o L Jh
@IHHTT“HJUTZ[HHIHH SP/02/2007

ANNWIIBIN15U52911) 2550

BOT Symposium 2007

v [ ¥ &
#19lnal Uawan

[ o a a [ A [ a v [y Aa
Ltazﬂ']‘ﬁ)ﬂﬂﬂiﬂﬂl\‘l%ﬂ%kﬂﬁﬂ%ﬂ"lEltwaﬁ‘i']\‘lﬂﬂdﬂ‘ﬂdﬂ%‘[ﬂ Lﬁ?i&l’gﬂﬁllﬂﬂ

Big elephants in small ponds:
Risk absorption, risk diversification and management of capital flows
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One decade after the 1997 crisis, emerging Asiibiaint and looking less vulnerable
to financial disturbances. In a highly integratedrid, these small open economies want to
take advantage of financial globalization to prognetistained increase in living standards.
There have been selective and timely capital adcmastrictions and liberalization on both
inflows and outflows over the years. Much of thesiton derives from the bitter lessons from
the 1990s. But, even so, measured by total foraggets and liabilities as a percentage of
GDP, the trend from Bangkok to Seoul is that of enfinancial integration over the past 25
years. Over time, these countries are likely toefiefrom better international risk-sharing or
diversification. But there is tension in the sham betweerfinancial opennesswhich can
help foster financial development and economic gnowndfinancial stability which may
suffer from volatile capital flows. When marketsdamstitutions are still developing, this
struggle requires from policymakers a deft balageiat.

The idea of large and aggressive players stormingnid out of shallow financial
markets invokes strongly the imagery of big elephiamowding in and out of small ponds
and the damage their wallowing does to the inhatstaf those shallow watering holes. This
image reverberates through the medium-term flightnfUS dollar assets. In the near term,
Thailand, like other emerging markets, needs alfalance between fencing out the elephants
and linking their ponds to larger bodies of water.

This paper contributes to the debate in emergind@tsi by compiling a compact list
of what is known, knowable and unclear about thense of the issues concerning financial
globalization, economic growth and resiliency wéhfocus on emerging economies. We
evolve a set of general principles to guide cagtalount liberalization policy for Thailand
going forward

1. Introduction?

From a historical perspective, today’s emergingkats are unique in their common
experience. This unigueness is twofold. On the lwared, it is quite apparent that openness
has gained these economies immense benefit frorbalgleconomic integration, the
phenomenon denied to advanced economies when témgdsoff. At the same time, and as a
result of their openness, small developing econsnfice risks and volatilities that
accompany financial globalization, the scale ofalhadvanced economies never had to face
in their early stages.

Figure 1: Average growth of financial openness Figure 2: Speed of openness and flow volatility
and long-term GDP growth
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In fact, sustained increase in living standardsaisrelatively new economic
phenomenon to emerging markets. Having experienwstern economic growth after 1950,
they are late comers. And having much to benedimfrbeing late, it took this group of
countries a much shorter time to treble their @g#a income than today’'s advanced
economies did between 1800 and 19%0deed, international difference in living stardar
has declined over the latter half of the twenteghtury as a result of emerging markets’ fast-
pace and sustained growth. During the past 20 y#@sworld’'s income gap has narrowed
even faster. It cannot be by sheer coincidencetthiatperiod has also witnessed growing
international trade and financial integration ahé entrance of China, and subsequently
India, into the comity of trading nations.

Along these high growth trajectories,
emerging markets’ aggregate real income
and consumption are an order of magnitu Malaysia
more volatile than advanced economi
(both in terms of levels and growth rates ¢ Taiwan
Not only is consumption more volatile it ’
emerging markets, but it is also mol
volatile in relation to income. In fact, ove
the business cycle, consumption is arou
40 percent more volatile than income f(
emerging markets, while it is less volatil =] g
than income for advanced economies. T 3 4 S.D.DfGDPpeé.mapnagmwm 6 7
unique volatility outcomes can be attribute
to a set of macroeconomic shocks and th&yyrce: IFS
propagation mechanism, which is likely
more amplified in emerging markets than in advaneednomies. The extraordinary
volatility in real aggregate consumption and incaraa be partially attributed to episodes of
financial instability that occur not infrequently emerging markets. In fact, these bouts of
extreme instability have disrupted tpetential growth trendswhich in some cases have
taken years to recover. On the whole, these epishdee been associated with too much
financial liberalization too soon.

Figure 3: Volatilities of GDP growth and net flow
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The unique global backdrop, as well as the econamicomes in terms of growth
and volatility that have just been outlined, presemeal dilemma and at times tension in
emerging Asia. And nowhere is this tension mor@agale than it is in the realm of exchange
rate and capital account regimes. While benefimftrade integration are appreciated and
shared by billions the world over, net benefitsnfrmmternational financial integration have
not been so apparent in Asia and emerging econamigsneral. This is consistent with an
observation that Asian emerging markets rely insirggdy more on trade integration because
it is judged to be a safer mode of risk-sharinghwite world. As a result, while the pack

2 parente and Prescott (1999) documents the ewplofiinternational income and growth differences
and gives a list of growth facts before and atierindustrial revolution.

% The same is true when comparing relative volgtilit growth rates of consumption and income
(Kose, Prasad, and Terrones, 2003). While this iwaad characterization of emerging markets,
some countries, for example Thailand, have expeeigm much less volatile consumption to income
ratio. (Aguiar and Gopinath, 2007). Also see Diayaind Chai-Anan (2007) presented in this year’s
BOT Annual Symposium.



financial integration has far outstripped tradegmation in advanced economies, it has only
managed to keep pace with trade integration in gimgmarkets.

Overall evidence on flows of portfolio equity, dedmtd foreign direct investment

(FDI) shows that capital account liberalizationdisectly linked to lower cost of capital,

investment boom and growth improvement over att [Bagars after the liberalization dates.
The temporary growth benefits are clear in the chsmuity market liberalization. FDI tends
to bring more benefit when made in non-primary @ecivith stronger vertical linkages to
domestic intermediate sectors, such as manufagturinkages between FDI and trade flows
are strong. Indeed, FDI yields most benefit in amirenment with minimal trade barriers.

Most of the benefits are likely to come indirecttyough efficiency improvement, better
governance and human capital accumulation.

Moving toward perfect international risk sharing, snoothening the consumption
cycles, seems near impossible, but improving copsiom risk sharing should be less
challenging. It requires substantially better asdesabundant insurance instruments that the
deep financial markets offer. In addition, fewactions—implying more flexible prices and
wages and effort toward lowering financial monibgriand screening costs—should dampen
the amplification of real, monetary and credit dhtitat accompany capital flows to the real
economy. Technology, money and credit as well iaantial conditions tend to be
procyclical everywhere, and capital flows more s@merging markets. But the shocks that
accompany financial volatility are not amplified smch to affect real outcomes in advanced
economies as they are in developing countries.

Despite the shortage of evidence in support of grdvenefit from debt flows and
their association with crises in the past, contovisiebt flows may not benefit countries in all
cases at all times. In fact, with regard to finahstability, there is little evidence to support
the view that countries with higher capital molilface a higher probability of having a
currency or a banking crisis. Readiness for openge®s matter. Indeed, it is those with
excessive short-term external debt, weak banks iafidxible exchange rates that are
vulnerable. Moreover, output cost of a crisis isaler in countries with open capital
accounts.

Asian policymakers have come a long way in macroeegoc risk management since
1997. Countries have taken unilateral actions tonote resiliency through improved public
debt structure, sharper focus on price stabilitjldoip of international reserves to a multiple
of short-term external debt or other traditionalasres of potential claims on reserves and
more flexible exchange raté€ountries have also made efforts to ensure strqorgelential
regulation and supervision of banks as well astahpnarket deepening. They have also
relied less on foreign debt financing and shiftedrentoward equity securities and direct
investment. This shift in the pattern of capitdlaws demonstrates to some extent advances
in equity market development and corporate govar@an the region. Thailand’s outflows,

* For a few countries, reserve accumulation partigstitutes a deterrent to the repeat of the last
extreme episode of instability in 1997. As an adbedefit, a relatively well-developed system of
prudential banking regulation has also helped tlwamtries avoid speculative pressures on their
exchange rates.



however, are debt heavy. Mainly, this reflectsfdet that official flows account for a lion's
share of Thailand’s foreign asset holdings. Mealeytbank’'s assets in forms of deposits
increase in line with exporters’ hedging activitidhis asset-liability mismatch may reflect
inability on the part of the private sector to &sta diversification.

These changes in policies and risk awareness rédssilikely that financial market
disturbances will trigger a sharp and broad-based @ real economic outcomes. But, it may
be a slight overstatement to declare that Asia whale has become resilient to shocks and
disturbances today. In some sense, the impressigath of Asian international reserves may
be construed less as an indication of fundamemtahgth than as an indication for needed
progress toward modern monetary policy framework. addition to that, the size of
accumulated global financial vulnerabilities thaayrunwind in the near future is by most
measures unprecedented; the extent and the whetsadjdhe risk concentration are unclear.
And as a result, circumstances of greater macragsiznadversity may yet again put to test
emerging markets’ ability to adjust.

Since the challenge going forward requires sigaiftcability for Thailand and other
emerging economies to adjust flexibly, what hasight us here may not deliver us safely to
prosperity.

Beyond getting the fundamentals right and stremgtigethem, the solution package
we seek must help reduce the economic distorti@mpgbuated on our economies. These
financial and structural distortions impose reatsan terms of higher output volatility, to be
made precise, and hinder our chances to become nesifient going forward. This solution
package must by default and by desigmimad-based

Allowing the competitive pressure and incentiveofmerate is undoubtedly the best
way to foster investment in physical and humantems well as innovation and risk-taking,
all of which are crucial to long-term productivigdyowth. They are also crucial for a flexible
and resilient economy. But policy and regulatioh lsave a role to play. The imperative
here is to improve on structural and policy dedltat can help deal with market excesses and
business fluctuations. Monopoly rights, financialomtoring and screening costs,
administered wages and prices are high on thevlisn it comes to structural causes behind
the amplification of various real and nominal skheabnto output, creating larger than
necessary business fluctuations.

There is little consensus today on the appropriggree of financial openness
through time. The net benefit of extra openness dwgtine slowly or fast depending on
whether domestic physical, human capital, finan@ad regulatory infrastructure—the
traditional growth inputs— as well as macroeconomdalicies and governance undergo
concurrent improvement.

In order to outline capital account policy prioripolicymakers should also underline
the fact that big market events that pose systeisks tend to reflect collective mistakes in
which most market participants are offside in thens direction.To reduce the chance of
prolonged financial misalignmenwith economic fundamentals, the priority should in
improving the flows and quality of financial infoation, corporate and public governance,
legal infrastructure, and allowing in different yas and views. With various views and risk



appetites, the financial system will more likelydengo constant self-correction. Crashes in
asset price will also likely be less prolonged at@Vastating to the real economyur
financial market may not be deep enough soon endughwe require access to deeper and
more liquid capital markets. Risk-aware economiegetbenefited from liberalized inflows in
the past. Timely outflow liberalization will helph@is benefit more in the future, seeing that
we can unload domestic systematic risk abroad.

To enhance the net benefits from financial gladadion we propose a balanced
approach to managing capital flows under flexibtiehange rate and reforms in the areas of
financial system and market development as wepdigy that promotes competition. The
key components of this approach, which should bg@ldmented hand-in-hand with capital
account liberalization, are: 1. Sound, consisteatrgss policy and time) and sustainable
macroeconomic policies. 2. Openness to trade,aae tenhances benefits of certain types of
financial flows. 3. Directionally consistent capitaeccount policy that is transparent. 4. Data
disclosure and better data quality on both balestmet and off-balance sheet items of the
public and private sectors for better monitoringl goricing of risks, in support of capital
account opening. 5. Financial sector reforms tdwabhplements business and household’s
ability to make sound financial decisions and hedgainst financial risks. 6. Best-practice
financial sector prudential regulation and supéovido ensure a strong financial system. 7.
Effort to lower market frictions and distortionsasll as efforts to reduce monopoly power in
financial and non-financial sectors. Brogress in international cooperation on regional
capital market development as well as informatidraring and policy dialogue. 9.
Appropriate legal safeguards under free trade aggats to preserve policy options that help
ensure financial stability as markets continuedwetbp. 10. Progress on sharing the benefits
of financial openness to include the majority ofciety to strengthen pro-reform
constituencies.

The pace of liberalization should be determinedpimgress in these areamdeed,
progress in one area of reforms requires prognesthe others. Prioritizing would help
Thailand capitalize on both investment- and efficieinduced growth benefits of financial
openness.

As we learn to harness the financial markets t@ lsl adjust to future bumps and
disturbances, Thailand will also become more esiland our growth process less bumpy.
Inflows and outflows will become more balanced ireccourse. Elephant traffic will bring
less tension and more benefits as the ponds beleogez or linked to deeper waters.

The rest of the paper is structured as followstiGe@ summarizes developments in
financial globalization for East Asia and Thailandth lessons for policy going forward.
Section 3 reviews the state of the knowledge altioeitscience of the issues concerning
financial globalization, economic growth and resikty with a focus on emerging economies.
Section 4 outlineshort-termpolicy tension, why a country’s political econommay tilt in
favor of capital inflow controls and evidence oritheffectiveness. Section 5 evolves a set of

® See Bannier (2005) for an articulation that lapg@yers need not make market responses more
aggressive if the market doeet uniformly believe that fundamentals are weak. Aeé Abreu and
Brunnermeier (2003) for argument that the resikeraf financial bubbles (both positive and
negative) can stem from the inability of arbitrageto temporarily coordinate their selling (or
buying) strategies.



general principles to guide capital account libeedion policy for Thailandyoing forward
and discusses more specifically Thailand’s priesitiSection 6 concludes the paper.

2. Developments in financial globalization

Trend of de facto financial globalization

Fact 1: The world has become more financially inéégd over the past 25 years. Advanced
economies have embraced financial globalizatiora abuch higher pace over the past 10
years. Emerging Astaand Thailand on average has become more finayoigden’

Figure 4. Foreign assets and liabilities over GDFleft panel) and foreign assets and liabilities
over exports and imports (right panel)
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Fact 2: While financial integration has far outstripped d® integration in advanced
economies, it has only more or less kept pacetvétte in East Asia and Thailand.

This fact is consistent with the observation thraersging markets use trade in goods to share
income risk. It is also consistent with the facattadvance economies are more service
oriented while emerging economies’ dominant feauage primary and manufacturing
sectors. It implies that there is a high potertalinternational trade in assets as a mode of
risk sharing in the future.

Size, composition and pattern of financial integrabn

The financial account separates financial flows ihtcategories: 1. foreign direct investment
2. portfolio equity 3. portfolio debt and 4. othiewestment, which includes loans, trade
credits, deposits and other credit and debit adsoun

Definition (Flows): We define gross and net flowsading to international convention, as
follows: For every flow category, gross inflow isfidhed as total nonresidents’ inflow minus
nonresidents’ outflow. Gross outflow is definedesdents’ outflow minus residents’ inflow.
Net flow is defined as gross inflow minus gros$lawt

® Emerging Asia 13 (EA 13) consists of China, Hongnl, India, Indonesia, Korea, Malaysia,
Pakistan, Philippine, Singapore, Sri Lanka, TaiwBinailand and Vietnam. EA 9 excludes China,
Hong Kong, Singapore and Vietnam from EA 13.

" The V-shape for Thailand reflects mostly the shdgeline in GDP in 1998 and later pickup.
International assets and liabilities are more ss féat during the time.



For the rest of this section, unless otherwise diotee use quarterly data from the
International Financial Statistics (IFS). Quartedgita are not available for China, Hong
Kong, Singapore and Vietnam. By data necessityjefime Emerging Asia as EA®.

Fact 3: (Integration by types) After the Asian mjsflows have become more diversified
across types. FDI and equity have become more [@elvavhile debt and other investments
have become smaller. This is a world-wide trendhil@hd is less diversified than Emerging

Asia as a whole. Official reserves have increasedmerging markets as a share of gross
stocks of international assets and liabilities. ifleal)

More concentration on FDI and equity flows may aadé better risk sharing between
residents and non-residents, owing to the procgichiature of their associated payments.

Table 1: Gross stocks of foreign assets and liakiiks and their share by types

Gross stocks of foreign assets and liabilities 80-84 85-89 90-94 95-99 00-04
Advance economies (bIn.$) 6,233 13,756 24,369 42,709 70,561
Share of FDI 16.5 17.1 18.0 20.6 211
Share of equity 5.8 8.2 9.9 16.2 16.3
Share of debt and other investment 71.6 69.5 67.7 58.8 58.2
Share of foreign reserve 6.0 5.0 4.3 3.8 3.5
Emerging market (bIn.$) 1,351 2,305 4,284 7,451 10,453
Share of FDI 111 12.3 16.1 23.0 28.1
Share of equity 11 15 3.9 7.4 10.4
Share of debt and other investment 78.7 775 70.6 58.6 46.7
Share of foreign reserve 9.1 8.8 9.5 11.0 14.3
Emerging Asia (bIn.$) , EA 13 479 1,208 2,657 4,568 6,307
Share of FDI 10.6 11.5 16.4 247 29.0
Share of equity 1.6 1.8 3.7 7.4 11.7
Share of debt and other investment 76.3 75.5 69.5 56.3 41.9
Share of foreign reserve 11.4 11.2 104 11.6 16.7
Thailand (bIn.$) 17 34 99 192 178
Share of FDI 10.6 111 13.6 14.2 23.6
Share of equity 15 8.1 14.8 8.0 9.4
Share of debt and other investment 78.0 66.2 50.4 60.8 44.8
Share of foreign reserve 9.8 14.6 213 17.0 21.6

Source: EWN Mark Il dataset, Author’s calculation
Remark: Equity and debt in the table mean portfetjaity and debt, respectively

Fact 4: Gross inflows to East Asia are close tddris highs at around 5-6 percent of GDP.
FDI remains an important component. However, pbafimvestment has increased its share
recently. Meanwhile, loan and other investmerth®region is rising, but still is lower than
pre-crisis level (Figure 5).

8 In addition, the earliest data available for Malaystarts from 1999 while the latest data for andi
ends at 2004.



Figure 5. Time-series of gross capital inflows bflow types (in percentage of GDP),
4-quarter moving average
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The recent pickup in capital inflows to emergingaipartly reflects improved fundamentals
in much of the region (Figure 5). However, there aeveral broader factors that have
supported the increase in capital inflows. (IMF 200

« Supportive global financial condition&lobal financial conditions in recent years have
been highly accommodative, with ample global ligyicand demand for higher yielding
assets.

e Growth in the investor basén increasing number of institutional investorg;luding
insurance companies, pension funds, and hedge anedmvesting in emerging markets, as
investors diversify and search for higher returns.

e Capital market development and increasing cagltak liberalization.Recent reforms
have deepened domestic capital markets in Asiapdated new types of financial
instruments, and liberalized participation by neidents. In particular, the broadening and
deepening of markets in the ASEAN countries haw®eraged inflows, particularly portfolio
investments.

e Attractive portfolio investment opportunitieBositive interest rate differentials on
domestic holdings (especially against the yen) adl vas expectations of currency
appreciation in the region were another importantdr driving capital inflows. For Thailand,
the relatively attractive P/E ratio in the stockrked may have also drawn renewed interest.

Fact 5: Capital outflows from East Asia have inged rapidly in recent years and have
reached unprecedented levels (Figure ®ortfolio investments comprise the major
component of outflows and have grown rapidly durthg past few years. Partly, this is



accounted by the recycling of current account sisgd through banking system by some
countries. Also, FDI has increased reflecting aemteveloped corporate sector and greater
economic integration.

Figure 6: Time-series of gross capital outflows bflow types (in percentage of GDP),
4-quarter moving average
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A number of factors have contributed to the ristrend in Asian capital outflows. (IMF
2007)

* Increasing integration and market developmésiteater integration of markets and
economies, especially within the region, an indredg sophisticated and wealthier investor
base, and financial market development, are liteelyave supported this trend.

» Recycling of current account surplusés.many countries, outflows into bonds in
developed markets are related to reserves accuanuldieanwhile, some governments have
moved to establish agencies to manage these resamdeattain higher rates of return. Some
outflows especially bank’'s deposit holdings repnédeedging associated with portfolio or
FDI inflows.

» Capital account liberalizationAt the same time, restrictions on private sector
outflows are being relaxed, reflecting both a desir reduce the burden of sterilizing net
inflows and a recognition of the value of portfotiiversification by the private sector.

* More global and developed corporate sectdf®l outflows have increased as
Asian firms have moved to establish global supplg sales network.

Fact 6: Inflows and outflows have not always bealatced in size, with larger gross inflow,
in Emerging Asia. Flows have become more balanost-grisis. Tailand’s in and outflows
appear to be less balanced than East Asia on aeefiigure 7).



Between 1981Q1 — 2005Q4, gross quarterly inflowTioailand is on average 5.3 times more
than gross quarterly outflow. For Emerging Asia (84his ratio reads much lower at 2.5.

Figure 7: Gross flows as percentage of GDP
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Fact 7: Thailand's holding of foreign assets inrfoof FDI, portfolio and other investment, as
percentage of GDP, is very small in comparisontteopcountries’.

The exception is in the level of foreign reserwebich reflects the accumulation of reserves
after the 1997 crisis, partly reflecting the FXeirvention in an attempt to slowdown the

currency appreciation.

Table 2: Comparisons of foreign assets as percenw&agf GDP across countries (by types of flow)

Direct investment Portfolio Equity Debt outflows Foreign reserve
Sg:‘c'c;( S‘; % outflows outflows (Portfolio + Other) minus gold

1995 2004 1995 2004 1995 2004 1995 2004
Malaysia 10.5 21.0 1.0 2.2 14.7 31.2 26.8 56.4
Singapore 46.9 104.4 41.5 139.2 77.3 250.4 81.8 1105
Philippines 1.7 2.3 0.7 1.7 13.2 20.1 8.4 15.2
Indonesia 0.8 1.3 0.0 0.0 5.7 7.4 6.8 15.5
Thailand 1.4 3.3 0.0 0.4 6.2 11.1 21.4 29.8
Korea 3.1 7.8 0.3 2.0 12.1 13.4 6.3 29.2
Taiwan 10.4 29.9 3.2 37.0 32.1 64.9 34.1 75.1
China 25 2.2 0.1 0.3 8.7 15.6 10.8 37.3
Japan 4.5 7.9 2.8 7.8 39.0 55.3 35 17.8
us 18.4 28.0 10.7 215 22.1 33.9 1.0 0.6

Source: EWN Mark Il dataset, Author’s calculation
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Recent development in Thailand’s International Investment Position

Holdings of foreign assets has risen

steadily in line with continued Foreign Assets Held by Thai Residents
surplus in the current account. The Billion USD %6 of GDP
amount of assets has doubled since ™| L secuiies offci I
2000, to about $106 billion in 200 PO s and other invesiment 1e
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expanded rapidly.
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Table 3: Thailand's International Investment Positon Classified by Business Sector
(Millions of US Dollars)

Government Total
Non-bank Monetary
Year Banks . and State " % of
Corporations . Authorities  Amount
Enterprises GDP
Assets 2001 16,546 3,807 923 33,048 54,324 47
2006 25,628 11,702 2,335 66,985 106,650 51.7
Liabilities 2001 15,160 61,769 20,912 8,325 106,166 91.9
2006 26,890 119,253 19,468 0 165,611 80.3
Net 2001 1,386 -57,962 -19,989 24,723 51,842 -44.9
2006 -1,262 -107,551 -17,133 66,985 -58,961 -28.6

Though Thailand’s external position remains a net dreign liability position at the
aggregate level, the vulnerability to currency expsure has reduced significantly. As
percentage of GDP, the net liability has declineoimf 45% in 2001 to 29% in 2006.
Moreover, the increased importance of equity inmesit by foreigners as opposed to bank
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loans has reduced the risk of sudden reversalragyfoinvestors either in FDI or portfolio
equity will have to share both market and curremslys with Thai counterparts. In addition,
the gross external debt figures would certainlyrstage the extent of currency exposure due
to increased hedged position as well as risingesbBbaht denominated external d&bEhus,
Thailand’s external position is much less sensitveexchange rate changes compared to
what it was in the past.

However, there are still a number of important distibutional issues that warrant
further scrutiny . In term of sectoral distribution, there seem$éaa clear trend of sectoral
mismatch. While most liabilities are accumulatedhie non-bank corporation sector, most of
the assets, roughly two-thirds of country’s foreagsets, are with the central bank in the form
of foreign reserve¥.

Table 4: Thailand’s IIP by Debt-Equity Classification™

% Year Debt Equity

Assets 2001 94.8 5.2
2006 91.3 8.7

L 2001 65.1 34.9
Liabilities 2006 34.7 65.3

Source: IIP survey (2007)

One of the implications of the sectoral mismatcthis big difference in term of debt-equity
profile between Thailand’s foreign assets and li@s. On the liability side, the share of
Thai assets held by foreigners in the form of ggbas been rising rapidly, reaching 65% of
total liability in 2006. On the asset side, howeveughly 93% of foreign assets held by Thai
residents is in debt form, largely reflecting tlaetfthat a significant share of assets is under
central bank’s reserve management, which by law,ady be invested in safe and liquid
assets such as government bonds. In additiongdheentration of private assets in fixed
income instruments could also be attributed to leggy restrictions, low risk tolerance on
the part of Thai investors as well as lack of i@t capability in more complex setting or
instruments both in terms of outward FDI and pdidfequity. Compared to debt, return on
equity investment may be more volatile, but it [soaassociated with higher expected return
and greater potential for risk sharing in the loeng. Thus, the current debt-heavy portfolio
allocation by Thai residents is likely to be sulboat in terms of risk-return profile. Granted,
the share of equity will tend to rise along withancial literacy and investment capability of
Thai investors. But it is something worth monitgrigoing forward.

° Recent estimate indicates that up to 25% of ®ttrnal debt is denominated in baht term.
10 As for the banking sector, the net position isextpdly small due to prudential regulation thaiitém
the open position of foreign currency holdings.

1 Equity here includes equity FDI, equity portfoliderivatives instruments and gold holdings by
central bank
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Flow volatility

Greater degree of financial openness is assocuaibdlarger gross flow sizes. There is a
positive correlation (0.57) between the average sfaon-residents’ flow (gross inflow), and
by extension, financial openness, and the vokatiftgross inflows.

Fact 8™ In post-crisis Emerging Asia, gross outflows aigniicantly more volatile while
gross inflows and net flows are not. Direct investinand portfolio-debt inflows as well as
outflows in most categories have become more imldDI is least volatile, followed by
portfolio investment and other investment flowshat order. For post-crisis Thailand, all
flows appear more volatile, with sizeable increasgross outflow and net flow volatilities.

Table 5: Standard deviation of changes in capitaléw to GDP for Emerging Asia 9

Emerging Asia Gross inflow Gross outflow Net flow
(S.D. of change) 1987-1996 | 2001-2005 | 1987-1996 | 2001-2005 | 1987-1996 | 2001-2005
Total capital flows 4.50 5.41 2.06 4.18 ** 4.36 5.64
Direct investment flows 0.55 1.17 ** 0.26 0.44 0.66 1.24 **
Portfolio investment flows 1.20 295* 0.28 1.35* 1.19 3.04 *
Equity 0.84 1.84 0.05 0.30* 0.85 1.86
Debt 0.63 1.66 * 0.25 113+ 0.61 1.87 **
Other investment flows 4.36 412 1.95 4.07 ** 4.20 5.22 *

Source: IFS, Author’s calculation
* and ** denote significant level of 5% and 10%pectively, indicating whether volatilities duriag@01 — 2005
are difference to volatilities during 1987-1996.

Table 6: Standard deviation of changes in capitaléw to GDP for Thailand

Thailand Gross inflow Gross outflow Net flow
(S.D. Of change) 1987-1996 | 2001-2005 | 1987-1996 | 2001-2005 | 1987-1996 | 2001-2005
Total capital flows 5.12 6.39 2.95 5.84 3.60 5.25
Direct investment flows 0.59 1.60 0.34 0.52 0.61 1.47
Portfolio investment flows 2.57 243 0.00 1.48 2.57 274
Equity 1.85 1.84 0.00 0.21 1.85 1.86
Debt 111 2.20 0.00 1.40 111 2.60
Other investment flows 4.88 5.98 2.90 6.20 4.02 5.47

Source: IFS, Author’s calculation

12 Using different measures of volatility, such aanstard deviation of changes in capital flows or
standard deviation of flows, does not change tlaeadterization of flow volatility in Fact 5.
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Fact 9: Net capital flows are procyclical; flowsehigher during good times and lower
during bad time

Net Capital Flow
as % of GDP

8.

~

a— a—
0 —uh/ I ‘ 4

OECD Middle-High IncomeMiddle-Low Income  Thailand

Good Times m Bad Times Amplitude

Source: Kaminsky et. Al. (2004) and IFS data foaildnd
Note: Data starts from 1975 to 2006 for Thaila@thers are from 1960 to 2003.
Picture taken from Disyatat and Chai-anant (200/@sgntation at BOT symposium 2007

Extent of financial development

Fact 10: Financial market development in Emergirgla®9 seems to be slowing down post
crisis. Equity market development has picked ugdpehile private credit of deposit money
banks has declined in importance. Bond market noetl to grow steadily

Three financial market development indicators ngns¢bck market capitalization to GDP,
bond market capitalization to GDP, private creditdeposit money banks to GDP to reflect
development in stock market, bond market, the ankiector, respectively. Their average
growth rates are displayed in Table 5.

Table 7: Average size of stock market capitalizatio (SMKC) to GDP,
private credit by deposit money banks to GDP and bwd market capitalization (BMKC) to GDP
(For EA9 only)

SMKC/GDP Private credit/GDP" BMKC/GDP %
Average size

85-95 00-05 85-95 00-05 90-95 00-05

Emerging Asia (EA 9) 0.39 0.52 0.39 0.49 0.28 0.46

Thailand 0.58 0.49 0.71 0.79 0.09 0.34

Table 6: Average growth rate stock market capitaliation (SMKC) to GDP, private credit by
deposit money banks to GDP and bond market capitalation ( BMKC) to GDP (For EA9 only)

SMKC/GDP Private credit/GDPY BMKC/GDP %

Average growth rate
85-95 00-05 85-95 00-05 90-95 00-05

Emerging Asia (EA 9) 43.20 13.1 3.93 -2.18 2.88 2.87

Thailand 35.41 14.12 7.43 -6.43 -2.82 10.67

Source: Beck, Demirglic-Kunt, and Levine datasetthéw’'s calculation” No data available for TaiwghNo data
for Sri Lanka. Excludes pre-crisis Indonesia
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There is improvement toward less concentratiorfirdncial risk in the banking
system, consistent with higher importance of FQ aquity flows post crisis.

Role of hedge funds in Asia

Fact 11: Asian-focused hedge funds (AHFs) haverexpmed rapid growth in recent years,
both in terms of number of funds and assets undeagement

Based on industry estimates, the total numbehe$d funds has more than tripled
since 2002 to approximately 1,150 at end-2006, witb-thirds based in the region. More
than half of the Asian-focused funds have beendhed the past two years. Total assets

o - under management (AUM) are
Growth of hedge funds in Asia Pacific

(mumber) (UISD Billions) reported to be around $132 billion, up
2,000 —250 fivefold since 2002.

1232 222 While hedge funds is believed to help

1400 175 increase market liquidity and enforce

200 o market efficiency, but they could also

800 100 pose systemic risks to the stability of

600 75 financial markets. The concern on

il 2= | - systemic risk is that a large number of

hedge funds employing similar

2002 2003 2004 2005 2006 2010 (F) . . . .
Funde (lft-hand scale) strategies with high leverage in the

=eas Assets under management (AUM) (right-hand scale) markets would increase the volatility
Source: Eurekahedze of financial markets through
momentum trading.13 Fierce
competition for hedge funds’ business could forome banks and securities firms to relax
their risk management measures, allowing hedgesftmihcrease their leverage and exert an
even bigger influence on the volatility and liqwydof the financial markets. Another concern
is the lack of good understanding of the risks im@d as hedge funds are largely unregulated
and there is a general lack of transparency ofr teiestment strategies and portfolio
composition.

Recent important developmentsThe proliferation of bilateral and regional freeade
agreement will imply greater economic and finangrdegration among countries in the
region under the legally binding commitment. e ttase of Thailand, bilateral FTAs has
been signed in recent years with Australia, Newlaeh and Japan. Meanwhile, as a
member of ASEAN, Thailand is about to enter intoagmeement with member countries to
work towards the creation of ASEAN Economic ComntyiGAEC) by 2015. The agreement
which includes binding commitment to allow freevito of investment and freer flows of
capital will accelerate the speed of regional eatincand financial integration. In addition,
ASEAN is in the process of negotiating FTAs witmamber of trading partners such as
Korea, Australia & New Zealand, China and Japan.

Though FTAs are promised to bring long term begefin terms of increased
efficiency and productivity through greater tradedainvestment, they will also pose
constraints on future policy options under the cotm@nt on investment liberalization and
investor's protections. While constraint on poliyoices is not necessarily a bad thing, the
lack of policy flexibility to tackle difficult ecoomic problems that may arise is of a great
concern. The added risks here is that under seghl lIcommitments for free flow of
investment and capital, countries may not have w@ateqgflexibility to adopt measures to
ensure the stability of the economy, financial egystind exchange rate for fear that the such
measures may violate the rights of investors, #mosing the country to potential lawsuits
from affected investors.

13 AHFs were reported to be key drivers in the Asauity sell-off in May-June 2006, and again in
February-March 2007. Though the episodes werergén viewed as orderly, a number of hedge
funds suffered large losses.
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3. A critical review of theory and evidence on finacial openness, growth and business
fluctuations

In order to evolve a set of general principles tdg capital account liberalization
policy for Thailandgoing forward we require a catalogue of information about ttierce of
the issues concerning financial globalization, eroic growth and resiliency with a focus on
emerging economies. We present in this sectiontiaatreading of the literature. The central
purpose is to identify high-quality empirical andagtitative evidence from which concrete
lessons can be drawn. Our emphasis is to find afgetneral principles to help guide capital
account liberalization for Thailand.

We focus on the following questions:

First, a focus on the growth benefits of internadiofinancial integration. Does
international financial integration carry growth niedit? Through what channel does
international financial integration help foster wtbh? What types of financial flows carry
more benefit? Is there a policy context or envirentmn which the potential growth benefit
of cross-border financial flows can be enhanced?

Then, we focus on the cyclical volatilities of aggate income and consumption, the
latter of which is a good benchmark for internasiloeconomic risk-sharing. We ask if
financial globalization help reduce variability aggregate consumption? Finally, we explore
the link between financial openness and finandibikty: Is there a link between financial
integration and financial instability? Can it caugéses, and in what context? Are certain
types of financial flows better from the perspeetof financial stability?

3.1 Summary of findings

A critical reading of several recent reviews of literaturé® as well as a multitude of recent
studies (mostly published during 2000-2007) revéeasollowing:

On growth benefit of financial openness™
Theory

1. Capital accumulation (the direct, investmentuoed, channel): Solow-Swan growth
theory predicts temporary direct effect on investiraand GDP growth from capital account
liberalization through permanent reduction in thestof capital.

2. Allocative efficiency (and, by extension, TFRwgh or indirect channel): Financial
openness helps enhance allocative efficiency arektgnsion, total factor productivity (TFP)
growth. The theory of TFP predicts that internagibrfinancial integration promotes
competition, which heightens the incentive for dstioeirms to adopt efficient technology
and make efficient use of existing ones. This taées into higher TFP growth. In response to
heightened competition, firms and pro-reform cduoetits are more likely to influence
governments to promote productive public investmemmd further reduction in costly
distortions through institutional and market refarm

4 Kose, Prasad and Terrones (2007), Kose, PrasaghfiRand Wei (2006) [henceforth, KPRW]],
Henry (2006), Lane and Milesi-Ferretti (2006), Edis Klein, Ricci, and Slok (2004), Calderon,
Loayza, and Schmidt-Hebbel (2004) and KPRW (20@#2003).

15 For the sake of brevity, citations are not avadah the summary, but provided in the sections 3.2
3.3, 3.4, 3.5 and 4 below.
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It predicts that rising TFP will lead to continueide in the marginal product of capital and

therefore further incentives to invest in physiaad human capital as well as upgrades of
institutions—the traditional inputs. Theory is ndear on how long lasting the efficiency-
induced growth benefit can last.

Empirical evidence on growth benefits of financial openness

1. Evidence of growth benefits from financial opsssbased on with purely reduced-form
cross-section regressions has been inconclusiveulBeon growth benefits being conditional
on differences in institutional quality are als@amclusive?

Evidence from aggregate-data studies using de faceasures of financial integration
coupled with data with longer time span and inté¢irae dummies accounting for supportive
conditions, such as good policies or institutioths show positive temporary effect on growth.

2. There is robust evidence linking the equity readspect of capital account liberalization
with temporary investment boom and growth improveme

2.1 Equity market liberalization reduces the costapital. These one-time impacts
differ across countries.

2.2 Lower cost of capital comes from lower rislefrate and lower equity market
risk premium. There is evidence of risk-sharinghe content of prices at the stock market
level

3. Capital stock grows faster after equity markbedalization. The effect lasts around 5
years. Liberalization has statistically and econcatly significant impact on stock prices and
dividend yields, with temporary impact on investnard GDP per capita growth, even after
concurrent economic reforms are controlled for.

Evidence of efficiency-induced growth from micro data

1. There is some evidence of international finandigk-sharing (or efficiency) benefit of
equity market liberalization (inflows) at the fir(stock price) level. The difference in the
betas (firm-specific risk) is positively and sigeaitly related to stock price change during
liberalization.

2. There is some evidence that liberalization-iretlchanges in stock prices translate into
investment growth benefit through firms’ investnaetisions.

2.1 Lower risk-free interest rate post-liberalizatiis associated with rising average
investment rate at the firm level in various emeggnarkets. Importantly, padf the decline
in listed firms’ costs of capital can be attributeml lower firm-specific risk premia (beta’s)
during liberalization.

2.2 There is little empirical support for the vidhat capital inflows are allocated
efficiently; i.e., thin evidence that firms witht@xreduction in risk premia do adopt more
projects that were too risky in the absence ofrivd#onal risk sharing.

By extension, the empirical link between finan@pkenness and TFP growth has
been weak. This hypothesis needs more empiricaitaih.

16 We recommend that policymakers give less weiglstidies with purely reduced-form cross-section
regressions. The methodology has a number of ctunleffaws that cannot easily be overcome by
better datasets or econometric techniques.
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3. We note that the literature has so far focuselg on liberalization of capital inflows. The
key benefits from risk-sharing may come from libeation of outflows, as citizens can
unload domestic systematic risk abroad. Despite greiction that much of the benefit
should come from outflows, we have not found eogbistudies on risk-sharing benefit from
outflow.

Evidence at the level of national equity portfolmfsadvanced economies shows significant
and slightly reduced “equity home bias” over thespd0 years, even as they could get a
better return with reduced portfolio risk throughigher degree of cross-market
diversification.

Evidence on growth benefit of debt flows

1. There is relatively little productive researchdaevidence supporting the idea of growth
benefit of debt flows.

2. Lack of empirical evidence of their growth bésaheans we do not know much about the
issue. Arbitrary controls on short-term debt flomay hurt growth in economies that cannot
attract equity or FDI flows.

Evidence on foreign direct investment (FDI) flows

1. Industry and firm-level data show that FDI caengrate productivity spillovers through
technological adoption, skill acquisition, and ei#int use of existing technology and
resources (through heightened competition and edqutiivities).

Specifically, FDI carries positive vertical (crossctor, backward linkages) technological
spillover effects. Evidence of horizontal (samees@spillovers is sparse and inconclusive.

2. Aggregate data evidence points to strong linkalgetween FDI and trade flows. Case
studies also show that FDI yields most growth beneth minimal trade barriers and
protectionist environment.

On output, consumption volatility and consumption risk sharing
Theory, quantitative results and empirical evidence

1. Theory has no obvious prediction for the collecteffects of financial integration on
output volatility. But there are indirect lessons.

2. Business cycle theory focuses on various typeshacks—technology, monetary and
credit—and their propagation mechanisms.. Certawss-border flows (FDI and equity, for

example) carry productivity benefits. Flows andafinial conditions tend to be procyclical.

They affect firm and household balance sheets.

2.1 Dynamic stochastic general equilibrium (DSGEddels with monopolistic
competitive setup and reasonable parametrizatioth(WS data) predicts, with quantitative
results, that small shocks can be amplified enotghaffect output volatility through
countercyclical markup over marginal cost when npmistic arrangement is prevalent.
Models of this class also predict that lower morgpmower, on average, implies milder
propagation of shocks and smoother business fltiotua

2.2 Fewer frictions—more flexible prices and wageansaction cost and effort
toward lowering financial monitoring and screeniogsts—should dampen the amplification
(financial accelerator) of technology, monetarycoedit shock to the real economy.

3. Intertemporal optimization models uniformly pctdthat risk-averse consumers (and
economies), desiring smooth consumption across #nm states, should find insurance
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against temporary idiosyncratic risks to income fased-enhancing. Well-developed financial
markets can offer risk-sharing tools.

4. The key theoretical predictions of complete marfperfect risk sharing) are rejected
empirically.

5. Incomplete market models of the debt-constr@d@M) type slightly under-predict the
consumption response to income shocks in the (&%) &®CMs limit risk sharing through
endogenous restriction of quantity or class of tssgeat can be traded, even though state-
contingent contracts are available to all agenthe¥ point to a possibility that risk sharing
can be improved by access to better insurance.

6. International risk sharing has increased for adeed countries over the past two decades,
along with financial integration. But emerging mat& and developing economies have yet to
gain more risk-sharing benefits.

7. Emerging market business cycles, prone to tgroaith shocks and consequently larger
fluctuation in consumption relative to income, nhaye more potential benefit than advanced
economies from better risk-sharing through finahopenness.

8. The hypothesis that emerging markets have taihat clear risk-sharing benefits because
they may not be getting the “right” types of floissot borne out in the data.

On crises as special cases of volatility

1. At the aggregate (data) level, there is litthiddence to support the view that capital
account liberalization by itself increases courgti@ulnerabilities to extreme episodes of
economic instability, both from probability and put cost aspects.

2. Capital account liberalization interacting witlhon-credible fixed exchange rate regime
could be a combination for a crisis. Financially tegrated countries with sound
macroeconomic policy, well-developed and regulditegihcial systems are less likely to face
a crisis.

On capital control and its effectiveness

1. Capital controls on inflows seem to make monefanlicy (interest rate setting) more
independent, alter composition of capital flowst, ot reduce the volume of net flows, and so
affecting the current account balance or the reallenge rate.

2. There is little systematic evidence of successffectiveness in controls on outflows
outside of the brief Malaysian (1998-9) experience.

3. Controls on in- or outflows need not always Heative. On inflows, the more a country
depends on short-term flows to finance its curesmount, the less effective are the controls.

4. Response at firm's level to capital controlswhcefficiency loss as it increases cost and
impediments for small domestic firms to raise @piChilean’s El Encaje increases the

sensitivity of investment to cash flow for smaliblcly traded domestic firms, but does not
affect large firms.

Research methodol ogies that promise scientific progress on theissue

The literature has noted prevalent simultaneity @adicy endogeneity issues in identifying
causal relationships between growth, stability dhdir determinants. General equilibrium
models built under the instruction from growth dnginess cycle theory, extended into open-
economy setting, working with both macro and mdata, should have the best chance at
discovering and understanding systematically thdtimay interaction between financial
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globalization, financial development, institutioncagrowth-volatility. Research in the field of
financial globalization using the dynamic stochasgteneral equilibrium models is getting off
the ground. The profession will likely benefit mdrem this approach than from purely
regression-based analysis.

A note on selectivity and objectivity

Even in the perfect world of empiricism (in whidmsiltaneity or policy endogeneity is well

controlled for), testing the two channels of grovanefits requires different econometric
approaches. To evaluate the empirical validity dffecent views of capital account

liberalization, we judge the studies we and othrengew by 1. their empirical models’

consistency with growth and business cycle theBrygconometric rigor and the statistical
power of the tests employed and 3 robustness ofreaesults.

3.2 The link between international financial integation and economic growth

We start by reviewing theoretical prediction ofdimtial openness and growth. Then we
review the evidence, from aggregate national datenarket-level data and finally to firm-
level data.

Theory’

Growth theory and models, which are tools constdictnder instruction from theory, help
provide a reasonable description of the wogdtkdicts that there are 2 general channels
through which capital account liberalization affegtowth:

1. Capital accumulation (the direct channel): Seffmwan growth theory predicts temporary
direct growth effect of capital account liberalipat'®

In a nutshell, intertemporal optimality in growthodels with uncertainty requires that

investment takes place until expected marginal ygbdf capital equals cost of capital. The
cost of capital is the sum of two parts, domestal interest rate (plus depreciation) and the
risk premium to compensate for uncertain returcaoital.

Liberalization effectively links domestic markeis the world market, generally bringing
domestic interest rates down to world levels aeelothe (asset) risk premia as WélAs a
result, theory predicts that liberalization shotdduce the cost of capital permanently, spur
investment temporarily to equate the marginal pcoad capital to the lower cost of capital.
Firms raise capital stock per effective labor uBititput per capita rises to a new steady state.
Theory predicts the investment-induced direct ghowtrease to be temporary.

2. Allocative efficiency and, by extension, totakfor productivity growth channel (or the
indirect “collateral benefit’ chanr@): That TFP is an important, if not most important,
source of long-term growth is well established @ant cross-country growth accounting

" The theoretical growth literature spans a halftagnfrom the deterministic growth theory of Solow
(1957) to “growth under uncertainty” of Brock andirMan (1972), to theories of international
income differences of Hall and Jones (1999) aneéiarand Prescott (1999); the last one is also a
theory of total factor of productivity.

18 Total factor productivity develops exogenouslynfrahe process of financial liberalizatidsy
assumption

¥ The rate of depreciation rate is a structuralalae. It does not vary significantly over time.
2 KPRW (2006) is the first to coin this term.

20



work (Easterly and Levine, 2002) and the theoryifidernational income differences (Hall
and Jones, 1999; Parente and Prescott, 1999).

Capital flows that accompany financial globalizatimay bring along extra benefits, such as
improvement of governance and the rule of law ifimsons), development of the financial
sector, responsible macroeconomic policies, etwoAing hypothesis for this channel is that
the collateral benefits help enhance allocativacieficy and by extension, total factor
productivity (TFP) growth.

This is consistent with the working theory of TFRternational financial integration
promotes competition, which heightens both thentige and the pressure for domestic firms
to adopt efficient technology and cut cost. Firnes that through adoption of superior
technology and efficient use of existing ones. Ttasslates into higher TFP growth (Parente
and Prescott, 1999). In response to heightened eiitiop, (less monopolistic) firms and
other pro-reform constituents are also more likelylobby their governments to promote
productive public investment (in education and ptglsinfrastructure) and further reduction
in costly distortions through institutional and tetr reforms in profitable trade and
investment (Mishkin, 2007).

By itself, higher TFP growth will result in high&DP-per-capita growth. But theory is not
clear on how long lasting the “collateral” growthnefit of financial liberalization will be. It
predicts that rising TFP will lead to continuederim the marginal product of capital and
therefore further incentives to invest in physiaad human capital as well as upgrades of
institutions—the traditional direct input chann@hall and Jones, 1999; Parente and Prescott,
1999). This is why the indirect channel is proposedbe the main growth-benefit channel
(KPRW, 2006).

The theory of TFP is most pertinent in this caseabee it points to a way countries can better
utilize capital flows to promote trend growth (figrder importance over second-order
volatility or cycle) more fully: Move toward an amgement that promotes competition.

Empirical evidence from cross-country regression studies using aggregate data

In summary,we recommend that policymakers give less weighsttiodies with purely
reduced-form cross-section regressions and witm desser weight to those with mixed
sampling. Most such studies show no evidence oitgrdoenefit and may even reveal
negative correlation between financial integratiand growth. Only a few show positive
temporary growth benefit.

1. Evidence of growth benefits from financial opsssmbased on cross-country regression
framework using aggregate data has been inconaudivalso has a number of conceptual
flaws that cannot easily be overcome by betterskisaor econometric techniques.

2. The result on growth benefits of financial liblezation conditional on differences in
institutional quality is inconclusive at best.

% Henry (2006) goes further to suggest that purebgssectional approach to empirical validation of
growth theory’s implication for capital accountditalization is inadequate, misses the point and
should be rejected.
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3. Nevertheless, evidence from aggregate-datdies using de factmeasures of financial
integratiorf? coupled with data with longer time span and intginge dummies accounting for
supportive conditions, such as good policies ofitumsons, do show positive temporary effect
on growth.

We devote extra space here to analyzing studigsbésed their results on cross-section
regressions and use aggregate (macroeconomichpdasaise they form the majority of the
literature on financial globalization. Their resylthough flawed, have also calcified into
“conventional wisdom”.

Problem with empirical methodolog¥heory’stemporary(direct) growth-benefit prediction
is of a panel or time-series nature. Liberalizatipocess is generally gradual. But most
studies use the approach of cross-section regressialysis. These regressions (with or
without controls) effectively identify impact cluddencapital account opening exclusively
through cross-country variation averagegrowth rates over time and fraction of years the
country is financially open. The estimation proaedfundamentally tests whether countries
with open capital accounts have highkemg-run growth rates than countries wittlosed
capital account®

Even though theory predicts temporary direct grolbehefit (and is unclear about the time
period TFP benefit will play out) there is no réde time-series, within-country intertemporal
growth variation in these regressions to testiesé growth effects.

Studies of this type, in effect, measpermanengrowth effect on investment or GDP. This
type of literature generally reports “no growth &) which we should, from the best of
them, read as “no permanent growth benefit.” Butvasshall see, there are 3 key empirical
problems with this literature that render even the permanent growth benefit”
interpretation suspect. The literature is plagugdsdévere measurement error, inappropriate
sampling choices and treatment of the liberaliratimcess as a sudden one-shot event.

1. Measurement errorMeasuring the degree of capital account restrictfor financial
openness) is exceedingly difficult. At issue is haell these indicators capture the meaning
of liberalization.

Indeed, measurement error in financial opennesidtats is a key factor that reduces
statistical power of regression-based tests in igén€he financial openness indices used in
the regression literature prior to 2004 are mostlthede juretype, i.e. they are based on the
IMF’s judgment reported on Line E2 of thennual Report on Exchange Arrangements and
Exchange RestrictionfAREAER) (IMF, AREAER; and Henry, 2006). These ites are
usually based on fractions of years a country hpeed its capital account or SHARE (of
years open). Line E2 provides no indication of what been liberalized, so the derived
financial openness index carries no informationuabvehat drives variation in SHARE. For
example, the regression modeler has no way ohgefliom Line E2 whether the degree of
openness comes from liberalization of inflows, lows or whether it is specific to debt

22 As opposed to the “de jure” or restriction-basgget which is based on the IMF’s judgment reported
on Line E2 of the IMF's Annual Report on Exchangeafigements and Exchange Restrictions
(AREAER).

% To make the case for rejection of cross-sectignession analysis, we review a number of original
articles reviewed by KPRW (2003 and 2006), Edisktein, Ricci, and Slok (2004), Calderon,
Loayza, and Schmidt-Hebbel (2004).
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securities, equity securities or FDI. In fact, tregearcher has no way of telling what changes
the IMF’s judgment regarding the degree of a cotsizapital account openness.

As a result, thede jure measurement’s usefulness in the construction welkarticulated
model for empirical research is highly limited. Bvthe widely used and cited Chinn-Ito
measure of financial openness falls into this aated For instance, the degree of Thailand’s
financial openness, recorded in the Chinn-Ito adtas -0.06 throughout during 1970-2005,
reflects no change in the actual financial openrdsthe Thai economy over the past 36
years. If a researcher used this measure in asggre she would find no correlation between
financial openness and Thailand’s GDP-per-capibavtr.

2. Many of the regression-based studies mmbeed samples of advanced and developing
economiesOne the one hand, increasing the sample sizes lrlprove statistical power of
the tests. But there are fundamental differencesd®n rich and poor countries. Specifically,
rich and poor countries implement liberalizationdifferent time periods and the growth
effects may materialize during different years weredecades. So the choice of time period is
especially important for mixed-sample regressicalysmes’

In fact, the measurement nature of SHARE can leatheégative growth effect” of capital
account liberalization in multiple country sampliag the following example illustrates.
Suppose a researcher wants to test for the direstinel, the type on which studies tend to
focus. She should control for any TFP benefit fiaternational financial integration. That is,
in this hypothetical example it is equivalent teswasing that two countries, “Rich” and
“Poor”, have similar TFP growth over the period 26 years? Suppose country Poor is
closed for the first 10 years and open for the déxyears. “Poor's” SHARE = 0.5. Suppose
country Rich is open for 20 years; so, “Rich’s” SRI& = 1. Theory suggests that “Poor” face
lower world interest rate after liberalization ovke latter 10 years while “Rich” is already at
world interest rate. Over the span of 20 yearsdilect-growth channel predicts that “Poor”
will grow faster than “Rich” in the transition t@ach a higher steady-state output level. A
researcher regressing growth rates on SHARE wobstrve that faster growth correlates
with lower SHARE. From results we find in the lature, her inference is likely to be
“capital account liberalization has negative effentgrowth,” when in fact cross-sectional
regression using mixed samples has no power tatdiie effect. The signal-to-noise ratio is
too low, i.e., true variation in the data is tocedimelative to the noise. The researcher ends up
with simply too much uncertainty surrounding theéreates to draw a useful inference.

3. Mistreatment of the liberalization process: lrosin regression studies, there is no
consideration that the process of financial opeisngostly incremental. Most countries take
several steps to open its stock market completelgking exclusively at the price response to
its initial opening may understate the total finahempact of the liberalization process.
Taking this problem into account, the result shotddd toward a relatively higher stock

24 Chinn and Ito’s (2005) measure for financial opesmis constructed from IMF's AREAER. It can
be downloaded from www.ssc.wisc.edu/~mchinn/Readaepen2005.pdf andww.ssc.wisc.edu/
~mchinn/kaopen_2005.xIs.

% For irrelevant or inappropriate time period usinixed sample, Rodrik (1998), is a prime example.
Rodrik’s (1988) sample ends in 1989, which meamsitipacts from the 1980s debt crises receive
disproportionately large weight in that short data3 hat the process of financial globalizationyonl
started in the 1980s should also make this samplepresentative as well.

% We expand on an example, the original versionhittvshould be attributed to Henry (2006).
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market price increase or sharper reduction in thet of capital due to capital account
liberalization. (Stulz, 1999)

Regression analysis in general also suffers frootheem important shortcoming. It is highly
difficult to control for any growth effect that incs from other domestic reform measures,
which usually take place in conjunction with capéacount liberalization. This issue as well
as policy endogeneity (or reverse causality) aedbimes of most regression-based studies.

Is the financial openness and growth link condiién

Earlier growth-regression studies show no progredmnding “unconditional” results. This
leads to a debate on whether growth benefits andittonal on the strength of a country’s
institutions. A number of later regression-basadlisis would then shovittle evidence to
suggest that capital account liberalization hacrgdr impact in high and middle-income
countries than in poor developing ones. (ArtetahBngreen and Wyplosz, 2001; and Kraay,
1998). So, it is fair to say thab significant result®n difference in institutional quality have
so far emerged from cross-sectional growth reguedierature’’

We turn to studies that focus on behavior of reaiables before and after the removal of
specific capital account restrictions. We focus search on the so-called policy-experiment
approach.

Empirical evidence from aggregate equity market data

Published work in the area of policy experimentsuges on the removal of restrictions on
portfolio equityinflows or equity market liberalization.

Regarding outflows, a central implication of fin@ntheory is that investors should hold a
large fraction of their wealth in foreign asset rkats to fully utilize these markets in sharing
non-diversifiable labor income risk. Evidence ae tlevel of national equity portfolios of

advanced economies shows significant and sligktiyiced “equity home bias” over the past
10 years, even as they could get a better retuth widuced portfolio risk through higher

degree of cross-market diversificatigh.

We make a note here that there is not much reséaioly done, and so no evidence, on real
variables’ responses to relaxation of outflow iegtns. Therefore, this subsectioreistirely
about evidence on inflows liberalization.

Theory

Stock prices and the cost of capital move invers&lgndard asset pricing theory predicts that
there should be @ne-timerevaluation of the stock market post liberalizatio

2 The failure isnot due to researchers’ inability to condition thedsts on level of institutional
development. It also does not mean that institstim not matter. The problem seems to lie with the
limits of cross-country regressions using aggregitta, which are not appropriate to test this
hypothesis.

% This is called the international diversificationzzle. The reason why international diversificatisn
low is that terms of trade movements provide carsible insurance against country specific shocks
and labor income risk (Cole and Obstfeld 1991, Agelm and Ventura, 2002, Pavlova and
Rigobon, 2003; and Heathcoate and Perri, 2004)h $u@n important risk sharing benefit from
trade integration.
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Theoretically, expected marginal product of capitalequity) cost of capital for the whole
market depends on 2 components: 1. domestic regkifeal interest rate (plus depreciation)
and 2. the equity (market or aggregate) risk prem{over the risk-free bond rate). After
liberalization, both components are predicted to chafig@®efore liberalization the first
component is equal to domestic real interest rphes(depreciation) whereas immediately
after liberalization it becomes world real intereate (plus the same depreciation). The
second component, before liberalization, is eqaalhke price of risk times the risk level,
which is the variance of the localarketreturn. After liberalization, the second component
becomes the price of risk times the risk level, moeasured by the covariance of the local
market with the rest of the world.

Evidence

The “aggregate” policy-experiment or “before-antedf approach studies the entire market
(as opposed to individual firms—see firm-level aygwh below). These studies avoid
measurement error by narrowing the scope of theclsda stock market liberalization as
discrete removals of barrietS.

The strength of the approach is as follows: 1. Taerowness of the capital account
liberalization indicator reduces measurement eriohelps improve statistical power of
regression-based test in the sense of higher sigmadise ratio™ 2. The approach also helps
remove theoretical ambiguity around its predictibimlike with broad indicators like the

fractions of years open (SHARE), which carries miorimation about the direction or nature
of flows that have been liberalized, this narrowidator focuses omstock market inflow

liberalization and impact disted firms

The panel-regression empirical approach used isrgwgo purely cross-sectional analysis. It
starts by asking the theoretically-consistent qaestvhich is: Do we see germanentall in
the cost of capital withemporaryincrease in investment and growth post liberalratin
developingcountries?

The evidence from (aggregate data) policy-experimgarature can be summarized as
follows:

1. There is robust evidence linking the equity rebdspect of capital account liberalization
with temporary investment boom and growth improveme

2. There is evidence of risk-sharing in the conténgrices_at the stock market leveélidence
shows that world real interest rate is historicalgwer than domestic emerging market
interest rates on average. Emerging stock markessorical returns show that the variance

2 Note that the rate of depreciation usually doesvaoy, even over a long period of time in most
countries.

% Liberalization dates are identified by 1. Offic@tes of the liberalization policy decree. 2. Baié
closed-ended country funds setup that usually adéscwith or slightly predates permission for
foreigners to buy locally listed shares. As thecktmarket is forward looking, market can learn of
impending liberalization before the official decreemes out. 3. Identifying a large jump in the
International Finance Corporation’s Investabiliydéx near the date of the official liberalization
decree. Option 2 is the modal indicator in therditere.

3L True variation in the data becomes larger relativeoise.
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of the domestic market is indeed greater than égdance with the world (Stulz, 1999)
Equity market liberalization reduces the cost opital. The one-time impacts differ across
countries.

Cost of capital falls after equity market liberalization In Other WOI’dS, inveStOI’S beal‘ |eSS
Y (systematic) risk holding emerging markets’
Pre-liberalization Postliberalization portfolios after liberalization. There is a

significant one-time revaluation in stock
prices, in real dollar terms, in the average
country and an average fall in dividend yield

. (Henry, 2000y

p Does the fall in the cost of capital and
: revaluation in stock prices translate into real
investment increase? Panel regression
studies—by design, exploiting variation in
within-country growth rate over time—measure tengpprabnormal growth associated with
liberalization episodes. This finding supports tieoretical prediction.

3 2 1 0 1 2 3
Year relative to liberalization date

Source: Henry (2000); 12 emerging markets, including Thailand (date of liberalization is 1988)

3. Capital stock grows faster after equity
market | iberalization. The abnormally
faster growth is temporary (lasting 5 ™

years)* Evidence shows that liberalization ,,| """ postibersiz=ney
has  statistically and  economically ...
significant impact on stock prices and .-
dividend yields. There is temporary impact:
on investment and GDP per capita growth, =
even after the impact of other concurrent*
economic reforms—macroeconomic™- = = T B
stabilization, trade liberalization  and ... .. .o oo s
privatization—are controlled foSee e.g.

Bekaert and Harvey, 2000; Bekaert, Harvey and Llatj2005)

Capital stock grows faster after equity market liberalization

There are some limitations to this approach: Ashwite cross-section analyses we have
deemphasized earlier, there is no consideratidrthiegorocess of financial opening is mostly

incremental. Taking this problem into account, égults should also tend toward a relatively
higher stock market price increase or sharper temut the cost of capital. This observation

lends credence to the fact that the seemingly wingpR0O per cent rise in stock prices in real

dollar terms, which is estimated to be relatedilterblization, may be too small (or biased

downward).

%2 Datastream weekly indices in dollars from 9/30¢880/28/98 or since they became available show
positive difference between the variance of tharreof Thailand’s stock market portfolio minus its
covariance with the world market portfolio. Conditihas to be positive for the country to have a
lower cost of capital in world markets rather thautarky.

% Henry (2000) reports a jump of 26 percent in stpikes in real dollar terms in an average country
post-liberalization in 12 emerging markets. Thalladuring 1986-91, is included in the sample.
Liberalization dates used for Thailand are Jand&88 (the date of country funfjam Fundsetup)
or April 1988 (announcement date).

3 In fact, capital stock grows faster in the 5 yepest-liberalization in 18 countries to a five-year
average of 6.5 per cent from 5.4 per cent. (HE2003)
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4. The impact on GDP growth from stock market Biieation is quite highi® How this
comes about at the rate it impacts capital stogkally, unless there is TFP growth impact
(the indirect channel) is not yet understood thifoaggregate market data.

Average labor productivity grows faster after equity market liberalization | 5. Aggregate policy experiment studies do
not yield to a_directcausal interpretation.
There is serious potential endogeneity
problem that is difficult to control for. The
large and significant estimated correlations
between liberalization and real variables are
likely to be biased upward.

Pre-liberalization Post-liberalization

A critical reader of this literature should
come away from it with a note of caution in
Cvewseemenzense -7 regard to thedirect growth benefits implied.
S e While the stock price impact maybe
somewhat understated (as suggested above), theéhgbewefit result reported in the policy-
experiment literature could perhaps be overstateteshat for the following reasons:

1. Not many developing countries have stock mayk®iblished reliable data and liberalize.
As a result, the literature is faced with the peoblof small sample size, which reduces power
of a statistical test to be precise.

2. The results attribute economy-wide investmertnb@nd growth to a policy change that
affects directly only firms that are listed on tbeal stock market. The relatively small size of
country funds compared to the liberalizing courgtrgapital stock should give caution to too
muchdirectinterpretation. Should policymakers place muchfidemce in the result?

The result may, however, imply that this aspectapital account liberalization may act
either as a catalyst to investment (through anstmeent climate boost) or an indicator of a
larger move toward open capital markets or impoftsapital goods.

3. How does this high GDP growth impact come alaiuthe rate it impacts capital stock

directly, given the capital share of no more thare-third? This accounting implies a

possibility of an indirect TFP growth impact. Bhetprocess is not yet understood within the
policy-experiment literature.

For instance, we have seen that aggregate marteetitbaw for tests of whether capital flows
efficiently between countries (they do, investmeses until marginal product of capital
equals cost of capital). But they do not allow egskers to disentangle the growth impact of
intra-country allocative efficiency of capital infks, which should reflect in the reduction in
equity (risk) premia, from that of lower cost opdal. The sample size is too small to provide
sufficient power to disentangle the effects, atlobiannels have similar directional effects on
investment changes. To test whether countrieslitteralize actually allocate capital inflows
efficiently and benefit from it (the productivithannel) requires firm-level data.

Evidence of efficiency-induced growth from micro data
Theory

With firm-level data, researchers can test to E#leere is financial risk-sharing benefit from
financial integration. Intra-economy efficiency adpital allocation is related to financial risk

% The average impact across the literature is ard@hger year increase.
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sharing®, or reduction in firm-level equity risk premiunfirough this key idea: Stock price
revaluation at the time of liberalization refletdssome extent the impact of liberalization on
firm’s fundamentals. If intra-economy allocation azpital (inflows) is efficient, then capital
inflows should reflect firms’ fundamentals and go the highest expected return
(fundamentals) sectors. Firms with higher stockermcrease face lower costs of capital than
the average firm%. The extra reduction in the firm’'s risk premium helanarket risk
premium as a result of capital inflow reflects thenefit of international financial risk-
sharing. The firm’'s own investment decision will also reflethis lower cost of capital.
Individual firms,allocating capital efficientlywill invest until the expected marginal product
of its capital stock is equal to the (lower) coktapital. Hence, theory predicts that the time
paths of individual firms’ stock prices, reflectinirms’ fundamentals, should have
information content of intra-economy capital inflaalocative efficiency and international
financial risk-sharing.

Asset pricing theory predicts that liberalizationanges the source of systematic risk for
pricing a firm's shares from the local market te thorld stock market. The “before-and-
after” change in the true cost of capital undereutainty depends on the change in the risk-
free rate (a common change across firms) and timesjpecific change in risk premiurar(in
asset pricing theory’s jargon, the difference ie firms’ beta*®

To find out if capital (flow) is allocated efficidy, there are 2 steps to the empirical strategy.

1. Efficiency at the level of asset pricinghe empirical strategy taken in this literatuseta
test if the firm-specific change in the risk premium—the change in the 8rrheta—Iis
significantly positive in explaining the changetle cost of capital.

2. Efficiency at the level of real resource allocatifimm-level investment decision). There
are 2 testable predictions:

2.1 The first prediction is that common shock te tost of capital, which results in
the fall of the domestic risk-free real intereserahould cause average investment rate of all
firms to rise.

2.2 The second prediction is that, given the commsiuock, the change in the firm-
specific beta (or shock) implies that firms whosglity premia (and cost of capital) fall
should invest even more than firms whose premid ¢ast of capital) rise.

Evidence

% Risk sharing in this section has to do with pditfaliversification through international financial
markets. Risk is measured from the point of viewimdncial return on equity, or by extension, on
business investment and production. Financial netwan be linked to consumption in typical
consumption-based models of asset pricing. In titerést of brevity, we do not elaborate on this
linkage here. We explore consumption risk sharimgenextensively in the next section.

37 Recall Gordon’s formulaD/P = 1 — ¢, or dividend yield is approximately equal to eguibst of
capital minus expected dividend growth. Under thsuanption that liberalization does not change
the firm’s expected future cash flow, the firm'eakt price can be used to proxy (inversely) for its
cost of capital. This is a rather strong assumptiom every study uses it.

3 Note: Beta is the firm-specific equity premiumdipends on the source of systematic risk (country
or global). It is the difference between the comace of the firm's stock return with local
economy—pre-liberalization—and the covariance &f riéturn with the world economy—post-
liberalization.
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1. There is some evidence of international finandisk-sharing (or indirect, efficiency)
benefit of equity market liberalization at the figtock price level. The difference in the betas
(firm-specific risk) is positively and significaptlrelated to stock price change during
liberalization

2. There is some evidence that liberalization-iredlichanges in stock prices translate into
investment growth benefit through firms’ investnaetision.

2.1 Empirical evidence shows that lower risk-freteiiest rate post-liberalization is
associated with rising average investment ratehatfirm level in various emerging markets.
Importantly, partof the decline in local listed firms’ costs of @ap mirroring rising stock
prices, can be attributed to lower firm-specifiskipremia during liberalization.

The interpretation of the first prediction—the coommshock to the cost of capital via lower
risk-free rate (in 2.1) boosting average firm’'sestment—is quite strong and should be more
credible than that made on aggregate investmemtorsatiggregate stock market data. This is
so because stock market liberalization most dyeaffects investment decisions of listed
firms and this result comes from firm-level data.

2.2 There is little empirical support for the viefvthat capital inflows are allocated
efficiently. Flows, if intermediated efficientlyhaild in theory seek sectors with highest
expected return. Yet there is little empirical ssgto confirm that firms with extra reduction
in risk premia do adopt more projects that were tis@ty in the absence of international risk
sharing.(Henry, 2006)

By extension of allocative efficiency to TFP gaitise empirical link between
financial openness and TFP growth has so far bd@n. tThis hypothesis needs more
empirical attentionMitton, 2006; and Ariyapruchaya et al., 2006).

One of the most promising research papers in ti@a & Mitton (2006), which uses firm-
specific liberalization dates to account for thadyral nature of liberalization process and
mitigate the potential contamination by other daiweeform programs. It finds that firms
that are open to foreign investors improve on sghesvth, debt-equity and other leverage
ratios, investmenand efficiency. Ariyapruchaya et al (2006) finds simitasult on improved
firm-level TFP in Thailand from openness to foreigmestors.

3. We note that the literature has so far focuselgt on liberalization of capital inflows. The
key benefits from risk-sharing may come from libeation of outflows, as citizens can
unload domestic systematic risk abroad. Despite greiction that much of the benefit
should come from outflows, we have not found eogbistudies on risk-sharing benefit from
outflow:*

%9 Chari and Henry (2004), studying eleven emergingtries, and Patro and Wald (2005), which uses
a sample of 430 firms in 18 countries, show thand$i betas (or change in firm-specific risk
premium) account for 1/3 of the revaluation. Dvoeakd Podpiera (2005) find similar results for 74
firms in 8 Central and Eastern European countnigsg their accession to the EU in 2001. The beta
difference explains 22 percent of the revaluation.

0 Expected benefits include liberalization-induceelfare gains from consumption and income
volatility reduction, which we review below.
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Evidence on growth benefit of debt flows
Theory

Important benefits of foreign debt flows have to @ih the fact that foreign currency
denominated public debt or “real debt” can actaasommitment devicéo foster good
macroeconomic policies. Unlike the case of domesticency denominated public debt or
“nominal debt,” the choice and temptation to irdlatway is no longer available. The only
choice left facing the government is the painfuliteo of default. This constraint on the
government solvency condition helps increase therntive to do well while lessens the
incentive to inflate (see Cochrane (2003) for ihtsgand review of the literature, and see
Woodford, 2001).

Moreover, banks in some countries have little ohdiat to generate liquidity through short-
term external debt to finance illiquid projects @ high systematic risk or low-quality
investment environment (Diamond and Rajan, 2001).

On the other hand, theory suggests that debt do¢sameliorate agency problems.
Government’s implicit guarantee of debt also getesramoral hazard. So the risk-sharing
benefits of debt flows are not clear.

Evidence

In summary, there is relatively little productivesearch and evidence supporting the idea of
growth benefit of debt flows.

There are two large types of debt: portfolio debtl dank loans. The literature converges on
bank loans as the more risky type. Lack of empir@adence of their growth benefits,
however, does not automatically mean there is nibmeeans we do not know much about the
issue.

In fact, automatic or arbitrary controls on shodrin debt flows may hurt growth in
economies that cannot attract equity or FDI tymevi.

Low creditworthiness and illiquidity of the investmt projects in some countries may
indirectly cause debt crises through the need téreal liquid short-term debt financing.
Because it had been the prevalent type of flowsyas inextricably linked to inefficient
allocation of resources through ill-supervised dstieebanks. For countries that are liquidity
abundant, and operate under flexible exchange tregajsk to real outcomes posed by short-
term debt accumulation should already be mitigatatbrmal time. The priority is quite clear
in the literature, despite or because of minimadlewce of growth benefit of debt flows, that
this type of financial flow should be least favoisddeveloping countries.

Evidence on foreign direct investment (FDI) flows

FDI, in theory, brings not only investment monewt lalso technological and managerial
advancement plus spillovers onto the local chairpraiduction. Nevertheless, despite the
received wisdom and widespread evidence of cowtdempetition for direct investment

flows, it is not easy to find conclusive evidenaging FDI to growth in the cross-section

regression-based work.

A large number of studies employ cross-sectionaggjon methods without adequate control
for simultaneity problem interpret the results &DI yields productivity benefits.” (see
KPRW, 2006 for references). Usually, the problerangorm: These papers generally tease
causality out of the positive association betwedl cated in certain sector and that
sector’s productivity growth, while they cannot agnt for productivity differential across
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sectors. Foreign firms may locate in high-produstisectors by choice. As a result, the
inference and interpretation from cross-sectiomaggjon results are sketchy.

Recent empirical work, however, has had more sscaedinding empirical evidence of
growth benefit of FDI through nuanced interactioithwthe initial stock of human capital,
financial sector development and degree of tragmogss’

In summary,

1 Evidence based on industry and firm-level datawskhat FDI can generate productivity
spillovers through various channels, most notabilyoigh technological and process
adoption or imitation, skill acquisition, and eféot use of existing technology and resources
(through heightened competition and export acteiti

Specifically, FDI carries positive economically me&ful vertical (cross-sector)
technological spillover effects. Evidence of hamizab spillovers—same-sector spillover from
foreign to domestic firms—is sparse and inconctugdavorcik, 200%). The growth benefits
are especially large in sectors that have “backwdndkages” to other sectors of the
economy. These are likely to be manufacturing rathan primary sectors because of the
links to domestic intermediate sectors. (Aykut Sagek, 2005)

2. Recent empirical evidence from aggregate datatpdo strong linkages between FDI and
trade flows. Joint changes in FDI and trade flow® &orrelated with economic growth
(Melitz, 2005). Several case studies also show Rzt yields most growth benefit in an
environment with minimal trade barriers and protentst policies. (Moran, 2005).

These results are useful for policy prioritizati@s, it sets out to show how a country can
better utilize the potential benefits of FDI flows.

Implication for policy from evidence on growth-benefits

Capital account liberalization can have direct gfowenefit. That type of benefit may be
temporary. But the key channel of growth benefitsrf financial integration is likely to be

the (indirect) TFP channel promises. Policy thainpotes TFP are policies that promote
economic competition and lower distortions. Theséces should allow countries to reap
more benefits from inflows, as they are likely torhore efficiently allocated.

Moreover, the environment of minimal trade barriarsd protectionism can enhance the
benefits of FDI flows. A country that promotes tadpenness should gain more from
financial flows.

Outflows also promise much financial risk-sharingnéfits. Effort to reduce home bias in
investment, through lower transaction costs, upggadf information quality as well as
knowledge and local institutions and householdditglio invest abroad can help increase
the potential benefit of outflow liberalization.

3.3 The link between international financial integation and volatility of income and
consumption

Capital flows are known to be procyclical in emeaggimarkets and developing countries
(Kaminsky, Reinhart and Vegh, 2004). Does capitabant liberalization cause the business
cycle to become more volatile in these countriesthé extreme, does it make for economic

“l See Kose, Prasad, Rogoff and Wei (2006) page P4ifations of various studies that tout the
importance of these three conditions.
%2 Javorcik (2004) studies firm-level data from Ligmia and controls for simultaneity problem well.
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instability or crises? Or, as theory would suggdegs it help reduce consumption volatility,
and possibly income volatility, through interna@bnisk sharing (consumption smoothing)?

The first and second questions have received widaten from a literature that focuses on
financial crises in developing countries (KPRW, @00The nature of the third question is
related to the risk sharing benefits of financipéoness. Whereas “international risk sharing”
in the previous section refers to international tietio diversification and investment
decisions of firms, which is linked to allocativi@ency and is mostly production or supply
related, in this section the relevant risk is defims consumption volatili§j.

The literature measures degree of internationklstigring either by the standard deviation of
aggregate consumption or the ratio of standardatiewni of consumption growth to standard
deviation of income growth. These two measurescefthe ability oftrade andfinancial
globalization to generate welfare gains by reducdhme volatility of aggregate consumption
and by decoupling national consumption and incomespectively. We focus on
(consumption) risk sharing benefits from finangjkdbalization

For the sake of literary continuity, we tackle fitke last question—risk sharing benefit of
consumption smoothing—and then discuss how evidéndmorne out for the first two—
amplification of business fluctuations.

Theory™
Summary

Output Theory has no obvious prediction for the collectefiects of a process as vast as
financial integration on output volatilityparticularly in emerging market setting. But ther
are lessons on what causes business cycles, wtaghyi@ld insight into how cross-border
trade in financial assets can affect output vatgtil

Business cycle theory focuses on various typebaaks and their propagation mechanisms.
The foremost shocks are technology and monetay ¢eedit) shocks. Certain cross-border
flows (FDI and equity, for example) carry produdivbenefits. What can theory say about
financial integration and output volatility indirég?

1. DSGE models with monopolistic competitive seitiogh reasonable parametrization (with
US data) predicts that small shocks can be amglig@ough to affect output volatility
through countercyclical markup over marginal cosithere monopolistic arrangement is
prevalent (Jaimovich, 2007). Models of this classdjct that for every positive average
markup level (structural monopoly power), outpulatiity becomes more sensitive (elastic)
to markup volatility.

In short, less monopoly power, on average, implidikler propagation of shocks and
smoother business fluctuation.

“3In any case, there is a link between financialmet and consumption in all consumption-based asset
pricing models.

“ Note Predictions from business cycle theory and qtetite results from models that are built
under the instruction of such theory generally d@d come from regression-based econometrics.
They are empirical evidence in the tradition ofsEh (1933) (see Kydland and Prescott (1996) for
reference and strong argument in favor of this bheon-regression based evaluation of models.)
But since this paper uses the term “empirical evi@e to mean regression-based results, to be
consistent, we put this type of empirical evidennder the section of “theory”.
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2. In addition, fewer frictions—implying more flekd prices and wages, lower transaction
cost and credit market monitoring and screeningi€eshould dampen the amplification of
monetary or credit shock to the real economy (Rodt06; and Bernanke, Gertler and
Gilchrist, 1999).

Consumptionlf complete insurance markets were availableawaskeholds they could insulate

their consumption profile from (capital and labmgome risk. International financial markets

are incomplete because it is not possible to pwehmsurance against all future

contingencies. Two popular incomplete market mo@eés 1. standard incomplete markets
model (SIM) and 2. debt-constrained markets mad€elN)).

1. SIM models limit risk sharing from unavailabtesirance instruments. DCM models limit
risk sharing through endogenous restriction of gitgror class of assets that can be traded,
even though a full set of state contingent consgrastavailable to all agents. While the DCM
models slightly under-predict the consumption resgoto income shocks in the (US) data,
the SIM models grossly over-predict it (Krueger &wari, 2005).

2. Intertemporal optimization models uniformly peedhat risk-averse consumers (and by
extension, economies), desiring smooth consumpatizoss time and states, should find
insurance against temporary idiosyncratic risks tecome welfare-enhancing. Well-
developed financial markets can offer risk-shatiogs.

3. The extent of welfare improvement from smootmrsumption is controversial. But

emerging market business cycles, prone to trendvifrcshocks and consequently larger
fluctuation in consumption relative to income (Agguand Gopinath, 2007; and Neumeyer
and Perri, 2005), may have more potential benbfintadvanced economies from better risk-
sharing through financial openness.

Output volatility

What does theory say about the effects of crosddsditows on output volatility? A quick
answer is that business cycle theory still canffer @ direct answet’ But it may still help us
come to grip with the question indirectly.

We start by observing that under flexible exchangie, the dilemma between financial
openness and degree of monetary policy independa@mndke sense of interest rate setting)
strongly implies that cross-border flows are ralate interest rate setting, domestic money
and credit creation as well as exchange rate dysamier some horizon. In order to draw
lessons from the vast, and lately somewhat reviiobusiness cycle literature, we look for
the important types of shocks, which we think carpiinciple be related to fluctuation in
cross-border flowsand their propagation mechanisms, which may ampligsth shocks to
impact output cyclically.

Long-standing suspects have been monetary, figndloil price (terms-of-trade) shocks. To
this list, Prescott (1986) adds technology shocksiftified as highly autoregressive shocks
to TFP), and argues that they account for more tiadfrthe fluctuations in post-WW!Il United

States. Recent research in the field of busineste @ccounting has tried to disentangle true

“5 An emerging and vibrant field of open-economy roaconomics, which starts off with Obstfeld and
Rogoff (1995), while extensive, is rather limitadiis almost singular focus on the analysis of real
effects of monetary shocks. The literature hasasdé&en primarily theoretical. And the focus on
measuring impact of financial openness on busiflestiations is largely absent.
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shocks to technology from Prescott's (1986) broahsare (Chari, Kehoe and McGrattan,
2007).

There has been some success. For example, wherunegasarefully, variable capital
utilization, variable labor effort (Burnside, Eigltaum and Rebelo, 1993) and changes in
monopoly power, measured by number of competitos \zariable markup over marginal
cost®, can separate true technology shocks from TFRn@lach, 2007). Considering these
factors, the magnitude of true technology shocksukhbe much smaller than Prescott’s
broad measure.

Monopoly power and output volatility

The fact that true technology shocks are smallen fiFP shocks does not mean technology
shocks are unimportant. DSGE models with monopolstmpetitive setup and reasonable
parametrization predict that variable markup angacay utilization can dampen the
volatility of true technology shock somewhat, they amplify the effects of these technology
shocks significantly (Basu, 1996; Burnside, Eiclenmb and Rebelo, 1996; and Jaimovich,
2007)¥

The underlying story is as follow#&ny shock to agents’ environments which generates new
profit opportunities induces positive net businissation. The resulting rise in the number
of firms reduces average markups over marginabéd€ther things equal, a fall in markups
(higher price elasticity of demand) leads to anesion in aggregate outptit.

In these models, firms’ entry and exit decisionsvte a channel through which the direct
impact of a fundamental shock is amplified. An atitboom (bust) is caused by various
positive (negative) shocks propagating throughdardewer) number of competing firms
with less (more) monopoly powgt.

Theory predicts, and US data confirms, that snadlcks can be amplified enough to affect
output volatility where monopolistic arrangemenpisvalent (Jaimovich, 2007).

“® The three basic stylized facts on markup and molyopower are: 1. the existence of monopoly
power in the U.S. economy; 2. procyclical variation the number of competitors; and 3. markups
being countercyclical and negatively correlatechwlite number of competitors.

" The interaction between firms’ entry and exit damis (variation in number of firms) and variation
in the degree of competition gives rise to obsemextyclical movements in measured TFP. After
decomposing variations in TFP into those that aetg either endogenously from this interaction or
from exogenous shocks, a substantially smaller qntam of the volatility of output is due directly
to technology shocks. An analysis of such an iotéya support the view thatsignificant fraction
of the movements in measured TFP results fromrttezdction between variations in the number of
firms and the degree of competition.

8 As price elasticity of demand increases with nundfecompetitors in the monopolistic competitive
sector, the size of price reduction required fdlirgpadditional unit is lower, i.e. lower markuper
marginal cost. Equivalently, the firm can raisetymmice, but it has to sell even fewer goods begaus
demand is more elastic to price; hence, the firm lbaver relative power to raise price, i.e. lower
markup over marginal cost.

“9In a series of influential papers, Rotemberg armbWord (1991, 1992, 1995 and 1996a) study the
macroeconomic consequences of oligopolistic bematmotheir model, implicit collusion among a
fixed number of firms leads to countercyclical movemeéntthe markup (over marginal cost). This
in turn leads to increases in aggregate economiiitsc

Y More progress is being made into sector-specifidehdata matching.
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Certain cross-border flows (FDI or equity, for exae) carry known productivity benefits.
Do countries with more prevalent monopolistic agement experience more output volatility
from the similar shocks brought on by capital iaftp for instance? Would higher average
(steady state) markup (in separation from countical markup variation around that long-
term trend) translate into higher output volatikttyout trend?

Models of this class predict that given a counttyigher long-term markufevel—or more
prevalent monopolistic arrangement over the lonmg—ayclical variation of markup around
that level would lead to higher output volatilitpréund its respective long-term trend).
Indeedfor every positive average markup level (structuranopoly power), output volatility
becomes more sensitive (elastic) to markup vadiatili

Technically, in more monopolistic arrangement, ¢teesticity of markup with respect to the
number of firms becomes higher; thatrigarkup falls (rises) more sharply when steady-state
markup level is higher after one more firm entexsit6) from positive technology shoéls a
result, a similar-sized technological shock canseaa larger fall in the markup, and
output boom is higher (more product at lower priadlen steady state markup in high. In
economies with more prevalent monopoly power orrages technological shocks undergo
stronger amplification, which should exacerbatan®ss cycle fluctuations.

Market frictions and output volatility

Money, credit and financial conditions, much likapital flows, tend to be procyclical. In
economies with higher degrees of financial, read amominal frictions, they exacerbate
business fluctuations even more.

The new generation of monetary business cycle rsbdeifying features are the introduction
of price or wage rigidities and market imperfecofmonopolistic competition) into a
dynamic general equilibrium model with well-speeifi microfoundation¥> These features
allow for welfare analysis in emerging market cahtevhich helps lay the groundwork for
policy evaluation. They emphasize the role of na@hand real frictions, such as wage-price
rigidities and adjustment costs, to have monethogcls impact on real variables in the short
run (Altig, Christiano, Eichenbaum and Linde, 20@4td Gali, Lopez-Salido and Valles,
2004). Credit market frictions—namely, the exterfinhnce premium—are also shown to
influence the response of the economy to both (esthnology) and nominal shocks
(Bernanke, Gertler and Gilchrist, 1999).

The external finance premium, generally positigedefined as the difference between the
cost to a borrower of raising funds externally ahd opportunity cost of internal funds

(internal finance¥® The critical idea is that thexternal finance premium rises as the
financial condition of borrowers (their creditwoitiess) worsensas measured by indicators

such as net worth and liquidity. Endogenous chamgeseditworthiness maincrease the

*! Log linearization of first order conditions showat the volatility of markup around its trend is
negatively proportional to output volatility arouitd trend. That proportion increases as a function
of long-term average markup level.

2 Most of these models are closed-economy modelofee can imagine several unified open
economies with free flows of goods, assets and ténpunder fixed exchange rate) and their
extension into generalized open-economy settingiader way.

%3 External finance (raising funds from lenders)iisually always more expensive than internal firanc
(using internally generated cash flows), becaushefcosts that outside lenders bear of evaluating
borrowers' prospects and monitoring their actions.
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persistenceind amplitude of business cycfesm otherwise short-livedconomic shocks (the
financial accelerator).

Financial accelerator effects need not be confitwedirms and capital spending but may
operate through household spending decisions as*wehis "financial accelerator" effect
applies in principle t@nyshock that affects a borrower’s balance sheetsashdlows™ For
example, an increase in productivity that improtrescash flows and balance sheet positions
of firms leads in turn to lower external financeemiums insubsequenperiods, which
extends the expansioas firms are induced to continue investing eveterathe initial
productivity shock has dissipated. The financialederator should be stronger when costs of
monitoring, screening and evaluating creditwortefeor external finance premium, are on
average highe?’

Implication for structural policy to reduce output volatility

In essence, theory predicts that the more monopolyer exists in an economy, the more
volatile is its real output in response to simgaocks. In addition, fewer frictions—implying
more flexible prices and wages (Rogoff, 2006) arifbrie toward lowering financial
monitoring and screening costs—should dampen thglification of real, monetary and
credit shock that accompany capital flows to tte eeonomy.

Technology, money and credit as well as financiahditions tend to be procyclical
everywhere, and capital flows more so in emergiagkets. Asset price boom and bust is not
limited to emerging markets, but the shocks areangplified so much to affect real outcomes
in advanced economies as they are in developingtces.

Countries can experience lower output volatilitgnfr financial flows by moving toward an
arrangement that promotes competition. Policies teduce monopoly power and market
frictions in general should reduce business flugbna over time. These structural policies
can also help reduce the need for arbitrary cantal flows as a first response, and obviate
the need for arbitrary judgment of what constitutestter” flow types, as the real economy
will likely become more resilient to financial améal shocks that accompany every type of
financial flows. The definition of what constitutésetter” flow types will change. A more
financially developed market will also find lessedeto rely on the so-called bad flows.
Financial volatility will still matter to output Vatility, but it will not matter to the extent that
it does in emerging markets today.

** Household borrowers, like firms, presumably faneeaternal finance premium, which is lower the
stronger their financial position (Aoki, ProudmamdaVlieghe, 2002, 2004; lacoviello, 2005, and
Almeida, Campello and Liu, 2006).

%5 Under reasonable parametrization, the financiakkecator has a significant influence on business
cycle dynamics.

% Back to the frictionless world of Modigliani-Miligtheorem): Absent consequence of taxes, whether
a corporation finances itself with debt or equdyrrelevant. The financial accelerator stops wugki
to propagate shocks onto the business cycle. lowa(high) friction financial market in which
borrowers face smaller (larger) external financenpum, a firm's cash position would be less
(more) relevant to its decision to invest becau§eient capital markets would (be less likely to)
supply the necessary funding for investment prejestpected to yield a positive net return in a
timely manner.
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Consumption volatility
Theory

Theory on consumption risk sharing predicts théotwaihg for the extreme cases of autarky
and complete market.

Autarky or no financial integration:

1. Perfect domestic consumption-output correlati®andard theory has strong prediction
that in the absence of trade in goods and finaragakts (autarky), consumption should be
perfectly correlated with domestic output, or nggetrfectly correlated if there is investment
or storage of goods over time.

2. Low domestic consumption-world consumption corietatAnother prediction is that
domestic consumption should not correlate much withld output (world consumption),
unless cross-country outputs are perfectly comdlat

Complete market and perfect risk sharing

If complete insurance markets were available toskbalds they could insulate their
consumption profile from capital and labor incongk (good times and bad times).

3. Low consumption volatility-output volatility coreglon: With complete markets in which
there is insurance against all risks available cstate and time, perfect risk sharing is
enabled. The economy chooses to be out of autankly cansumption volatility should
decouple from output volatility, giving lower dontiesconsumption-output correlations.

4. Near perfect cross-country consumption growth datiren: Cross-country consumption
growth correlations, one measure of risk sharitguil be near perfect and consumption
fluctuations across countries should correlate riwaa those of output.

5. Higher domestic consumption-world output growthretation than with domestic growth
Domestic consumption growth should correlate moiigh world output (consumption)
growth than domestic output growth.

Incomplete market theory, imperfect risk sharind anonsumption volatility

In response to the empirical rejection of completk sharing models, a number incomplete
risk sharing models have been developed. Intematifinancial markets are incomplete
because it is not possible to purchase insurara@@stall future contingencies. Two popular
model types are described below:

Limited risk sharing from unavailable insurance tmsnents In many models
imperfect risk sharing arises since agents canagtifisurance against income risk, but can
only trade a single, non-contingent asset (bond) f@ce borrowing constraints (Deaton,
1991; and Aiyagari, 1994). This setup is referieedd the standard incomplete markets model
(SIM).

Risk sharing can also be limited by restrictiongofantity or class of assets that can
be traded Another class of models assumes that a full §ettaie contingent contracts is
available to all agents, but that intertemporal tamois can only be legally enforced by
exclusion from future intertemporal trade (Kehoed drevine, 1993; and Alvarez and
Jermann, 2000). Since exclusion from credit marleteot infinitely costly in some states of
the world, agents might find it optimal not to rgpheir debts (default option) and go into
autarky. This possibility endogenously restricts &xtent to which each contingent asset can
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be traded and thus limits risk sharing. This modeteferred to as the debt-constrained
markets model (DCM).

Neither model can capture the actual consumptispaese to income fluctuations of US
households (Krueger and Perri, 2005). The SIM matigd to the lack of insurance markets,
predicts that household consumption should readn¢ome shocks much more than it
actually does, even when an income process istifglg not persistent. The DCM model,

due to the presence of insurance markets prediets household consumption should be
nearly perfectly insulated from income declines and tlies not seem true in the data.

The DCM model predicts a substantially better elgcation than the SIM model. While the
DCM model slightly under-predicts the consumptiesponse to income shocks in the data,
the SIM model grossly over-predictsit.

In conclusion, a reasonably parameterized versiothe SIM model predicts a substantial
deviation from perfect consumption insurance, wagrthe DCM model predicts a modest
deviation®® Theory does not perform too badly in some narrémvedsion and is moving
toward a set-up which combines aspects of both feotte understand consumption
smoothing.

An aside Since intra-national risk sharing is imperfectut bexceeds the degree of
international risk-sharing (Hess and van Wincodf2), a number of theoretical papers have
proposed that transactions costs associated wighnational trade in goods and financial
assets are large (Obsfeld and Rogoff, 2001). Thieasyfocused more on trading costs—such
as, transportation costs, tariffs and non-tariffrilees—but insofar as trade in financial assets
partially accompanies trade in goods, these moahalg hold some promise in explaining
imperfect risk sharing.

Evidence

At the outset, we would like to note here that amgpirical study on the dynamic of

consumption in developing countries suffers frone ttvell-documented measurement
problem. Not many studies that we have examinedlysioetter measured) income dynamics
as an alternative measure of risk sharing.

1. There is no systematic (cross-country, aggredata, mixed sample) evidence that links
financial openness or integration to the reductionvolatility of consumption, which is the
ultimate benefit of international risk-sharing (KIAR 2006).

2. The literature agrees that the key theoreticeddictions are rejected empirically.. As
summarized in Backus, Kehoe and Kydland (1995)karge, Prasad, and Terrones (2007):
1. The observed cross-country correlations of congtion fluctuations are relatively low. 2.

" Another interesting issue is that in the datarédsponse of consumption to positive income shixks
not statistically different from the response tgaitve income shocks, contradicting the asymmetries
predicted by both models. The Permanent Income thysis would perhaps be able to do a better
job in accounting for this symmetric pattern of theta.

%8 Krueger and Perri (2005) compares these implinatigith the United States Consumer Expenditure
Survey (CE) data. Both models also predict thasaomption growth asymmetrically responds more
strongly to positive than to negative income growdke shocks of similar magnitude, but these
responses are quantitatively and qualitativelyedéht in both models. In the data the response is
quite symmetric so neither model seems to ablet¢ount for the data.
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These correlations are lower than those of outpuid 3. Correlations between consumption
and domestic output are generally higher than tHoestsveen consumption and world output.

3. International risk sharing has increased for adeed countries over the past two decades,
groups among which financial integration has in@ed most substantially. But emerging
markets and developing economies have yet to gaiia from it (Artis and Hoffmann, 2006).

4. The hypothesis that emerging markets have tanet clear risk-sharing benefits because
they may not be getting the “right” types of floissnot borne out in the data (Kose, Prasad
and Terronnes, 2007).

5. The cause for deviation from perfect consumptisk sharing is more likely to be
restriction from deep financial insurance markdtee(DCM models).

Implication for financial market policy to reduce consumption volatility

Even as actual gains from international risk slgahias been low, by comparing the extent to
which the volatility of domestic consumption excedtat of group-wide output, one could
gaugepotential gains from international risk sharing for that ntoy. The potential risk
sharing benefits from full financial integrationttvithe rest of the world are substantial for
every country, as the median standard deviatiandi¥idual countries’ consumption growth
(at 4.4%) is far higher than that of worldwide autfat 0.8%) (IMF, 2007, Table 5). Potential
gains should be higher for economies that are molaile, perhaps because of its propensity
to experience shocks or because of the inabilitthefr inhabitants or their government to
self-insure against such shocks through countdregyqolicies. Countries with low access
to financial integration should stand more to gain.

Moving toward perfect international risk sharingeses near impossible considering that
households in the US, where financial markets aefl developed, do not have adequate
access to financial insurance. But moving towartiebenternational risk sharing should be
less challenging. It requires substantially bedisress to abundant insurance instruments that
the deep financial markets offer.

3.4 Are there threshold effects of financial openrgs on growth-stability tradeoff and
risk-sharing?

A series of influential review by KPRW and indepentlempirical work with their coauthors
over the years have led to 2 related conceptuabthgses on the “threshold effects”. The
authors suspect that there are such thresholdsatopresent there isnly preliminary
evidence to support them

The key purpose for the discussion of threshold#as, if support can be found for these
hypotheses, emerging market policymakers can exglather the risk-benefit calculus of
each of these individual thresholds so as to pizeritself well to reap the benefits without
exposing itself to too much risk. One thing KPRWésses is that the benefits may not be
measurable over a short span of time, while theseems more apparent in the short run.

1. There arggrowth-stability threshold conditionmteracting with the degree of financial
openness that determines growth and financial lgfabutcomes (KPRW, 2003, 2004 and
2006). The growth-stability threshold hypothesiatest that certain initial conditions are
crucial for determining growth and volatility (sthty) outcomes. Suspected initial conditions
studied in the literature involve structural as lved policy-related features of an economy,
namely financial sector development, institutiongjuality and governance, and
macroeconomic (monetary, fiscal and exchange patijies.Countries that are below these
initial conditions are at more risk of failing tanprove its growth-stability trade-ofAt the
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same time, financial integration is promised to rioye the structural and policy related
features outlined. Hencepuntries can improve the risk-benefit profilehey prioritize and
gradually open up to financial globalizatith.

2. There is aisk-sharing threshold effe@tssociated with the degree of risk sharing benefit
and the degree of financial integration (Kose. &dasnd Terronnes, 2003 and 2007).
Essentially, the risk-sharing threshold hypothestetes that there is a level of financial
integration beyond which countries can enjoy tls& sharing benefit$. Countries that stay
below this threshold do not enjoy the benefit afaficial globalization. Most emerging
markets are below this hypothetical threshold. Armious policy recommendation is to move
beyond the threshold by embracing more financianogss (Kose, Prasad and Terronnes,
2007).

It is quite obvious that these thresholds are cotuedized to be highly emerging-market
centric. Most industrial countries are above thanmg most developing countries are below
them. At present, the most that can be said altwmuthreshold literature is that emerging
markets will have to find out through experienceevehthey are in relation to the conceptual
thresholds.

In our review of financial openness and crisestuve this threshold issue upside down and
ask if there is any direct evidence that finanojénness is bad for growth and stability in
emerging markets.

3.5 Crises as special cases of volatility

Following the Asian financial crisis, financial glalization was seen in some policy circles as
a proximate cause for the crises, exacerbatingubutplatility in emerging markets and
increasing vulnerability to sudden stops of capitibws. The procyclicality nature of cross-
border flows in emerging markets also aids thismption. There are two types of financial
crisis: a currency crisis and a banking crisis, awhoccurs less frequently but are more
disruptive (Kaminsky and Reinhart, 1999).

Empirical evidence can be summarized as follows:

1. At the aggregate (data) level, there is litthiddence to support the view that capital
account liberalization by itself increases courgti@ulnerabilities to extreme episodes of
economic instability, i.e. periods characterizedidnge fluctuations in aggregate income and
consumption.

There are two issues at work and the literatureke ton both of them: the probability of it
happening, and the cost once it happens.

% Thus far, formal empirical evidence suggests sfiyorhat financial integration boosts domestic
financial market development, although the podsjbihat a well-developed financial market also
fosters financial integration cannot be ruled odecent empirical evidence linking financial
integration improves governance or institutionablgy is limited. Recent evidence that financial
globalization disciplines macroeconomic policiealso weak.

0 Empirical results that lead to this hypothesis asefollows: 1. risk sharing seems to increase in
advanced countries during financial globalizatibat not in emerging or developing economies. 2.
preliminary results show that financial flows haflpprove risk-sharing outcome s in advanced
countries, but have no significant impact in emegginarkets. The puzzle posed is: why emerging
markets, being more financially integrated, haveemoyed the risk sharing benefits?
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1.1 there is no systematic evidence that counwigs higher capital mobility tend to face a
higher probability of having a currency crisis (Edkds, 2005; Forbes, 2005, Glick and
Hutchinson, 2001; Glick, Guo and Hutchison, 2006d &ichengreen, 2003) or a banking
crisis (Bonfiglioni and Mendicino, 2004).

1.2 There is no evidence that the output cost okoay crises is smaller in countries that
restrict capital flows (Edwards, 2006). In fact,tput cost of a banking crisis is smaller in
countries with open capital accounts (BonfigliondaMendicino, 2004).

2. That said, capital account liberalization intetang with other policy choices, e.g. non-
credible fixed exchange rate regime, could be algpation for a crisis.(KPRW, 2006;
Henry, 2006). Case studies reveal that financially integrateduroies with sound
macroeconomic policy, well-developed and regulditeaihcial systems are less likely to face
a crisis (IMF, 2007.)

Palicy implication on crisis avoidance

Countries need to treat capital account liberabbmaprocess with appropriate sequencing if
they cannot show improvement in domestic finanseadtor supervision and macroeconomic
framework (the implied preconditions). They shoaldo design liberalization strategy as an
element of a broader economic reform package duh@geriod of low external imbalances.

4. Short-term policy tension: Why a country’s political economymay tilt in favor of
capital controls and evidence on their effectivened

Going forward, the pressing and practical challsngeerging Asia’s policymakers face in
the near term are three-fold. Indeed, the thredlectges are inter-related. They are “hot
money” inflows and large inflows in general, prassuor rapid domestic currency
appreciation, and finally, the potential loss ofratary autonomy in the sense of independent
interest rate policy to ensure price stability gmdvide financial conditions that are suitable
for financial stability over the business cycle.

Since 1997, Asian countries have taken unilatecabms to promote resiliency through
improved public debt structure, sharper focus oicepstability, buildup of international
reserves and more flexible exchange rates. Theg h#so made efforts to ensure stronger
prudential regulation and supervision of banks a#f as capital market deepening. Having
done the right things, Asian emerging markets Ha@ome hosts to international investors
and have had ample access to funds at favorable—atthough the more powerful
underlying reason may ironically be a medium-telight from US dollar assets since 2002.
With large capital inflow comes pressure for theseencies to appreciate. In this experience,
some currencies appreciate faster than othersadty those that surrender most of their
monetary autonomy or maintain restrictions on clussler capital inflows need not feel as
much immediate pressure to appreciate as those hha¢ come further along the
liberalization road.

Rapid appreciation in the exchange value of theeoay renders part of the domestic
industries less competitive in the global markeéhile commodity imports such as fuel and
energy as well as metal and raw materials haverbeaoore affordable with the exchange
rate appreciation, despite their rising world priends, these benefits are spread-out while
the short-term cost of adjustment is centered diorlntensive, high domestic-content
primary sectors, such as agriculture and low-endufegecturing. As a result, even for net

®L The practical challenges outlined in this partdfits from Watanagase (2007).
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primary commodity importing economies, the natufethe problem is as much political
economy as it is economic. There are strong andlvaanstituencies in emerging markets
that are averse to currency appreciation and pahneo averse to variability in the exchange
rate itself.

Meanwhile, hot money, or indeed large inflows inngel, can fuel asset prices and
encourage excessive risk-taking behavior. And, gggshmost importantly, they can create a
risk that funds might flow out more quickly thareyhcame in. As we have discussed in the
previous section, output growth can be more vaatilemerging markets from large (gross)
flow sizes, given the prevalent frictions embeduofedur economies.

Central banks may wish to counter financial exaasd output volatility in the interest of
financial and economic stability. If the centrahkachooses to maintain a high interest rate
stance, the pressure on the currency to apprewilittkely mount. We are witnessing this
phenomenon across most of Asia. Thailand’s domeadgimand is likely to firm in the
following years, and we will face similar challeisge

The political economy can become increasingly rofeof more central bank intervention in
the foreign exchange markets or some sort of cbatra@apital inflows, particularly those of
the “hot money” typ&?

Are controls on capital flows effective?

We review the evidence gathered by a high-qualityey of the literature on capital controls
and their effectiveness, as folloWs:

1. Capital controls on inflows seem to make monefaolicy (interest rate setting) more
independent, alter composition of capital flowst, ot reduce the volume of net flows, and so
the current account balance. Evidence on effecteah exchange rate is, therefore, at best
controversial.

2. There is little systematic evidence of successffectiveness in controls on outflows
outside of the brief Malaysian (1998-9) experiert®yever success is defined.

3. Imposing controls on in- or outflows need natals be effective. On inflows, the more a
country depends on short-term flows to financecitgrent account, the less effective the
controls are®® This confirms a wide variety of contradicting riésun this literature.

4. Capital controls tend to be particularly easdiycumvented when they are re-imposed on
previously liberalized systems.

Responseat firm’'s level to capital controls showefficiency loss Basic test involves
examining sensitivity of investment to cash flove. iincrease in financing constraints on

%2 Not unlike today’s political economy in advanceauntries, emerging market politics also risks
being less favorable to openness, but more pattialprotection of selected industries or
protectionism in general.

% See Magud, Reinhart and Rogoff (2005). Their cbation is in measuring capital controls on a
uniform basis and trying to understand cross-cquenperience through time based on 30 empirical
studies worldwide. It defines capital controls, diments differences between in and outflows of
different types, and standardizes the results ef 80 empirical studies according to differentiated
degree of methodological rigor.

® There are initial conditions that can help maketaws effective. Under a portfolio balance
approach, these initial conditions have to do \withv elastic short-term flows are to total flows.
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investment® Chilean’sEl Encajehas been shown to increase the sensitivity ofsiment to
cash flow for small, publicly traded domestic firnmut does not affect large firms. In fact,
the Chilean unremunerated reserve requirement mesasa matter how market-friendly it
was intended, is estimated to increase cost anddiments for small domestic firms to raise
capital (Forbes, 2005). Multinational affiliatescéa roughly 5 percentage point higher
financial cost in countries with capital controlsan affiliates of thesamecompany that
borrow in countries without capital controls (Deand others, 2004).

More important, in those circumstances, controls @@ate doubts about the future direction
of policy. Indeed, this is the problem of time-inststency in policymaking: There is
temptation to use arbitrary discretionary, rathent rule-based, policy to grapple with the
issue of large inflows when the authority deemseitessary. The necessity of its use and its
later removal may be genuine, but the doubt it edges in the mind of providers of capital
and technological inputs may potentially discounggbeneficial foreign investment in some
cases.

To be sure, the short-term adjustment costs fragellows exist. It is also possible to lose
sight of net potential gains in the medium term if policymakerg much weight on short-
term adjustment costs. Indeed, our conceptual iptegsupport the view that the risk-benefit
calculus will change in favor of net benefits afencial flows as our economies adjust more
flexibly and adopt stronger competitive arrangenfentstructure) over time. Over the longer
term, further steps to develop and improve aceedee¢per financial markets can also help.

For the time being, surges in capital inflows apge&be a feature of financial globalization.
And there seems to be no "magic bullet" for dealwith them. The best short-rysolicy
response for small open economy that has beemte satent financially integrated appears
to be a combination of exchange rate flexibilitgddimited sterilized intervention to smooth
exchange rate movements. Further liberalizatioresfrictions on outflows, as warranted by
the pace of concurrent financial market reform, edsp support deeper integration and
potentially offset swings in capital inflows.

% We should take care to note that if firms faceficing constraints, then their investment will be
sensitive to cash flow. But sensitivity of investmhéo cash flows need not come from financing
constraints.
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Recent Experiences in Liberalizing Outflows in Thdand

Relatively low level of foreign asset holding by afhresidents when compared to
international standard implies that we still unddinge the benefits of risk diversification as
well as enhanced expected returns from investmepbrounities in the global markets.
Given the small size of Thailand’s capital markiethe moment, the concentration of wealth
on domestic assets, or home bias, would exposstiongeto great systemic risk, which could
be diversified away by holding global assets watlv br negative return correlation with Thai
assets. The unbalanced flow with large inflow &indd outflow also play a role in putting
upward pressure on the baht over the past coupls.ye

Responses to outflow relaxation have been rathercst in the early phase. After the
external position has stabilized following the 198isis, Bank of Thailand has gradually
relaxed restrictions on portfolio outflow investrhesince 2003 by allowing qualified
institutional investors to invest in securities @dmt within the pre-announced annual quota.
However, from 2003-2006, only around 18% of totabta were actually invested abroad.

Quota and Actual Portfolio Outflow (2003-2006)

(Billions USD) Quota Quota Quota
2003- 2005 2006
2004
BOT* SEC** Total BOT* SEC** Total
Quota approved by BOT 3.0 2.0 0.5 2.5 2.0 1.3 3.3
Amount allocated to institutional 3.0 1.0 0.5 1.5 1.1 0.5 1.5
investors
(Institutional investors applied and
received approval)
Actual outflow investment 0.5 0.5 0.2 0.7 0.2 0.2 0.4
Remaining quota 2.5 0.5 0.3 0.8 0.9 0.3 1.1
Ratio of actual outflow investment 17% 50% 40% 47% 18% 40% 27%
to amount allocated to institutional
investors
Ratio of actual investment to quota 17% 25% 40% "'23%\ 10% 15% o 12%\\

*BOT assigns investment allocation for GPF, Insurance, Social Security and Specialized Financial Institutions
** SEC assigns investment allocation for mutual fund, pension fund, and securities companies (since 2007)

The reasons for such low interest shown for inmgséibroad include cyclical factors such as
favorable returns of domestic assets and baht eigpian, but also reflect the early stage of
developing infrastructure in this area, namelyaitahvestors’ financial literacy associated
with investing abroad as well as institutional istees’ ability to offer attractive investment
products at reasonable costs. Granted, this Kikth@vledge and skills cannot be built over
night, but needs long-term investment in humanuess and capacity building. In addition,
prudential restrictions on types of securities ttwtld be invested may also hamper investors’
investment flexibility.

The portfolio outflow has accelerated in 2007, faliwing the further relaxation on
outflow restriction. In January 2007, Bank of Thailand has announted tualified
institutional investors wish to invest in secustigbroad no more than $50 million per fund
can do so without getting quota approval from BOhis measure is meant to reduce policy
uncertainty and send out clearer policy signalnsiifutional investors so that they can plan
their strategy on a longer term basis. Other supmpfactors may also at play, including
lower domestic interest rates and relatively meoable baht. In 2007 alone, the outflow thru
FIF has exceeded the amount during the precedimgsybetween 2003-200%urther
relaxation on foreign currency deposit (FCD) watsoduced in July 2007. The new rule
increases the maximum limit of the amount for thed® earn income abroad (including
exporters) can put in FCD account. And for thetftrme, individuals and firms are allowed

% However, most of the outflows thru foreign Investth Fund (FIF) in 2007 are invested in foreign
fixed income products with fully hedged on FX rigkius, this will not necessarily help relieve the
upward pressure on the baht, as the forward puecblathe baht cancels off the spot sale of the baht
today.
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to convert baht into foreign currencies and deptt®tn in FCD, with imposed maximum
limits. This was meant to facilitate householdsl dtms’ financial planning and risk

management. In addition, in August 2007, BOT Hamvad private funds to invest abroad
and has agreed in principle to grant up to $10ohbillquota for overall portfolio outflow

investment to be allocated by SEC to various fir@nproducts and channels, including
listing foreign products in the Thai capital maskeind allowing foreign companies with
certain qualifications to raise funds in Thai cabiharkets. The greater flexibility will allow

SEC to allocate quota more efficiently.

Besides outflow liberalization, the authority has &o recently relaxed FX regulation to
enhance efficiency of private sector’'s financial maagement. One example of is the
removal of surrender requirement on export receiptsin July 2007. Before the removal,
the regulation required that foreign currency inegmnce repatriated back into the country,
must be sold for baht within 7 da@%sThis rule is the legacy from the days of fixed F&gime

to ensure adequacy of foreign reserves to supperstability of exchange rate. However,
under the current environment of flexible FX regimigh sufficient reserves, this rule has
become counterproductive. Under the rule, mosoegps will automatically have to sell
their dollar receipts to the banks even if they magd to use dollar to buy imported materials
in the future, resulting in higher transaction soahd less efficient financial management.
Moreover, by forcing most export receipts to be wested into baht, it automatically
translates robust export performance into pressarghe baht. Given that most of the
countries in the region have already allowed tlesiporters the freedom to manage their
foreign currency income, this inflexibility wouldupThai businesses at disadvantage relative
to their competitors in other countries. The autie decision to remove the surrender
requirement along with lifting the limit on the mapum amount that Thai businesses with
foreign income can deposit into foreign currencyadst accounts should help enhance the
efficiency of financial management in the privagetsr in the future.

Going forward, policy priority should be placed on ensuring proper pacing and
sequencing of outflow liberalization as well as semgthening market infrastructure that
would ensure the benefits of further outflow liberdization while containing associated
risks. Adequate liberalization is needed to supporthitiéding of market infrastructure and
financial literacy on all parts. However, in therlg phase, the authority should pay particular
attention on relaxing outflow restrictions at themger pacing and sequencing. Limits and
conditions on certain outflow transactions, esgbcthose involved own investment by retail
investors may be necessary while financial literasyimproving. Certain prudential
requirements may also be desirable such as limits(bmht) margin trading to avoid
excessively leveraged position on currency or sgcspeculations. Over time, however, the
authority should rely less on quantitative contiosl move more towards market mechanism
by relying on other policy variables to influent¢e toutflows such as interest rate or tax rate.
As for the concerns that outflow may become exwessi the future, the best way to
minimize this risk is to enhance the attractivenegnvesting in domestic markets by
adhering to macro policy discipline, upgrading @gyabf institutions and governance and
creating a favorable and dynamic economic and imwast climate. In today’s world,
controls on capital outflow are not likely to suedeanyway given that there will always be to
circumvent and move money out of the country.

As for the market infrastructure development, éf@nd resources should focus on

enhancing retail investors’ financial literacy and upgrading institutional investors’
capability to invest abroad and manage risks effectively ai as strengthening retail
investor protection. As global exposure increases, investors shouldwseaof the risks
involved. The authority should require financiastitutions to provide full disclosure of the
inherent risks, including the maximum amount akgisln addition,clarification on tax
issuesas well as tax fairness across products and clanilealso be important to minimize
distortions.

7 Up until January 2007, the rule was within 7 dagetween then and the removal of the rule, the
number of days was extended to 15 days.
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5. The general principles for capital account polig for Thailand

As a country moves forward to become more finahciapenness, the risk-benefit calculus

will change when institution quality and ability &oljust changes (higher net benefit of extra
openness). Countries need to treat capital acclileralization process with appropriate

sequencing.

Optimal degree of openness should increase through time
given concurrent progress in other structural and policy areas

Risk-benefit tradeoff

Net Marginal Benefit

Degree of Financial Openness

Summary of implications for policy and conditions for successful capital account
liberalization

Direct growth benefit fr om capital account libézation may be temporary. The key channel
of growth benefits from financial integration ikdly to be from TFP improvements.
Countries can experience lower output volatilitgnfr financial flows by moving toward an
arrangement that promotes competition. Technolagyney and credit as well as financial
conditions tend to be procyclical everywhere, amgital flows more so in emerging markets.

1. Policy that promotes TFP are policies that préen@conomic competition and lower

distortions. These policies should allow countteseap more benefits from inflows, as they
are likely to be more efficiently allocated. Itrisore likely to help reduce output volatility

from financial flows.

2. Promotion of trade integration (lower cross-berdrading costs) should enable a country
to gain more from financial flows.

3. Effort to reduce home bias in investment, thiolagver cross-border financial transaction
costs, upgrades of information quality as well aowledge and local institutions and
households’ ability to invest abroad can help irmge the potential benefit of outflow
liberalization.

4. Fewer frictions, specifically, more flexible g#s and wages and lower financial
monitoring and screening costs, should dampen thglification of real, monetary and credit
shock that accompany capital flows to the real econ

5. Moving toward better international risk sharimgquires substantially better access to
abundant insurance instruments that the deep fimhnoarkets offer. This may involve
review of regulatory constraints that may impede development of new financial hedging
products.
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6. Improvement in domestic financial sector suéovi and macroeconomic framework
helps the process of capital account liberalizatoming more benefits.

7. Countries should also design liberalization stgy as an element of a broader economic
reform package during the period of low externdbatances.

To enhance the net benefits from financial gloladilin, we propose a balanced approach to
managing capital flows under flexible exchange iatel reforms in the areas of financial
system and market development as well as polidygiranotes competition. The conceptual
balanced approach strongly underlines the necegksitgood pacing and sequencine
pace of liberalization should be determined by pesg in these areas:

1. Sound, consistent (across policy and time) aistainable macroeconomic policies.
2. Openness to trade, as trade enhances benefittain types of financial flows.
3. Directionally consistent capital account politwyat is transparent

4. Data disclosure and better data quality on bb#tance sheet (e.g.,debt falling due) and
off-balance sheet items (e.g., hedging and othevateses) of the public and private sectors
for better monitoring and pricing of risks at adivels, in support of capital account opening.

5. Financial sector reforms that complements bussrend household’s ability to make sound
financial decisions and hedge against financiaksisPriority should be placed on capital
market deepening through further enhancing the oblénstitutional investors, increasing
supply of new products and strengthening corpagateernance. Enhancing the effectiveness
of future financial and risk management goes hanrgiaind with improving financial literacy
of both businesses and households as well as génvgl@a menu of necessary hedging
instruments to adequately match the need of busgisesnd households. This may require a
review of existing regulatory constraints that nfagder the development of new hedging
instruments.

6. Best-practice financial sector prudential redida and supervision to ensure a strong
financial system and allow capital to be allocatdticiently and prudently.

7. Effort to lower market frictions and distortieasuch as wage and price rigidities (related
to administered-price control) , quantitative riesibns, transactions costs that pertain to
financial monitoring and screening activitiesfeduce regulatory burden as well as efforts to
reduce monopoly power in financial and non-finahcsgctors, which will help create
favorable investment climate and facilitate necgssaonomic restructuring.

8. Progress in international cooperation on regibeapital market development as well as
information sharing and policy dialogugmong regulators, especially on issues of mutual
interest, such as concentration risks, large expgsiwor risky activities that may not be
evident to any one regulator, for example, thoselinng hedge funds.

9. Appropriate legal safeguards under free tradeeagnentdo preserve policy options that
help ensure financial stability as markets contittudevelop

10. Progress on sharing the benefits of financ@grmess to include the majority of society.
Palicy priority should be placed on arranging foffisient and efficiently administered short-
term financial assistance, retraining and job matgkervice for affected workers as well as
long term commitment to enhance the quality of humesources, including better education,
and health services.
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Indeed, progress in one area of reforms requiregress in the others. Prioritizing
would help Thailand capitalize on both investmemd efficiency-induced growth benefits of
financial openness.

Extraordinary emerging market income and consumptiatility may be the result
of macroeconomic shocks, their propagation mechamis well as policy and institutional
setup, but it can be ameliorated by better riskrisgawith the world. In this welfare-
enhancing endeavor, international financial inteégnaon top of ongoing trade integration
can play an important role.

6. Conclusion

In building a resilient economy, prudent fiscal andnetary policy does help. As an
automatic stabilizer, flexible exchange rate alselptt But, prudent macroeconomic
management alone will not raise people’s livinghdad in the long run. We need a balance
between prudence and enterprisdhar ability to take risky action and make soundiglens
on the part of the business sect@therwise, we risk either having a stagnant, inadfit
economy or building a fast-growing one on a bubbé&ther of which we can afford.

Policies that reduce monopoly power and marketidns in general should reduce
business fluctuations over time. These structucdicies can also help reduce the need for
arbitrary controls on flows as a first responsel abviate the need for arbitrary judgment of
what constitutes “better” flow types, as the rearomy will likely become more resilient to
financial and real shocks that accompany every ofygmancial flows. The definition of what
constitutes “better” flow types will change. A mdisancially developed market will also
find less need to rely on the so-called bad fldwisancial volatility will still matter to output
volatility, but it will not matter to the extentdhit does in emerging markets today.

Hence, the priority is the need to design a systieat allows for constant self-
correction—one that also lets the economy regaistiength quickly after a severe negative
shock. That system should bederpinned by a strong link to the world econowmlyich will
encourage innovation and efficiency. The competitivarkets should operate under a clear
rule of law with good governance. In support ofntheve need an effective and honest
government and supporting institutions that focasiraproving resiliency of the economy
and sustainable long-term economic growth.
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