, Thailand, Turkey.

10 Our preliminary results (not reported to save the space but available on request) suggested not to reject the null
hypothesis that two thresholds (three regimes) are insignificant for all the specifications considered in this paper.
The trimming parameter for the Hansen procedure is set to be 0.05 at both ends of the threshold variable but our
results are found to be robust for different plausible values.
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Table 3.5: Exchange Rate Regimes and the Threshold Impact of the Push Factor

Capital Flows Variable | Capital Inflows | Portfolio Equity Inflows | FDI Inflows Other Investment Inflows
10 10 8 12
Threshold ERR F;, [.]
9.47[0.02]** 7.83[0.05]%* 5.68[0.02]** 5.33[0.19]
The Determinants of Capital Inflows
GROWTH, ;4 0.369 (0.057)** | -0.007 (0.021) 0.128 (0.035)** | 0.240 (0.036)**
Avix;
0.938(0.851 -0.691(0.392)* 1.321(0.573)** | 0.503(0.435
ERR<1 ( ) ( ) ( ) ( )
Avi
Y -3.269 (1.102)** | -2.126 (0.414)** -0.601 (0.592) | -9.221 (4.223)**
ERR > A4
Constant 2.412 (0.280)** | 0.790 (0.105)** 1.718 (0.172)** | -0.106 (0.181)
N=27 NT=513 N=27 NT=513 N=27 NT=513 | N=27 NT=513
Statistics R*=0.10 R?=0.06 R*=0.05 R*=0.10
F=17.40 [0.00] F=10.9 [0.00] F=7.9 [0.00] F=19.6 [0.00]

Note: Fp[.] is the bootstrapped F-test based on 1000 replications to test the statistical insignificance of the threshold level and [.] is the p-value of the test. The values in parentheses
are the standard errors. * and **, respectively, denote significance at 5 percent and 1 percent levels. N and NT are, correspondingly, the numbers of countries and the effective

number of observations.
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Table 3.6: Exchange Rate Regimes and the Threshold Impact of the Pull factor

Capital Flows Variable | Capital Inflows | Portfolio Equity Inflows | FDI Inflows Other Investment Inflows
7 7
Threshold ERR F;, [.] > >
20.3[0.00]** 5.39[0.13] 4.67[0.17] 28.4[0.00]**
The Determinants of Capital Inflows
Avix, -0.578 (0.672) -1.204 (0.255)** 0.361 (0.416) 0.408 (0.422)
ROWTH,;,_
G A1 0.734 (0.099)** | -0.650 (0.342)* 0.226 (0.056)** | 0.519 (0.062)**
ERR<A
GROWTH;;_
=1 0.252 (0.062)** | 0.021 (0.240) 0.936 (0.039)** | 0.161 (0.039)**
ERR > A
Constant 2.460 (0.278)** | 0.803 (0.106)** 1.681 (0.172)** | -0.121 (0.740)
N=27 NT=513 | N=27 NT=513 N=27 NT=513 | N=27 NT=513
Statistics R*=0.12 R*=0.06 R?=0.04 R?=0.15
F=21.20[0.00] | F=10.0[0.00] F=7.6 [0.00] F=28.0 [0.00]

Note: Fj[] is the bootstrapped F-test based on 1000 replications to test the statistical insignificance of the threshold level and [.] is the p-value of the test. The values in parentheses
are the standard errors. * and **, respectively, denote significance at 5 percent and 1 percent levels. N and NT are, correspondingly, the numbers of countries and the effective

number of observations.



We now consider the alternative case that the impact of the pull factor (GROWTH)
changes across the ERRs. Table 3.6 presents the results of the estimation of Eq. 3.5 which
maintains ERR as a threshold for the impact of GROWTH. For FDI and portfolio inflows,
estimated threshold (ERR?7) is statistically insignificant. Therefore, the ERRs appear not to

provide a significant threshold for the impact of domestic growth on FDI and portfolio inflows.

For aggregate capital and other investment inflows, on the other hand, ERR5 (Pre
announced crawling peg; de facto moving band narrower than or equal to +/-1 percent) is es-
timated as the significant endogenous threshold. This threshold corresponds to mainly pegged
ERRs in the “coarse” classification of IRR (2017). The impact of domestic economic condi-
tions, proxied by GROWTH, appears to be substantially much higher on aggregate capital and
other investment inflows under pegged ERRs than more flexible ERR arrangements. GFC,
proxied by Avix, on the other hand, is negative and significant only for portfolio inflows. This
result, is indeed consistent with the results presented by Table 3.5 suggesting that ERRs pro-
vide thresholds for the impact of GFC. Consequently, ignoring these thresholds may lead to

misleading results.

3.4 Main Findings and Concluding Notes

The conventional economic theory suggests that free international movement of capital
is beneficial to countries mainly by increasing the investment, productivity and growth. This
chapter investigates the determinants of capital flows and analyzes whether the impacts of
the main common external (push) and country-specific (pull) factors on capital inflows are

invariant to the prevailing de facto exchange rate regimes (ERR) in EME.

Chapter 3.1 presents a brief review of the literature that explains the drivers of capital
flows. We report that the bulk of the recent studies investigate the determinants of capital
flows within the pull and push factors context thanks to the seminal contributions of Calvo et
al., (1993) and Fernandez-Arias (1996). Following the recent literature including Mirando-
Agrippino and Rey (2012; 2015), we consider VIX as to represent global financial/liquidity
conditions. In this context, we consider VIX as the main push factor and real GDP growth

as the main pull variable. This chapter briefly reviews also the recent literature stressing the
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roles of some structural domestic conditions in explaining capital flows.

Chapter 3.2 investigates whether structural domestic conditions such as institutional
quality represented by freedom (political rights and civil liberties), financial development and
openness to international trade are significant drivers of capital inflows in EME along with
the main push (VIX) and pull (GROWTH) factors. Considering the presence of the lagged
dependent variable and the potential endogeneity of growth and variables representing struc-
tural domestic conditions, we employ two-step system GMM estimation procedure developed
for dynamic panel data models. This may be interpreted as one of the important contributions
of this literature as the bulk of the literature employs conventional panel fixed/random effects
procedures in estimating the drivers of capital flows. Our empirical results are in line with the
recent literature including Avdjiev et al., (2018) which finds that capital inflows are negatively
associated with VIX and positively associated with GDP growth across all capital flow types,
except portfolio equity. Consistent with Sarno et al., (2016) and Boero et al., (2019), we find
that the global push factors tend to dominate the domestic pull factor in portfolio flows. Our
empirical findings provide a support also to Eichengreen et al., (2018) which suggest that
portfolio flows are mainly driven by push factors, FDI inflows are explained mainly by pull
factors, whilst other investment flows are driven by both push and pull factors. We also find
that structural domestic conditions are also important for certain types of capital inflows in
EME. The aggregate and short-term (portfolio) capital inflows tend to prefer EME with more
political rights and civil liberties. Financial depth is positive and statistically significant for
FDI inflows. Consequently, long term international financial investments such as FDI, appear

to prefer more developed financial markets.

The bulk of the empirical literature investigating capital flows does not consider the in-
tegration and cointegration properties of data and thus the recent advances in estimating non-
stationary panel data estimation procedures. Chapter 3.3.1 considers this issue and estimates
long-run (cointegrating) equations by employing the FM-OLS procedure. In this section, we
also investigate whether the impacts of the main pull and push factors are invariant to the
prevailing de facto exchange rate regimes. Our results strongly suggest that ERR do indeed
matter for the long-run impacts of the main pull and push factors. We find that better global
financial conditions (a decrease in VIX) results with higher capital inflows in the long-run,

except FDI inflows. The impact of this push factor, however, often differs across the prevail-
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ing ERR. For aggregate capital and other investment inflows, VIX is negative and significant
only under floating ERR. The main pull factor (real GDP) is positive and statistically signifi-
cant in aggregate capital and FDI inflows. This indicates that an increase in real GDP attracts
more aggregate capital and FDI inflows. But, the impact of pull factor also differs across the
prevailing ERR. The impact of GFC is substantially high under more flexible ERRs for all
capital inflow types except FDI. FDI inflows are basically determined by GROWTH across
all ERRs. Portfolio inflows are mainly determined by GFC. The pull factor is statistically
significant only in floating ERRs, except portfolio equity. The sensitivity of portfolio inflows
to GFC is almost the same under both of the ERRs. The impact of the domestic pull factor on
aggregate and other investment inflows tends to be much higher under more flexible ERRs!!
GFC are not significant in determining the evolution of aggregate and other investment inflows

under rigid ERRs.

Chapter 3.3.2 investigates whether prevailing ERR provide endogenous thresholds for
the impacts of basic pull and push factors on capital flows in EME by employing panel thresh-
old model of Hansen (1999). Our results provide a further support for a postulation that ERR
do often matter for the impacts of the main push and pull factors. The impact of the pull
factor (GROWTH) is substantially much higher under managed ERR for all capital inflows
except FDI and other investment inflows. The impact of the external financial conditions on
capital inflows increases with ERR flexibility. This result is consistent with the conventional
wisdom suggesting that credible managed ERRs encourage capital inflows by allowing coun-
tries to import monetary policy credibility of the center country and to provide exchange rate
guarantee. Our findings provide a further support also to the seminal paper by Calvo et al.,
(1996) which argues that greater exchange rate flexibility introduces uncertainty and thus may
discourage cross-border flows. An adverse global financial shock may be expected to lead to
domestic currency depreciation and thus to increase exchange rate risk in EME with floating
ERRs. All these may discourage foreign residents to buy domestic assets (capital inflows) of
these countries. Consistent with this interpretation, Ghosh et al., (2014) find that countries
with less flexible ERRs are more likely to experience capital inflow surges. Our results also

support the Passari and Rey (2015) postulation that the insulation properties of floating ERRs

I However, the FM-OLS estimation results suggest that the impact of main pull factor is significant in floating
ERRs in explaining aggregate, FDI and other investment flows. But, this result should be interpreted cautiously
since FM-OLS procedure explains the long-run equilibrium relation.
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may have been over-estimated!?.

To conclude, the results of Chapter 3.3 strongly suggest that ERRs appear to matter
for the impacts of the main global push and country-specific pull factors on the evolution
of capital inflows to EME. Exchange rate regime flexibility, albeit potentially providing a
buffer against external shocks by allowing more monetary policy independence, also contains
uncertainty and exchange rate risk discouraging capital inflows during the episodes of global

financial turbulence.

12 Our results, however, fail to provide a support to the recent Obstfeld et al., (2018) finding that the transmissions
of global financial shocks and domestic pull factors are magnified under a fixed ERR relative to more flexible
regimes in EME. Obstfeld et al., (2018) defines the ERRs thresholds as exogenous and maintains floating ERR
as the reference category. Furthermore, this finding by Obstfeld et al., (2018) is basically based on the estimation
of equations containing a dummy variable to control for the recent global financial crisis.
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CHAPTER 4

THE CONSEQUENCES OF CAPITAL FLOWS

International capital flows have often been regarded as one of the main drivers of
economic growth and business cycles especially in emerging markets (EME) and developing
economies (DE) as reported by the pioneering studies by Calvo et al., (1993; 1996). The
results by Kose et al., (2009) indicates that policies promoting financial development, institu-
tional quality, and trade openness appear to help developing countries to derive the benefits of
globalization. The recent findings of Kose et al., (2011), Erdem and Ozmen (2015) and Rey
(2016) provide a support for this critically important issue. As already reported in Chapter 2 of
this study and also indicated by Abraham and Schmukler (2018) and Lane and Milesi-Ferretti
(2018), the impressive increase in capital flows and international financial integration has led
the investigation of consequences of capital flows to be much more important theoretical and

topical issue in international economics literature.

The literature following the conventional Mundell-Fleming framework states that, for
a given monetary policy framework, capital inflows result with an appreciation and conse-
quently a contraction in net exports (exports minus imports) and growth (Blanchard et al.,
2017). However, the conventional wisdom also suggests that access to the foreign capital
provides additional funding for investment projects and thus, the impact of capital flows is
expected to be expansionary. Supporting this point, Mundell-Fleming model indicates that
capital inflows are expansionary given that the monetary policy rate is decreased adequately.
These important theoretical and economic policy issues are neatly summarized by Blanchard

etal., (2017, p. 563):

The workhorse open economy macromodel suggests that capital inflows are con-
tractionary because they appreciate the currency and reduce net exports. Emerg-
ing market policy makers, however, believe that inflows lead to credit booms and
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rising output, and the evidence appears to go their way.

Are capital inflows expansionary or contractionary? One would think that the
question was settled long ago. But, in fact, it is not. And there is a striking
schizophrenia.

Standard models, along Mundell-Fleming lines or more modern incarnations,
give one answer: For a given monetary policy rate, inflows lead to an appreci-
ation and thus a contraction in net exports and, in turn, a contraction in output.
... Emerging market policy makers, however, have a completely different view.
They see capital flows as leading to credit booms and an increase in output, which
can only be offset by an increase in the policy rate. The evidence appears to sup-
port the beliefs of policy makers: Capital inflows appear to be typically associated
with appreciations, credit booms, and an increase in output. They also appear to
play a major role in driving boom-bust cycles (Reinhart and Reinhart, 2009).

The basic motivation of this chapter is, indeed, provided by main question of Blan-
chard et al., (2017): On the theoretical consequences and policy implications of the interna-
tional capital inflows: “How can we reconcile the models and reality?” provides an impor-
tant starting point. The empirical literature, as convincingly reminded by Blanchard et al.,
(2017) provides mixed and often conflicting results on the impact of capital flows on eco-

nomic growth.

Reinhart et al., (2008) find that large capital flows increases the consumption volatility
and vulnerability to a crises and thus, decreases economic growth. Cardarelli et al., (2010)
report that surge episodes are positively associated with growth, but when surges come to
the end with tears, growth decelerates substantially. Combes et al., (2019) report that capital
flows are positively associated with growth in low and middle income countries. The findings
of Eng and Wong (2016) suggest that capital inflows do not lead to more growth, but capital
outflows are negatively associated with growth. The results by Durham (2004) suggest that
the impacts of FDI and portfolio flows on growth depend on the financial development level
of the host countries. Kyaw and Macdonald (2009) report that the impacts of FDI and port-
folio flows are growth-enhancing in middle income countries. Ghosh et al., (2016) suggest
that portfolio and other investment inflows are related with macroeconomic imbalances and
financial vulnerabilities. The empirical findings of Blanchard et al., (2017) support the pos-
tulation of emerging market policy makers suggesting capital inflows cause to credit growth

and increase the economic growth, but the expansionary impact of capital flows holds only
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for non-bond flows (the sum of portfolio equity, FDI and other investment flows).

The bulk of the earlier literature has often focused on the evolution and consequences
of net capital flows. As already reported in Chapter 3, gross flows are also crucially important
for growth and financial stability issues (Forbes & Warnock, 2012; Broner et al., 2013; Ghosh
et al., 2014). Abraham and Schmukler (2018) suggests that, for instance, in developed and
developing countries, financial globalization has manifested itself in increasing gross capital
flows (inflows and outflows) rather than larger net flows. Moreover, the literature, however,
often focuses on aggregate capital and FDI inflows. The recent literature, including Blanchard
et al., (2017), Igan et al., (2017) and Eichengreen et al., (2018), on the other hand, convinc-

ingly emphasize the importance of the consequences of the main components of capital flows.

The literature is yet to fully investigate whether the impacts of capital flows and their
main components are expansionary or contractionary. In this context, the main aim of this
chapter is to investigate this important issue for unbalanced panel of EME and DE. We first
investigate this important issue by considering and employing conventional estimation pro-
cedures like panel least squares and panel fixed effects. These two procedures, however, do
not consider the potential endogeneity of the explanatory variables. To tackle this issue, we
first proceed with the estimation of our model by employing two-step system GMM method.
As all these methods do not explicitly take into account the integration and co-integration
properties among the variables, we consider also fully-modified OLS (FM-OLS) and panel
autoregressive distributed lag (PARDL) models.

The plan for the rest of this chapter is follows. Section 4.1 briefly reviews the literature
on the consequences of capital flows. Section 4.2 presents a brief critical discussion of the
recent growth literature. In Section 4.3, we present a conventional growth model augmented
with capital inflow variables along with the global financial conditions proxied by VIX. This
section presents also results from panel least squares and panel fixed effects methods. Sec-
tion 4.4 considers the potential endogeneity problem and presents the two-step system GMM
estimation results. In 4.5, along with the human capital and financial development variables
of the conventional growth models, we consider also some other structural domestic vari-
ables including rule of law, trade openness and financial openness. This section considers the

integration and co-integration properties of the variables and employs FM-OLS procedure to
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estimate the equations. Section 4.6 is devoted to estimate equilibrium/error correction mecha-
nisms and short run coefficients by applying PARDL method. Finally, Section 4.7 summarizes

the main findings and concludes the chapter.

4.1 The Consequences of Capital Flows: A Brief Literature Review

The bulk of the earlier studies investigated the impacts of capital account liberaliza-
tion that is maintained as a pre-requisite for financial asset transactions on economic growth.
For instance, Bekaert and Harvey (1998) suggests that economic growth will be lower than
the potential level in economies with financial account restrictions. The findings of Levine
(2001) state that lessened restrictions on capital account is associated with higher economic
growth. In the same vein, Chanda (2005) indicates that prevailance of capital controls leads
to a decrease in growth. Dreher (2006) finds that the economic integration measured by the
lack of trade and capital account restrictions is associated with the higher economic growth.
Kose et al., (2009) suggest that financial openness leads to an increase in total factor produc-
tivity. Bussiere and Fratzscher (2008) report that financial openness is positively related with
economic growth in the short-run. Broner and Ventura (2016) provide a theoretical model
suggesting that, in the initial stages of development, countries discriminate between domes-
tic and foreign financial markets. In the later stages of development, however, they should
phase-out the discrimination so as to increase investment and growth. Edison et al., (2002)
report that the relation between international financial integration and growth is not robust
across to the alternative measures of international financial integration. The lack of robust as-
sociation between capital account liberalization and growth has been led the researchers also
to investigate whether this relation depends on the absorptive capacities of the economies.
In this context, the impact of capital account liberalization on economic growth is higher in
countries that have intermediate level of economic development (Edison et al., 2004), better
institutional environment (Arteta et al., 2001) and developed financial system (Eichengreen
and Leblang, 2003). Furthermore, the empirical findings of Klein and Olivei (2008) and
Quinn and Toyoda (2008) suggest that capital account liberalization is associated with higher

level of economic growth in developed countries.
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The recent studies often suggest that the impacts may vary according to the main
components of capital inflows. The bulk of the studies often agree with a result that FDI
enhances growth. Adams (2009) investigates the impact of FDI on economic growth for Sub-
Saharan Africa and finds that this impact is sensitive to the estimation procedure employed.
Adams (2009) also finds that FDI improves total factor productivity rather than increasing
the accumulation of capital and thus, enhances economic growth, albeit partially crowding
out domestic investment. In the same vein, Calderén and Nguyen (2015) find that foreign
aid and FDI flows are positively associated with economic growth in Sub-Saharan Africa
countries. According to Borensztein et al., (1998) FDI is an important vehicle for transferring
technology and promoting growth in emerging market and developing economies (EMDE)
only when the host country has a minimum threshold of human capital. Baharumshah et al.,
(2006) report that FDI enhances economic growth both in the short-run and long-run and this
impact of FDI is higher than domestic investment. Mody and Murshid (2005) suggest that
the positive association between foreign capital and investment is stronger in countries that
have better macroeconomic environment. The findings of Balasubramanyam et al., (1996)
provide a support for the Bhagwati hypothesis suggesting that growth impact of FDI is higher
in export-promoting countries than import-substituting countries. Aizenman et al., (2013)
suggest that lagged FDI increases the economic growth even in the crisis periods and in this
sense, they provide a support for the postulation that some types of capital flows are more
desirable than the others. Alfaro (2016) indicates that growth impacts of FDI depends on
domestic conditions and policies including policy environment, quality of local institutions
and financial markets, sector characteristics market structure, and spatial co-location. Kutan
et al., (2017) report that institutional quality encourages financial development and thus, leads
to improvement in the growth impacts of FDI in Middle East and North Africa countries. The
growth impacts of FDI flows also depend on the absorptive capacities in the host economies.
This impact, for instance, is higher in more open economies (Nair-Reichert and Weinhold,

2001) and developed financial markets (Alfaro et al., 2004).

Powell et al., (2002) find that lower aggregate inflows and higher outflows lead to a
decrease in growth. Bailliu et al., (2000) and Soto (2000) report that it is required to have
developed financial system to provide positive growth impact of capital flows. Mody and

Murshid (2011) find that the positive relation between capital flows and income per capita
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growth is stronger in countries that have less volatile growth. Leblebicioglu et al., (2015)
suggest that the impact of financial flows on economic growth is higher in more developed
financial markets. Slesman et al., (2019) report that the impact of aggregate capital flows and

thus finance on growth is positive in countries that have better political institutions.

The recent literature contains also some important studies attempting to explain the
consequences of extreme movements in capital flows (surges). Some of these studies explore
the consequences of capital flows in sectoral levels. For instance, Teimouri and Zietz (2018)
investigate the consequences of surges and find that these episodes can be negatively affect
the long-run growth projections in high income countries. Also, the findings of the authors
suggest that the impacts of these episodes do not lead to de-industrialization! in high-income
countries. However, surges lead to de-industrialization in middle income countries. Benigno
et al., (2015) explains the consequences of large capital inflows at the sectoral level and sug-
gest that large inflows lead to the reallocation of labor and capital from tradable (agriculture
and manufacturing) to the non-tradable (services) sector. Caselli et al., (2010) indicate that
keeping growth of public expenditure at the steady levels provide a soft landing in growth
following the end of surge episodes. Alfaro (2003) explains the growth impact of FDI flows
in sectors and finds that it is negatively associated in primary sector, positively related in
manufacturing sector and it has an ambigious effect in the services sector. Rajan and Zin-
gales (1998) report that industries that depend on foreign capital grow faster than the others
in countries that have developed financial markets. The findings of Igan et al., (2017) suggest
that more external finance dependent industries grow faster than less external finance depen-
dent industries in the pre-crisis period. Prasad et al., (2007) conclude that current account
balance is positively associated with growth in non-industrial countries. This finding suggests
that reliance on domestic savings is growth-enhancing since immaturity of financial markets
and fear of appreciation pressures limit the beneficial impacts of foreign capital. In this vein,
Cavallo et al., (2018) remark the importance of financing domestic investment with domestic
savings rather than foreign savings since when the latter come to the end the impact of long-
term losses outweights the short-term gains. On the other hand, Gente et al., (2015) find that

the impact of capital inflows on growth is greater in high saving countries.

' De-industrialization refers to the declining share in both of the manufacturing employment and/or output.
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The recent literature also focus on the consequences of the other main components of
capital inflows (i.e. portfolio equity and other investment inflows). The findings by Aizenman
and Sushko (2011), for instance, suggest that net portfolio equity and debt flows decelerate,
but net FDI flows accelerate the manufacturing sector growth. Converse (2018) reports that,
in the presence of maturity mismatch, volatility of capital flows leads to the volatility in
growth and total factor productivity. The results of Converse (2018) suggest that volatility
of portfolio flows decreases investment and growth, while level of portfolio flows enhances
growth and investment. Choong et al., (2010) conclude that FDI, debt and portfolio inflows
are all positively associated with growth in countries with more developed stock markets.
Slesman et al., (2015) find that portfolio equity, FDI and debt inflows are positively associated

with growth in countries that have better institutions.

4.2 The Empirical Growth Equations: A Brief Discussion

The Solow model provides an important starting point for the bulk of the growth lit-
erature. In the seminal paper published in (1956), Solow suggests that saving and population
growth rates determine the steady-state level of income per capita. The Solow growth model
maintains that there is constant returns to scale in the economy and the technological change
proxied by the intercept term in the standard Cobb-Douglas production function is given and
thus exogeneous over time. The Solow exogeneous growth model, in this context, does not
provide an explanation for the causes and consequences of technology changes over time.
Maintaining that, the economies have the same aggregate production function, the Solow
model predicts the different initial levels of per capita income will gravitate to a similar level
of income, i.e. income convergence. The Solow model also predicts that an increase in the
saving rate leads to higher steady-state level of income per capita while higher population

growth results with a decrease in steady-state level of income per capita.

The recent growth models, often termed as endogeneous growth models, pioneered
by Mankiw et al., (1992), however, postulate that technology and total factor productivity
and thus the production functions may not be the same for all countries. These endoge-
neous growth models mainly attempt to answer the causes of different capital and productivity

growth rates across countries. In these endogeneous growth models, technology differs from
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the conventional Solowian production inputs of capital and labor and consequently, policies to
promote total factor productivity growth such as building physical infrastructure, increasing
the knowledge and skills, encouraging research and development and enhancing institutional

quality and governance.

Macroeconomic growth models explain the main driving forces of economic growth
by attributing a special importance to exogeneous or endogenous variables (like technology,
research and development expenditures, saving rate and population, etc.) and thus, provide
the basis of exogeneous and endogeneous growth models. The main difference between these
growth theories lies in the assumption of the presence or absence of diminishing returns to
factors of production (Barro and Sala-i Martin, 2004). On the other hand, exogenous growth
models suggest that factors of production are subject to diminishing returns and this assump-
tion causes to the convergence that shows how fast a country reaches its steady-state income
per capita level as compared to initial income. At this point, Mankiw et al., (1992) finds that
the incorporation of some domestic endogeneous variables into the Solow model provides a
better understanding of the growth dynamics. The main findings of Mankiw et al., (1992) sup-
port the postulation that cross-country differences in income per capita can be explained by
considering the differences in saving, human capital, education and population growth. The
results by Barro (1991) also suggest that growth rate of real per capita GDP increases with
higher level of human capital, political stability, lower level of initial income, less government
consumption and a decrease in market distortions. By considering the time dimension of the
data, Barro (2015) investigates the impact of “modernization” on economic growth and finds
that this impact is positively significant in the OLS procedure and vanishes in the fixed ef-
fects method. Barro (2015) defines modernization as economic development that encourages
democratic institutions. Barro (2015) further suggests that the econometric problems caused

by fixed effects are overcomed by extending the time dimension of the data.

The seminal contributions of Barro (1991) and Mankiw et al., (1992) have been cen-
tered on the estimation of the following benchmark growth regression by employing the cross-
section analysis.

yi=0a+Byo+yXi+é& 4.1)

In Eq. (4.1), y; is the income per capita, yg is the initial income, X; is the set of

explanatory variables. Considering the Eq. (4.1), the main criticisms have been focused
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on two issues: common technology parameter assumption and the correlation among the

explanatory variables (Durlauf, Johnson, & Temple, 2005).

Islam (1995) is the first study which incorporates the time-series dimension of the data
into growth regression equations. According to Islam (1995), business cycle fluctuations and
serial correlation are reduced by averaging the data in non-overlapping five-years periods.

Islam (1995) considers the following benchmark equation.
Vie = Ui+ 0yi;—1 + BXi + ey 4.2)

In Eq. (4.2),1and t are, respectively, country and time, y;; is the real GDP per capita, X,
is the set of control variables and y; is the individual fixed effects. In contrast to the earlier em-
pirical studies that assume identical production functions, Islam (1995) argues that countries
differ in terms of their production functions and thus suggests to employ panel fixed effects
estimation procedure. Caselli et al., (1996) reports that the estimation of growth regressions
with lagged dependent variable and individual fixed effects causes to an endogeneity problem.
Caselli et al., (1996) proposes to use the difference GMM procedure to tackle this issue and
to obtain consistent estimators. Bond et al., (2001) indicates that difference GMM estimators
are biased when the instrument set is weak and hence, propose to use system GMM method
in explaining the sources of growth. Lee et al., (1997) and Durlauf et al., (2005) note that em-
pirical growth models based on cross-section regressions or panel data models that use some
time series (such as five-years) averages of the data are both unable to capture the dynamic

adjustment in income and total factor productivity levels.

Table 4.1 reports explanatory variables most widely used by growth studies following
the seminal contribution by Barro (1991). In the table, Y is the initial income, HC is the
human capital, G. Cons. is government consumption, Political Ins. is the political instabil-
ity to represent institutions. The column Int. reports whether these studies contain also an
intercept term. The most commonly used other variables are summarized in the additional
variables column. Sala-i Martin (1997) investigates the determinants of economic growth
by using 62 different explanatory variables and running 2 million regressions. The findings
by Sala-i Martin (1997) suggest that a large number of variables can be closely associated
with growth. As reported by Table 4.1, there is also a very wide range of additional vari-

ables including inflation, investment, population, saving, risk premium, terms of trade, life
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expectancy, fertility, governance, law and order, openness, democracy, among many more, to
explain growth?. The common point of the growth studies including those reported in Table
4.1 is their overemphasize of the convergence postulation (Eberhardt et al., 2011). Eberhardt
and Teal (2011) also state that the bulk of the empirical growth literature mainly focuses on
the convergence and does not pay enough attention to the main determinants of growth. In
this context, the authors suggest that a credible growth regression should also consider both

the heterogeneity and time-series dimension of the data.

The empirical literature defines the convergence®

as a concept that shows how fast a
developing/emerging country reaches to steady-state per capita income level of high income
countries as compared to their initial income levels. Most of the growth studies use the initial
income as one of the basic explanatory variables in the main growth regressions to estimate
whether there is convergence or not. The most common definitions of initial income in the
literature is listed by Table 4.2. The initial income has been defined as either the log. of initial
income in the beginning of the sample period or the log. of lagged per capita GDP. Note that,
in the presence of an initial income variable which is often constant for individual countries,
the estimation of the conventional models with an intercept term by employing a cross-section
fixed effects procedure is not feasible due to perfect multicollinearity. Also, this may result
in an identification problem as the initial income coefficient may indeed be representing the

intercept term rather than convergence. Because of these, the empirical models containing a

constant initial income variable do not include an intercept term.

2 Tt is worth noting that many studies consider consumption, investment, government consumption, export and
imports as amongst the variables to explain growth. As all these are indeed components of income, such a
specification may be interpreted as postulating the main parts of the GDP identity to explain GDP growth, and
consequently may be misleading.

3 According to Barro (2015), the convergence rate per year is measured as A = I’T"‘, where o is the coefficient
of the initial income variable and 7 is the time period.
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Table 4.1: An Overview of The Empirical Growth Equations

Basic Growth Variables in Barro (1991)

Authors GDP Definition Yo HC G.Cons. | Additional Var. Int. | Method
A RGDP th -Political Ins. (-, sign. .
Barro (1991), Table 1 . verage grow -, sign. | +, sign. -, sign. ot 1.ca ns ,( sign.) Yes | Cross-Section
in 1960-1985 -Inflation (-, sign.)
Log GDP per-worki -1 tment (+, sign. .
Mankiw et al., (1992), Table V o8 p.er workng -, sign. | +, sign. nves mr:n + s.lgn ) Yes | Cross-Section
age person in 1985 -Population (-, sign.)
Log GDP it -Savi , sign. .
Islam (1995), Table IV 08 DUEPErCaptta | Gen. aving (+ sign.) No | Fixed Effect
(five year averages) -Population (-, sign.)
Male -Political Ins. (-, .sign.)
Loe. dif. of RGDP (. sign.) -Investment (+, sign.)
og. dif. o -, sign. . . . .
Caselli et al., (1996), Table IV & -, sign. & +, sign. | -Premium (-, sign.) No | Dif. GMM
(five year averages) -Female .
i -Terms of Trade (+, sign.)
(+, sign.)

-Life expec. (-, insign.)

Sala-i Martin (1997), Table I

GDP Growth

-Regional Dummy (sign.)
(SSAand LA,-;

Absolute Latitude,+)

-Rule of law (+, sign.)

-Political ins. (-,sign.)

-Religion (sign.)

(Confucian, Budhist, Muslim, +
Protestant, Catholic, -)

-Market Distortions (-,sign.)
-Equity and Non-Equity
Investment (+, sign.)

-Primary sector production(sign.)
(Fraction of primary products in
total exports -; Fraction of GDP
in mining +)

-Openness (+,sign.)

-Degree of Capitalism (+, sign.)
-Former Spanish Colony (-, sign.)

Extreme Bound
Analysis
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Table 4.1: (cont’d)

Authors GDP Definition Yo HC G.Cons. | Additional Var. Int. | Method
-Life expec. (-, sign.)

-Fertility (-, sign.)
-Law & order (+, sign.)

-Male -Investment (+, sign.) OLS b
y

“Openness(+, sign.) No | controlling

RGDP growth ) (-, insign.) L
-, sign. -, insign.

Barro (2015), Table I
(five year averages) -Female - ATerms of trade

o . time effect
(+, insign.) (+, sign.)

-Democracy (+, insign.)
- Democracy?(-, sign.)
-Inflation (-, sign.)

-p-value, lags 5-8
Long-run effect of

Ist lag, (+, sign. : i
st lag, ( S1En ) democracy (+,sign.) Fixed effects
2nd lag, (-, sign.)

Acemoglu et al., (2019), Table II | Log. of RGDP L - - -Effect of democracy - by controlling
3rd lag, (-,insig.) . .
after 25 years(+,sign.) time effect
-Persistence of GDP
process, (+, sign.)

Notes: RGDP is the abbreviation for the real GDP per capita. SSA and LA denote, respectively, Sub-Saharan Africa and Latin America. In the Table, +/- indicates the direction of

4th lag, (-,sign.)

the relationship and sign./insign. implies the relation is significant/insignificant.



Table 4.2: The Definitions of Initial Income in the Growth Literature

Authors Definitions

Barro (1991) Real per capita GDP in 1960

Mankiw et al., (1992) Log of GDP per working-age person in 1960
Islam (1995) Logarithm of lagged per capita GDP

Caselli et al., (1996) Logarithm of lagged per capita GDP

Barro (2015) Logarithm of lagged per capita GDP
Acemoglu et al., (2019) | The first four lags of log. GDP per capita

4.3 Capital Inflows and Growth in Emerging Market and Developing Economies

(EMDE)

4.3.1 The Augmented Conventional Model and Estimation Procedures

To investigate the impacts of gross capital inflows and their main components on

growth, we first consider the following benchmark equation:
Ay = 0o + 01y;1995 + 0 HCjy + a3CIF; + 04vix; + 05 F Djg + uj 4.3)

Eq. (4.3) is in line with the conventional economic growth literature augmented with
the global financial conditions variable (vix). In (4.3), the subscript i and ¢ denote, respectively
country and time, Ay, is the log. difference of real GDP per capita (RGDP) in constant 2010
US dollars*, Yi,1995 is the log. of real GDP per capita in 1995, HC is the human capital index of
the Penn World Table version 9.0 (Feenstra et al., 2015), CIF; is gross capital inflows scaled
by GDP in current US dollars, vix; is the log. of VIX (Chicago Board Options Exchanges
equity option volatility index) as a proxy to global financial conditions and F D, is financial
development index of Svirydzenka (2016). The financial development index considers both
size and liquidity of financial institutions and markets and lies between zero and one, with
higher values denoting higher development. Initial income (y; 1995) and human capital (HC;;)
in (4.3) are the most commonly used drivers of growth. Rey (2015, 2016) convincingly ar-

gues that the VIX index proxies global financial cycle which is closely associated with capital

4 The main data source for real GDP per capita in 2010 US dollars is the World Development Indicators, World
Bank.
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flows, credit growth and asset prices. Kose et al., (2012) and Erdem and Ozmen (2015) state
that global financial conditions proxied by VIX is one of the most important determinants of
economic growth and business cycles in developing economies. Therefore, we include VIX
into the Eq. (4.3). King and Levine (1993) and Levine (2005) suggest that financial devel-
opment and better financial intermediation are important drivers of economic growth. Levine
(2005) argues that financial development promotes investment and economic growth by facil-
itating better productive allocation of resources and risk diversification. Hermes and Lensink
(2003), Hussain and Kimuli (2012) also emphasize the importance of financial development
as an indicator of productivity growth, dissemination of foreign technology and accumulation
of capital. Considering all these studies, Eq. (4.3) contains also financial development index

(FDjy).

Following the conventional literature, we first estimate Eq. (4.3) by employing panel
least squares and panel fixed effects procedures for an unbalanced panel of 37 EMEs’ and
15 DEs® over the annual sample from 1995 to 2015. The choice of the sample is mainly
determined by data availability. The following section considers the potential endogeneity
of the explanatory variables and presents the estimation of Eq. (4.3) by employing two-
step system GMM estimation procedure. In Chapter 4.5, we consider the integration and
co-integration properties of the variables, which is often ignored by the conventional growth

literature and report the long-run relationships between the variables.

Table 4.3 reports the panel least squares estimation results for Eq. (4.3). Following
the most of the literature, we consider Ay;, as the dependent variable in equations 4.3.1-4.3.4
in the table. Cline (2015, p.5) suggests that “testing cross-country growth patterns without
permitting a comparable cross-country level of real per capita income is a classic instance of
staging Hamlet without the Prince of Denmark". Therefore, we use also the log. difference of

real GDP per capita purchasing power parity (Ay:’”) in constant 2011 US dollars in Eq. 4.3.5

5 We use the classification of Morgan Stanley Capital International Index to define the economies as emerging
market and developing economies. Emerging market economies are Argentina, Bangladesh, Botswana, Brazil,
Bulgaria, Chile, China, Colombia, Croatia, Czech Republic, Egypt, Estonia, Hungary, India, Indonesia, Israel,
Jamaica, Jordan, Kazakhstan, Kenya, Korea Republic, Lithuania, Malaysia, Mexico, Nigeria, Pakistan, Peru,
Philippines, Poland, Romania, Russia, Serbia Republic, Slovak Republic, Slovenia, South Africa, Thailand and
Turkey.

6 Developing economies consist of Burkina Faso, Costa Rica, Cote d’Ivoire, Ecuador, Latvia, Malawi, Mali,
Moldova, Mongolia, Niger, Senegal, Togo, Ukraine, Uruguay, Venezuela.
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to provide a robustness check. In the equations, the level of real GDP per capita (RGDP) in

constant 2010 US dollars at 1995 (y; 1995) is taken as to represent initial income.

Table 4.3: The Augmented Conventional Model: Panel Least Squares Estimation

Results
Dependent Variable: Ayis AyLPP
Equation 4.3.1) 4.3.2) (4.3.3) (4.3.4) (4.3.5)
0.147%%% | 0.139%%% | 0.137%%% | 0.131%%% | (.14d%xs
Constant
0.018) | (0.014) | (0014 | (0.017) | (0.022)
-0.008%% | -0.007%%% | -0.007%% | -0.006%*
75,1995 0.002) | (0.002) | (0.002) | (0.002)

oI ool
! (0.003)
He, 0.015%%% | 0.010%%* | 0.011%%% | 0.009%* | 0.009%%%

0.003) | (0.003) | (0.003) | (0.003) | (0.003)
Portfolio_nflows, | 027 0.029 0.026
(0.060) (0.058) | (0.058)
FDL Inflows, 0.129%% 0.124%%% | (.125%%
(0.031) 0.036) | (0.036)
Other_Inv._Inflows;; O.116¥% 1 0.170%%% 1) 0.169%%
0.022) | (0.027) | (0.027)

, 20.034%% | 10,031 | _0.031%FF | 10,0325 | -0.032%%
Y 0.004) | (0.004) | (0.004) | (0.004) | (0.004)
D, 0.023%% | 0.020%%% | 0.031%%* | 0.027%%% | 0.026%%*

0.010) | (0.008) | (0.008) | (0.010) | (0.008)
NT 846 1141 1134 846 846
N 52 59 59 52 52
R? 0.101 0.109 0.117 0.161 0.159
F-statistic 18.847 | 27.851 | 29935 | 22.898 | 22.597
[p-value] [0.000] | [0.000] | [0.000] | [0.000] | [0.000]

Notes: Standard errors are in the parentheses. * significant at 10%; ** significant at 5%, *** significant at 1%.
NT shows the total number of observations; N shows the number of cross section units.

Equations 4.3.1 - 4.3.3 presents our estimation results, respectively, for the impacts of
portfolio equity, FDI and other investment inflows. Equation 4.3.4 considers the joint effects
of these capital inflows variables on growth. In Eq. 4.3.5, following Cline (2015), we consider

real GDP per capita purchasing power parity (Ay:"7).
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The estimated coefficients of initial income (y; 1995) varies between -0.006 and -0.008,
negative and statistically significant in the all equations in Table 4.3. The implied conditional
convergence rates are around 0.6% and 0.8% range per year. The association between human
capital and growth is positive and significant in the equations indicating that the impacts of
human capital on economic growth are expansionary. This result supports the postulation
of Mankiw et al., (1992) and Barro (2001) suggesting that human capital is one of the most

important determinants of economic growth.

The findings by Kose et al., (2012) and Erdem and Ozmen (2015) suggest that global fi-
nancial conditions proxied by VIX is one of the crucially important determinants of economic
growth. Supporting these conclusions, we find that the coefficient of vix is negative and sta-
tistically significant in equations 4.3.1-4.3.4 suggesting that better global financial conditions

and greater risk aversion are positively associated with growth.

King and Levine (1993) and Levine (2005) report that financial development and bet-
ter financial intermediation are significant determinants of economic growth. Consistent with
these results, we find that the relation between financial development and growth is signif-
icantly positive in all the equations in Table 4.3 suggesting that an increase in the size and

liquidity of financial markets leads to the increase in economic growth.

Eq. 4.3.1 in Table 4.3 reports the estimation results for the impact of portfolio equity
inflows on growth (Ay;). The results suggest that the estimated coefficient of portfolio equity
inflows is positive, but not statistically significant. The literature provides mixed results for
the growth impacts of portfolio flows. Aizenman and Sushko (2011), for instance, find that
net portfolio equity and debt flows decelerate manufacturing sector growth. On the other
hand, Choong et al., (2010), Slesman et al., (2015) and Converse (2018) all report that higher

portfolio inflows lead to higher growth.

Adams (2009) suggests that FDI improves the total factor productivity and thus, in-
creases the economic growth. Kose et al., (2009) find that FDI promotes total factor produc-
tivity. Borensztein et al., (1998) finds that FDI promotes growth in EMDE only when the host
country has a minimum threshold of human capital. Baharumshah et al., (2006) report that
FDI and economic growth are positively associated both in the short-run and long-run. The

findings of Aizenman et al., (2013) suggest that lagged FDI raises the economic growth and
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provide a support for the postulation that some types of capital flows are more desirable than
the others. Choong et al., (2010) state that FDI is growth enhancing in countries with more
developed stock markets. Slesman et al., (2015) report that FDI flows are positively related
with economic growth in countries that have better institutions. Alfaro et al., (2004; 2016)
indicate that growth-enhancing impacts of FDI is higher in countries that have developed fi-
nancial markets, better domestic conditions and policies. Consistent with all these findings,
the results by Eq. (4.3.2) of Table 4.37 strongly suggest that FDI inflows are growth enhancing
in EMDE.

Ghosh et al., (2016) report that other investment inflows are associated with macroe-
conomic imbalances and financial vulnerability. Durham (2003) does not find a significant
association between other investment flows and growth. Reisen and Soto (2001) suggest that
the growth enhancing impact of other investment flows depends on the capitalization ratio of
domestic banks and find that other investment flows result with lower growth. On the contrary
to Ghosh et al., (2016), Durham (2003) and Reisen et al., (2001), the estimation results in Eq.

(4.3.3) suggest that the impact of other investment inflows are expansionary for EMDEs.

Equation 4.3.4 considers the joint effects of these capital inflows variables on growth.
The results presented by eq. 4.3.4 are virtually the same with those reported by equations
4.3.1,4.3.2 and 4.3.3. Consequently, our results tend to be robust to the inclusion of the main
components of capital inflows seperately. In Eq. 4.3.5%, following Cline (2015), we consider
real GDP per capita purchasing power parity (Ay?’"). The results appear essentially to be the
same with those reported by Eq. 4.3.4. Therefore, our findings may be interpreted as being
ppp

robust also to the use of Ay;,

and Ay;;.

4.3.1.1 Panel Fixed Effects Results

The literature often considers an initial income variable which is, indeed, constant for

all the cross-sections. The use of panel least squares procedure allows us to use of initial in-

7 FDI and other investment flows data are available for more cross-section units. Therefore, the sample for
the estimation of the equations 4.3.2 and 4.3.3 contains also observations for Bolivia, Dominican Republic, El
Salvador, Guatemala, Honduras, Morocco and Swaziland.

8 In Eq. (4.3.5), initial income corresponds to the log. of real GDP per capita purchasing power parity in 1995.
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come along with an intercept term. This is not feasible, however, for the fixed effect procedure
as the inclusion of constant term along with initial income leads to perfect multicollinearity
problem. Furthermore, this may also result in an identification problem as the initial income
coefficient may indeed be representing the intercept term rather than convergence. Because of
this, the bulk of the studies using a constant initial income for the cross-sections does not pro-
vide an intercept term estimation. Therefore, equations reported by Table 4.4 do not contain

a seperate intercept term.

We now proceed with the estimation of following equation® by using panel fixed effects pro-
cedure:

Ay = 0+ 01yis—1 + 0HCy + 03CIFy; + 04vix; + s F Dy + uy; 4.4)

Following Islam (1995), Caselli et al., (1996) and Barro (2015), we include y; ;1 to proxy
initial income. The results from the panel fixed effects procedure tend to be essentially the
same with those from the panel least squares. Portfolio inflows are again found to be statisti-
cally insignificant. The estimated coefficients for FDI and other investment inflows reported
in Table 4.3 and Table 4.4 are almost identical to each other. This suggests that the impacts
of FDI and other investment flows are expansionary. Compared to equations 4.3.2 and 4.3.3,
the impacts of human capital (HC) and financial development (FD) are substantially higher
in Table 4.4. This may indeed be the result of the different definitions of initial income in
the tables. Our results appear to be robust to the inclusion of the main components of capital

inflows jointly (Eq. 4.4.4) and to the use of Ay?”” and Ay;, (Egs. 4.4.4 and 4.4.5).

it

9 Durlauf et al., (2005) suggest that the bulk of the growth literature employs panel fixed effects since this method
provides unbiased estimators even if the omitted variables that are constant over time and they are uncorrelated
with the regressors.
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Table 4.4: The Augmented Conventional Model: Panel Fixed Effects Estimation Results

Dependent Variable: Ay AyDPP
Equation: @41 | @442 | @43 | @44 | 445
. 0.733%%% | 0.546%% | 0.548%%% | 0.696%** | 0.756%%*

‘ 0.072) | 0.059) | (0.058) | 0.070) | (0.076)

20,0915 | 20.070°%% | -0.072%% | -0.090%%%
Fir-l ©.011) | 0.009) | (0.009) | (0.010)

o 20,0907
: (0.010)
e, 0.050%%% | 0.049%%* | 0.053%** | 0.060%** | 0.060%**

0.015) | 0.013) | 0.013) | 0015 | (0.015)
Portiotio_nflows, | 023 0.048 0.048
(0.058) 0.056) | (0.056)
FDL Inflows, 0. 14975 0.102%% | 0.102%*
(0.034) 0.040) | (0.040)
Other_InV._InﬂOWSi, 01307 0.190%= 0.190%%
0.022) | 0.027) | (0.027)

, 20,0374 | 20,0325 | -0.031%%% | -0.035%%% | -0.035%%*
v 0.004) | (0.003) | (0.003) | (0.004) | (0.004)
. 0.133%%% | 0.115%%% | 0.116*** | 0.098%** | 0.098%**

0.028) | 0.025 | 0.024) | 0.027) | (0.027)
NT 846 1141 1134 846 846
N 52 59 59 52 52
R 0.301 0.266 0277 0352 0352
F-statistic 6.063 6211 6.494 7357 7357
[p-value] [0.000] | [0.000] | [0.000] | [0.000] | [0.000]

Notes: Standard errors in parentheses. *significant at 10 percent, ** significant at 5 percent, *** significant at 1

percent. NT shows the total number of observations, N shows the number of cross section units.

4.4 Capital Inflows and Growth: GMM Estimation Results

We consider the following benchmark equation:

AYPPP —

it

o+ oy,

+ o HCj + 03CIF;; + 04vixy + 05 F Dy + ujy

4.5)

As already presented in the earlier sections, the subscript i and t denote, respectively

country and time, Ay;,

adjusted in constant 2011 US dollars, y’*?

ppp

i1
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is the log. difference of real GDP per capita purchasing power parity

is the log of lagged per capita GDP in purchasing



power parity, CIF}; is the gross capital inflows scaled by GDP in current US dollars, HC is
the human capital index of the Penn World Table version 9.0 (Feenstra et al., 2015), vix; is
the log. of VIX as a proxy to global financial/liquidity conditions and F D, is the financial

development index of Svirydzenka (2016).

The conventional procedures such as panel least squares and panel fixed effects em-
ployed in Chapter 4.3 maintains that the explanatory variables are not endogeneous and they
are not correlated with the disturbance term. The correlation between the error term and
lagged dependent variable does not vanish mainly due to the time-invariant country-specific
component of the error term. In dynamic models like Eq. 4.5, generalized method of moments
(GMM) estimation procedure introduced by Holtz-Eakin et al., (1988), Arellano and Bond
(1991), Arellano and Bover (1995) may be more appropriate since this procedure provides
consistent estimators by considering the endogeneity issue. Alonso-Borrego and Arellano
(1999) and Blundell and Bond (1998) suggest that first difference GMM procedure developed
by Arellano and Bond (1991) may be subject to a weak instrument problem when explanatory
variables are persistent over time. At this point, Arellano and Bover (1995) and Blundell and
Bond (1998) developed the system GMM procedure that associates the regression in differ-
ences and levels in a system. The instruments for the regression in differences are the lags of
the variables in level form and the instruments for the regression in levels are the lags of the

variables in difference form.

In this part of the study, we address the simultaneity issue along with the inclusion of
the lagged dependent variable by employing two-step system GMM procedure. Table 4.5'°
reports the two-step system GMM estimation results with Windmeijer adjusted standard er-
rors in explaining the growth impacts of main components of capital flows that specified in
Eq. (4.5). We prefer to use orthogonal deviations instead of first-difference transformation
because the sample is unbalanced!!. It may be plausibly argued that the country-specific vari-
ables (human capital and financial development) are potentially endogeneous for the evolution
of growth. Furthermore, as already reported by the earlier chapter (Ch. 3), capital inflows are

often pro-cyclical. That is, the main pull factor, domestic growth, enhances capital inflows.

10 We obtain almost similar results when we change the dependent variable from Ay;';pp to Ayj;.

T Roodman et al., (2005) state that the first difference transformation increases the gaps in unbalanced data.
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Therefore, we maintain that all the capital inflow variables are also potentially endogeneous.

The main push factor, the VIX index is treated as exogenous.

In the estimation, we use all the available t-1 and t-3 dynamic lags of potential endo-
geneous variables, portfolio equity, FDI and other investment inflows, financial development
and human capital as instruments. As noted by Bond (2002), the maintained endogenous
variables should be treated symmetrically with the dependent variable, therefore we specify
exactly the same dynamic lag structure for the instruments for the dependent variable (pur-
chasing power parity adjusted real GDP growth rate). The instrument set contains also the

current values of the maintained strictly exogenous variables VIX.

The consistency of the GMM estimators and the validity of instruments crucially de-
pend on the absence of higher-order serial correlation in the idiosyncratic component of the
error term. If the disturbance in the dynamic levels equation is not serially correlated, there
should be evidence of significant negative AR(1) and no significant AR(2) in the difference
equation (Arellano and Bond, 1991). The equations in Table 4.5 pass all the diagnostics

including the Hansen-Sargan test of over-identification restriction.

In Table 4.5, /77, and y] 5,5 are, respectively, correspond to the log. of lagged real
GDP per capita purchasing power parity from Eq. (4.5.1) to (4.5.3) and log. of real GDP per
capita purchasing power parity in 1995 in Eq. (4.5.4). We consider Eq. 4.5.4, in order to,

estimate the convergence factor.

According to the results presented by Table 4.5, all the components of gross capital in-
flows, i.e. portfolio equity, FDI and other investment flows are growth enhancing. It is worth
noting that portfolio inflows, which are found to be insignificant in the conventional panel
estimation procedures presented by the previous section, now become highly significant. In
this context, taking into account the endogeneity of inflows which mainly arises from their
pro-cyclicality appears to be important. Compared to the panel least squares and fixed ef-
fects estimation procedures, the impacts of FDI and other investment inflows tend to be much
higher in the GMM results which consider their potential endogeneity. In a similar vein, the
sensitivity of growth to human capital is much higher in the GMM equations. The impacts
of financial development and the global financial conditions, on the other hand, remains al-
ppp

most the same across different estimation methods. In Eq. 4.5.4, we replace y;,

o ppp
with y; g0
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Table 4.5: Capital Inflows and Growth: Two-step System GMM Estimation Results

Dependent Variable: Ay!?”

Equation: (4.5.1) (4.5.2) (4.5.3) (4.5.4)
3.031%% | 3.044** | 3.018%* | 0.937*%*

Constant
(0.040) (0.025) (0.072) (0.049)
pp -0.599%* | -0.618%* | -0.622%*
Yit—1
* (0.001) (0.000) (0.002)
PP -0.08 1%
P19 (0.025)
0.387** | 0.389** | 0.394** | 0.046*
HC, 9 9

(0.018) (0.007) (0.030) (0.023)
1.698** | 1.257** | 1.313%* | 1.098%*
(0.065) (0.049) (0.059) (0.075)
2.290%* | 2.111%* | 0.329**
(0.033) (0.075) (0.107)
0.227%% | 0.795%*
(0.051) (0.052)
-0.039%* | -0.051** | -0.044** | -0.236**

Portfolio_Inflows;;

FDI_Inflows;,

Other_Inv._Inflows;;

v 0.002) | (0.002) | (0.002) | (0.012)

D, 0.154%% | 0.186%* | 0.285%% | -0.257%*
0.037) | (0.028) | (0.058) | (0.067)

Test Statistics

NT 849 849 849 849

N 52 52 52 52

%2 [p-value] 0522 | 0620 | 0498 | 0.031

m?2 [p-value] 0211 | 0.184 | 0195 | 0.641

ml [p-value] 0.003 | 0003 | 0003 | 0.003

F-Test [p-value] 0.000 | 0.000 | 0000 | 0.000

Notes: NT and N show, respectively, the total number of observations and cross section units. The values in square
brackets are p-values, and in brackets are the standard errors. ** and * denote, respectively, significance level at 5
and 10 percent levels. x%,_ s is the %2 test of the Hansen-Sargan test for instrument validity and overidentification
restrictions. m1 and m2 are the asymptotically normally distributed first and second order serial correlation test
of the Arellano and Bond (1991).

in order to be able to estimate the convergence parameters. The convergence parameter is
estimated as 0.081 which implies a 8.1% annual growth, which may, indeed, be interpreted
as relatively high. Considering the fact that the equation contains also an intercept term, the

coefficient of y! f9p95 may better be interpreted as cross-sectional differences from the mean

domestic growth rates. Consequently, the interpretation of the y’7} < as the convergence indi-

cator may better be taken with a caution. The equation also fails to pass the Hansen-Sargan
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test of overidentification restrictions.

4.5 The Long-Run Consequences of Capital Flows

In the earlier sections, we first considered the most commonly used panel estimation
procedures, namely panel fixed effects and panel least squares, to estimate the consequences
of capital inflows in EMDE. We argued that, the results, albeit broadly in line with the re-
cent growth literature, may better be interpreted with a caution as these estimation procedures
do not take into account the potential endogeneity of explanatory variables especially aris-
ing from the pro-cyclicality of capital inflows. This potential endogeneity problem is tackled
with the estimation of basic model by employing two-step system GMM procedure. We found
that, the results from each of these methods are not substantially different from each other.
All these procedures, however, may be criticised as they do not consider the recent advances
of panel data estimation methods which take into account the integration and co-integration
properties of the variables. In this section, we attempt to provide a further contribution to
the prevailing literature by investigating the long-run consequences of capital inflows by em-
ploying the fully-modified OLS (FM-OLS) and panel autoregressive distributed lag (PARDL)

estimation methods.

Given that real GDP per capita growth variables (Ay,””

it

and Ay;) are stationary (1(0))
and all or some of the other variables are integrated of order one (I(1)), Eq. 4.3 is unbalanced
and thus the results of conventional estimation procedures may not be reliable. In the same
vein, Eberhardt et al., (2011) remark that the bulk of the growth literature often ignores the
integration and cointegration properties of the variables and estimates unbalanced equations
including I(1) and 1(0) variables. Therefore, we now proceed with the investigation of long-
run impacts of capital flows on growth. To this end, we first consider the following benchmark
equation:

YiPP = oty + 0y HCy + Qvix; + 03F Dy + 04CIFy + ujy (4.6)

In (4.6), yi"” is the log. of real GDP per capita purchasing power parity in constant
2011 US dollars, HCj; is the human capital index, vix; is the log. of VIX as a proxy to global
financial conditions, F D is the financial development index of Svirydzenka (2016) and CIF;;

is the gross capital inflows scaled by GDP in current US dollars.
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Pedroni (2007, p.433) notes that, "because the residuals of the cointegrating relation-
ship are stationary mean zero processes, this implies that any differences among the residuals
are temporary. Thus, the cointegrating relationship picks out those features upon which it is
necessary to condition in order for per capita outputs to be conditionally convergent in the
sense that any remaining differences are only transitory.". Pedroni (2007) also suggests that
the stationary residuals of the real income equation (i.e., the existence of cointegration) is a
necessary condition for conditional income convergence. Therefore, as Pedroni (2007) ar-
gues, there is no need to specify a lagged dependent variable (initial income) term as in the
conventional growth equations. Moreover, the estimation of cointegrating equation with an

initial income variable is not feasible. Thus, we do not include this variable in Eq. (4.6).

Table 4.6 reports the results of Levin et al., (2002) panel unit root tests for the panel
variables and augmented Dickey-Fuller test for vix. The unit root test results suggest that all

variables in Eq. (4.6) are 1(1).

Considering the potential endogeneity of the explanatory variables for the evolution
of growth, we estimate Eq. (4.6) by employing fully-modified OLS (FM-OLS) procedure
(Pedroni, 2001). The FM-OLS method considers the heterogeneity in the long-run relation-
ships along with endogeneity and serial correlation. Given that there is a cointegration, FM-
OLS procedure provides super-consistent parameter estimates even in the presence of endo-

geneity and serial correlation.

Table 4.7 reports the FM-OLS results for Equation (4.6)'? for the main components of
capital flows. The panel unit root test results of Levin et al., (2002) imply that the equation
residuals are stationary. Therefore, the equations in Table 4.7 may be interpreted as represent-

ing a long-run equilibrium relationships i.e., cointegration.

12 When we use y; as dependent variable, we obtain almost the same results. We do not report the estimation
results to save the space, but available upon the request.

109



Table 4.6: Panel unit root test results

LLC
Variables Level First Difference
Vit 0.044[0] | -21.625[0]**
yorr 0.044[0] | -21.625[0]**
HCy 1.388[0] | -3.017[0]**
Portfolio_Inflows;, 1.529[3] -24.536[1]**
FDI_Inflows;, 1.569[4] | -14.407[2]**
Other_Inv._Inflows;, | 2.603[4] -9.545[2]**
Capital_Inflows;, 0.106[2] | -12.102[1]**
FD; -1.330[2] | -23.259[1]**
ROL; 1.290[4] | -11.529[2]**
TRADE; -0.197[3] | -25.355[1]**
KAOPEN;; 15.363[5] | -11.061[2]**

ADF
ViX; 1.322[0] | -7.423[0]**

Notes: LLC and ADF are the Levin, Lin and Chu (2002) panel unit root and augmented Dickey-Fuller test,
respectively. ** denotes the rejection of the unit root null at the 5 percent significance level. The values in
brackets [.] are the lag lengths which may be plausible for annual data. The unit root test equations contain a
constant term and trend.

The relation between human capital (HC;;) and economic growth is positive and statis-
tically significant suggesting that an increase in the years of schooling and returns to education
leads to the increase in growth. The impacts of capital inflows and all their main components
on growth are expansionary. Better global financial conditions and greater risk appetite prox-
ied by vix; is associated with higher economic growth. Supporting the results of Beck et al.,
(2000), Levine et al., (2000) and Pagano (1993), we find that the relation between financial
development and growth is positive and statistically significant suggesting that an increase in

financial development leads to the increase in growth.

4.5.1 Capital Inflows, Structural Domestic Conditions and Growth

Along with human capital, the literature often suggests some other structural domestic
conditions including governance and institutional quality, trade openness and financial open-

ness are amongst the main determinants of growth. In this section, we first consider each of
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Table 4.7: The Long-Run Consequences of Capital Inflows: FM-OLS Results

Dependent Variable: y,"”
Equations: 4.6.1) (4.6.2) (4.6.3) (4.6.4)
HC 0.746%** 0.836%** 0.852%%** 0.767***
o (0.021) (0.018) (0.018) (0.017)
0.250%**
Portfolio_Inflows; ,
’ (0.098)
110%*
FDI_Inflows; ; 0-110
’ (0.061)
skskk
Other_Inv._Inflows; 0-211
’ (0.038)
0.12] ***
Capital_Inflows;
’ (0.027)
VIX -0.056%** -0.043%** -0.040%#*=* -0.051**=*
' (0.007) (0.006) (0.006) (0.006)
FD. 1.067*** 1.095%*** 1.063*** 1.045%**
o (0.044) (0.041) (0.039) (0.036)
R-square 0.985 0.985 0.985 0.985
LRV 0.003 0.004 0.003 0.002
N 50 59 59 55
NT 812 1139 1134 915
LLC -10.799[0.00] | -6.545[0.00] | -6.409[0.00] | -6.650[0.00]

Notes: LRV denotes long-run variance. The values in parentheses are the standard errors. *, ** and *** denote
the significance at the 10, 5 and 1 percent, respectively. N and NT are, correspondingly, the number of countries
and observations for the sample. LLC is the Levin, Lin and Chu (2002) panel unit root test for the equation
residuals. The optimum lag lengths for the tests are chosen by the AIC. The values in brackets [.] are the p-values
for the corresponding null hypothesis. The unit root test equation contains a constant and trend terms.

these structural variables seperately. In the final part of this section, we report also the results

for an equation containing of these variables jointly.

4.5.1.1 Rule of Law and Governance

In the first part, we consider governance and institutional quality. The conventional the-
ory often indicates that higher institutional quality and governance are associated with better
legal infrastructure, reinforcing property rights, encouraging transparency and accountability

and decreasing adverse selection and moral hazard and in this sense, leading to the higher cap-
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ital inflows and gains from international financial integration (Ozmen and Tasdemir, 2019).
The findings by Kose et al., (2011) suggest that, by providing a threshold, the impacts of
capital flows and gains of international financial integration differ across to the level of in-
stitutional quality. Accordingly, Alfaro et al., (2008) associate the Lucas paradox with the
presence of low institutional quality. This finding suggests that capital does not flow from low
marginal product (rich) countries to the high marginal product (poor) countries because of the
presence of low institutional quality in the latter group. Ghosh et al., (2014) report that EMEs
that have high institutional quality experience much more surge episodes. Bryne and Fiess
(2016) suggest that financial openness and institutional quality are important variables in ex-
plaining the drivers of capital inflows to EMEs. Eichengreen et al., (2018) state that better
investment climate is related to larger FDI inflows. Ozmen and Tasdemir (2019) find that the
impacts of pull and push factors on capital inflows are not invariant to the endogenously deter-
mined threshold levels for structural domestic conditions denoted by governance/institutional
quality, trade and financial openness. Haggard et al., (2008) suggest that the presence of the
secure property rights promotes investment, resource allocation and development of financial
system. Claessens and Laeven (2003) and Rigobon and Rodrik (2005) report that strength-
ened property rights is associated with higher growth. Acemoglu et al., (2003) suggest that the
poor macroeconomic policies may be related to the presence of weak institutions. Kaufmann
and Kraay (2003) state that there is a positive association between the quality of governance
and income per capita. Dunning and Zhang (2008) postulates that natural and human resource
endowments along with institutional quality, the degree of trade openness and economic de-

velopment provide location advantages to host economies.

To investigate the impacts of rule of law as an indicator for institutional quality on

economic growth, we consider the following specification:
VPP = o+ 0 HCy + 0 VIX, + 03 F Dy + 0uCIFy + sROL;; + uj 4.7

In Eq. (4.7), ROL;, is the rule of law based on World Bank Governance Indicators
(WBGI) and it is standardized around zero mean and unit standard deviation to have values

between -2.5 and 2.5 with higher values representing better institutional quality.
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The estimation results of Eq. (4.7) is reported in Table 4.8!3. We find that the impacts
of rule of law on economic growth is positive and statistically significant. This result provides
a support for the findings of Kose et al., (2011), Claessens et al., (2003), Rigobon et al., (2005)
and Kaufmann and Kraay (2003) suggesting that the effect of better institutional environment
on growth is expansionary. Compared to the results presented by Table 4.7, the inclusion of
ROL as an additional variable does not lead to a considerable change in the other determinants

of growth including the components of capital inflows.

Table 4.8: The Rule of Law, Capital Inflows and Growth: FM-OLS Results

Dependent Variable: y,"”

Equations: @.7.1) 4.7.2) 4.73) (4.7.4)
HC, 0.814%** 0.879%*%* 0.891%** 0.831%**

(0.014) 0.015) 0.014) (0.013)
Portfolio_Inflows; 01927

(0.061)
FDI_Inflows; 01327

(0.046)
Other_Inv._Inflows; 0.2817%
(0.028)
Capital_Inflows; 0-1627=
(0.020)

VIX, -0.032%%** -0.032%** -0.031#** -0.027%**

(0.005) (0.005) (0.005) (0.004)
FD, 1.016%** 1.052%*%* 1.017%** 1.001%#**

(0.029) (0.033) (0.031) (0.028)
ROL, 0.215%** 0.147#** 0.157*** 0.201%**

(0.008) (0.009) (0.008) (0.008)
R-square 0.988 0.988 0.988 0.988
LRV 0.001 0.002 0.002 0.001
N 48 59 59 55
NT 759 1032 1025 865
LLC -10.145[0.00] | -7.660[0.00] | -7.759[0.00] | -5.999[0.00]

Notes: LRV denotes long-run variance. The values in parentheses are the standard errors. *, ** and *** denote
the significance at the 10, 5 and 1 percent, respectively. N and NT are, correspondingly, the numbers of countries
and observations for the sample. LLC is the Levin, Lin and Chu (2002) panel unit root test for the equation
residuals. The optimum lag lengths for the tests are chosen by the AIC. The values in brackets [.] are the p-values
for the corresponding null hypothesis. The unit root test equation contains a constant and trend terms.

13 The panel unit root test results of Levin et al., (2002) imply that the equation residuals are stationary. Therefore,
the equations in Table 4.8 may be interpreted as representing a long-run equilibrium relationships i.e. cointegra-
tion.
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4.5.1.2 Trade Openness

Heckscher-Ohlin-Mundell model suggests that trade integration decreases the incen-
tives for capital to move capital-scarce economies and thus, implying trade integration and
capital mobility are substitutes in emerging market and developing (EMDE) economies. How-
ever, by providing a theoretical model, Antras and Caballero (2009) find that trade integration
and capital mobility are complements in the presence of financial frictions. In a similar vein
to the explanation of Lucas paradox by Alfaro et al., (2008), this finding suggests that trade
integration is associated with greater motivations to the movement of capital to capital-scarce
economies. Accordingly, by providing a theoretical model, Davis and van Wincoop (2018)
find an empirical support for their postulation that higher international financial integration in-
creases the correlation between capital inflows and outflows, while trade openness decreases
the correlation between capital inflows and outflows. Cerutti et al., (2017) suggest that the
sensitivity of global push factors is higher in more open and flexible ERR countries in ex-
plaining the causes of portfolio bond inflows. Frankel and Romer (1999) indicate that trade
openness increases the growth by contributing to the accumulation of human and physical
capital. Dowrick and Golley (2004) find that trade openness leads to the improvement in total

factor productivity.

To analyse the impacts of trade openness on economic growth, we consider the fol-

lowing specification:
VPP = oy + i HCyt + auVIX; + 03F Djs + 04CIFy; + 0sTRADE;; + u;; (4.8)

In Eq. (4.8), TRADE} is the trade openness (sum of exports and imports of goods and

services, as a percent of GDP) and the data are from World Development Indicators.

The estimation results of Eq. (4.8) are presented in Table 4.9. We find that the asso-
ciation between trade openness and economic growth is positive and statistically significant.
Consistent with the findings of Frankel and Romer (1999), we find that the impacts of trade
openness on growth is expansionary'#. As with the inclusion of rule of law, the augmentation

of our basic equation 4.6 with trade openness does not alter our earlier results.

14 The panel unit root test results of Levin et al., (2002) imply that the equation residuals are stationary. Therefore,
the equations in Table 4.9 may be interpreted as representing a long-run equilibrium relationships.
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Table 4.9: Trade Openness, Capital Inflows and Growth: FM-OLS Results

Dependent Variable: y,"”
Equations: (4.8.1) 4.8.2) (4.8.3) (4.8.4)
HC 0.702%** 0.8027%** 0.808*** 0.732%**
" (0.018) 0.017) (0.016) (0.015)
skskok
Portfolio_Inflows;, 0.290
(0.082)
sk
FDI_Inflows; 0-104
(0.054)
sksksk
Other_Inv._Inflows; 0195
(0.034)
0.115%*=*
Capital_Inflows;,
(0.024)
VIX -0.052%*** -0.043 -0.041*#** -0.049***
' (0.006) (0.005) (0.005) (0.005)
FD. 1.056%** 1.068*** 1.051%** 1.029***
! (0.036) (0.037) (0.035) (0.031)
0.076*** 0.075%** 0.074%** 0.072%**
TRADE;,
(0.011) (0.010) (0.009) (0.009)
R-square 0.985 0.986 0.986 0.986
LRV 0.002 0.003 0.002 0.002
N 48 59 59 55
NT 801 1126 1119 912
LLC -7.078[0.00] | -6.166[0.00] | -6.239[0.00] | -6.174[0.00]

Notes: LRV denotes long-run variance. The values in parentheses are the standard errors. *,** and *** denote the
significance at the 10, 5 and 1 percent, respectively. N and NT are, correspondingly, the numbers of countries and
observations for the sample. LLC is the Levin, Lin and Chu (2002) panel unit root test for the equation residuals.
The optimum lag lengths for the tests are chosen by the AIC. The values in brackets [.] are the p-values for the
corresponding null hypothesis. The unit root test equation contains a constant and trend terms.

4.5.1.3 International Financial Openness

The findings of Levine (2001) state that a decrease in capital account restrictions and
hence, higher international financial openness is associated with higher economic growth. In
the same vein, Chanda (2005) indicates that prevailance of capital controls leads to a decrease
in growth. Dreher (2006) finds that the international economic integration measured by the
lack of trade and capital account restrictions is associated with the higher economic growth.

Kose et al., (2009) suggest that financial openness leads to an increase in total factor produc-
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tivity. Bussiere and Fratzscher (2008) report that financial openness is positively related with
economic growth in the short-run. Broner and Ventura (2016) provide a theoretical model
suggesting that, in the initial stages of development, countries discriminate between domes-
tic and foreign financial markets. In the later stages of development, however, they should
phase-out the discrimination so as to increase investment and growth. Edison et al., (2002)
report that the relation between international financial integration and growth is not robust
across to the alternative measures of international financial integration. The lack of robust as-
sociation between capital account liberalization and growth has been led the researchers also
to investigate whether this relation depends on the absorptive capacities of the economies.
In this context, the impact of capital account liberalization on economic growth is higher in
countries that have intermediate level of economic development (Edison et al., 2004), better
institutional environment (Arteta et al., 2001) and developed financial system (Eichengreen
et al., 2003). Furthermore, the empirical findings of Klein and Olivei (2008) and Quinn and
Toyoda (2008) suggest that capital account liberalization is associated with higher level of
economic growth in developed countries. Ghosh et al., (2014) report that more financial open
emerging market economies (EME) are more likely to experience surge episodes. Similarly,
Bryne and Fiess (2016) find that financial openness matters for explaining the causes of capital
inflows to EMEs. Barrot and Serven (2018) suggests that higher financial openness augments

countries’ exposure to global financial cycle.

In this study, we use de jure financial openness measure of Chinn and Ito (2016).
The Chinn-Ito index (KAOPEN) is based on annual reports on Exchange Arrangements and
Exchange Restrictions (AREAER) published by the IMF and is available over the period
1995-2016. The KAOPEN have a value between -1.9 and 2.4 with higher values denoting

more openness to cross-border capital transactions.

To investigate the effects of de jure financial openness on economic growth, we esti-

mate the following equation:

VPP = o+ aHCy + 0 VIX, + 03 F Dy + 0uCIF; + asKAOPEN;, + u;; 4.9)
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The estimation results of Eq. (4.9) are reported in Table 4.10'>. We find that the
impact of financial openness on economic growth is positive and significant. Consistent with
the conclusions of Klein and Olivei (2008), Chanda (2005) and Blair (2003), we provide a
support for the postulation that capital account openness leads to the increase in economic

growth.

Table 4.10: Financial Openness, Capital Inflows and Growth: FM-OLS Results

Dependent Variable: y”
Equations: 4.9.1) 4.9.2) (4.9.3) (4.9.4)
HC 0.730*** 0.788%*** 0.793*** 0.717***
" (0.017) (0.015) (0.014) (0.014)
0.219%**
Portfolio_Inflows; ?
(0.076)
skkek
FDI_Inflows; 0.264
(0.051)
sksksk
Other_Inv._Inflows; 0.280
(0.032)
Capital_Inflows;, 0.179
(0.025)
VIX -0.062*** -0.049%** -0.047%%* -0.054**=*
! (0.006) (0.005) (0.005) (0.005)
FD. 0.841*** 0.860%*** 0.843#** 0.845%***
! (0.036) (0.036) (0.032) (0.031)
0.021**=* 0.017*#** 0.017**=* 0.021**=*
KAOPEN;;
(0.002) (0.002) (0.002) (0.002)
R-square 0.985 0.989 0.988 0.984
LRV 0.002 0.002 0.002 0.001
N 38 52 52 43
NT 678 1018 1012 755
LLC -5.136[0.00] | -5.752[0.00] | -5.019[0.00] | -4.197[0.00]

Notes: LRV denotes long-run variance. The values in parentheses are the standard errors. *, ** and *** denote
the significance at the 10, 5 and 1 percent, respectively. N and NT are, correspondingly, the numbers of countries
and observations for the sample. LLC is the Levin, Lin and Chu (2002) panel unit root test for the equation
residuals. The optimum lag lengths for the tests are chosen by the AIC. The values in brackets [.] are the p-values
for the corresponding null hypothesis. The unit root test equation contains a constant and trend terms.

15 The panel unit root test results of Levin et al., (2002) imply that the equation residuals are stationary. There-
fore, the equations in Table 4.10 may be interpreted as representing a long-run equilibrium relationships i.e.
cointegration.
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All the variables in Table 4.10 are statistically significant with expected signs. Higher
de facto financial openness tends to lead to higher growth in emerging market and develop-
ing economies (EMDE). The coefficients of the variables of our basic equation 4.6, remains
essentially the same with the inclusion of the financial openness variable. All the results pre-
sented in this part of the study suggest that the additional structural domestic variables are all

individually significant and do not alter the results for our benchmark equation 4.6.

4.5.1.4 The General Model

We now proceed with the estimation of our benchmark model (Eq. 4.3) augmented
with all the other structural domestic conditions variables (rule of law, trade openness and

financial openness). To this end, we start with the estimation of the following general model!®:

Vie = 0o+ Q HCjy + 00 CIFy + 03VIX; 4+ 04 F Djs + asROL; 4 06T RADE; + 0 KAOPEN;; +-e;
(4.10)

The estimation results of Eq. (4.10) is reported in Table 4.11'7. We find that the
impacts of capital flows and their main components are expansionary. Also, we find that
the impacts of better institutional environment, higher level of trade and financial openness
are expansionary. The coefficients of all the explanatory variables tend to be virtually the
same with those presented earlier. This may be surprising result as these structural domestic
condition variables may be expected to be highly collinear and thus their jointly inclusion
is expected to change both the coefficient estimates and their standard errors. Our results
presented so far strongly suggest that, this indeed is not the case. The correlation matrix of

structural domestic condition variables presented by Table 4.12 provides an explanation for

16 We also estimate equations (4.3) and (4.4) adding also the structural domestic condition variables (i.e. rule
of law, trade openness and financial openness) by employing the panel least squares and panel fixed effects
procedures. Our results are presented by Tables C.1 and C.2, in the appendix. Most of these variables are found
to be either statistically insignificant or theory inconsistent. As already discussed in this thesis, these procedures
may lead to misleading results as they ignore the potential endogeneity of explanatory variables along with their
integration and cointegration properties. Considering the unit root tests presented by Table 4.6, growth rate (the
dependent variable) is stationary whilst all the explanatory variables are integrated of order one (I(1)). As also
convincingly argued by Pedroni (2007), such an unbalance in growth equations, may lead to results from the
conventional methods to be unreliable.

17 The panel unit root test results of Levin et al., (2002) imply that the equation residuals are stationary. There-
fore, the equations in Table 4.11 may be interpreted as representing a long-run equilibrium relationships i.e.
cointegration.
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this. Their correlations are not high and thus, the results of the equations are robust to their

inclusion individually and jointly.

Table 4.11: Structural Domestic Conditions, Capital Inflows and Growth: FM-OLS
Results for the General Model

Dependent Variable: yb?”
Equations: (4.10.1) (4.10.2) (4.10.3) (4.10.4)
HC, 0.856%** 0.890*** 0.895%** 0.868**
" (0.013) 0.011) (0.010) (0.011)
skskok
Portfolio_Inflows; 0.148
(0.051)
skkk
FDI_Inflows; 0.302
(0.033)
sksksk
Other_Inv._Inflows;, 0.358
(0.022)
0.243%**
Capital_Inflows;,
(0.017)
VIX -0.030*** -0.019*** -0.020%*3* -0.015%*=*
! (0.004) (0.004) (0.004) (0.004)
FD. 0.782%** 0.796%** 0.770%** 0.730Q%**
" (0.025) (0.025) (0.023) (0.022)
ROL 0.2071*** 0.148*** 0.156%*=* 0.199%*:*
" (0.007) (0.007) (0.006) (0.007)
0.063%*** 0.068*** 0.068*** 0.071%**
TRADE;
(0.007) (0.006) (0.006) (0.006)
skskek skskok sksksk skskk
KAOPEN, 0.009 0.012 0.012 0.010
(0.002) (0.001) (0.001) (0.001)
R-square 0.985 0.988 0.988 0.984
LRV 0.001 0.001 0.001 0.001
N 35 45 45 39
NT 591 804 798 644
LLC -6.763[0.00] | -6.961[0.00] | -6.709[0.00] | -6.307[0.00]

Notes: LRV denotes long-run variance. The values in parentheses are the standard errors. *, ** and *** denote
the significance at the 10, 5 and 1 percent, respectively. N and NT are, correspondingly, the numbers of countries
and observations for the sample. LLC is the Levin, Lin and Chu (2002) panel unit root test for the equation
residuals. The optimum lag lengths for the tests are chosen by the AIC. The values in brackets [.] are the p-values
for the corresponding null hypothesis. The unit root test equation contains a constant and trend terms.
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Table 4.12: Correlation Matrix of Structural Domestic Conditions

FD | HC | TRADE | KAOPEN | ROL
FD 1.00
HC 0.52 | 1.00
TRADE | 0.14 | 0.40 | 1.00
KAOPEN | 0.15 | 0.43 | 0.19 1.00
ROL 0.55 | 0.52 | 0.31 0.38 1.00

Notes: All the correlations are statistically significant. Their t-values are not reported to save the space but
available upon the request.

4.6 The Growth Consequences of Capital Inflows: Co-Integration and Equi-

librium Correction Mechanisms

In the previous section, we present empirical results about the long-run growth enhanc-
ing impacts of capital inflows and structural domestic conditions. As stated by the Granger
representation theorem, cointegration implies error/equilibrium correction mechanisms (ecm)
and ecm implies cointegration. Therefore, the cointegration results of the previous section,
as suggested by the stationarity of the equation residuals, implies cointegration and thus ecm.
Given that there are cointegrating relationships as already presented by previous section, this
part of the study attempts to estimate the dynamics of equilibrium correction mechanisms.
To this end, we then continue with the estimation of the following reparametrized version
of panel autoregressive distributed lag (PARDL) model (Pesaran et al., 1999; Pesaran et al.,
2001);

AYPPP = o+ Oeciy—1 + 0y AHCy + 00 ACIFy; + 0 AF Dy + 04AROL;, + s AT RADE;; +

it

06sAKAOPEN;; + 067Ayfjff1 +0gAHC; ;1 + 0ACIF; ;1 + 0t1oAVIX;_1+

01 1AFD;; 1+ 012AROL; ;1 + 013ATRADE; ;1 + 014sAKAOPEN; ;1 +u;s
4.11)

where A is the first difference operator and ec (error/equilibrium correction term) are
the stationary residuals from the estimation of Eq. (4.10) with 8 denotes the speed of ad-

justment. The lag length of Eq. (4.11) is determined according to the modified Bayesian

120



Information Criteria (MBIC) developed by Han, Phillips and Sul (2017)'®. After determining
the maximum lag length of the model, we employ general to specific approach to obtain the
parsimonious panel fixed effects model for measuring the impacts of capital flows and their
main components on growth. We prefer to employ the PARDL model because it allows to in-
vestigate the long-run relationships along with the short-run dynamics between the variables
of interest when it is not known with certainty whether variables of interest are stationary
(I(0)), non-stationary (I(1)) or interrelatedly (Pesaran et al., 1999; Pesaran et al., 2001). The
PARDL model is valid regardless of whether the explanatory variables are exogenous or en-
dogenous (Chudik et al., 2013) and hence considers the potential endogeneity of the variables

that could be important in explaining the determinants of economic growth.

Table 4.13 presents our PARDL estimation results. In all the equations of Table 4.13,
error/equilibrium correction (ec) terms are the stationary deviations from the long-run equi-
librium relationship in the corresponding equations presented by the earlier section. The ec
term, for instance in Eq. 4.11.1 in Table 4.13 are the stationary residuals from the estimation
of Eq. 4.10.1 in Table 4.11 which considers the impact of portfolio inflows along with the
structural domestic conditions. Similarly, in equations 4.11.2, 4.11.3 and 4.11.4, the ec terms
are the stationary residuals from the estimation of 4.10.2, 4.10.3 and 4.10.4, which consider,
respectively, FDI, other investment and aggregate capital inflows along with the variables

representing structural domestic conditions.

In all the equations in Table 4.13, the ec terms are negative and statistically signifi-
cant suggesting that real GDP per capita in purchasing power parity adjusts to the deviations
from the long-run equilibrium. The results strongly suggest that the capital flows and main
components are expansionary in the short-run, except portfolio equity inflows. This supports
the crucial importance of FDI and other investment inflows on the evolution of growth for
EMDEs even in the short-run. Our results provide a support that the findings of Blanchard et
al., (2017) suggesting that the impacts of non-bond flows are expansionary hold only in the
short-run, whilst all types of capital flows are expansionary in the long-run. We find that the

global financial conditions proxied by VIX is one of the most important determinants of

18 Han et al., (2017) report that traditional Bayesian Information Criteria (BIC) is inconsistent and overestimates
the true lag length. Hence, the authors modify the conventional BIC in such a way that considering the degrees
of freedom adjustment as a penalty term instead of just taking into account the number of observation.
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Table 4.13: PARDL Estimation and ECM Results

Dependent Variable: Ay!"”
Equations: “4.11.1) | 4.11.2) 4.11.3) 4.11.4)
0.022%#** | (0,017%** | 0,018%** | (0.022%**
Constant
(0.004) (0.003) (0.003) (0.004)
-0.153%:%% | L0, 126%** | -0, 114%:*% | -(Q,]25%:**
ec;
bl (0.019) (0.016) (0.015) (0.018)
-0.034
APortfolio_Inflows; ;
' (0.047)
0.001%**
AFDI_Inflows;,
(0.000)
skekek
AOther_Inv._Inflows;; 0.002
’ (0.000)
0.00] 3
ACapital_Inflows; ;
’ (0.000)
-0.013* -0.014%* | -0.014** | -0.010%*
AVIX, 0.013 0.0 0.0 0.010
(0.007) (0.005) (0.005) (0.006)
AED. 0.176%** | 0.205%** | 0.200%** | (0.127%*
o (0.055) (0.049) (0.048) (0.052)
AROL,, 0.079 0.058 0.05 0.06
’ (0.020) (0.016) (0.015) (0.018)
0.014 0.012% 0.007 0.013%*
ATRADE,,
’ (0.009) (0.007) (0.007) (0.008)
AKAOPEN, 0.0 0.0 0.0 0.0
' (0.004) (0.003) (0.003) (0.003)
-0.223 -0.068 -0.055 -0.145
AHC;,
’ (0.151) (0.125) (0.121) (0.134)
AOther_Inv._Inflows;;_1 0-00
’ (0.000)
0.00] 3
ACapital_Inflows; ;|
’ (0.000)
AFD 0.332%#*:% | (0,307%** | 0.274%** | (.30]%**
b=l (0.054) (0.048) (0.047) (0.050)
0.016%* 0.014%* 0.011 0.012
ATRADE;;_;
’ (0.009) (0.007) (0.007) (0.008)
PP 0.209%:** | (,233%** | (0202%** | (0.186%**
Ayii
’ (0.040) (0.034) (0.035) (0.038)

growth for EMDE:s also in the short-run. This result provides a support for the crucial im-

portance of external factors on the evolution of growth dynamics (Calvo et al., 1993; Kose et
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Table 4.13: (cont’d)

Equations: (4.11.1) (4.11.2) 4.11.3) “4.11.4)
N=35 NT=556 | N=45 NT=758 | N=45 NT=752 | N=39 NT=604
Statistics R?=0.343 R?=0.315 R?=0.361 R?=0.376
F=5.920[0.00] | F=5.879[0.00] | F=7.001[0.000] | F=6.676[0.00]
MBIC(3) | -3.489 -3.858 -3.904 -3.697
MBIC(2) | -4.589 -4.830 -4.895 -4.753
MBIC -5.050 -5.280 -5.214 -5.081

Notes: The values in parantheses are the standard errors. *, ** and *** denote the significance at the 10, 5 and
1 percent, respectively. F is the F statistic to the null hypothesis at the slope coefficients are jointly zero and [.]
reports the p-value of the F. N and NT are, correspondingly, the number of countries and observations for the
sample. MBIC (3) and (2) are the modified BIC for the PARDL lag length respectively for 3 and 2. MBIC is the
modified BIC for the estimated equation.

al., 2012; Kose et al., 2013; Erdem & Ozmen 2015). The results in Table 4.13 suggest that
better global financial conditions and greater risk appetite in international financial markets
as represented by a decrease in VIX leads to an increase in real income in EMDEs. Consis-
tent with the conclusion of King and Levine (1993) and Levine (2005), we find that financial
development is one of the most important drivers of economic growth. Structural domestic
conditions that consist of better institutional environment, higher trade and de jure financial

openness are associated with stronger growth episodes.

4.7 Main Findings and Concluding Notes

International capital flows have often been found amongst the main determinants
of growth and business cycles in emerging market (EME) and developing (DE) economies
(EMDE). The substantial increase in capital flows and international financial integration dur-
ing the recent decades has been led the consequences of capital flows to be increasingly much

more topical in international macroeconomics.

The international macroeconomics literature often provides mixed results for the im-
pacts of capital inflows on growth. Capital inflows may be expected to be contractionary as
leading to currency appreciation and lower net export. Capital inflows, on the other hand,
may be expected to be expansionary by reducing the finance constraint in emerging market

and developing economies. This chapter investigated whether capital flows are expansionary
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or contractionary in EMDE. The literature survey part of this chapter contained also a critical
discussion of the most commonly used growth equations and estimation procedures in the

literature.

To investigate the impacts of capital inflows and their main components, we first con-
sidered a benchmark growth equation augmented with VIX to represent global financial con-
ditions, human capital, financial development and initial income. The results from panel least
squares and panel fixed effects procedures, presented by Chapter 4.3, suggested the aggre-
gate capital inflows and their main components, except portfolio inflows, are expansionary.
Our results are mainly consistent with the recent literature and suggest that the effects of FDI
and other investment inflows are expansionary. Growth is explained also by human capital,
financial development and global financial conditions. The potential endogeneity problem is
tackled by the estimation of the benchmark equation by using two-step system GMM estima-
tion procedures in Chapter 4.4. The GMM results are found to be essentially the same with
those presented by our earlier findings except for portfolio inflows. According to the GMM

results, portfolio inflows are also highly significant in explaining growth in EMDE.

Section 4.5 considers the integration and co-integration properties of variables and
employs fully-modified OLS procedure to estimate the long-run impacts of capital inflows
on growth. This section also presents our empirical results for our benchmark equation aug-
mented also by structural domestic variables including rule of law, trade openness and fi-
nancial openness. Our results strongly suggest that all these variables are co-integrated and
capital inflows and their main components are expansionary in the long-run. The presence of
co-integration implies the presence of an equilibrium/error correction mechanism, and vice
versa. Section 4.6 estimates equilibrium correction mechanisms for our general model em-
ploying PARDL procedure. Our results strongly suggest that GDP growth adjusts to devia-
tions from the long-run equilibrium relationships. We also find that all capital inflow types
except portfolio equity inflows are expansionary in the short-run. The impacts of global fi-
nancial conditions and structural domestic factors tend to be positive and significant also in

the short-run.

Considering the other determinants of economic growth, we find that financial open-

ness, financial development, global financial conditions, trade openness and rule of law are
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also important drivers of economic growth. We can interpret the findings in this chapter
such that the countries that are more financially open, developed financial systems and well-

developed property rights experience stronger growth episodes.
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CHAPTER 5

CONCLUSION

International capital flows have often been considered as amongst the main determi-
nants of growth and business cycles along with crises, boom and bust episodes especially in
emerging market and developing economies (EMDE). In this thesis, we investigate the main

causes and consequences of capital flows focusing on the EMDE sample.

The evidence provided by Chapter 2 shows that international capital flows and conse-
quently international financial integration have been substantially increased during the recent
decades. This may partly be explained by the attempts of many EMDE removing or reducing
capital account controls. The great moderation period of the post 1990s (Bernanke, 2004) and
the ample global liquidity episodes of 2000s until the recent global financial crisis (GFC) are
also amongst to plausible explanations of this phenomena. Consequently, gross capital flows,
as a percent of world GDP have increased from 5% in the second half of the 1990s to 20%
in 2007 and gross external liabilities raised from 60% to the 180% (Guichard, 2017). We
observe that, international financial integration measured as the sum of gross financial assets
and liabilities (as a % of GDP in current US dollars) tends to increase in all country groupings,
albeit the growth of IFI is relatively lower in the post global financial crisis (GFC) period. The
IFI has doubled (from around 100% to 220%, our calculations) in the whole sample of coun-
tries (excluding financial centers) from 1990 to 2015. This increase tends to be striking in
financial centers (from 400% to 2500%) and advanced economies (100% to 450%). Emerg-
ing market and developing economies (EMDE) have also experienced substantial increases
(from around 80% to 160%) in international financial integration during this period. We find
that mean capital flows increases during the pre-GFC period and decreases in the post-GFC
period. As compared to EMDE, the change in mean capital flows are substantially higher

in advanced economies (AE). This finding is consistent with the evidence of global ample
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liquidity in the early 2000s until the GFC whilst there is a global retrenchment during the
post-GFC period. The retrenchment in capital flows is the case especially for the advanced
country sample, and in other investment flows component of capital flows. Aggregate capi-
tal flows tend to increase before the GFC in AE. The increase in capital inflows during the
1990-2007 period is relatively modest in EMDE. Thanks to the unconventional monetary and
quantitative easing policies in AE, capital inflows to the EMDE almost remains the same af-
ter the GFC. Compared to the 2000-2007 period of ample global liquidity, FDI inflows and
outflows decreases sizeable after the GFC in AE. We do not observe a considerable change
in FDI inflows and outflows in EMDE after the GFC. The evolution of portfolio equity and
other investment flows tends to exhibit similar dynamics with FDI flows both in the AE and
EMDE. On the other hand, we find that the volatility of capital inflows is higher than outflows
in advanced economies whilst the volatility of outflows is higher than inflows in EMDE. In all
country groupings, supporting the findings of Eichengreen et al., (2018), FDI flows are found
to be more stable compared to other components of capital flows. In this chapter, we provide
some evidence that Lucas paradox i.e. uphill flow of capital does not appear to hold for FDI
flows. Finally, this chapter also considers a recent important empirical puzzle that capital in-
flows and outflows move together. This is a puzzle since under perfect financial markets with
no asymmetric information, portfolio choices of residents and non-residents may not system-
atically diverge from each other. Consequently, the correlation between capital inflows and
outflows may be expected not to be positive. Consistent with the recent literature including
Broner et al., (2013) and Ozmen and Tasdemir (2019), we find that this appears not to be the

case. That is, capital inflows and outflows are tend to be highly positively correlated.

In Chapter 3, we investigated the main determinants of capital inflows in emerging
market economies (EME). To this end, we maintain that the main pull factor is proxied by
domestic growth (GROWTH) whilst the global financial conditions represented by VIX as the
main push factor. We also consider structural domestic conditions consisting of institutional
quality represented by freedom index of Freedom House, financial depth and trade openness
are important drivers of capital inflows and their main components in EME. Considering the
potential endogeneity of the main pull factor (GROWTH) and the other domestic structural
variables, we estimate the equations by employing two step system generalized method of

moments (GMM) procedure. We find that better global financial conditions lead to an increase

127



in all types of capital inflows. During the episodes of global financial turbulence capital
inflows significantly decrease. The main pull factor is positive and significant for all types of
capital inflows except portfolio equity inflows. The positive impact of GROWTH on capital
inflows suggests that all the capital flow types are pro-cyclical. Consequently, capital inflows
increase and amplify domestic growth in EME during episodes of higher growth. However,
during downturns of growth, capital inflows tend to decrease and lead to recessions to be much
deeper. This is, indeed, consistent with the findings of Kaminsky et al., (2004) suggesting
that most economies experience the episodes of capital inflows in good times and capital
outflows in bad times. Also, Kaminsky et al., (2004) find that macroeconomic policies are
expansionary in the episodes of capital inflows whilst contractionary in the episodes of capital
outflows. Therefore, the reinforcement of capital flow and macroeconomic cycle leads to the
"when it rains, it pours" symptom. Also, the impact of freedom is found to be one of the
most important determinants of aggregate capital and portfolio equity inflows and the effect
of financial depth is one of the significant drivers of FDI inflows. At this point, the GMM
results provide also a support for the findings of Eichengreen et al., (2018) suggesting that
portfolio equity inflows are explained mainly by push factor, FDI flows are driven mainly by

pull factor and other investment inflows are determined by both pull and push factors.

The literature is yet to investigate whether the impacts of main pull and push factors
vary with the prevailing de facto exchange rate regime (ERR). In Chapter 3.3, we investigate
whether the impacts of the main pull and push factors are invariant to the prevailing de facto
exchange rate regimes. For this, we consider integration and co-integration properties of the
variables and estimate our equations by employing fully-modified OLS (FM-OLS) procedure.
Our results strongly suggest that ERR do indeed matter for the long-run impacts of the main
pull and push factors. We find that better global financial conditions (a decrease in VIX)
results with higher capital inflows in the long-run. The impact of this push factor, however,
often differs across the prevailing ERR. For aggregate capital and other investment inflows,
VIX is negative and significant only under floating ERR. The impact of GFC is substantially
high under more flexible ERRs for all capital inflow types except FDI. FDI inflows are ba-
sically determined by GROWTH across all ERRs. Portfolio inflows are mainly determined
by GFC. The main pull factor (real GDP) is positive and statistically significant in explaining

the aggregate capital and FDI inflows. This indicates that an increase in real GDP attracts
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more aggregate capital and FDI inflows. On the other hand, the impact of the pull factor also
differs across the prevailing ERR. The pull factor is statistically significant only in floating
ERRs, except portfolio equity. The impact of the domestic pull factor on all capital inflow
types, except portfolio equity, tends to be much higher under more flexible ERRs. GFC are
not significant in determining the evolution of aggregate and other investment inflows under

rigid ERRs.

According to the conventional wisdom, credible managed ERRs encourage capital
inflows by allowing countries to import monetary policy credibility of the center country, re-
duces uncertainty and to provide exchange rate guarantee (Calvo et al., 1996). Consequently,
greater exchange rate flexibility may discourage cross-border flows. An adverse global finan-
cial shock may be expected to lead to domestic currency depreciation and thus to increase
exchange rate risk in EME with floating ERRs. All these may discourage foreign residents to
buy domestic assets (capital inflows) of these countries. Consistent with this interpretation,
Ghosh et al., (2014) find that countries with less flexible ERRs are more likely to experience

capital inflow surges.

Chapter 3.3.2 investigates whether prevailing ERR provide endogenous thresholds for
the impacts of basic pull and push factors on capital flows in EME by employing Hansen
(1999) procedure. In this chapter, we first maintain that the change in the push factor (GFC,
proxied by Avix) as the thresholding variable that specifies the impact of the main push factor
may change across the prevailing de facto ERRs. Our results suggest that, the pull factor
(GROWTH) is positive and significant in explaining all capital inflow types except portfolio
inflows. For all capital inflow types except FDI, “managed floating” regimes are estimated
as the endogenous threshold. For FDI inflows, the threshold appears to be the “limited flex-
ibility” regime. Our results suggest that, the push factor is not significantly negative for all
capital inflow types in the more rigid ERR. The exchange rate stability appears to be effec-
tive in preventing a decrease in capital inflows in countries with more rigid ERR. Worsening
global financial conditions, on the other hand, leads to a decrease in aggregate, portfolio and
other investment inflows in EME implementing more flexible ERR. This is consistent with an
interpretation that worsening GFC leads to capital move from EME to the other EME with
more rigid ERR or to AE, respectively, due to exchange rate guarantee or flight to safety

concerns.
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We also consider the alternative case that the impact of the pull factor (GROWTH)
changes across the ERR. We find that the ERR appear not to provide a significant threshold
for the impact of domestic growth on FDI and portfolio inflows. For aggregate capital and
other investment inflows, on the other hand, mainly pegged ERR are found to be endogeneous
thresholds. The impact of domestic economic conditions, proxied by GROWTH, appears to
be substantially much higher on aggregate capital and other investment inflows under pegged
ERRs than more flexible ERR arrangements. The changes in GFC, proxied by Avix, on the

other hand, is negative and significant only for portfolio inflows.

Our results suggest that, the push factor (VIX) is not significantly negative for all cap-
ital inflow types in more rigid ERR. The exchange rate stability appears to be effective in
preventing a decrease in capital inflows in these ERR. Worsening global financial conditions,
on the other hand, leads to a decrease in aggregate, portfolio and other investment inflows in
EME implementing more flexible ERR. This is consistent with an interpretation that worsen-
ing GFC leads to capital move from EME to the other EME with more rigid ERR or to AE,
respectively, due to exchange rate guarantee or flight to safety concerns. The impact of do-
mestic economic conditions, proxied by GROWTH, appears to be substantially much higher
on aggregate capital and other investment inflows under pegged ERR than more flexible ERR
arrangements. GFC, on the other hand, is negative and significant only for portfolio inflows.
This result, is indeed consistent with the earlier results suggesting that ERR provide thresh-
olds for the impact of GFC. Consequently, ignoring these thresholds may lead to misleading

results.

The main findings in Chapter 3 suggest that endogenously estimated ERR thresholds
do matter especially for the impact of GFC. The impact of GFC is substantially high under
more flexible ERR for all capital inflow types except FDI. FDI inflows are basically deter-
mined by the pull factor across all ERR. Portfolio inflows are mainly determined by GFC.
The sensitivity of aggregate and other investment inflows to the pull factor seems to be much
higher under more rigid ERR. Our results are broadly in line with the literature suggesting
that credible managed ERR encourage capital inflows by allowing countries to import mon-
etary policy credibility of the center country and to provide exchange rate guarantee. Our
results also support the Passari and Rey (2015) postulation that the insulation properties of

floating ERR may have been over-estimated. To conclude, exchange rate regime flexibility,
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albeit potentially providing a buffer against external shocks by allowing more monetary policy
independence, also contains uncertainty and exchange rate risk discouraging capital inflows

during the episodes of global financial turbulence.

The main motivation of Chapter 4 is actually provided by Blanchard et al., (2017)
noting that there is a contradiction between the theoretical postulation of the conventional
literature following the Mundell-Fleming framework and the policy considerations of capi-
tal inflows and growth. The theory postulates that higher capital inflows lead to domestic
currency appreciation and thus, leads to decrease in international competitiveness and hence
lower economic growth. The policy makers of EMDE, however, enjoys higher capital inflows
as they enhance higher foreign finance to domestic investments through higher credit avail-
ability. The results of Chapter 4 basically strongly suggest that capital inflows and their main

components are expansionary in terms of growth.

To conclude, our thesis provides some important contributions for the causes and con-
sequences of international capital inflows. The increase in international capital flows and thus
international financial integration appears to be a stylized fact for different country groupings
such as financial centers, advanced (AE), emerging market (EME) and developing (EMDE)
economies. The dynamics of capital inflows, however, tend to be different after the recent
global financial crisis (GFC). After the GFC, capital flows in AE tend to decrease, and thanks
to the unconventional monetary policies including quantitaive easining and zero lower bound
on interest rates, capital inflows to EMDE do not exhibit a decreasing trend. We also find that,
the main pull (GROWTH) and push (VIX, international financial conditions) are amongst to
basic determinants of capital inflows and their main components. Our results also show that
domestic structural variables such as, institutional quality, trade openness and financial depth,
are also amongst the important drivers of capital inflows. This appears to be robust to al-
ternative estimation procedures and models. Another important contribution of this thesis
is provided by the empirical evidence that exchange rate regimes matter, and, indeed pro-
vide endogeneous thresholds for the impacts of the main pull and push factors. Chapter 4
provides an empirical contribution to the schizophrenia interpretation of Blanchard et al.,
(2017) about the impacts of capital inflows. According to Blanchard et al., (2017), the theo-
retical conventional Mundell-Fleming framework postulates that the impacts of capital flows

are contractionary whilst policy makers perceive that capital inflows enhance growth via re-
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ducing foreign finance constraints and allowing higher credit growth. Our results, robust to
the different estimation procedures and models convincingly suggest that capital inflows are
expansionary even in the long-run. The results overall suggest that, in the context of capital
inflows and growth "when it rains it pours” as argued by Kaminsky et al., (2004), that is cap-
ital inflows magnify growth in good times but dampens in bad times leading to magnify the

amplitude of boom and bust business cycles.
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APPENDICES

APPENDIX A

DATA SOURCES AND COUNTRY LIST AND THEIR
CLASSIFICATIONS

This study considers annual data for the whole variables.

Table A.1: Data Sources

Variable Source
. IMF, Balance of Payments and International
Capital Inflows o .
Investment Position Statistics
VIX Cboe Options Exchange, Historical Data

Real GDP per capita

World Bank, World Development Indicators

Real GDP per capita purchasing power parity

World Bank, World Development Indicators

Trade Openness (% of GDP)

World Bank, World Development Indicators

Rule of Law

World Bank, Worldwide Governance Indicators

Financial Development

IMF, Financial Development Database

Freedom

Freedom House, Country Status Distribution

Financial Depth

World Bank, World Development Indicators

Human Capital

Penn World Table, version 9

Financial Openness

The Chinn-Ito Index
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Table A.2: Balance of Payments

Credit

Debit

Balance

Current Account

Goods and Services

Goods

Services

Balance on goods and services

Primary Income

Compensation of employees

Interest

Distributed income of corporations

Reinvested earnings

Rent

Secondary Income

Current taxes on income, wealth, etc.

Net nonlife insurance premiums

Nonlife insurance claims

Current international cooperation

Miscellaneous current transfers

Adjustment for change in pension entitlements

Balances on current account

Capital Account

Acquisitions/disposables of non-produced nonfinancial assets

Capital transfers

Capital account balance

Balances on current and capital account

Financial Account

Direct Investment

Portfolio Investment

Financial derivative and employee stock options

Other investment

Reserve assets

Net lending (+)/ net borrowing (-)

Net errors and omissions

Source: International Monetary Fund (IMF), 2009.
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Table A.3: Country List

Financial Centers

Non-Financial Centers

Advanced Emerging Market Developing
Economies Economies Economies
Belgium Australia Argentina Jordan Belarus Moldova
Ireland Austria Bangladesh Kazakhstan | Bolivia Mongolia
Netherlands Canada Bosnia and H. | Kenya Burkina Faso | Niger
Singapore Denmark Botswana Korea R. Costa Rica Palau
Switzerland Finland Brazil Lithuania Cote d’Ivoire | Senegal
United Kingdom | France Bulgaria Malaysia Djibouti Swaziland
Mauritius Germany Chile Mexico Dominican R. | Togo
Greece Colombia Morocco Ecuador Ukraine
Italy Croatia Nigeria El Salvador Uruguay
Japan Czech R. Pakistan Fiji Venezuela
New Zealand | Egypt Peru Georgia
Norway Estonia Philippines | Guatemala
Portugual Hungary Poland Guyana
Spain India Romania Haiti
Sweden Indonesia Russia Honduras
United States | Israel Serbia R. Latvia
Jamaica Slovak R. Macedonia
Slovenia Thailand Malawi
South Africa | Turkey Mali
China

Source: MSCI Country Classification.

150




APPENDIX B

PANEL THRESHOLD ESTIMATION PROCEDURE

Panel threshold estimation procedure is based on the assumption that regression functions can
differ across the observations (Hansen, 1999). Based on the observed variable, observations
can be classified into low and high regimes by depending on the threshold variable g;;. The
intuition behind this procedure is that the responses of the variables can be asymmetric and
hence, nonlinear. Due to the heterogenous nature of panel data, panel threshold estimation

procedure considers the homogenization of heterogenous sample.

The main equation of interest is

vie = Wi+ Bixil (g < ¥)+ Boxi (g > ) +eir (B.0.1)

where I(.) is the indicator function, 7 is the threshold and g;; is the threshold variable. By
estimating Eq. B.0.1, we split the observations into two regimes: low (g; < 7) and high

regime (g;; > 7). Note that slope coefficients are different in low and high regimes.

Panel threshold estimation, first of all, requires the hypothesis testing of linear vs. nonlinear
model i.e. whether there is threshold or not. If there is no threshold, it is more appropriate
to estimate linear model is estimated. Otherwise, it is required to estimate panel threshold
model. The estimation of Equation B.0.1 requires the elimination of individual fixed effect
by subtracting individual-specific means from the actual data. Then, the whole variables
ordered ascendingly according to the threshold variable. By trimming 1% of the de-meaned
data from the both sides, sum of squared residuals are calculated for each possible threshold
candidate. The minimum sum of squared residual gives us the treshold variable. After finding

the threshold variable, panel fixed effect model is estimated for the low and high regimes.
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APPENDIX C

CONVENTIONAL ESTIMATION RESULTS: THE IMPACT OF
RULE OF LAW, TRADE AND FINANCIAL OPENNESS

Table C.1: The Augmented Conventional Model: Panel Least Squares Estimation

Results
Dependent Variable | Ay AYPPP
0.116%*%* | 0.116%**
Constant
(0.014) (0.015)

. -0.000%* | -0.000%*
Yi,1995 (0.000) 0000,
Portfolio_Inflows;, 0.034 0.034

(0.059) | (0.059)
sksksk sksksk
FDI_Inflows;, 0.141 0.142
(0.036) (0.036)
skoskesk skookesk
Other_Inv._Inflows;; 0.175 0.173
0.027) | (0.027)
- skskosk _ Seskosk
VIX; 0.034 0.034
(0.004) | (0.004)
0.029%*% | ().028%*%*
FD;
(0.010) (0.010)
-0.001 -0.002
ROL; 0.00 0.00
(0.003) (0.003)
ES
TRADE; 0.006 0.007
(0.004) (0.004)
KAOPEN; -0.001 -0.001
(0.001) (0.001)
NT 859 859
N 35 55
R? 0.162 0.159
F-Statistic [p-value] | 0.000 0.000

Notes: *** ** and * denote significance level at 1 percent, 5 percent and 10 percent. The values in brackets are
the standard errors. NT shows the total number of observations; N shows the number of cross section units.
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Table C.2: The Augmented Conventional Model: Panel Fixed Effects Estimation

Results
Dependent Variable | Ay; AyPPP
0.128%*:#3% | (0, ]128%:*:
Constant
(0.016) (0.016)
0.155%#* | (.]155%:*
YVig—1

(0.032) (0.032)
0.019 0.019
(0.057) (0.057)
0.114%%% | (.114%**
(0.040) (0.040)
0.150%** | 0.150%*%*
(0.028) (0.028)
-0.035%** | -0.035%**

Portfolio_Inflows;

FDI_Inflows;

Other_Inv._Inflows;

VIX;
(0.004) (0.004)
FD, -0.028 -0.028
(0.022) (0.022)
-0.021%%% | (0,021 %%
ROL;
(0.008) (0.008)
TRADE, 0.003 0.003
(0.007) (0.007)
KAOPEN, 0.001 0.001
(0.002) (0.002)
NT 854 854
N 55 55
R? 0.337 0.337
F-Statistic [p-value] | 0.000 0.000

Notes: *** ** and * denote significance level at 1 percent, 5 percent and 10 percent. The values in brackets are
the standard errors. NT shows the total number of observations; N shows the number of cross section units.
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APPENDIX E

TURKISH SUMMARY / TURKCE OZET

Uluslararas1 sermaye hareketleri, yerli ve yabanci iilke yerlesikleri arasinda finansal
varlik alim satimina karsilik gelen bir kavramdir. Son yillarda yapilan caligmalar, uluslararasi
sermaye hareketlerinin, ig cevrimlerinin ve ekonomik biiylimenin en temel belirleyicilerinden
biri oldugunu belirtmektedir. Uluslararas1 sermaye hareketleri ve finansal biitiinlesmede goz-
lemlenen artig ise uluslararasi sermaye hareketlerinin neden ve sonuglarinin arastirilmasinm

daha 6nemli hale getirmektedir ve bu tezin ana temasin1 olusturmaktadir.

Literatiirde yapilan caligmalara bakildiginda, uluslararast sermaye hareketlerinin "net"
ve/veya "briit" tanimi kullanilarak incelendigi anlagilmaktadir. "Net" sermaye hareketleri ya-
banci iilke yerlesiklerinin yerel finansal varlik alim/satim (briit sermaye girisi) ile yerel yer-
lesiklerin yabanci finansal varlik alim/satimi (briit sermaye cikisi) arasindaki farka kargilik
gelmektedir. "Briit" sermaye hareketleri ise yerel yerlesiklerin yabanci finansal varlik alim/sa-
timinm briit sermaye ¢ikisi, yabanci yerlesiklerin yerel finansal varlik alim/satimin ise briit
sermaye girisi olarak tanimlanmasina dayanmaktadir. Odemeler dengesi bilancosu, sermaye
hareketlerine iligkin temel veri kaynagini olusturmaktadir ve yerli ve yabanci iilke yerlesik-
leri arasinda gerceklesen ekonomik iglemleri gdstermektedir. Temel veri kaynagi acisindan
bakildiginda, sermaye hareketlerinin "briit" tanim kullanilarak yapilmasi gerekmektedir. Bu
baglamda, briit sermaye hareketleri yerli ve yabanci yerlesiklerin finansal varlik alim/satimina
iligkin karar mekanizmasinin farkli oldu§unu 6ne siirmektedir. Son yillarda yapilan calig-
malar, sermaye hareketlerinin "briit" tanim kullanilarak incelenmesi durumunda, sermaye
hareketlerinde gozlemlenen degisimin daha gercek¢i sonuglar doguracagini acikca ortaya
koymaktadir. Ayrica, her iki tanimin sermaye hareketlerini incelemeyi amaglamasina rag-
men, farkli kavramlara tekabiil eden olgular1 acikladig1 belirtilmektedir. Ornek olarak, net
sermaye hareketleri cari islemler dengesinin ayna goriintiisiidiir. Ancak, briit sermaye hareket-

leri i¢in aym seyi sdylemek miimkiin degildir. Net sermaye hareketlerinin nedenlerini agik-

156



lamak isteyen bir arastirmaci i¢in elde ettigi sonuclarin ger¢ekte sermaye hareketlerindeki
degisimi mi yoksa cari iglemler dengesindeki degisimi mi agikladig1r konusunda belirsizlik
bulunmaktadir. Tanim olarak, cari islemler dengesi mal ve hizmet ithalat ve ihracati arasin-
daki farki gostermekte iken net sermaye hareketleri, yerli ve yabanci yerlesiklerin finansal
varlik alim/satim1 arasindaki farki gostermektedir. Bu nedenle, sermaye hareketlerinin in-
celenmesinde briit tanimin kullanilmasi finansal varlik alim/satimina iliskin daha gergekei

analizlerin yapilmasina yardimci olacaktir.

Sermaye hareketlerinin incelenmesinde dikkat edilmesi gereken diger 6nemli bir konu
ise toplam sermaye hareketlerinin birbirinden farkli 6zelliklere sahip alt bilesenlerden olus-
masidir. Toplam sermaye hareketleri, kisaca portfdy, dogrudan yabanci sermaye yatirimlari
ve bankalar arasi sermaye hareketlerinden olusmaktadir. Portféy sermaye hareketleri finansal
piyasalara dogrudan erisim saglayan finansal varliklara iligkin islemleri kapsamaktadir ve bu
baglamda, toplam sermaye hareketlerinin diger bilesenlerine kiyasla likidite ve esneklik 6zel-
ligi daha fazladir. Dogrudan yabanci sermaye yatirimlari ise yabanci firmalarin yerel firmalar
izerinde kontrol ve/veya onemli bir etki giicline sahip olmasim ifade etmektedir. Dogrudan
yabanci sermaye hareketleri, portféy ve bankalar arasi sermaye hareketlerine kiyasla daha
uzun vadeli finansal varlik alim/satimina iligskin karar icermesinden dolay1 daha az esneklik
ve likidite 6zelligi saglamaktadir. Bankalar arasindaki sermaye hareketleri ise toplam ser-
maye hareketlerinden portféy ve dogrudan yabanci sermaye yatirimlarinin ¢ikartilmasi ile
bulunmaktadir. Bu hareketler, kredi, Uluslararasi Para Fonu (IMF) kredileri, hisse senetleri,
ticari krediler, mevduatlar vb. iglemleri kapsamaktadir. Birbirinden farkli 6zelliklere sahip alt
bilesenleri biinyesinde barindirmasindan dolayi, toplam sermaye hareketleri kadar alt bilesen-

lerinin incelenmesi de olduk¢a nemlidir.

Uluslararas1 sermaye hareketlerinin incelenmesinde ilk adim bi¢imlendirilmis olgu-
larin tespit edilmesidir. Sermaye hareketlerine iliskin bi¢gimlendirilmis bulgulari Broner vd.
(2013)’den de faydalanarak kisaca su sekilde 6zetlemek miimkiindiir: (i) Sermaye hareket-
lerinde gozlemlenen volatilite yillar igerisinde artmistir. (ii) Uluslararasi sermaye hareket-
leri, tilkede mevcut olan konjonktiir ile ayn1 yonde hareket etmektedir. Yani, genisleme
siirecinde sermaye girigleri artmakta ve daralma siirecinde ise sermaye girisleri azalmak-
tadir. (iii) Kriz donemlerinde sermaye girislerinde azalma gézlemlenmektedir. Bu durum,

genel olarak, toplam sermaye girislerinin alt bilesenleri icin de gegerlidir. Bicimlendirilmis
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olgulara bagl olarak, literatiirde sermaye hareketlerini inceleyen calismalar iki ana grupta
toplanmustir. ik grup, sermaye hareketlerinin nedenlerini incelemektedir. Sermaye hareket-
lerinin nedenlerini inceleyen ilk ¢alismalar cogunlukla iilkeye 6zgii cekme faktorlerin dnemli
oldugunu belirtirken, Calvo vd. (1993;1996) ve Fernandez-Arias (1996) dissal itme faktor-
lerin de oldukca 6nemli oldugunu belirtmistir. Dolayisiyla, giiniimiizde sermaye hareket-
lerinin nedenleri hem itme hem de ¢ekme faktorleri ile iliskilendirilmektedir. itme faktorleri,
gelismis iilkelerin makro ekonomik politikalarin1 ve kiiresel finansal ve likidite kosullarim
kapsamaktadir. Cekme faktorleri ise iilkeye 6zgii makro ekonomik kosullar: ifade etmekte ve
kurumsal kalite ve yonetim, doviz kuru rejimi, sermaye hareketleri serbestligi, uluslararasi
finansal biitiinlesme ve ticari agiklik gibi degiskenleri icermektedir. Montiel (2014), Avdjiev
vd., (2018), Koepke (2019) ve Eichengreen vd. (2018) uluslararasi sermaye hareketlerini itme

ve ¢cekme faktorleri baglaminda inceleyen caligmalar olarak on plana ¢ikmaktadir.

Iktisat yazininda, sermaye hareketlerini inceleyen ikinci grup caligmalar ise sermaye
hareketlerinin sonuclarina odaklanmaktadir. Mundell-Fleming modeli, sermaye girislerinin
ulusal paramin diger para birimlerine kars1 deger kazanmasina yol agacagini, dolayisiyla,
net ihracati ve ekonomik biiylimeyi azaltacagini 6nermektedir. Ancak, 6zellikle yiikselen
piyasa ekonomileri politika yapicilari, sermaye girislerinin kredi genislemesine yol actigini
ve ekonomik biiylimeyi artirdigimi belirtmektedir. Blanchard vd. (2017) ise uluslararast ser-
maye hareketleri konusunda Mundell-Fleming modelin 6ngoriileri ile gercek veri arasinda
nasil uzlasi1 saglanacagi sorusunu giindeme getirmistir. Dolayisiyla, sermaye hareketlerinin

ekonomik biiylimeye etkilerinin analizi giincel bir konu olarak varligini siirdiirmektedir.

Bu baglamda, tezin temel amaci yiikselen piyasa ekonomilerinde, sermaye girislerinin
ve temel bilesenlerinin nedenlerini ve ekonomik biiyiimeye etkilerinin incelenmesidir. Once-
likle, sermaye hareketlerinin ve temel bilesenlerinin nedenleri, itme ve ¢ekme faktorleri kap-
saminda son dénem panel veri yontemleri kullanilarak incelenmistir. Bu kapsamda, itme ve
cekme faktorlerinin yani sira, siyasi haklar ve sivil 6zgiirliikler ile gosterilen kurumsal kalite,
finansal gelisme ve ticari aciklik gibi yapisal i¢ kosullarin da sermaye hareketlerinin neden-
lerini aciklamada onemli faktorler olup olmadig: arastirilmistir. Ayrica, sermaye hareketleri
ve alt bilegenlerinin belirleyicilerinin doviz kuru rejimine gore farklilik gosterip gostermedigi
ve doviz kuru rejiminin sermaye giriglerinin belirleyicilerini agiklamada esik deger olustu-

rup olusturmadig incelenmistir. Sermaye hareketlerinin nedenleri incelenirken elde edilen
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sonuclar politika yapicilar icin oldukca onemlidir. Eger sermaye hareketleri, temel olarak
digsal itme faktorleri tarafindan acgiklaniyor ise, bu durumda politika yapicilarin daha kisith
politika alternatifieri olacaktir. Ancak, sermaye hareketleri tilkeye 0zgili faktorler ve yapisal
i¢ kosullar tarafindan agiklaniyor ise, sermaye giriglerine, aktif politikalar ve finansal reform-
lar ile yon vermek miimkiin olacaktir. Sermaye hareketlerinin ekonomik biiylimeye etkisi
aciklanirken, temel bilyiime degiskenlerinin yan1 sira yapisal i¢ kogullar da gdz oniinde bu-
lundurulmustur. Sermaye hareketlerinin kisa ve uzun donem biiylime etkileri incelenmigtir.
Sermaye hareketlerinin, biiyiime etkilerinin aragtirilmasi da 6zellikle politika yapicilar i¢in
oldukca onemlidir. Eger sermaye hareketleri ve temel bilesenleri veya bunlarin bazilar kisa
ve uzun dénemde ekonomik biiytimeye olumlu bir katki saglamiyor ise uygulanacak politika
ile sermaye hareketlerinin bilegenlerine yon vermek olas1 bir politika Onerisi olarak 6n plana

cikmaktadir.

Bu calisma, sermaye hareketleri literatiiriine cesitli acilardan ampirik katki saglamayi1
hedeflemektedir. Bu hedef dogrultusunda, sermaye hareketlerinin ve temel bilegenlerinin
nedenleri itme ve cekme faktorleri kapsaminda incelenmektedir. Bu cercevede, ¢alismada
once, literatiirde yer alan ¢alismalardan farkli olarak, agiklayict degiskenler arasindaki olasi
i¢csellik sorunu da goz oniinde bulundurularak iki asamali sistem genel momentler yontemi
(GMM) uygulanarak sermaye hareketlerinin nedenleri incelenmistir. Sermaye hareketleri
ve temel bilesenlerinin belirleyicilerini incelerken, doviz kuru rejiminin 6nemli bir faktor
olup olmadig1 da dikkate alinmigtir. Bu amacla, dnce sermaye hareketlerinin belirleyici-
lerinin yonetimli ve dalgali doviz kuru rejimlerindeki farkliliklar arastirllmigtir. Bunun son-
rasinda doviz kuru rejimlerinin, temel itme ve ¢ekme degiskenlerinin etkilerinde icsel esik
olusturma durumlari, panel sabit etki icsel esik deger tahmin yontemi (Hansen, 1999) kul-
lanilarak incelenmistir. Literatiirde yer alan ¢aligmalar, genellikle degiskenlerin biitiinlesme
ve es-biitiinlesme durumlarini dikkate almamaktadir. Bu baglamda, degiskenlerin biitiinlesme
ve eg-biitiinlesme 6zelliklerini de dikkate alan tamamen degistirilmis en kiiciik kareler (FM-
OLS) yontemi uygulanmistir. Bu yontem, ayn1 zamanda igsellik ve esanlilik, i¢sel bagint1 ve

dagilim farklilig1 problemlerini de goz oniinde bulundurmaktadir.

Ekonomi yazininda yer alan caligmalar, genellikle, sermaye hareketlerinin nedenlerini
aciklarken, doviz kuru rejiminin ya 6nemli bir faktor olmadigini ya da sabit doviz kuru rejim-

lerinde agiklayici degiskenlerin etkisinin daha yiiksek oldugu sonucunu 6nermektedir. Ancak,
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Rogoff vd., (2004) tarafindan belirtildigi gibi, giivenilir ve siirdiiriilebilir bir sabit doviz kuru
rejimi, kur belirsizligini ve iglem maliyetlerini azaltacaktir. Sabit doviz kuru rejimleri, ku-
run sabitlendigi iilkenin para politikasini ve diisiik enflasyon oranini ithal etmesi sebebiyle de
tercih edilmektedir. Tiim bu nedenlerden dolayi, giivenilir ve siirdiiriilebilir sabit doviz kuru
rejimlerinin daha fazla sermaye girisine yol agmasi beklenmektedir. Bu ¢alismada, doviz kuru
rejimlerinin, itme ve ¢ekme faktorlerinin uluslararasi sermaye girigleri iizerindeki etkilerinde

belirleyici oldugu bulunmaktadir.

Bu calismanin ikinci kisminda uluslararasi sermaye girisleri ve temel alt bilesenlerinin
ekonomik biiyiimeye etkileri de arastirilmaktadir. Sermaye hareketlerinin ekonomik biiyiime-
ye etkileri incelenirken, hem panel sabit etki, hem panel en kiiciik kareler yontemi hem de iki
asamal1 sistem GMM panel veri yontemleri kullanilmistir. Caligma, bu tahmin yontemlerinin,
inceledigimiz modeller icin gegerliliklerini de tartismaktadir. Calismada, bunlarin yanisira,
ekonomik biiylimeyi agiklayan degigkenler arasinda olas1 i¢sellik/esanlilik, dagilim farkliligi,
icsel baginti, duraganlik ve eg-biitiinlesme unsurlarini da dikkate alan FM-OLS yo6ntemi de
uygulanmigtir. Son olarak, toplam sermaye girigleri ve temel bilesenlerinin kisa ve uzun
donemde ekonomik bilylimeye etkileri ile hata diizeltme mekanizmalari, panel igsel bagintil
dagitilmis gecikmeler modeli kullanilarak incelenmistir. Panel i¢sel bagintili dagitilmig gecik-
meler (PARDL) modelinde gecikme katsayis1 Han vd. (2017) tarafindan 6nerilen uyarlanmig
Bayesian bilgi kriteri (MBIC) kullanilarak belirlenmistir.

Bu calismada, sermaye hareketlerine iliskin temel veri kaynagi IMF tarafindan yil-
lik olarak yayimlanan édemeler bilangosu tablolaridir. Toplam sermaye girisleri, biinyesinde
barindirdig: alt kalemlerin farkli 6zelliklere sahip olmasindan dolayi egit dagilimda degildir.
Bu nedenle, toplam sermaye girigleri kadar alt bilesenlerinin incelenmesi de olduk¢a énem-
lidir. Koepke (2019)’un belirttigi iizere briit sermaye giriglerinin briit sermaye cikislarina
kiyasla dalgalanmasi1 daha yiiksektir ve finansal istikrar icin daha biiyiik dnem arz etmekte-
dir. Belirtilen nedenlerden dolayi, bu calismada yapilan tiim analizlerde briit sermaye girigleri
verisi kullanilmigtir. Rey (2015, 2016), kiiresel likidite ve belirsizlik endeksi olarak tanim-
lanan VIX degiskeninin sermaye hareketleri, kredi geniglemeleri ve varlik fiyatlar ile iligkili
olmasi sebebiyle kiiresel finansal kogullar1 temsil ettigini belirtmistir. Bu ¢alismada kullanilan
VIX verisi Chicago Opsiyon Borsast Oynaklik Endeksi’nden alinmigtir ve temel olarak kiire-

sel likidite/finansal kogsullar1 ve risk istahini temsil etmektedir. VIX endeksinde bir artig
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(azalig) kiiresel finansal likidite kosullarinin kotiilestigini (iyilestigini) gostermektedir. Ulus-
lararasi ticaret agiklig1 (ihracat ve ithalatin milli gelire (GSYIH) oram), finansal derinlik (6zel
sektor kredilerinin GSYIH e orant), reel Gayri Safi Yurt I¢i Hasila (GSYTH) degiskenlerine
ait veriler, Diinya Bankasi, Kiiresel Kalkinma Gostergeleri veri setinden alimigtir. Kurumsal
kaliteyi temsil etmesi icin siyasi haklar ve sivil 6zgiirliikler verisi Fraser Enstitiisii tarafindan

yillik olarak yayimlanan Freedom House sitesinden temin edilmistir.

Bu calismada oncelikli olarak briit sermaye hareketleri ve temel bilesenlerinin yil-
lara ve tlkelerin gelismislik diizeylerine gore degisimi incelenmigtir. Tezin 2. boliimiinde
Lane ve Milesi-Ferretti (2003, 2018) tarafindan 6nerilen uluslararasi finansal biitiinlesme (fi-
nansal varlik ve yiikiimliiliikler toplaminin GSYIH’ye oran1) tanimi kullanilarak, gelismis,
yiikselen piyasa ve gelismekte olan iilke ekonomilerinde finansal biitiinlesme diizeylerinin
arttigi gosterilmektedir. Uluslararasi finansal biitiinlesme, iilkeler arasinda finansal varlik
alim-satimina iligkin bir gosterge olmakla beraber ayni1 zamanda iilkelerin finansal derin-
lesme diizeylerine iligkin de bilgi saglamaktadir. Bu baglamda, gelismis iilkelerde finansal
derinlesme diizeyi 1990 yilina kiyasla son donemde yaklagik ii¢ kat kadar artmistir. Yiikse-
len piyasa ve gelismekte olan iilke ekonomilerinde ise yaklagik iki kat artig séz konusudur.
Sermaye hareketlerinin zaman igerisinde gelisiminin betimsel istatistikler araciligiyla ince-
lenmesinden elde edilen bi¢imlendirilmis bulgulardan ilki sermaye hareketlerinin kiiresel kriz
oncesi ve sonrast donemler i¢in farkli olmasidir. 2000-2007 doneminde, gelismis iilke ekono-
milerinde gozlemlenen sermaye hareketleri diger iilke gruplarina gore daha fazladir. An-
cak, 2008-2015 doneminde, gelismis iilke ekonomilerinde sermaye hareketlerinde ciddi bir
daralma gozlemlenirken, bu durum yiikselen piyasa ve gelismekte olan iilke ekonomilerinde
daha 1liml1 bir daralma seklinde gerceklesmistir. 2008 kiiresel finansal kriz sonrasinda gelis-
mekte olan ve ylikselen piyasa ekonomilerindeki bu gelismeler, ABD ve diger gelismis iilke-
lerdeki faiz oranlarindaki sifir alt sinir vb. adimlart da iceren geleneksel olmayan para poli-
tikalar ile agiklanabilir. Bu politikalar sonucunda gelismekte olan ve yiikselen piyasa ekono-
milerinde yiiksek miktarda sermaye girisleri ger¢eklesmis ve bunun sonucunda yiiksek biiyii-

me oranlart gozlemlenmistir.

Ikinci bigimlendirilmis bulgu ise, 1990-2007 déneminde sermaye hareketlerinin ve
temel alt bilesenlerinin volatilitesi ylikselen piyasa ve gelismekte olan iilke ekonomilerinde

daha fazla iken, 2008 kiiresel finansal kriz sonras1 doneminde (2008-2015), bu volatilitenin
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gelismis iilkelerde daha fazla oldugu gozlemlenmektedir. Yani bu durum kiiresel kriz 6ncesi
dénemindeki olumlu kiiresel finansal kogsullarin ve likidite bollugundan en ¢ok gelismis iilke-
lerin faydalanmasi degerlendirmesi ile tutarlidir. Ancak, kiiresel kriz sonrasi donemde geligsmis
iilkelerde toparlanmanin ¢ok yavas, gelismekte olan ve yiikselen piyasa ekonomilerinde ise
cok hizli ve yiiksek oldugu bilinmektedir. Bu durum sermaye hareketlerinin, kiiresel finansal

kriz sonrasinda, farkli iilke gruplarinda farkli davraniglar sergilemesi gozlemi ile tutarlidir.

Uciincii bicimlendirilmis bulgu, Broner vd. (2013), Davis ve van Wincoop (2018), Oz-
men ve Tagdemir (2018) tarafindan da belirtildigi gibi, briit sermaye girig ve ¢ikiglart arasinda
pozitif yonlii bir iligski oldugu belirtilmektedir. Ancak, Blanchard ve Acalin (2016) tarafin-
dan da onemle belirtildigi gibi, eger bir ulusal finansal varlik, yabanci yerlesikler i¢in getirisi
daha yiiksek olmasi sebebiyle daha c¢ekici ise, bu durumda yerel yerlegiklerin yurtdisindan
yabanci finansal varlik satin almamasi yani sermaye giris ve ¢ikislari arasinda korelasyon
olmamas1 gerekmektedir. Ilgili ekonomi yazininda yer alan son dénem calismalar (Milesi-
Ferretti & Tille 2011; Broner vd., 2010; Tille & van Wincoop, 2010; Davis & van Win-
coop 2018), sermaye giris ve ¢ikis1 arasindaki pozitif yonlii iligskiyi bilgi asimetrisi, doviz
kuru riski, finansal ¢alkanti durumunda finansal varliklara iligkin miilkiyet hakki sorunsali
ve yiiksek finansal biitiinlesme ile aciklamaktadirlar. Ozmen ve Tasdemir (2018) panel hata
diizeltme modeli kullanarak, toplam sermaye ve temel bilesenlerinin giris ve ¢ikiglari arasin-
daki iliskiyi incelemistir. Ozmen ve Tagdemir (2018) sonuglarina gére, uzun donem dengeden
sapma durumuna intibak, yiikselen piyasa ekonomileri i¢in sermaye ¢ikislari ve gelismis iilke
ekonomileri icin sermaye girisleri aracilifiyla saglanmaktadir. Ayrica, Ozmen ve Tagdemir
(2018), sermaye giris ve ¢ikiglari arasindaki pozitif yonlii iligkinin (ikiz gibi davranmalar1 du-
rumu) uzun donemde gecerli oldugu ve kisa donemde ise, geleneksel teorinin 6nerdigi gibi,
degiskenler arasinda negatif yonlii bir iligki (uzaktan kuzen olma durumu) oldugu sonucuna

ulagmiglardir.

Dordiincii bigimlendirilmis bulgu ise, Lucas paradoksunun dogrudan yabanci ser-
maye yatirimlart i¢in gegerli olmamasidir. Ekonomi teorisi, tasarruflarin sermaye-zengin (ser-
mayenin marjinal verimliligi diisiik) iilkelerden, sermaye-fakir (sermayenin marjinal verimli-
ligi yiiksek) iilkelere hareket etmesini ongormektedir. Ancak, Lucas (1990) caligmasinda,
ozellikle politik risklerden kaynakli olarak, tasarruflarin sermaye-fakir iilkelerden sermaye-

zengin iilkelere hareket ettigini bulmaktadir. Bu durum, literatiirde Lucas paradoksu olarak
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tanimlanmaktadir. Prasad vd. (2007) yabanci sermayenin iiretim siireclerine katiliminin
kisith olmast sebebiyle, sanayilesme siirecini tamamlayamamis iilkelerde, yabanci sermaye
ve ekonomik bilyiime arasinda negatif yonlii bir iligki oldugunu, ancak, sanayilesme siirecini
tamamlamus iilkelerde yabanci sermayenin ekonomik biiylimeyi artirici etkisi oldugu sonu-
cunu bulmustur. Alfaro vd. (2008) ise Lucas paradoksunu temelde kurumsal kalitenin yeter-
siz olmasi ile aciklamistir. Briit ve net sermaye hareketlerini olusturan temel bilesenlerin yil-
lara gore degisimi incelendiginde, dogrudan yabanci sermaye yatirimlarinin sermaye-zengin
ilkelerden sermaye-fakir iilkelere hareket ettigi sonucuna ulagilmistir. Ayrica, yiikselen piyasa
ve gelismekte olan iilke ekonomilerinde mevcut cari agiklarin temel olarak net dogrudan ya-
banci sermaye yatirimlar ile finanse edildigi gozlemlenmistir. Bu durum, aslinda cari agik-
larin temelde kisa donem sermaye hareketleri ile finanse edildigi dolayist ile, finansal krizlerin

oncii gostergesi oldugu yaygin kanisini1 desteklememektedir.

Bu caligmanin iigiincii boliimiinde sermaye giriglerinin nedenleri aragtirtlmis ve son
donem ampirik panel veri tahmin yontemleriyle incelenmistir. Ekonomi yazininda bu konuda
yapilan ilk caligmalar, uluslararasi sermaye giriglerini iilkeye 6zgii faktorlerle aciklamislardir.
Ancak, Calvo vd. (1993;1996) ve Fernandez-Arias (1996) dissal faktorlerin de en az iilkeye
ozgii faktorler kadar 6nemli oldugunu belirtmesiyle, sermaye giriglerinin nedenleri itme ve
cekme faktorleri kapsaminda incelenmeye baglanmigtir. Ayrica, yazinda yapilan ilk caligmalar
daha cok net sermaye giriglerinin nedenlerini aragtirmistir. Broner vd. (2013), Koepke (2019),
Forbes ve Warnock (2012), Ghosh vd. (2014) tarafindan da belirtildigi tizere, yatirnmcilarin
farkl faktorlere kargi duyarliligini géstermesi sebebiyle yapilan analizlerin "briit" tanimi kul-
lanilarak gerceklestirilmesi durumunda daha saglikli sonuglar elde edilecegi belirtilmistir.
Blanchard vd. (2017), Igan vd. (2017) ve Eichengreen vd. (2018) tarafindan da belirtildigi
izere, toplam briit sermaye giriglerinin belirleyicileri kadar temel bilesenlerinin analizi de
oldukc¢a 6nemlidir. Dolayisiyla, bu calismanin iigiincii béliimiinde yapilan ampirik analizler

briit toplam sermaye girisi ve temel bilesenlerini kapsamaktadir.

Sermaye girislerinin nedenlerini inceleyen literatiir ¢aligmalarina bakildiginda, doviz
kuru rejimi, siyasi haklar ve sivil dzgiirliikler, finansal gelisme ve ticari aciklik gibi yapisal
i¢ faktorlerin sermaye hareketlerini belirleyen onemli etkenler oldugu gézlemlenmektedir.
Dolayistyla, bu calismanin {iigiincii boliimiiniin ilk kisminda, yapisal i¢ faktorleri de goz

oniinde bulundurarak (siyasi haklar ve sivil 6zgiirliiklerin mevcudiyeti, finansal gelisme ve
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ticari aciklik) sermaye hareketlerinin nedenleri itme ve ¢cekme faktorleri baglaminda ince-
lenmigtir. Ekonomi yazinindaki son donem caligmalari, genellikle panel sabit etki yontemi
kullanarak sermaye hareketlerinin belirleyicilerini agiklamigtir. Ancak, panel sabit etki yon-
temi, degigkenler arasindaki esanlilik/i¢sellik durumlarini dikkate almamaktadir. Bu durumu
ve gecikmeli bagimli degiskenin agiklayici degiskenler arasinda olmasi ve esanlilik ile i¢sellik
problemlerinin de dikkate alinmasiyla, Arellano ve Bond (1991) ve Arellano ve Bover (1995)
tarafindan gelistirilen iki asamali sistem GMM yoéntemi uygulanmigtir. Sermaye hareket-
lerinin nedenlerini incelerken temel itme faktorii olarak kiiresel finansal/likidite kosullar1 tem-
silen VIX degiskeni, temel ¢gekme faktorii olarak reel GSYIH ve yapisal i¢ kosullar temsilen
de siyasi hak ve sivil dzgiirliikler, finansal gelisme ve ticari agiklik degiskenleri kullanilmigtir.
Sermaye hareketlerinin belirleyicilerini incelerken, calismada kullanilan 6rneklem boyutu
dengelenmemis 38 yiikselen piyasa ekonomileri icin 1986-2015 yillarim1 kapsamaktadir. Iki
asamal1 sistem GMM tahmin yontemini uygularken, VIX degiskeni digsal bir faktor ve diger
degiskenlerin icsel faktorler olacagi varsayimi yapilmistir. Ayrica, endojen (igsel) degisken-
lerin t-2 ve t-3 donemlerindeki gecikmeli degeri ara¢ degisken olarak kullanilmistir. Bond
(2002), i¢sel degiskenler ve bagimli degiskene simetrik davranilmasi gerektigini belirtmistir.
Bu nedenle, bagimli degisken olan sermaye hareketlerinin de t-2 ve t-3 donemlerindeki gecik-
meli degerleri ara¢ degiskenler arasina dahil edilmisti. GMM sonuglarinin tutarli parametre
tahminleri saglayabilmesi i¢in, modelde icsel bagint1 ve asir1 belirleme (overidentification)
testlerini gecmesi gerekmektedir. Bu calismada sunulan GMM tahmin yontem sonuglari i¢sel
bagint1 ve agir1 belirleme testlerini gecmektedir ve dolayist ile elde edilen parametrelerin tu-

tarli oldugu belirtilmisgtir.

Tablo 3.1°de sunulan tahmin sonugclarina gore, sermaye hareketleri ve temel bilesen-
lerinin belirleyicilerini aciklarken, modelde yer alan temel itme degiskeni olan VIX negatif
ve istatistiksel olarak anlamlidir. Dolayisiyla, kiiresel finansal ve likidite kosullarinda bir iyi-
lesme olmast durumunda (VIX’te goriilen bir azalma), yiikselen piyasa ekonomilerine toplam
sermaye girigleri artmaktadir. Bu durum, toplam sermaye girislerinin ana bilesenleri i¢in de
gecerlidir. Diger taraftan, kiiresel finansal kosullarin kotiilesmesi durumunda (VIX’te goriilen
bir artig), yiikselen piyasa ekonomilerine toplam sermaye girisi azalmaktadir. GMM model
sonuclarindan elde edilen bu bulgu, Rey (2016) nin sonuglar ile tutarlidir. Toplam sermaye,

dogrudan yabanci yatirim ve bankalar arasi sermaye hareketlerini agiklarken modelde kul-
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lanilan temel ¢ekme faktorii olan ekonomik biiyiime degiskeni pozitif ve istatistiksel olarak
anlamlidir. Yani, toplam sermaye, dogrudan yabanci yatirim ve bankalar arasindaki sermaye
hareketleri ekonomik biiylime ile artmakta ve ekonomik daralma donemlerinde ise azalmak-
tadir. GMM tahmin yontemiyle elde edilen bu sonu¢ Kaminsky vd. (2004) ile tutarl1 olarak,
sermaye hareketleri ile ekonomik biiyiime arasindaki ig ¢evriminin konjonktiirle ayn1 yonde
hareket ettigini gosteren bir olgu olarak gézlemlenmektedir. Sermaye hareketlerinin belirleyi-
cilerini aciklarken elde etti§imiz temel itme faktoriindeki bir artigin sermaye girislerini azaltici
etkisi olmasi ve temel ¢cekme faktoriindeki bir artigin sermaye giriglerini artirict etkisi olmasi
sonucu, 6rnegin, Avdjiev vd. (2018) ile de tutarlidir. Portfoy sermaye giriglerinin temel itme
faktorii ile agciklanmasi sonucu, Sarno vd. (2016) ve Boero vd. (2019) calismalarinin, port-
foy sermaye giriglerinde itme faktoriiniin cekme faktoriinii domine ettigi bulgusu ile tutarlidir.
Ayrica, portfdy sermaye girislerinin temel itme faktorii ile aciklanmast sonucu Eichengreen
vd. (2018) calismasini portfoy sermaye girislerinin temel olarak itme faktorleri ile belirlendigi
bulgusunu da desteklemektedir. Bunlarin 6tesinde, calisma sonuglari, Eichengreen vd. (2018)
dogrudan yabanci yatirimlarin temel olarak ¢cekme faktorii ve bankalar arasindaki sermaye

giriglerinin hem itme hem de ¢cekme faktorii tarafindan belirlendigi sonucu ile tutarlidir.

Kurumsal kaliteyi temsilen kullandigimiz siyasi hak ve sivil 6zgiirliik degiskeni toplam
ve portfoy sermaye girislerinin belirleyicilerini aciklarken énemli bir faktor olarak goriilmek-
tedir. Ticari agcikligin ise sermaye hareketlerinin belirleyicileri iizerinde anlamli bir etki-
si olmadig1 sonucu bulunmustur. Literatiirde yer alan calismalar da, ticari agiklifin, ser-
maye giriglerinin belirleyicileri iizerine net bir etkisi oldugu yoniinde goriis birligi bulunma-
maktadir. Bu durumu Heckscher-Ohlin-Mundell modeli kullanarak agiklamak miimkiindiir.
Heckscher-Ohlin-Mundell modeline gore bir iilkenin ticari olarak daha agik olmasi duru-
munda, sermaye-fakir iilkeler i¢in sermaye giriglerinde azalma olacag1 ve sermaye girisi ve
ticari agiklik arasinda ikameci bir iligski oldugunu 6ne siirmektedir. Diger taraftan, Antras ve
Caballero (2009) ise finansal siirtiinmelerin (financial frictions) mevcut olmasi durumunda,
ticari agiklik ve sermaye girisi arasinda tamamlayici bir iligki oldugu bulgusuna ulagmislardir.
Sermaye giriglerinin belirleyicilerini arastirdigimizda, finansal gelisme ile dogrudan yabanci
yatirim girigleri arasinda pozitif yonlii ve anlamli bir iligkinin oldugu sonucuna ulagilmistir.
Ozetle, iki asamal1 sistem GMM tahmin sonuclarina gore temel itme faktorii (vix) ve temel

cekme faktorii (ekonomik biiyiime) sermaye girislerini belirleyen temel faktorlerdir. Yapisal
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i¢ kosullarin ise sadece belirli sermaye girislerini agiklamada 6énemli bir rol oynadigi sonu-

cuna ulagilmigtir.

Ekonomik teori, glivenilir ve siirdiiriilebilir sabit doviz kuru rejimlerinde, kurun sabit-
lendigi iilkenin para politikasinin kredibilitesinin ve diisiik enflasyonun ithal edilmesi, islem
maliyetlerini azaltmasi ve doviz kuru garantisi vermesi sebebiyle daha ¢ok sermaye giri-
sinin gozlemlenecegini Onermektedir. Sermaye hareketlerinin belirleyicilerini agiklamada
doviz kuru rejiminin etkisini gdz oniinde bulunduran c¢aligmalar oldukca farkli sonuglara
ulagsmuglardir. Ornek vermek gerekirse, Magud vd. (2014) ve Boudias (2015), déviz kuru re-
jimlerinin sermaye hareketleri iizerinde herhangi bir etkisinin bulunmadigini belirtmislerdir.
Cerutti vd. (2017) kiiresel finansal kosullarin sermaye hareketlerine etkisinin, doviz kuru re-
Jimine gore degisiklik gostermedigi sonucuna ulagmistir. Obstfeld vd. (2018) sermaye giris-
lerinin nedenlerini aciklarken, sabit doviz kuru rejiminde itme ve ¢ekme faktorlerinin etki-
sinin daha fazla oldugunu bulmuslardir. Ote yandan Ghosh vd. (2014) ve Calderon ve Kubota
(2019) daha az esnek doviz kuru rejimi uygulayan iilkelerde, sermaye girislerinin daha fazla
olabilecegini belirtmigtir. Bu ¢alismada, sermaye hareketlerinin belirleyicilerini agiklarken,
doviz kuru rejiminin etkisini gz 6niinde bulundurarak FM-OLS yontemi uygulanmustir. flan
edilen yerine gercekte uygulanan déviz kuru rejimi (DKR), Ilzetzki vd. (2017)’den takip edi-
lerek tanimlanmistir. Bu ¢ercevede, Ilzetzki vd. (2017) tarafindan tanimlanan, genis DKR1-

DKR4 arasindaki rejimler dikkate alinmusgtir.

Sermaye giriglerinin belirleyicilerini inceleyen caligsmalar, degiskenler arasinda du-
raganlik ve egbiitiinlesme kogullarini dikkate almamislardir. Bu calismada, bu unsurlar ile be-
raber degiskenler arasindaki icsellik, farkli dagilim ve i¢sel baginti problemlerini de dikkate
alan FM-OLS tahmin yontemi uygulanmigtir. Bu yontem ayn1 zamanda degiskenler arasinda
uzun donem denge iliskisi/egbiitiinlesme bulunmasi durumunda, tutarli parametrelerin tahmin
edilmesini de saglamaktadir. GMM tahmin sonuglarindan elde edilen temel bulgu, sermaye
giriglerinin temel olarak itme ve ¢ekme faktorleri tarafindan belirlendigi dogrultusundadir. Bu
cercevede, itme ve ¢cekme faktorlerinin etkisinin uygulanan doviz kuru rejimine gore degisik-
lik gosterip gostermedigi FM-OLS yontemi kullanilarak incelenmistir. Ilzetzki vd. (2017)
tarafindan Onerilen doviz kuru rejimi siniflandirmasina gore, DKR1 ve DKR?2 sabit doviz
kuru rejimi ve DKR3 ve DKR4 esnek doviz kuru rejimi 6rneklemini olusturmaktadir. FM-

OLS yontemi, hem tiim 6rneklem (DKR5 ve DKR6 disindaki gézlemler), hem sadece sabit
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DKR ve hem de esnek DKR 6rneklemi i¢in uygulanmigtir. FM-OLS yonteminden elde edilen
sonuclara gore toplam sermaye girigleri hem itme hem de ¢ekme faktorleri tarafindan belir-
lenmektedir. Ancak, bu faktorlerin etkisi esnek doviz kuru rejiminde daha fazladir. Portfoy
sermaye girigleri temel olarak itme faktorleri tarafindan agiklanmakta ve itme faktorlerinin
etkisi DKR’ne gore degisim sergilememektedir. Dogrudan yabanci sermaye girigleri cekme
faktorii tarafindan belirlenmekte ve ¢cekme faktoriiniin etkisi sadece esnek DKR’de anlamli
oldugu goriilmiigtiir. Bankalar arasindaki sermaye girigleri ise tiim 6rneklem i¢in sadece itme
faktorii tarafindan aciklanmakta ve esnek DKR’de hem itme hem de ¢ekme faktorii tarafindan

belirlenmektedir.

Bu calismanin diger boliimiinde, doviz kuru rejiminin etkisi, Hansen (1999) tarafin-
dan 6nerilen panel esik tahmin yontemi kullanilarak incelenmistir. Bu cercevede, doviz kuru
rejimi, sermaye hareketlerini aciklayan temel itme ve ¢ekme faktorleri igin icsel esik deger
olusturma durumu ve temel faktorlere etkisi incelenmistir. Degiskenler arasindaki ic¢sellik
problemi goz 6niinde bulundurularak, tahmin edilen modelde, cekme faktoriiniin (ekonomik
biilytime) gecikmeli de8eri kullanilmigtir. Bu boliimde, oncelikle, doviz kuru rejiminin itme
faktoril icin igsel esik deger olusturup olusturmadigi incelenmekte ve daha sonraki asamada
ise ¢cekme faktorii icin i¢sel esik deger olusturup olusturmadigi arastirilmaktadir. Elde edilen
sonuclara gore, toplam, portfdy ve dogrudan yabanci sermaye yatirim giriglerinin belirleyi-
cilerini agiklamada doviz kuru rejiminin i¢sel esik deger olusturdugu sonucu bulunmustur.
Toplam sermaye ve portfoy girigleri i¢cin yonetimli dalgalanan DKR, dogrudan yabanci ser-
maye yatirimlari i¢in ise sinirl esneklik DKR, temel itme faktorii i¢in i¢sel esik deger olugtur-
dugu bulgusuna ulasilmistir. Icsel olarak tahmin edilen DKR, Ilzetzki vd. (2017) tarafindan
onerilen genis DKR siniflandirmasinda sabit déviz kuru rejimine karsilik gelmektedir. Alt
rejimde (sabit doviz kuru rejimlerinde), temel itme faktoriiniin etkisinin her zaman negatif ol-
mayacagi ve list rejimde (esnek doviz kuru rejimlerinde) temel itme faktoriiniin etkisi negatif
olacagi bulgusuna ulasilmistir. Bu sonug, kiiresel finansal kogullarda kotiilesme olmasi duru-
munda, sabit doviz kuru rejimi uygulayan yiikselen piyasa ekonomilerinde daha fazla sermaye
girisi gozlemlenecegini belirtmektedir. Bu sonug, sabit doviz kuru rejimlerinin doviz kurunda
istikrar1 saglamasi sebebi ile, olumsuz kiiresel finansal kosullardan korunma mekanizmasi
tahsis etmesi 6nermesi ile tutarlidir. Ayrica, olumsuz kiiresel finansal kogullar, sermaye giris-

lerinin esnek doviz kuru rejimi uygulayan yiikselen piyasa ekonomilerinden sabit doviz kuru
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rejimi uygulayan iilkelere ya da giivenilir liman olarak bilinen gelismis iilkelere yonelmesine

yol actig1 bulgusuna ulagilmisgtir.

Sermaye giriglerinin belirleyicilerini inceledigimiz ti¢iincii boliimiin son kisminda ise,
uygulanan doviz kuru rejiminin cekme faktorii igin icsel esik deger olusturma durumu Hansen
(1999) panel esik tahmin yontemi kullanilarak incelenmistir. Tahmin sonuclarina gore, toplam
ve bankalar arasindaki sermaye hareketlerinin belirleyicilerini agiklamada, siiriinen pariteler
doviz kuru rejimi temel gekme faktorii i¢sel esik deger olugturmaktadir. Ayrica, ekonomik
biiylime ile temsil edilen temel ¢cekme faktoriiniin etkisi uygulanan doviz kuru rejimine gore
farklilik gosterdigi sonucuna ulagilmistir. Temel ¢ekme faktorii, hem alt (siirlinen pariteler
doviz kuru rejimi uygulayan yiikselen piyasa ekonomilerinde) hem de iist (esnek doviz kuru
rejimi uygulayan yiikselen piyasa ekonomilerinde) rejimde pozitif ve istatistiksel olarak an-
lamli bulunmustur. Ancak, temel ¢cekme faktoriiniin etkisinin alt rejimde daha fazla oldugu

sonucuna ulagilmigtir.

Bu ¢aligmanin ii¢iincii boliimiinden elde edilen temel sonug, yiikselen piyasa ekonomi-
lerinde uygulanan déviz kuru rejiminin, uluslararasi sermaye girislerinin belirleyicilerini agik-
lamada, temel itme ve ¢cekme faktorleri i¢in 6nemli bir rolii oldugunu gostermektedir. Déviz
kuru rejiminin, sermaye hareketlerinin belirleyicilerini ag¢iklamada, igsel esik deger olus-
turma durumunun gozardr edilmesi yaniltict sonuglara yol acabilecektir. Kiiresel finansal
kosullarin sermaye girislerine etkisi esnek doviz kuru rejimi uygulama dénemlerinde daha
fazla oldugu bulgusuna ulasilmistir. Temel ¢ekme faktoriiniin etkisi ise sabit doviz kuru re-
jimlerinde daha fazla oldugu belirlenmistir. Esnek doviz kuru rejimleri, uygulanacak para
politikas1 araclarinda daha fazla bagimsizlifa olanak saglayarak dis soklara karsi bir tam-
pon gorevi Uistlenmektedir. Bununla birlikte, esnek doviz kuru rejimlerinin belirsizlik ve kur
riski icermesinden dolayi, kiiresel finansal kosullarin kétiilesmesi durumunda yiikselen piyasa

ekonomilerine sermaye giriglerini azaltici etkisi de bulunmaktadir.

Bu calismanin dordiincii boliimiinde ise, sermaye girislerinin ekonomik biiylimeye
etkisi hem geleneksel hem de son donem ampirik panel veri tahmin yontemleri kullanilarak
incelenmigtir. Calvo vd. (1993, 1996) yiikselen piyasa ve gelismekte olan iilke ekonomi-
lerinde, uluslararasi sermaye girislerinin ekonomik biiyiimenin en temel belirleyicilerinden

biri oldugunu ifade etmistir. Lane ve Milesi-Ferretti (2018) uluslararasi sermaye girisleri ve
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uluslararasi finansal biitiinlesmede, 1990’11 yillar sonrasindaki biiyiik uyum (great modera-
tion) doneminde biiyiik bir artig gdzlemlendigini belirtmistir. Bu cercevede, sermaye giris-
lerinin ekonomik biiylimeye etkisinin incelenmesi daha 6nemli hale gelmektedir. Mundell-
Fleming modeli, sermaye girislerinin ulusal paranin deger kazanmasina yol acacagim ve
dolayisiyla net ihracati ve ekonomik biiylimeyi azaltacagini 6nermektedir. Ancak, Blanchard
vd. (2017) Mundell-Fleming modeli 6ngoriisiiniiniin aksine, yiikselen piyasa ekonomisi poli-
tika yapicilarinin, sermaye giriglerinin finansal kisit1 azaltarak, ekonomik biiyiime iizerinde
genisletici etkisi beklentisinde oldugunu belirtmistir. Blanchard vd. (2017) yiikselen piyasa
ekonomisi politika yapicilarinin beklentileri ve Mundell-Fleming modelin 6ngoriileri arasinda
uzlagt olup olmadig1 sorunsalim incelemistir. Blanchard vd. (2017) sonuglarina gore, ya-
banci yerlesikler tarafindan satin alinan borg¢ senetlerinin yani tahvil giriglerinin ekonomik
biiylimeyi azaltici ve tahvil digindaki sermaye girislerinin ise ekonomik biiyiimeyi artirici

etkisinin oldugunu bulmaktadir.

Ekonomik bilyiimeyi inceleyen caligsmalar, temel olarak, i¢sel ve digsal biiytime model-
leri olarak tammlanmaktadir. I¢sel bityiime modellerinin savundugu temel argiiman, teknolo-
jik gelisme ve fiziksel sermaye miktarindaki artis ile siirekli biiyiimenin saglanacagi ve dolayi-
styla duragan dengeye ulagilamayacagidir. Ancak, digsal bilyiime modelleri fiziksel sermaye
miktarindaki artisin ekonomik biiyiimeye dogrudan yansimayacagin, fiziksel sermayenin bir
donemden digerine aktarilmasi durumunda, belirli bir aginma oranina tabi olacagini belirt-
mistir. Bu noktada, Solow (1956) ekonomik biiyiimenin temelde tasarruf oranlar1 ve nii-
fus tarafindan belirlenecegini onermektedir. Mankiw vd. (1992), Solow modelinin Oner-
melerini ampirik olarak incelemis ve iilkeler arasindaki gelir farkliliklarinin, tasarruf orani,
egitim ve niifus degiskenlerindeki farklilagma ile agiklanabilecegini gostermistir. Ekonomik
biiyiime yazini, Mankiw vd. (1992) ile 6nemli bir ivme kazanmistir. Ancak, yapilan am-
pirik calismalarin ¢cogunlugu yatay kesit yontemi kullanmasi sebebiyle ekonometrik yonden
de elestirilere maruz kalmistir. Bu durumu bir 6rnek ile agiklayacak olursak, biiylime lite-
ratiiriinde yakinsama! durumunun gerceklesip gerceklesmedigini 6lgmek icin tahmin edilen

ekonometrik modellere baslangic gelir diizeyleri’> konmaktadir. Ayrica, iilkeler arasinda za-

I Ulkelerin baslangi¢ gelir diizeyleri veri alindiginda duragan dengeye ne kadar hizh ulastiklarim géstermek icin
kullanilmaktadr.

2 Baglangic gelir diizeyi ¢cogunlukla ya bagimhi degisken olan gelirin gecikmeli degeri ya da calismanin zaman
boyutunun baglangi¢ yilina tekabiil eden gelir diizeyi olarak tanimlanmaktadr.
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mana gore degismeyen kiiltiir, inang vb. gibi degiskenleri dikkate almak amaciyla sabit terim
eklenmektedir. Bu noktada, baglangi¢ gelir diizeyi ve sabit terimin, panel sabit etki yontemi
kullanilarak tahmin edilebilmesi, s6zkonusu degiskenler arasinda tam ¢oklu baginti nedeniyle
miimkiin degildir. Ayrica, ekonomik bilylimenin belirleyicilerini inceleyen caligmalar, genel-
likle is cevrimlerinin etkisini arindirmak amaciyla, verilerin bes yillik ortalamalarini kulla-
narak ampirik analizler gerceklestirmektedir. Durlauf vd. (2005) ise, verilerin bes yillik orta-

lamasini almanin ekonometrik bir temele dayanmadigini belirtmistir.

Toplam sermaye girisleri ve temel belirleyicilerinin ekonomik biiylimeye etkisini in-
celemek icin, farkli panel veri tahmin yontemleri uygulanmistir. Genel biiyiime literatiiriinde
yer alan baslangic gelir diizeyi ve beseri sermaye gibi temel degiskenlerin kullanilmasinin
yani sira kiiresel finansal kogullar ve finansal gelisme diizeyi gibi faktorler de dikkate alin-
mistir. Kose vd. (2012) ve Erdem ve Ozmen (2015) kiiresel finansal kosullarin ekonomik
biiyime ve is ¢evrimlerinin en temel belirleyicilerinden oldugunu belirtmiglerdir. King ve
Levine (1993) ve Levine (2005) finansal gelisme ve finansal aracilik faaliyetlerindeki iyi-
lesmenin, riskin cesitlendirilmesinde ve kaynaklarin verimli tahsisini saglamada onemli rol
oynadigini ve dolayisiyla, ekonomik bilylimeyi etkileyecegini belirtmislerdir. Bu nedenle,
ekonomik bityiimenin belirleyicilerini incelerken bu faktorlere de yer verilmistir. Cline (2015)
iilkeler arasindaki ekonomik biiylimeye iligkin elde edilen bulgularin test edilebilir olmasi i¢in
karsilastirilabilir gelir serilerinin kullanilmasi gerektigini belirtmigtir. Bu nedenle, bagimh
degisken olarak hem kisi bag1 reel gelir hem de satin alma giiciinii dikkate alan kisi bas1 gelir

serileri kullanilmistir.

Iktisat yazininda yer alan calismalara bakildifinda, sermaye girislerinin ekonomik
biiyiime iizerindeki etkisine iligkin goriis birligi bulunmamaktadir. Ornek olarak, Combes vd.
(2019) sermaye girislerinin, diisiik ve orta gelirli iilke ekonomilerinde biiyiimeyi artirici etkisi
oldugunu belirtmektedir. Reinhart vd. (2008) ise yiiksek sermaye giriglerinin, tiikketim harca-
malarinda daha fazla dalgalanmaya ve iilkelerin krize yakalanma olasiliklarini arttirmaya yol
acmasi sebebiyle, ekonomik biiylimeyi azaltici etkisi oldugunu bulmaktadir. Diger taraftan,
Caballero vd. (2010), biiyiik ¢apta sermaye girislerinin ekonomik biiylimeyi artirdigini ve ser-
maye girislerinde ani durus durumunda ise ekonomik biiyiimenin azaldig1 bulgusuna ulagmak-
tadir. Eng ve Wong (2016) ise, sermaye girislerinin ekonomik biiyiimeye etkisinin olmadigini,

ancak ani sermaye cikiglarinin ise ekonomik bilyiimeyi azaltict etkisi oldugu sonucuna ulas-
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maktadir. Durham (2004), dogrudan yabanci sermaye ve portfoy giriglerinin ekonomik biiyii-
me iizerindeki etkisinin, iilkelerin finansal gelisme diizeylerine gore degisim sergiledigini be-
lirtmektedir. Kyaw ve Macdonald (2009) dogrudan yabanci sermaye ve portfdy giriglerinin,

orta gelirli lilke grubunda genisletici etkisi bulundugunu belirtmektedir.

Ekonomi yazinindaki ¢aligmalar, genellikle "net" sermaye giriglerini dikkate almakta
veya toplam sermaye girisleri ya da sadece dogrudan yabanci yatirim girigleri tizerinde yogun-
lagmaktadir. Bu ¢ercevede, briit sermaye girigleri ve temel alt kalemlerini dikkate alan calig-
malar sinirh sayidadir. Bu ¢alismanin dordiincii boliimiinde, yapilan ampirik incelemelerde
briit sermaye girislerinin ve temel alt kalemlerinin ekonomik biiyiimeye etkileri incelenmek-
tedir. Ayrica, calismalarin ¢cogunlugu panel sabit etki yontemini kullanmakta ve degisken-
ler arasinda igsellik/esanlilik, duraganlik ve esbiitiinlesme durumlarini dikkate almamaktadir.
Yaygin ampirik biiylime modelleri, genellikle panel sabit etki yontemi kullanmakta ve be-
lirli bir y1l i¢in sabit olan (6rnegin, 1985 yil1) reel gelir diizeyini baglangi¢ geliri olarak
tanimlamaktadir. Bu durum, aslinda, denklemlerde baslangic geliri ve sabit terimin ayni
anda kullamilmasini, tam ¢oklu bagint1 (perfect multicollinearity) nedeniyle, engellemektedir.
Bunun sonucunda, s6z konusu biiyiime modelleri sabit terim icermeksizin tahmin edilmekte
ve baglangi¢ geliri katsayis1 yakinsama (convergence) gostergesi olarak yorumlanmaktadir.
Ancak, bu calismada, bu tiir bir yaklagimin yakinsama katsayisint mi yoksa iilkeler arasin-
daki gelir farkliliklarin1 m1 temsil ettigi belirsizlesmekte ve bu ayirdetme (identification) soru-
nunun yaniltict sonuglara yol acabilecegi gosterilmektedir. Bu calismada, belirtilen tiim bu
onemli unsurlar dikkate alinmakta ve geleneksel panel veri tahmin yontemlerinin yanisira,
icsellik/esanlilik ve gecikmeli reel gelirin agiklayici degiskenler arasinda bulunmasini da
dikkate alan Arellano ve Bond (1991) ve Arellano ve Bover (1995) tarafindan gelistirilen
iki asamali sistem GMM tahmin yontemi kullamlmaktadir. Iktisadi yazinda yer alan ampirik
biiytime caligmalarindan farkl olarak, kiiresel finansal kosullar da biiylimenin temel belirleyi-

cilerinden biri olarak dikkate alinmusgtir.

Alternatif reel gelir serilerinin de dikkate alindig1 panel en kiigiik kareler yontemi
sonucuna gore portfdy giriglerinin ekonomik bilyiimeye anlamli bir etkisinin olmadig1 an-
cak toplam sermaye, dogrudan yabanci yatirim ve bankalar arasindaki sermaye girislerinin
ekonomik biiylimeyi artirici etkisinin oldugu bulgusuna ulagilmistir. Ayrica, beseri sermaye

ve finansal gelismenin ekonomik biiyiimeye olumlu katki sagladig: belirlenmistir. Kiiresel
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finansal kosullarda iyilesme olmasi, yani VIX degiskeninin azalmasi, durumunda ekonomik
biilylimenin arttig1 sonucuna ulagilmistir. Panel sabit etki yontemi uygulandiginda elde edilen

sonuclar yaklasik olarak panel en kii¢iik kareler yonteminden elde edilen sonugclar ile aynidir.

Iki asamali sistem GMM model tahminlerinde, kiiresel finansal kosullar digsal, yurt-
ici degiskenler (beseri sermaye, finansal gelismislik diizeyi, baslangi¢ geliri ve toplam ser-
maye girigleri ve temel bilesenleri) i¢sel olarak kabul edilmigtir. Model tahminlerinde, igsel
degiskenlerin t-1, t-2 ve t-3 gecikmeli degerleri ara¢ degiskenleri olarak kullanilmistir. Ser-
maye girislerinin ekonomik biiylimeye etkisi incelenirken, ¢alismada kullanilan 6rneklem
boyutu dengelenmemis 52 yiikselen piyasa ve gelismekte olan iilke ekonomileri i¢in 1995-
2015 yillarmi kapsamaktadir. Iki asamali sistem GMM tahmin yonteminden elde edilen
sonuclar, sermaye girigleri ve temel alt kalemlerinin ekonomik biiyiime lizerinde genisletici
etkisi oldugunu gostermektedir. Ayrica, beseri sermaye, finansal gelismislik diizeyi ve olumlu

kiiresel finansal kogullarin da ekonomik bilylimeye katki sagladigi sonucuna ulagilmaktadir.

Yaygin ekonomik biiylime yazini, degiskenler arasindaki duraganlik ve egbiitiinlesme
durumunu g6z 6niinde bulundurmadan geleneksel panel veri tahmin yontemleri uygulamakta
oldugu i¢in yaniltici sonuglara yol agabilir. Bu nedenle, bu ¢alismanin dérdiincii bolimiinde
degiskenlerin duraganlik ve esbiitiinlesme 6zellikleri de goz oniinde bulundurulmustur. Eko-
nomik biiytimenin belirleyicilerini aciklarken kullanilan degiskenlerin birinci dereceden du-
ragan oldugu sonucuna ulagilmigtir. Calismanin sonraki boliimiinde, degiskenlerin duragan-
lik ve esbiitiinlesme durumlari dikkate alinarak Phillips ve Hansen (1990) ve Pedroni (2001)
tarafindan gelistirilen FM-OLS yontemi uygulanmigtir. FM-OLS tahmin yontemi, degigken-
ler arasinda uzun donem denge iligkisi (esbiitiinlesme) olmasi durumunda tutarli paramet-
re tahminine olanak saglamasinin yanisira, i¢sellik, dagilim farkliligi ve icsel baginti un-
surlarini da g6z oniinde bulundurmaktadir. Yapilan ampirik analizlerde, ekonomik biiyiimenin
temel belirleyicilerinin yanisira, yapisal i¢ kosullar da (beseri sermaye, finansal gelismislik
diizeyi, dis ticaret acikligi, finansal agiklik, kurumsal yonetisim) dikkate alinmistir. FM-
OLS tahmin sonuglari, sézkonusu degiskenler arasinda, biiyiimeyi aciklayan uzun donem
denge iligkisi (esbiitiinlesme) oldugunu gostermektedir. FM-OLS yontemi uygulanarak elde
edilen sonuclara gore, toplam sermaye girisleri ve temel bilesenleri uzun donemde ekonomik
biiylimeyi olumlu yonde etkilemektedir. Beseri sermaye, finansal gelisme ve kiiresel finansal

kosullarda iyilesme olmast durumunda da ekonomik biiylimenin arttig1 bulunmugtur. Kurum-
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sal yonetisim (governance), ticari aciklik ve finansal aciklik gibi yapisal i¢ kosullarin da uzun

dénem ekonomik biiyiimeyi artirdig1 sonucuna ulagilmusgtir.

Granger temsil kuramina gore, esbiitiinlesme (hata diizeltme siireci) varsa, hata diizelt-
me siireci (esbiitiinlesme) vardir. Bu gercevede, sézkonusu degiskenler arasinda biiyiimeyi
aciklayan hata diizeltme modeli tahmin edilmistir. Iktisat yazininda yer alan calismalar, ser-
maye giriglerinin ekonomik biiyiimeye etkisini incelerken, genellikle kisa ve uzun dénem
ayrimi yapmamiglardir. Bu c¢alismada, panel oto-regresif dagitilmis gecikmeler (PARDL)
yontemi kullanilarak sermaye girisleri ve temel bilegenlerinin kisa ve uzun donem ekonomik
biiylimeye etkisi incelenmistir. Bu ¢ercevede, bu ¢alisma, sermaye girislerinin ve temel belir-
leyicilerinin genisletici etkisinin olup olmadigini incelemesi, ekonomik biiyiimenin belirleyi-
cileri arasinda ig¢sellik, farkli dagilim, duraganlik ve egbiitiinlesme, hata diizeltme mekaniz-
mast, kisa ve uzun déonem dinamikleri durumlarini dikkate alarak uyguladigi ampirik yontem-

ler ile ekonomik biiyiime yazinina katki saglamaktadir.

Ekonomik biiyiimenin, kisa ve uzun donem dinamiklerini incelemek icin, panel i¢sel
bagint1 dagitilmis gecikmeler modeli (PARDL) tahmin edilmistir. PARDL modelinde, gecik-
me degerinin belirlenmesi i¢in geleneksel bilgi kriterlerinden ziyade, Han vd. (2017) tarafin-
dan onerilen gelistirilmis Bayesian bilgi kriteri kullanilmistir (modified Bayesian information
criteria, MBIC). Han vd. (2017) geleneksel bilgi kriteri kullanilmas1 durumunda gecikmeli
deger secimi genis tutuldugunu ve tutarsiz oldugunu belirtmigtir. Bu nedenle, MBIC’nin
kullanilmasini 6nermektedir. PARDL model sonuglarina gore, ekonomik biiytime, FM-OLS
ile tahmin edilen, uzun dénem denge iligkisinden sapmalara intibak etmektedir (hata diizel-
tim mekanizmasi). Bu durumun, sadece toplam sermaye girigleri i¢in degil, sermaye giris-
lerinin temel alt kalemleri i¢in de gegerli oldugu bulunmustur. Portféy sermaye girislerinin
ekonomik biiylimeyi kisa donemde etkilemedigi, ancak uzun donemde belirleyici oldugu
sonucuna ulagilmistir. Diger taraftan, toplam sermaye, dogrudan yabanci yatirim ve bankalar
arasidaki sermaye giriglerinin, hem kisa donemde hem de uzun dénemde, ekonomik biiytime-
yi artiric1 etkisinin bulundugu anlagilmaktadir. Ayrica, begeri sermaye ve ticari agikligin kisa
donemde ekonomik biiyiimeyi etkilemedigi, sadece uzun dénemde ekonomik biiylimeye yol
act1ig1 sonucuna ulagilmistir. Daha iyi kurumsal yonetisim, finansal acikligin artmasi ve kiire-
sel finansal/likidite kosullarinda iyilesme olmas1 durumlarinda ise, ekonomik biiyiimenin hem

kisa donemde hem de uzun dénemde arttig1 bulgusuna ulagiimigtir.
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Bu ¢alismadan elde edilen ampirik sonuglar, toplam sermaye girisleri ve temel bilesen-
lerinin temel itme (kiiresel finansal kosullar) ve ¢cekme (ekonomik biiyiime) faktorlerinin yani-
sira yapisal i¢ kosullar tarafindan da aciklandigini gostermektedir. Temel itme faktorii olarak
kullanilan VIX degiskeninin, kiiresel finansal kosullar1 gostermekte oldugu ve kiiresel finansal
kosullarda iyilesme olmasi durumunda, yiikselen piyasa ekonomilerine sermaye giriglerinin
arttig1 sonucuna ulagilmistir. Temel ¢ekme faktorii olarak ekonomik biiyiime arttikga, ser-
maye giriglerinin artt1g1 bulgusuna ulagilmistir. Bu durum, yiikselen piyasa ekonomilerinde,
sermaye giriglerinin ig ¢evrimleri ile yondes (procyclical) oldugunu gostermektedir. Bu yon-
deslik, ekonomik biiyiime donemlerinde sermaye girigleri artarak biiyiimeyi daha da hiz-
landirdigini, daralma dénemlerinde ise, sermaye girislerinin azalarak daralmanin daha derin-
lesmesine yol agtigint dnermektedir. Bunun sonucunda, sermaye hareketleri, yiikselen piyasa
ekonomilerinde is ¢evrimlerinin boyut ve derinligini arttirmaktadir. Kaminsky vd. (2004)
tarafindan onerildigi gibi sermaye giriglerinin yagdi m1 saganak gibi yagdigi (when it rains, it

pours) betimlemesini desteklemektedir.

Yapisal i¢ kogullarin ise, sermaye girigleri lizerinde etkisinin oldugu bulunmaktadir.
Ayrica, toplam sermaye girislerinin hem itme hem de ¢ekme faktorleri, portfoy girislerinin
itme faktorii tarafindan, dogrudan yabanci yatirimlarin ¢ekme faktorii tarafindan ve bankalar
arasindaki sermaye girislerinin ise hem itme hem de ¢ekme faktorleri tarafindan agiklandig:
bulgusuna ulagilmigtir. Model tahmin sonuglari, sermaye giriglerinin belirleyicilerini agik-
lamada, itme ve ¢ekme faktorlerinin etkisinin iilkede uygulanan déviz kuru rejimine gore
degismekte oldugu 6nermesini desteklemektedir. Sermaye girislerinin belirleyicilerini agik-
larken, itme ve ¢ekme faktorlerinin etkisinin esnek doviz kuru rejimleri donemlerinde daha
fazla oldugu bulgusuna ulagilmistir. Bu durumun, sabit doviz kuru rejiminin, doviz kurundaki
belirsizligi ortadan kaldirmasi, islem maliyetlerini azaltmasi ve olasi risklerin ¢esitlenmesin-
den kaynakli olabilecegi belirtilmistir. Bu nedenle, siirdiiriilebilir ve giivenilir sabit déviz kuru
rejimlerinin, yiikselen piyasa ekonomilerinin olumsuz kiiresel finansal kosullarin etkisinden
korunma saglamasi ozelligi ile tutarhidir. Toplam sermaye girisleri ve temel bilesenlerinin
ekonomik biiyiimeye etkisi incelendiginde ise, portfoy sermaye girislerinin uzun dénemde
ekonomik biiylimeyi artirdig1 sonucuna ulagilmistir. Ayrica, toplam sermaye, dogrudan ya-
banc1 yatirim ve bankalar arasindaki sermaye giriglerinin hem kisa hem uzun dénemde ekono-

mik biiylimeyi artirdig1 bulgusu sunulmustur.
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Bu calismadan elde edilen temel sonuglar, kiiresel finansal kosullarin, hem sermaye
giriglerinin hem de ekonomik biiylimenin belirleyicileri arasinda oldugunu gostermektedir.
Yiikselen piyasa ekonomilerinin saglam yapisal dinamiklere sahip olmasi, kiiresel finansal/li-
kidite kogullarinin olumsuz etkilerinden korunabilmelerine olanak saglayabilecektir. Ulus-
lararas1 sermaye hareketlerinin nedenleri ve sonuclarini incelemeyi amaglayan gelecek calis-
malarin, kiiresel finansal kogullari, doviz kuru rejimlerini ve yapisal i¢ kosullar1 da dikkate

almas1 Onerilmektedir.
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