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EM capital inflows have fallen sharply in recent months in the context of more 

difficult external conditions, and are projected to decline by $153 billion to $1,062 

billion in 2013 overall.  

We expect capital inflows to gradually recover starting in the current quarter, albeit 

on a lower trajectory than projected in our June report. 

This markdown in projected capital flows reflects both pull and push factors. The 

fundamental underpinnings of EM growth have deteriorated, making them 

somewhat less attractive to foreign investors. Moreover, rising global interest rates 

in anticipation of Fed exit have compounded domestic weaknesses in EMs. 

Increased country differentiation by investors should reward economies with strong 

fundamentals, but continue to put pressure on vulnerable economies. 

Starting with this report, we will provide capital flows estimates and forecasts on a 

quarterly basis to allow us to track flows in a timely manner and provide a view on 

the likely path in coming quarters. 

RIDING THE ROLLER COASTER 

Capital flows to emerging economies have been highly volatile recently. A surge of inflows 

starting in the middle of last year was followed by a sharp reversal from mid-May 2013, 

prompted in part by a shift in market expectations towards an earlier normalization of U.S. 

monetary policy (Chart 1). In the last several weeks, portfolio inflows have picked up again. 

Amidst this volatility, it is important to distinguish between short- and medium-term drivers of 
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capital flows to EMs. In the immediate future, flows look set for a rebound, in part because 

the Fed has delayed its tapering of asset purchases. We project that this recovery will be 

sustained through 2014, barring any major shift in market views about the course of Fed 

monetary tightening. While capital inflows will be less buoyant than in recent years, emerging 

markets should continue to benefit from higher growth compared to advanced economies 

and further financial market development. Meanwhile, external asset accumulation by EMs is 

projected to be quite robust this year at $1,340 billion — about three-quarters of which 

reflect private sector investments as opposed to official reserve accumulation. In 2010, 

reserve accumulation still accounted for half of EM resident outflows (Table 1).  

Overall, the medium-term macroeconomic and financial environment has become less 

supportive of capital flows to EMs. Concerns about the fundamental underpinnings of EM 

growth have continued to intensify over the past few months (see IIF study on Structural 

Challenges to Emerging Market Growth, October 2013). At the same time, mature economy 

prospects have brightened as cyclical pickups now seem to be getting under way. 

Notwithstanding the recent government shutdown, a further rise in U.S. interest rates is 

inevitable as the Fed will gradually phase out monetary stimulus over the coming years, and 

as other mature economies will eventually follow suit. With this background, the factors that 

are “pushing” money out of mature markets into EMs are also becoming less strong. 

In the immediate future, 

flows look set for a 

rebound, in part because 

the Fed has delayed its 

tapering of asset purchases 

Table 1 
Emerging Market Economies: Capital Flows 
$ billion 

    2011 2012e 2013f 2014f 

Capital Inflows     

Total Inflows, Net:  1206 1250 1092 1092 

 Private Inflows, Net  1145 1215 1062 1029 

  Equity Investment, Net  595 660 625 622 

   Direct Investment, Net 590 536 574 529 

   Portfolio Investment, Net 5 124 51 93 

  Private Creditors, Net 550 555 437 407 

   Commercial Banks, Net 197 105 127 140 

   Nonbanks, Net 353 450 310 267 

 Official Inflows, Net 61 35 29 64 

  International Financial Institutions 17 2 -3 26 

  Bilateral Creditors 43 33 32 37 

Capital Outflows      
Total Outflows, Net -1480 -1321 -1340 -1393 

 Private Outflows, Net -810 -962 -984 -983 

     Equity Investment Abroad, Net -265 -323 -404 -367 

     Resident Lending/Other, Net -545 -639 -580 -617 

 Reserves (- = Increase) -670 -359 -356 -410 

    
 Net Errors and Omissions 20 -209 0 0 
Memo:  

 Current Account Balance   254 280 249 301 

e=IIF estimate, f=IIF forecast 

Concerns about the 

fundamental underpinnings 

of EM growth have 

continued to intensify over 

the past few months  

www.iif.com/emr/resources+3080.php
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Firming demand from 

mature economies is 

expected to support a 

cyclical pick-up in EM 

growth 
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However, despite this less supportive medium-term environment, short-term prospects 

have improved lately. On the macroeconomic side, firming demand from mature economies 

is expected to support a cyclical pickup in EM growth and business sentiment indicators 

have become more favorable, notably in China. While growth rates are unlikely to return to 

previous highs, the period of EM growth deceleration is likely to end (at least at an 

aggregate level). On the financial market side, the rise in U.S. Treasury yields has been 

halted for now, at least temporarily, and EM bond spreads have declined from their recent 

highs, helped by the Federal Reserve’s decision to delay the tapering of asset purchases. 

Also, aggregate valuations of EM financial assets are increasingly seen as attractive by 

historical standards (see page 16). 

In sum, we project that aggregate capital flows to EMs will pick up in the last quarter of this 

year after a very weak Q3. This increase primarily reflects a rebound in portfolio equity and 

debt flows, particularly to those countries that suffered large declines in inflows before, such 

as India and Turkey. Quarterly inflows are envisaged to recover further during the course of 

2014, although flows for the year as a whole are projected to be lower than in 2013 

(Chart 2 and Box 2, page 5). Our annual projection is for capital inflows to decline by 

around $150 bn to $1,062 bn this year relative to 2012 and for a further small fall to $1,029 

bn in 2014 (Table 1, previous page, and Chart 3, next page). This implies an even sharper 

reduction relative to EM GDP from 4.9% in 2012 to 3.7% in 2014, indicating a diminished 

role of foreign capital in EM economies. Compared to our June Capital Flows Report, this is 

a downward revision of $83 bn for each of 2013 and 2014. However, these aggregate 

projections mask important cross-country divergences. For example, inflows into the Africa/

Middle East region are still projected to increase in 2013 and 2014. By contrast, large 

downward revisions have been made to the projections for Turkey and India (see Box 1, 

next page).  

We project that aggregate 

capital flows to EMs will 

pick up in the last quarter 

of this year after a very 

weak Q3 
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We have made significant 
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capital flows projections for 
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BOX 1: REVISIONS TO IIF FORECASTS 

Relative to our June 2013 Capital Flows Report, we have made significant downward 

revisions to our capital flows projections for 2013 and 2014 (Table 2). For 2013, this 

largely reflects the sharp retrenchment in portfolio equity and fixed income flows over 

the summer. By contrast, direct investment has held up much better and is tracking 

somewhat higher than we previously estimated. The revisions for 2014 are mainly 

concentrated in EM Europe, where we expect much lower inflows into Turkey due to 

increasing economic and financial vulnerabilities. 

Table 2 
Revisions to IIF Private Capital Inflow Projections 
$ billion 

 2011 2012e 2013f 2014f 

IIF Private Capital Inflows     

October 2013 Forecast 1,145 1,215 1,062 1,029 

June 2013 Forecast 1,146 1,181 1,145 1,112 

Revision -1 34 -83 -83 

     
Revisions by Region     

Latin America -3 0 -21 -19 

Emerging Europe -1 30 -35 -56 

Africa/Middle East 0 2 1 -1 

Nonbanks 0 60 -59 -58 

Emerging Asia 3 3 -27 -7 

     

Revisions by Component     

Direct Equity Investment -3 -9 33 6 

Portfolio Equity 0 -1 -38 -17 

Commercial Banks 2 -16 -17 -14 

e=IIF estimate, f=IIF forecast 
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BOX 2: INTRODUCING QUARTERLY FORECASTS FOR CAPITAL FLOWS  

Beginning with this edition of the Capital Flows Report, we provide estimates and 

forecasts for capital inflows on a quarterly basis, which allow us to track capital 

flows in a timely manner and express views about the likely path in the coming 

quarters. The quarterly projections are based on non-resident capital flows to the 

seven largest recipients of foreign capital, which typically account for about 70% of 

total EM inflows: China, Brazil, India, Russia, Mexico, Turkey and Indonesia. We 

make use of a range of data sources in compiling the quarterly dataset.  

For historical data, we mainly use IMF balance of payments statistics (available 

through 2013Q1 at the time of publication) and data from national sources 

(available for Q2 for some countries).  

For Q3 (and Q2 if not published), we estimate portfolio equity and debt inflows 

using EPFR fund flows data and a range of other indicators, in an approach 

similar to Pant & Miao (2012).1 The additional predictors include a risk indicator 

(the U.S. BBB rated corporate bond spread over Treasuries), the country’s GDP 

growth rate (or our growth forecast) and, for bond flows, the 10-year Treasury 

yield and the EM MSCI stock market index. Model estimates may be augmented 

by additional country-level data on a case-by-case basis.  

Estimates of other inflow components and forecasts for inflows in future quarters 

are made on a case-by-case basis by our country experts, consistent with our 

macroeconomic projections and annual capital flows forecasts. 

 

We continue to provide annual forecasts for all 30 EM countries we cover, 

following the same proven methodology we have applied over the past three 

decades. The two cornerstones of our methodology are: (1) Capital flows are 

presented on a creditor basis, with a strict distinction between debt-creating flows 

and non-debt-creating flows. (2) We reconcile changes in the stock of external 

debt with information on debt flows and valuation effects to ensure stock-flow 

consistency. The data are compiled by our country experts, who make use of the 

best available data sources in each country so as to compile a consistent and 

accurate set of capital flows estimates. Because not all the data that we use to 

compile annual capital flows estimates are available on a quarterly basis, we do not 

follow the same methodology for our quarterly flows estimates, resulting in a 

discrepancy between the two series. On aggregate, however, total non-resident 

capital flows are quite similar under the two approaches.  

Quarterly projections are 

based on non-resident 

capital flows to the seven 

largest recipients of foreign 

capital 

1. Pant, M., & Miao, Y. (2012): “Coincident Indicators of Capital Flows.” No. 12/55, IMF.  

The data are compiled by 

our country experts, who 

make use of the best 

available data sources in 

each country  



IIF RESEARCH NOTE 
page 6 

Capital Flows to Emerging Market Economies 

IIF.com  © Copyright 2013.  The Institute of International Finance, Inc. All rights reserved. 

0

10

20

30

40

50

60

70

80

08Q1 09Q1 10Q1 11Q1 12Q1 13Q1

Private Sector

Government

Emerging Market External Bond Issuance*
$ billion

Source: Thomson Financial; IIF calculations. * Includes bonds issued in an external 
market, for the 30 major EM countries covered in the IIF's Capital Flows to EM report. 

Chart 4 
 

0

10

20

30

40

50

60

70

80

08Q1 08Q4 09Q3 10Q2 11Q1 11Q4 12Q3 13Q2

Emerging Asia
Emerging Europe
Africa/Middle East
Latin America

Emerging Market External Bond Issuance*
$ billion

Source: Thomson Financial; IIF calculations. * Includes bonds issued in an external 
market, for the 30 major EM countries covered in the IIF's Capital Flows to EM report. 

Chart 5 
 

There are clearly downside risks surrounding this relatively benign outlook. On the “pull” 

side, a further deterioration in perceptions of EM growth prospects would dampen capital 

flows. On the “push” side, a renewed reassessment of the Fed’s likely exit timeline, 

particularly if this occurs in the context of increased uncertainty and heightened risk 

aversion, could spark another major retrenchment in capital flows. We estimate that, other 

things equal, if market expectations for the U.S. policy interest rate were to rise from the 

current 1% at end-2015 to 2%, this could result in a retrenchment of EM portfolio flows of 

around $43 billion (see Box 3, page 8). To the extent that such a shift is prompted by a 

better U.S. growth performance, however, this would tend to have positive spillovers for EM 

growth prospects. The risk of an earlier Fed exit therefore is particularly relevant at the 

individual country level rather than the aggregate EM level. Specifically, countries with large 

external financing requirements that suffer a negative reassessment of underlying 

fundamentals will remain particularly vulnerable to funding pressures.2  

Compared to previous episodes of capital flow retrenchment, however, we see only a small 

chance of a full-fledged emerging market crisis across countries, even in the event of a 

more marked downturn in EM capital inflows than in our baseline. Macroeconomic policy 

management has improved significantly across the EM world over at least the last decade. 

Foreign exchange reserves have increased substantially on most metrics and flexible 

exchange rates have become more prevalent, providing cushions against a traditional 

currency crisis. Moreover, most countries have followed cautious fiscal policies and avoided 

the build-up in public debt seen in many mature markets since the 2008 crisis. It is 

noteworthy that even in the difficult conditions over the summer, while bond issuance 

slowed, the fall was not nearly as sharp as in Q3 of 2011 let alone Q4 of 2008. In addition, 

emerging markets were able to issue more debt in their own currencies, which has 

cushioned the impact of currency depreciation on borrowers’ ability to service and repay 

debt. This has not been a sudden stop episode (Charts 4 and 5) and as with other recent 

A renewed reassessment of 

the Fed’s likely exit timeline 

could spark another major 

retrenchment in capital 

flows 

2. See page 6 of the IIF’s  Global Economic Monitor, September 2013  

Compared to previous 

episodes of capital flow 

retrenchment, we see only 

a small chance of a full-

fledged emerging market 

crisis across countries 

http://www.iif.com/emr/resources+3046.php
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episodes of volatility we expect a quick rebound benefitting most countries. Nevertheless, 

the trend of improving macroeconomic policy management has not been universal and 

countries that bucked the trend and continue to limit exchange rate flexibility, such as 

Ukraine, may experience continued difficulties in accessing external financing.  

There is also an upside risk to our capital flow forecasts, notably over the medium term. 

Despite the reduced projections for EM growth, in the aggregate EMs are still projected to 

outpace the advanced economies by a considerable margin. Furthermore, EM capital 

inflows as a share of global GDP have declined substantially and thus do not look 

particularly large (Chart 6). Over the medium term, we do not expect this ratio to decline 

further, which implies substantial increases in flows in dollar terms. Moreover, over time 

further progress in EM financial market development and international financial integration, 

as well as a continued increase in EM output as a share of global GDP should lead to a rise 

in the weight of EM assets in global portfolios (Charts 7 & 8 and pages 14-15).  

 

EMERGING ECONOMY PROSPECTS LOOK WEAKER THAN BEFORE 

Compared to the June Capital Flows Report, we have marked down our forecasts for EM 

growth, while prospects for mature economy activity now look more solid (Chart 9, page 

10). Weaker EM growth reflects both cyclical and structural factors. A period of rapid credit-

fueled growth over the past years has come to a definitive end. Even last year central banks 

in many countries started to tighten policy, and since May the rise in global interest rates 

prompted by growing expectations of the scaling-back of U.S. monetary support has 

further tightened financial conditions.  

This negative trend has affected countries to a different extent, depending on their reliance 

on external financing, their cyclical position, and their integration in global supply chains 

(Chart 10, page 10). Most affected are countries where portfolio and bank lending flows 
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Changes in U.S. monetary 

policy expectations have a 

statistically significant and 

economically important 

impact on portfolio fund 

flows 

BOX 3: FED EXIT EXPECTATIONS AND EM CAPITAL INFLOWS  

We estimate a simple econometric model to analyze the determinants of portfolio 

flows to emerging markets. We are particularly interested in the impact of shifts in 

market expectations about future U.S. monetary policy on EM flows. Our model 

builds on the extensive literature on the drivers of EM capital inflows, which has 

established that both global “push” factors and EM country-specific “pull” factors 

affect EM capital inflows.3  To our knowledge, this is the first study that attempts to 

quantify the impact of changes in monetary policy expectations. Our key findings are: 

1. Expectations matter: Changes in U.S. monetary policy expectations have a 

statistically significant and economically important impact on portfolio fund flows. 

A one percentage point shift in market expectations for the federal funds rate 

three years forward is associated with $14.2 billion change in fund flows (with 

easier policy leading to greater inflows). Since EM fund flows cover about a third 

of total portfolio equity and debt flows, this corresponds to about $43 billion in 

total portfolio flows (assuming that aggregate portfolio inflows follow the same 

behavioral pattern). This is about 47% of total annual portfolio inflows in 2010-12. 

2. Bad news matters more than good news: A shift in expectations towards 

tighter monetary policy seems to exert a greater impact on EM flows than a shift 

towards easier monetary policy. This is consistent with the recent sharp 

retrenchment in EM capital flows, which seems to have been driven by a sudden 

reassessment of Fed exit plans. In our model, the estimated coefficient is about 

three times as large for months when expected policy rates went up compared to 

months when they went down. 

Model details: 

For the dependent variable, we use monthly data from EPFR on equity and bond 

flows into EM-dedicated funds. These flows track total EM portfolio flows well and 

cover about 60% of total portfolio equity flows and about 25% of total bond flows 

into emerging markets.4  We use Fed funds futures contracts as a proxy for 

expectations about U.S. monetary policy. These contracts can be thought of as the 

market expectation for the federal funds target rate at the date specified in the 

contract.5  We employ control variables for country-specific and global developments 

consistent with the literature. In our preferred specification, we use a proxy for global 

risk aversion (the BBB-rated U.S. corporate bond spread over Treasuries) and an 

aggregate EM stock market index (the MSCI EM) as a proxy for cyclical conditions in 

EM countries. Our sample period is from February 2011 to August 2013.  

3. For an overview of the literature, see for example BIS Committee on the Global Financial System (2009): 
“Capital Flows and Emerging Market Economies”, CGFS Papers #33. 
4. For the relationship between EPFR fund flows and BoP portfolio flows, see Pant, M., & Miao, Y. 
(2012): “Coincident Indicators of Capital Flows.” No. 12/55, International Monetary Fund. 
5. For each observation, we use the 1-month change in the expected federal funds rate 34 months later, 
which is the most distant point into the future that is available (since markets in certain periods did not 
expected any changes in the Fed funds rate over the subsequent 1-2 years). 

A shift in expectations 

towards tighter monetary 

policy seems to exert a 

greater impact on EM flows  

We use Fed funds futures 

contracts as a proxy for 

expectations about U.S. 

monetary policy 
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Equity flows are more 

driven by stock market 

movements, while bond 

flows exhibit stronger first-

order autocorrelation 

Our baseline regression is as follows: 

Yt = 0.48 * Yt-1 -14.2 * Exp_MPt – 24.7 * Riskt + 0.1 * EM_Stockst       adj. R2 = 0.64      

      (0.0011)      (0.041)               (0.078)           (0.0046)  

Where Yt is total flows to EM-dedicated funds in month t in $ billion, Flowst-1 is the 

lagged dependent variable, Exp_MPt is the change in fed funds futures contracts 34 

months into the future in percentage points, Riskt is the change in the average BBB 

spread in percentage points, and EM_Stockst is the change in the MSCI EM stock 

market index. Functional forms are based on standard stationarity tests for all 

variables (Augmented Dickey-Fuller tests). Overall, our baseline model explains about 

64% of the observed variation in EM fund flows. All explanatory variables are 

significant at least at the 10 percent level and have the expected signs (p-values are 

in parentheses). Fund flows exhibit positive serial correlation, indicating “momentum” 

in portfolio flows. A shift in market expectations towards tighter U.S. monetary policy 

is associated with a retrenchment in capital flows and the same holds for an increase 

in global risk aversion. An increase in EM stock markets is associated with positive 

inflows to EM economies in the following month. 

We also run separate regressions for equity and bond flows, respectively. The results 

are qualitatively similar. Equity flows are more driven by stock market movements, 

while bond flows exhibit stronger first-order autocorrelation. Further, to test whether 

the impact of shifts in monetary policy expectations is symmetric, we use a dummy 

variable D1 that is equal to 1 for months where policy rate expectations move up and 

a second dummy variable D2 for months where policy rate expectations move down. 

Using the same baseline regression as above, the estimation results suggest that the 

adverse effect on EM flows of a shift towards tighter monetary policy is much greater 

than the boost by a shift towards easier policy. This result is corroborated by 

separate regression on the two components, bond and equity flows.  

We also tested a number of additional hypotheses. For example, we included the 

change in total Federal Reserve assets as an explanatory variable to test whether the 

implementation of asset purchases under QE yielded a significant effect.6 This 

variable is not significant in our model, however. We also test for the impact of 

changes in U.S. 10-year Treasury yields on capital flows, including by decomposing 

the yield into the term premium and future short rates according to Kim & Wright 

(2005).7 Theory suggests that changes in the term premium should be more closely 

related to announcements and implementation of QE due to the portfolio balance 

effect of asset purchases. In our simple model, none of these variables yield a 

significant relationship, however. 

6. A recent study found a significant impact of asset purchases using weekly data. See Fratzscher, M., Lo 
Duca, M. and Straub, R (2011): “Quantitative Easing, Portfolio Choice and International Capital Flows.” 
7. Kim, Don H. and Wright, Jonathan H. (2005): “An Arbitrage-Free Three-Factor Term Structure Model 
and the Recent Behavior of Long-Term Yields and Distant-Horizon Forward Rates,” Finance and 
Economics Discussion Series 2005-33. Washington: Board of Governors of the Federal Reserve System.  

Our baseline model 

explains about 64% of the 

observed variation in EM 

fund flows 
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have recently played a large role, and where inflation concerns have limited a country’s 

capacity to allow exchange rate depreciation to act as a cushion. India, Indonesia, Turkey 

and Brazil are countries that have been forced to tighten policies against the tide of capital 

withdrawals, by raising policy interest rates (Brazil, India, Indonesia), tightening liquidity 

(Turkey, India, Indonesia) or intervening in foreign exchange markets (mainly Brazil, India, 

Indonesia; Table 3). 

On the other hand, countries that have relied less on capital inflows and where 

manufacturing export sectors are poised to benefit from gathering momentum of recovery in 

their advanced economy export markets have tended to benefit from the recent cyclical 

pickup in the mature markets.  

Countries that have relied 

less on capital inflows have 

tended to benefit from the 

recent cyclical pickup in the 

mature markets 

Chart 10 
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Table 3 

Policy Response Since May 23 

 
Key Policy 
Rate Hike  

Key Policy 
Rate Cut  

Liquidity 
Measures*  

FX 
Swaps** 

FX 
Intervention 

Relax Capital 
Inflows 

Macro-Prudential  
Measures*** 

Brazil X     X X X   

Mexico   X           

India X   X X X X   

Indonesia X   X X X X X 

South Korea               

Thailand   X     X     

South Africa               

Turkey     X   X     

Russia     X         

Romania   X X         

Poland   X X   X     

Hungary   X X         

*Interest rate adjustments (other than the key policy rate), liquidity injection, reserve requirement changes, **For banks, 
companies, ***For real estate, etc. 
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Thus, positive signs are emerging in Asia where exports have picked up for those countries 

that are closely tied to mature economy demand (such as Korea). Importantly, the Chinese 

economy also registered an increase in growth momentum, helped by some stimulus 

measures as well as strengthening exports. Aggressive monetary easing by the Bank of 

Japan has had positive spillover effects on other economies in the region and beyond (Box 

4, next page). Business sentiment has risen strongly across a number of EMs, such as in 

Central Europe and Mexico, boding well for growth going forward.  

However, the global cyclical upswing is likely to fall short of returning EMs in the aggregate 

to previous growth rates as the recent weakening in EM growth also reflects longer-term, 

structural factors (see IIF study on Structural Challenges to Emerging Market Growth, 

October 2013). Rapid catch-up in GDP per capita during the boom years is now being 

followed by sagging investment spending and productivity growth. In some countries, lack 

of structural reforms and the onset of aging populations add to the factors dragging down 

growth and imply that future growth rates may be markedly lower than before – even after 

the cyclical slowdown has ended. The prime example in this respect is China, where 

medium-term growth is more likely to be around 7-7.5% rather than the double-digit growth 

rates experienced pre-2008 (see IIF Research Note: A Tale of Three Bears, September 

2013), which will have broader consequences especially for countries that have gained 

enormously in recent years from soaring commodity prices linked in considerable part to 

Chinese demand. But the reappraisal of EM growth fundamentals is quite broadly spread, 

reflecting also increasing concern with the consequences of lagging structural reforms. 

Notwithstanding a downgrading in EM medium-term growth prospects, we continue to 

expect a sustained rising trend in capital flows to EMs, albeit at a more moderate pace than 

previously. This judgment is supported by two observations. First, capital flows to EMs, 

while volatile and vulnerable to shifts in risks appetite, have tended to show resilience, 

bouncing back as market conditions stabilize. Second, even after taking account of a 

somewhat more sober perspective on the EM growth outlook, EMs in the aggregate are still 

going to be growing substantially faster than the advanced economies, thus creating broad 

opportunities for higher returns than available in mature markets. At present, EM financial 

assets are still significantly underrepresented in portfolios of international institutional 

investors. 

 

LOOKING THROUGH THE VOLATILITY OF EM FUND INFLOWS 

Flows to emerging market funds are quite volatile on a monthly basis, but their trend over 

the past several years has actually been relatively steady – on average, inflows have 

amounted to around $30 billion per year for equities and $35 billion for bonds (note that EM 

fund flows cover only a subset of total EM portfolio flows: about 60% for equities and 25% 

for bonds). The retrenchment over the summer months was a sharp deviation from the 

upward trend in portfolio flows of the last several years, as funds lost about 10.5% of assets 
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sustained rising trend in 

capital flows to EMs, albeit 

at a more moderate pace 

than previously 

The global cyclical upswing 

is likely to fall short of 

returning EMs in the 

aggregate to previous 

growth rates 

www.iif.com/emr/resources+3080.php
http://www.iif.com/emr/resources+3055.php


IIF RESEARCH NOTE 
page 12 

Capital Flows to Emerging Market Economies 

IIF.com  © Copyright 2013.  The Institute of International Finance, Inc. All rights reserved. 

0

5

10

15

20

25

30

35

40

Japan U.S.

Non-financial
corporations
Financial
corporations
General
government

U.S. and Japan: Size of 
Bond Market

Chart 11 
 

Japanese investors were 

net sellers of foreign assets 

in the first seven month of 

2013 

BOX 4: JAPAN – CAPITAL FLOWS TO EMS LIKELY TO RISE  

A number of factors – including aggressive monetary policy and greater portfolio di-

versification – are expected to drive rising capital flows from Japan to EMs. In De-

cember 2012, the Japanese government announced an ambitious agenda to lift the 

economy out of its deflationary stagnation. In April 2013, the BoJ introduced the 

quantitative and qualitative easing (QQE) measures to achieve its 2% inflation target in 

two years. Under QQE, the BOJ doubled the size of its monthly asset purchases to 

¥7.5 trillion ($75 billion) mainly of Japanese Government Bonds (JGBs) and commit-

ted to maintain the QQE program until 2% inflation is achieved.  

Although the immediate impact of QQE has been mainly on domestic assets (stocks 

are up by 18% since April), spillovers on other economies are inevitable. Over the 

medium term, international effects of the new policies might be as significant as the 

spillover effects of the Fed’s QE program given that (1) the BoJ’s QQE program is 

similar in size to the Fed’s QE3 program ($85 billion a month in bond purchases); (2) 

the Japanese capital market is around 30% of the size of its U.S. counterpart (22% 

for stocks, 38% for bonds, Chart 11); and (3) the BoJ’s JGB purchases exceed net 

government issuance in 2013 and 2014, implying reduced holdings by all other inves-

tors.  

Notwithstanding QQE, and in sharp contrast to consensus expectations, Japanese 

investors were net sellers of foreign assets in the first seven months of 2013 (Chart 

12, next page). In net terms, $122 billion worth of portfolio has been repatriated in an 

attempt to keep foreign asset allocation ratios within desired levels (yen weakness 

has boosted the valuation of overseas assets in yen terms while pushing the ratio of 

overseas assets to domestic assets beyond the predefined secular limits, which in 

turn has led to a mechanical sell-off of foreign assets). Over time, a successful exit 

from deflation, together with a “persistent” yen depreciation could reduce the home 

bias of Japanese institutional investors and prompt them to rebalance their portfolios 

to include larger shares of foreign assets. The pace of repatriation has already slowed 

in recent months.  

Going forward, the widening yield differential between EMs and Japan will likely en-

courage Japanese investors to diversify their portfolios in favor of EMs. Historically, 

Japanese portfolio flows to the EMs account for only 6% of total Japanese equity and 

debt outflows. Despite the large reversals in flows into EM local currency debt funds 

amid the Fed tapering discussions, appetite for Toshin funds that invest in Mexico (up 

77%), Thailand (60%), Malaysia (32%), Philippines (30%) and Turkey (18%) has been 

particularly strong this year.  

Japanese investors have increased their foreign direct investment (FDI) this year, partly 

reflecting the divergence in the long-run growth trajectory for Japan and other coun-

tries. As of July 2013, year-to-date FDI outflows have already reached $94 billion, a 

level very close to total FDI outflows in 2012 ($112 billion). At its current rapid pace, FDI 
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Chart 14 
 

Chart 15 
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outflows could reach $160 billion by the end of the year, exceeding the previous record 

level in 2008 (Chart 13). Though the bulk of these flows (around 70% of total) have 

been into mature economies, particularly to the U.S. (37% of total), Japanese FDI flows 

into ASEAN countries have increased markedly ($11.3 billion in January-July 2013 rela-

tive to $9.9 billion in 2012), while flows to China and India have declined.  
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under management. But this retrenchment was certainly not an unprecedented event 

(Chart 14). Since 2007, there have been two other retrenchment episodes of similar size. 

The first was during the global crisis of 2008, and the second was in late 2011 when the 

Euro Area crisis intensified. Each of these episodes was soon followed by a rebound in 

portfolio flows (Chart 15). This experience suggests that the recent retrenchment is 

probably not the beginning of a new trend, but rather is likely to be followed by a rebound in 

portfolio inflows (which may already have begun in recent weeks). It should be noted that 

while aggregate flows may rebound, there is likely to be substantial cross-country 

differentiation, reflecting differences in economic fundamentals and policy responses, 

among others. 
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SECULAR FORCES REMAIN IN THE EMS’ FAVOR 

The observed longer-term upward trend in portfolio inflows is part of a broader secular 

increase in capital flows to – and from – emerging markets. EM non-resident capital inflows 

have risen dramatically over the last several decades, from about $45 billion in 1990 to 

more than $1.2 trillion in 2012. Nonetheless, inflows into EMs constitute only a moderate 

portion of global capital flows. For a number of reasons, high-income countries generally 

have been much greater recipients (and sources) of capital flows, both as a share of their 

GDP and especially in absolute terms, given their weight in world GDP and in the global 

savings portfolio (Chart 16). As emerging markets continue to climb up the income ladder 

and as their financial markets develop apace their economies should gradually become 

more similar to those of high-income countries today, suggesting that the volume of capital 

inflows has significant room to grow further. 

Financial market development will be an important driving force of growing capital inflows. 

When equity and bond markets become deeper and more sophisticated, this makes it 

easier for firms to access capital and for households to channel their savings into 

productive investments. One way to measure this process of financial deepening is to look 

at total financial assets as a share of GDP. This ratio tends to be higher for mature 

economies, indicating that the stock of financial assets tends to grow faster than GDP as 

middle-income economies turn into high-income economies (Chart 17). 

A second factor is financial globalization, which can be defined as increasing 

interconnectedness between domestic and foreign financial markets. A useful proxy for 

financial globalization is the volume of external assets and liabilities as a share of GDP. 

Countries with higher per-capita incomes and deeper financial markets also tend to rank 

higher in terms of financial globalization (Chart 18, next page). High shares of foreign 

ownership are a sign of more efficient global resource allocation and reflect international risk

-sharing via portfolio diversification. The process by which countries achieve higher shares 

of external assets and liabilities is of course via two-way capital flows.  
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EM financial deepening and financial globalization have certainly progressed in recent years 

and for some asset classes the process looks to be quite advanced. For example, foreign 

ownership ratios of EM sovereign bonds have risen well into the double digits in recent 

years (Charts 19 and 20). By contrast, emerging economies’ weight in global equity 

benchmark portfolios is still relatively low at around 13% (Chart 21), much lower than their 

share in global output (which is around 40% for our sample of 30 EMs).  

In part, the lower level of EM financial interconnectedness is a deliberate policy choice, 

reflecting domestic restrictions on cross-border transactions in financial assets. Over time, 

countries like China and India are expected to undertake further steps in opening their 

capital accounts, expanding the scope of investable assets. This suggests that substantial 

potential remains for greater portfolio diversification, both on the part of EM investors and 

global investors, which should support capital flows in coming decades.  
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EMERGING MARKET ASSETS – CHEAP AGAIN? 

No matter how you slice it, valuations across a range of emerging market asset classes are 

lower than they have been in years—well below 2010-2011 levels—following the “taper-

driven” markdown of summer 2013. Survey evidence suggests that investors are deeply 

underweight EM—for example, the widely watched Bank America-Merrill Lynch investor 

survey showed net underweight positions in global emerging market equities at their lowest 

levels on record in August, with only a modest recovery in September (Chart 22). While 

such surveys are neither comprehensive nor weighted (allocations of very large investors 

have more of an impact on overall market positioning), they are indicative. Given 

widespread underweighting and a good range of evidence suggesting relative 

undervaluation, September’s EM rally was entirely unsurprising. The Fed’s decision to delay 

tapering has given the rally more time to run—but will it? 

 

RE-RATING OF EMERGING MARKETS—INTERRUPTED? 

Over the past 15-20 years, the discount on emerging market equities has become 

progressively smaller—in other words, they have been re-rated upwards. EM credit rating 

trends over this period have reflected this reality as well. Indeed, just prior to the global 

financial crisis, EM forward price-earnings ratios (the value investors assign to future 

earnings streams) were on a par with those of developed markets (Chart 23). While this 

was arguably an overshoot—liquidity-fueled and unsustainable—the durability of the re-

rating of emerging markets was still evident even after the crisis. From 2009 through early 

2012, emerging market equities were valued more highly than they had been during the 

pre-crisis years. In fact just before and just after the crisis, investors had more faith in the 

value of the underlying assets of emerging market firms (price-to-book ratio) than they did 

in those of developed market companies.  
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However, over the past 18 months the relative valuation of emerging market equities has 

deteriorated. For example, the gap between developed and EM price-to-book ratios is now 

at its widest since 2005, while forward price-earnings ratios signal “cheap” to many 

analysts (Chart 24). The question is whether this is simply a tactical buying opportunity, or a 

more fundamental misalignment. The near-term result should be a resumption of net 

inflows to EM portfolio assets. But the outlook for EM capital flows beyond the next few 

months is highly dependent on investor perceptions of prospects for more robust EM 

growth—and what might drive it. 

 

CONCERNS ABOUT EM GROWTH, PROSPECTS FOR STRUCTURAL REFORM 

What is striking about EM stock market valuations is the lack of confidence reflected in next 

year’s earnings estimates, which have been marked down sharply this year (now seen 

down 1-2% oya, in contrast to the double-digit growth expected for developed markets). 

Equity analysts are forecasting weaker earnings for EM corporates for the second year 

running—a far cry from the 10-20%+ growth expected in 2010-11 and prior to the 2008 

crisis. Quizzed about their pessimism, many cite underlying concerns about EM growth 

prospects generally (e.g. a hard landing in China and/or continued subpar growth in 

developed markets, with knock-on effects on EM commodity exporters). Against this 

backdrop, the Fed has in essence provided more time for EM policymakers to make 

progress on much-needed but unfinished structural reforms. Hence, both growth 

prospects and investor perceptions will hinge in large part on the ability of EM policymakers 

to deliver on these reforms (see IIF study on Structural Challenges to Emerging Market 

Growth, October 2013).  

A similar if less pronounced wariness can be seen in bond markets, with spreads on 

emerging market corporate and sovereign bonds up some 50-75bp this year (Chart 25). 

While the EMBIG (sovereign) and CEMBI (corporate) indices (both hard-currency based) are 

a purer reflection of creditworthiness and sentiment on emerging markets generally, 
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perceptions of inflation and currency risk can be seen in the GBI-EM (local currency bonds). 

This spread has been more stable this year (helped by a growing base of domestic 

investors); however, while hard-currency spreads are well below crisis levels even after 

recent widening, those on EM local-currency bonds remain relatively more elevated—

reflecting ongoing risks associated with strong EM credit growth in recent years, potential 

asset/consumer price inflation, and implied risks for currencies. 

Looking at exchange rates, many EM currencies had become somewhat overvalued 

relative to fundamentals as they appreciated in the context of capital inflows and rising 

interest rate differentials (Chart 26). The IMF’s 2013 external sector report assessed real 

effective exchange rates in Latin America and Emerging Europe to be some 5-15% 

overvalued in early 2013, although Emerging Asian currencies remain undervalued. The 

exchange rate depreciation over the summer—down 7% since May even with September’s 

bounce—has helped bring these currencies into better alignment with medium-term trends, 

which would tend to be supportive for flows back into EM local currency fixed income 

assets—although investors are likely to remain selective. 
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EMERGING ASIA: REVIVING FROM THE SUMMERTIME BLUES 

Emerging Asia faced sudden large portfolio outflows from late May brought on by market 

anticipation of Fed tapering and amplified by vulnerabilities in several economies and slowing 

growth. The reversal of large foreign portfolio positions was also facilitated by liquid markets. 

Subsequently, a series of corrective policy measures in India and Indonesia, as well as some 

calming of global markets, revived foreign purchases of stocks and bonds in September. 

Looking forward, sizeable yield differentials, improved valuations and stepped-up efforts to 

attract external financing in current account deficit countries suggest that the worst is over 

and substantial private capital inflows are likely to resume, albeit not at the pace of recent 

years (Table 4 and Chart 28, next page).  

The region also remains a magnet for foreign direct investment, which proved relatively 

immune to the market gyrations. Foreign investor and creditor sentiment is being supported 

by firming indicators of real GDP growth in China, which should stabilize at around 7.5% a 

year, with the rest of the region growing around 4-5%. Such growth may be lower than the 

pre-crisis performance but compares favorably to the other regions and mature economies. 

Overall, we project that private capital inflows for our seven countries constituting Emerging 

Asia are likely to reach between $460-470 billion this year and next, below the high of 

$609 billion in 2011.  
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Table 4 
Emerging Asia: Capital Flows 
$ billion 

    2011 2012e 2013f 2014f 

Foreign Capital Inflows     

Total Inflows, Net:  631 597 470 486 

 Private Inflows, Net  609 586 460 473 

  Equity Investment, Net  358 398 338 340 

   Direct Investment, Net 350 318 310 295 

   Portfolio Investment, Net 8 80 28 46 

  Private Creditors, Net 252 188 122 133 

   Commercial Banks, Net 141 73 49 58 

   Nonbanks, Net 111 115 73 75 

 Official Inflows, Net 21 11 10 13 

  International Financial Institutions 3 3 3 3 

  Bilateral Creditors 18 8 7 10 

Resident Capital Outflows      
Total Outflows, Net -855 -634 -684 -758 

 Private Outflows, Net -410 -508 -422 -485 

     Equity Investment Abroad, Net -137 -160 -174 -185 

     Resident Lending/Other, Net -273 -348 -247 -300 

 Reserves (- = Increase) -445 -127 -262 -274 

    
 Net Errors and Omissions 93 -112 0 0 

Memo:  

 Current Account Balance   132 150 214 272 

Bejoy Das Gupta 
1-202-857-3649 
bdasgupta@iif.com 

e=IIF estimate, f=IIF forecast 
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Turning to the vulnerable economies, the summer withdrawal of external financing in India 

triggered acute exchange rate pressures. However, the stepped-up policy measures 

including a sharp hike in short-term interest rates and liquidity draining, as well as renewed 

progress with reforms, have since bolstered market confidence. The central bank took the 

opportunity of more stable financial conditions in late September to cautiously scale back 

monetary tightening. Continued current account adjustment should mean the supply of 

external financing will be more in line with reduced demand over the near term. 

Indonesia has also been subject to considerable exchange rate pressures, which 

prompted interest rate hikes between June and mid-September, as well as fuel price 

adjustments to check energy subsidies. The rupiah stabilized around four-year lows with 

capital outflows subsiding, but is yet to recover to the same extent as the rupee. Unlike in 

India, real interest rates remain negative. Moreover, Indonesian stocks and corporations are 

viewed by investors as less attractive than India’s equity markets (Chart 27). India has the 

added advantage of inflows into Nonresident Indian (NRI) deposits in the banking system 

bolstering its capital account. As such, further corrective policies and measures to improve 

the investment climate are likely to be forthcoming in Indonesia to bring the large current 

account deficit more in line with capital inflows. 
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In contrast, ASEAN’s other core economies with stronger fundamentals were more resilient 

to the global market turbulence, which also had some positive impact by taking the froth 

out of their financial markets. In addition, Korea and China benefitted from their strong 

external positions and market positioning for a growth lift on the back of the cyclical pickup 

in advanced economies (Chart 29). In Korea’s case, foreign investors continued to make 

net purchases of domestic bonds through July because of slightly higher yields relative to 

mature economies with virtually no currency risk (Chart 30). Thereafter, foreign investors 

switched out of Korean bonds from August as risk-taking appetite for higher yielding 

emerging markets improved, while also shifting to Korean equities as the export recovery 

lifted the performance of the electronics- and auto-dependent corporate sector. In China, 

the growth outlook firmed, and private capital inflows continue to be underpinned by large 

foreign direct equity investments. 
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EMERGING EUROPE: PRIVATE CAPITAL INFLOWS SET TO WEAKEN FURTHER 

Increased global risk aversion triggered ahead of the anticipated Fed tapering cut net inflows 

of foreign private capital to Emerging Europe by two-thirds from the first quarter to 

$46 billion in the second (Chart 31, next page). One-half of this decline reflected flows 

related to the acquisition of TNK-BP, a privately-owned Russian oil company by Rosneft, 

Russia’s largest state-owned oil company; for details, see our June Capital Flows Report. 

Partial data suggest that capital inflows have slowed further in the third quarter. These 

developments reversed the increase that began last year, leaving second and third-quarter 

inflows below their year-ago level (Table 5). 

The bulk of the second-quarter decline reflected a drop in portfolio inflows, both debt and 

equity. International bond issues fell to $20 billion during April-June from $34 billion in the 

first quarter and a recent peak of $47 billion in 2012Q4. Data through the middle of 

September points to a further slowdown in the third quarter. Most of the decline in bond 

issues was centered in Russia, which accounts for roughly half of the region's total.  

Non-resident purchases of local currency-denominated bonds followed a similar pattern, 

falling to $3 billion in the second quarter (all of which occurred through May) from $9 billion in 

the first quarter before shifting to a sizable outflow in the third quarter. Nonresidents have 

been reducing their holdings since June, with the largest retrenchment registered in Poland 

The bulk of the Q2 decline 

reflected a drop in portfolio 

inflows, both debt and 

equity 

Table 5 
Emerging Europe: Capital Flows 
$ billion 

    2011 2012e 2013f 2014f 

Foreign Capital Inflows     

Total Inflows, Net:  211 247 243 207 

 Private Inflows, Net  197 247 251 192 

  Equity Investment, Net  68 72 95 79 

   Direct Investment, Net 75 58 97 67 

   Portfolio Investment, Net -7 14 -2 13 

  Private Creditors, Net 128 175 156 113 

   Commercial Banks, Net 18 4 46 35 

   Nonbanks, Net 111 171 110 78 

 Official Inflows, Net 14 0 -8 14 

  International Financial Institutions 10 -6 -8 14 

  Bilateral Creditors 5 6 0 0 

Resident Capital Outflows      
Total Outflows, Net -198 -222 -226 -185 

 Private Outflows, Net -177 -167 -254 -186 

     Equity Investment Abroad, Net -46 -63 -126 -78 

     Resident Lending/Other, Net -131 -104 -128 -108 

 Reserves (- = Increase) -21 -55 28 1 

    
 Net Errors and Omissions -7 -22 0 0 
Memo:  

 Current Account Balance   -7 -3 -16 -22 

Increased global risk 

aversion cut net inflows of 

foreign private capital to 

Emerging Europe in Q2 

Lubomir Mitov 
1-202-857-3653 
lmitov@iif.com 

e=IIF estimate, f=IIF forecast 

http://www.iif.com/emr/resources+2915.php
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and Turkey and, more recently, also in Hungary (Chart 32). (The withdrawals from the local 

currency bond markets would have been larger if not for their limited liquidity, which made 

exit difficult at times.) Portfolio equity capital shifted from $6 billion in the first quarter to 

sizable outflows in the second and thus far in the third quarter.  

FDI (excluding the Rosneft transaction) and net foreign borrowing by banks remained little 

changed from the first quarter. However, there has been major divergence within the region: 

while banks in most of Central Europe continued repaying foreign debt (because of 

sluggish credit activity and ample liquidity), borrowing by banks remains robust in Russia and 

especially in Turkey where it has been facilitated by regulatory changes providing incentives 

for domestic banks to fund themselves from abroad. However, more recent data suggest 

that bank borrowing has come to a halt in Russia and slowed sharply in Turkey since June. 

Finally, smaller bond issues and outflows from the local currency bond markets combined 

with net repayments to the IMF by Hungary, Romania and Ukraine result in sizable net 

repayments by governments in the second quarter.  

Even assuming more stable market conditions in Q4, net foreign private capital inflows, 

especially of portfolio capital, are likely to remain subdued. This would result in a marked 

slowdown for the year as a whole, to $251 billion from $247 billion registered in 2012. 

(Adjusting for the Rosneft transaction, the underlying decline would be larger, on the order of 

$60 billion.) At the same time, outflows of resident capital look set to jump from $167 billion 

last year to $254 billion this year ($181 billion excluding Rosneft), shifting private capital to a 

slight net outflow. The latter, combined with net repayments to official creditors and a slight 

regional current account deficit, would result in a sizable decline in foreign exchange 

reserves in 2013.  

For 2014, we project a gradual strengthening in capital inflows, based on our view that the 

market has now largely discounted the impact of Fed tapering. However, a low starting point 

and the high base during the first five months of this year would leave inflows of private 

Continued market volatility 
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foreign capital lower at $192 billion next year as a whole. This would still represent an 

underlying increase from this year, adjusting for the Rosneft transaction. 

There are important differences in prospects across the region. The five central European 

countries with generally sound macroeconomic fundamentals weathered the turbulence over 

the summer well, and now seem well paced to benefit from an improving growth outlook in 

the advanced economies. Russia, with its large foreign exchange reserves and the current 

account in surplus, has also been relatively unscathed by market turbulence, but a 

deteriorating growth outlook, high and growing dependence on oil and sustained outsized 

capital outflows from residents would cause risk to rise over the medium term.  

On the other side of the spectrum, vulnerability has increased markedly in Turkey. In an 

attempt to contain depreciation pressures on the lira caused by the expectations of Fed 

tapering, the central bank initially tightened lira liquidity and reintroduced daily foreign 

exchange selling auctions in early June. With these proving unable to turn around market 

sentiment, the central bank has raised its overnight lending rate by 125 basis points in two 

steps to 7.75% since late June. Despite these policy actions, heavy reliance on short-term 

foreign borrowing and volatile portfolio inflows to finance a large current account deficit 

against the background of relatively low foreign exchange reserves has left the country 

exposed to shifts in market sentiment. Ukraine, meanwhile, is in a very difficult position, with 

the economy in recession, unsustainably high twin deficits, no access to foreign markets and 

economic policies centered on supporting an unsustainable exchange rate peg. A major 

financial disruption looks increasingly likely unless the authorities finally begin the reforms 

needed for the IMF to renew lending soon.  

 

LATIN AMERICA: STILL ATTRACTIVE (FOR THE MOST PART) 

Anticipation of QE tapering by the Federal Reserve and slower regional growth triggered a 

retrenchment of private inflows in the first half of 2013, mostly in portfolio equity (Chart 33, 

next page). Capital inflows are recovering, however, on the back of increased risk appetite 

following postponement of Fed tapering, and reflecting still wide interest rate differentials vis-

à-vis mature economies, and improving growth prospects for 2014. Growth is set to pick up 

as a result of policy support and structural reform progress in key economies. We forecast 

net private capital inflows to the region to decline to $268 billion this year from $308 billion in 

2012, but strengthen to $280 billion next year. Despite heightened financial volatility, we 

anticipate only a modest drop in international reserves in 2013, reflecting reliance on 

exchange rate flexibility (Chile and Mexico) and foreign exchange intervention via the 

derivatives markets (Brazil). Nevertheless, countries that do not sustain sound policy 

frameworks are likely to come under further pressure in the course of the inevitable 

normalization of global monetary conditions. Argentina and Venezuela both seem vulnerable 

in this regard.  

Notwithstanding increased volatility in currency and stock markets, medium-term investors 

have remained vested in the region amid increased market differentiation across countries. 

Vulnerability has increased 

markedly in Turkey 

Capital inflows are 

recovering on the back of 

increased risk appetite, still 

wide interest rate 

differentials vis-à-vis 

mature economies, and 

improving growth 

Ramon Aracena 
1-202-857-3630 
raracena@iif.com 
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Direct investment inflows have remained robust and fixed-income inflows are regaining 

strength (Table 6, next page). 

In Mexico, net portfolio equity inflows turned negative in 2013H1 amid increased risk 

aversion, but they began to stabilize by July. Notwithstanding solid macroeconomic 

fundamentals, Mexico was affected by the market turbulence in part because ample liquidity 

facilitated investor withdrawals. Foreign investor participation in the local sovereign debt 

market, including holdings of peso-denominated long-term bonds (Bonos) and short-term 

instruments (CETES), has remained stable at about 35% of the total (Chart 34). Appetite for 

these securities has been supported by sound monetary and fiscal policies, progress on 

structural reforms and sizable international reserves. Despite global financial volatility, FDI 

inflows totaled $23.8 billion (1.9% of GDP) during the first half of this year, lifted by a $13 

billion inflow related to the $20 billion acquisition of Grupo Modelo by the Belgium firm AB 

InBev. Capital inflows should strengthen in the coming quarters on the back of improved 

economic growth (we forecast growth to accelerate to 4.0% in 2014 from 1.1% this year) as 

the U.S. economy gains strength, and in response to good progress on the reform agenda. 

Brazil faced a substantial overall sell-off in the first half of the year and responded with a 

broad range of measures including intervention in the FX derivative markets, a tightening of 

the policy rate, and the elimination of the 6% tax on financial operations (IOF). This has led to 

a shift in the composition of capital inflows. Debt inflows have accelerated in the last couple 

of months as a result of removal of the IOF in June and Brazil’s widening interest rate 

differential vis-à-vis mature economies. Portfolio equity investment has declined, reflecting a 

worsened profit outlook with continued disappointment about the prospects for reform. 

Investor commitment to the region’s mid-sized market-oriented economies has also 

remained strong. In Peru, net inflows into corporate debt securities rose to $5.0 billion in 

2013H1, compared to $0.7 billion in the same period a year ago, while net nonresident 

investment in locally-issued government debt securities decelerated, but did not reverse, 
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Table 6 
Latin America: Capital Flows 
$ billion 

    2011 2012 2013f 2014f 

Foreign Capital Inflows     

Total Inflows, Net:  293 330 281 300 

 Private Inflows, Net  271 308 268 280 

  Equity Investment, Net  128 145 139 145 

   Direct Investment, Net 121 120 126 123 

   Portfolio Investment, Net 7 25 13 22 

  Private Creditors, Net 143 163 130 135 

   Commercial Banks, Net 35 31 23 36 

   Nonbanks, Net 108 132 106 99 

 Official Inflows, Net 22 22 12 21 

  International Financial Institutions 1 3 -2 4 

  Bilateral Creditors 21 18 15 16 

Resident Capital Outflows      
Total Outflows, Net -232 -221 -145 -176 

 Private Outflows, Net -133 -168 -147 -157 

     Equity Investment Abroad, Net -35 -64 -59 -57 

     Resident Lending/Other, Net -98 -104 -88 -100 

 Reserves (- = Increase) -99 -52 2 -19 

    
 Net Errors and Omissions -3 -23 0 0 
Memo:  

 Current Account Balance -59 -86 -136 -125 

amidst heightened risk aversion. In Colombia, oil and mining sectors have continued to 

attract FDI, while portfolio debt inflows are expected to strengthen on recent tax cuts. The 

tax rate on income from domestic debt securities was reduced to 14% from 33% for foreign 

investors not located in tax havens in order to boost the local treasury market. The central 

bank pared back dollar purchases to an average of $28 million/day in June from $36 million/

day in January-May, but stepped them up to $37 million/day in September under an 

ongoing reserve accumulation program. 

By contrast, with well-entrenched populist governments and destabilizing anti-market 

expansionary policies (fiscal, quasi-fiscal and monetary), Argentina and Venezuela are the 

most vulnerable to the end of the commodity bonanza and rising external borrowing costs 

stemming from the impending normalization of U.S. monetary conditions. Their exposure to 

capital flow swings is limited, however, by draconian foreign exchange controls and the fact 

that these countries have attracted few inflows in recent years. Nonetheless, with quite rigid 

foreign exchange management and, in the case of Argentina, heightened uncertainty about 

the impact of holdout litigation on debt service payments, both countries remain subject to 

risk of a disorderly unwinding of ultimately unsustainable macroeconomic policy frameworks. 

e=IIF estimate, f=IIF forecast 
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AFRICA/MIDDLE EAST: DIVERGENT TRENDS CONTINUE 

Countries in the Africa/Middle East region have come under varying influences this year, 

resulting in divergent trends in capital flows. In South Africa, the country in the region that is 

most integrated into global capital markets, flows have been volatile with speculation over 

Fed tapering holding sway in a risk on/risk off environment. By contrast, flows into Egypt, 

and to a lesser extent Lebanon, have been less affected by global market conditions and 

more by domestic political events and regional tensions. Hydrocarbon-producing countries, 

such as Saudi Arabia and the U.A.E., have been influenced by both global economic 

conditions and regional events, but only indirectly. These countries are net exporters of 

capital, the volume of which depends on movements in world oil prices. 

We expect the aggregated effect of these influences to result in an increase of about 

$21 billion to $98 billion in total net capital inflows to the region in 2013. Of this, around 

$12 billion is an increase in official inflows, mostly to Egypt, which has received support from 

countries in the GCC. Private inflows are projected to rise by about $9 billion to $83 billion, 

mainly reflecting an end of non-resident outflows from Egypt that peaked in 2012, but also 

due to higher inflows into the U.A.E. and Saudi Arabia. This will more than offset an 

estimated $5-6 billion drop in private inflows into South Africa this year. We expect less 

volatility in 2014, and both private and official inflows to be broadly similar to this year at just 

under $100 billion (Table 7). 

Countries in the Africa/

Middle East region have 

come under different 

influences this year, 

resulting in divergent 

trends in capital flows 

Table 7 
Africa and Middle East (AFME): Capital Flows 
$ billion 
    2011 2012e 2013f 2014f 

Foreign Capital Inflows     

Total Inflows, Net:  71 77 98 99 

 Private Inflows, Net  68 74 83 83 

  Equity Investment, Net  41 45 54 57 

   Direct Investment, Net 44 39 42 44 

   Portfolio Investment, Net -3 5 12 13 

  Private Creditors, Net 27 30 29 26 

   Commercial Banks, Net 4 -3 9 11 

   Nonbanks, Net 23 32 20 16 

 Official Inflows, Net 3 3 15 15 

  International Financial Institutions 3 3 4 5 

  Bilateral Creditors 0 0 11 11 

Resident Capital Outflows      
Total Outflows, Net -195 -243 -285 -275 

 Private Outflows, Net -89 -119 -161 -156 

     Equity Investment Abroad, Net -46 -36 -44 -47 

     Resident Lending/Other, Net -43 -83 -117 -109 

 Reserves (- = Increase) -106 -124 -125 -118 

    
 Net Errors and Omissions -63 -53 0 0 
Memo:  

 Current Account Balance   187 219 187 176 

David Hedley 
1 202 857 3605 
dhedley@iif.com 

Garbis Iradian 
1 202 857 3304 
giradian@iif.com 

e=IIF estimate, f=IIF forecast 
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Nonresidents sold $1.8 billion worth of South African bonds in May and June at the height 

of market uncertainty following the Fed tapering comments. Despite downward pressure on 

the rand, the Reserve Bank held monetary policy steady and refrained from intervening. 

Since then, there has been some rebuilding of positions, which leads us to believe that 

inflows will be positive for the year as a whole, albeit well below last year’s record 

$10.9 billion (Chart 35). Flows also have been bolstered by proceeds from the $2 billion, 12-

year sovereign bond issue in September. Reduced purchases of bonds will not translate into 

substantially lower total flows, however, as there is clear evidence of portfolio switching into 

equities. The $2.2 billion inflow of portfolio equity in Q2, was the highest since 2009Q3.  

In Nigeria, there were particularly strong inflows of both portfolio debt and equity in Q1 

(Chart 37). Inflows in Q2 and Q3 are likely to have been weaker but still positive, in part due 

to the $1 billion Eurobond issue in July. A relatively stable exchange rate and a large yield 

differential should continue to attract foreign investors. Capital inflows will also be supported 

going forward by foreign direct investment into the power and other strategic sectors. 

In the MENA region, prospects for a rebound in economic activity in Egypt in the near term 

remain bleak. Following the ouster of President Morsi in early July, the interim government 

received large financial assistance from Saudi Arabia, the UAE, and Kuwait (close to $12 

billion has been promised, including loans and grants). However, lingering political 

uncertainty, along with the absence of an IMF program, will deter a revival of private inflows. 

Net private capital flows are expected to remain below $2 billion in 2014, compared with 

$13.4 billion in 2010. Net private capital inflows to Lebanon, the majority of which are 

comprised of nonresident deposits, are expected to remain low at around $2 billion in 2014 

(well below the peak of $12 billion in 2009) due to security-related concerns and spillover 

from the Syrian civil war. The 5-year CDS spreads in these countries remain high (Chart 36). 

In Morocco, we expect net private capital inflows to remain modest at around $4 billion 

(equivalent to 4% of GDP, close to the average for emerging economies) and mostly in the 

form of FDI. Meanwhile, instability in the region has underpinned oil prices this year, boosting 

current account surpluses in Saudi Arabia and UAE. This has resulted in a further large 

buildup of foreign assets, making the region as a whole a net exporter of capital. 
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IIF CAPITAL FLOWS REPORT COUNTRY SAMPLE (30) 

Emerging Europe Bulgaria Latin America Argentina 

(8) Czech Republic (8) Brazil 

 Hungary  Chile 

 Poland  Colombia 

 Romania  Ecuador 

 Russian Federation  Mexico 

 Turkey  Peru 

 Ukraine  Venezuela 

 

Emerging Asia China Africa/Middle East Egypt 

(7) India (7) Lebanon 

 Indonesia  Morocco 

 Malaysia  Nigeria 

 Philippines  Saudi Arabia 

 South Korea  South Africa 

 Thailand  UAE  

BOX 5: IIF CAPITAL FLOWS DATA – A LAYMAN’S GUIDE 

Capital flows arise through the transfer of ownership of assets from one country to 

another. When analyzing capital flows, we care about who buys an asset and who sells 

it. If a foreign investor (a non-resident) buys an emerging market asset, we refer to this 

as a capital inflow in our terminology. We report capital inflows on a net basis. For 

example, if foreign investors buy $10 billion of assets in a particular country and sell $2 

billion of that country’s assets during the same period, we show this as a (net) capital 

inflow of $8 billion. Note that net capital inflows can be negative, namely if foreign 

investors sell more assets of a country than they buy in a given period. Our “net private 

capital inflows to emerging markets” measure is the sum of all net purchases of EM 

assets by private foreign investors. 

Correspondingly, if an investor from an emerging market country (a resident) buys a 

foreign asset, we call this a capital outflow. Net capital outflows can also be positive or 

negative. Following standard balance of payments conventions, we show a net 

increase in the assets of EM residents (a capital outflow) with a negative sign.  

For further details regarding terminology, concepts and compilation of our data, please 

consult our User Guide located on our website at www.iif.com/emr/global/capflows. 




