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At the glimpse of a possible tapering of monetary 
stimulus in the United States and a political unrest in 
Syria that pushed up crude oil prices to nearly two-
year high, currencies and stock markets in emerging 
Asia-Pacific dipped in mid-2013. Over June-August, 
the currency of India lost over 13% of its value, while 
this was between 6-9% in Indonesia, Malaysia, 
the Philippines, Thailand and Turkey (Figure 1). 
Over this period, Turkey’s equity market index was 
marked down by 25% and nearly 20% in Indonesia 
and Thailand. In August 2013 alone, stock market 
capitalization in seven regional economies was US$ 
323 billion lower than July. By end-August, foreign 
reserves of India, Indonesia and Thailand dropped 
between US$ 11.5-19.3 billion from the levels at 
end-2012. The market corrections also took place in 
other world’s emerging regions (Figure 2). 

The regional financial markets rallied afterwards, as 
perceived risk generally subsided. The quantitative 
easing in the United States was maintained, the Syria 
tensions moderated, and an economic slowdown in 
China appeared stabilized. Over September 2013, 
several stock markets in emerging Asia-Pacific 
regained the index levels recorded prior to the August 
sell-off, although market volatility was still very high. 
The currencies of India, Malaysia, Thailand, the 
Russian Federation and Turkey also resumed some 
strength but in many cases remained weaker than 
their levels at end-May 2013. Nevertheless, the 
recent events reveal how vulnerable these economies 
in the region still are to external developments.  
In particular, they point to a fundamental policy lesson; 
that is, short-term capital flows cannot be relied upon 
for addressing long-term structural issues that lie at 
the root of rising current account deficits.

Many currencies of emerging Asia-Pacific have 
weakened in recent months 

Figure 1

Source: ESCAP, based on CEIC data.

Emerging Asia-Pacific faced another 
episode of capital flow volatility

The regional stock indices also declined rather 
notably 

Figure 2

Source: ESCAP, based on CEIC data.
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Stronger  macroeconomic fundamentals 
help to weather financial panics

Unlike the 1997/98 Asian financial crisis, the contagion 
has so far been limited and market corrections more 
selective. Economies whose currencies and/or share 
prices fell more markedly in recent months, such 
as India, Indonesia and Turkey, are those that have 
benefitted from abundant global financial liquidity 
in financing their sizable current account deficits. 
Higher global oil prices would also push up fuel 
import bills, and likely dampening current account 
deficits further, in these net oil-importing countries. 
In contrast, economies with stronger macroeconomic 
fundamentals, e.g. current account surplus, low 
external debt, and high foreign exchange reserves1, 
seem to have avoided the recent swings in financial 
markets. Both the currency and the equity market of 
the Republic of Korea have indeed gained in recent 
months.   

The notable sensitivity of capital flows in emerging 
Asia-Pacific to global risk appetite reminds us that 
while the region may look more appealing to investors 
than other world’s emerging regions, it remains far 
from being a safe haven market. Investors fled much 
of Asia-Pacific to cut their exposure in times of market 
turbulences. The more selective sell-off nonetheless 
suggests that solid macroeconomic foundations 
could perhaps help emerging economies to weather 
financial panics more smoothly.

Should sudden global risk aversion materialize, the 
overall destabilizing impact could be significant. 
The losses in equity market capitalization in August 
2013 alone were equivalent to around 9-10% of the 
GDP value in 2012 in Malaysia, Thailand and the  
Philippines. In each of these economies, the 
stock market is at least as large as the GDP itself.  
Relative to foreign exchange reserves at end-2012, 

Regional financial markets are large and 
vulnerable to global risk aversion

The financial markets in emerging Asia-Pacific are 
relatively large. The equity market capitalization 

Government bond markets are also sizable in  
some economies

Source: ESCAP, based on ADB AsianBondsOnline data.
Note: Foreign holdings data is available for Indonesia, Malaysia, 
the Republic of Korea and Thailand only. 

Mean values during 2012 and mid-2013ranged between 39% of GDP in Turkey to 157% 
of GDP in Malaysia and 421% of GDP in Hong 
Kong, China at end-2012. These ratios are high 
even when compared to mature markets which 
are often viewed as safe havens such as France, 
Germany, Japan and the United States (Figure 
3). Sizable foreign holdings, e.g. at nearly 40% in 
Thailand in 20122, also add vulnerability of regional 
bourses to global developments. Similarly, the local-
currency government bond markets in the region 
are expanding, with high foreign holdings in some 
economies (Figure 4).

the losses amounted to about one-third of the total  
reserves in India and the Philippines, and nearly 60% in  
Indonesia. The adjustment in the government bond 
markets could also be marked. Foreign ownership of 
Indonesia’s government bonds dropped to US$ 25.3 
billion on average in September 2013 or US$ 6.2  
billion lower than the level in mid-May. The reduction 
reflects how the markets evaluated country risks.  
Indonesia’s credit default swap rate indeed reached 
the two-year high in early September. 

Stock markets are relatively large in several  
emerging Asia-Pacific economies 

Figure 3

Source: ESCAP, based on CEIC data.

Stock market capitalization-to-GDP ratio in 2012
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1 Strong macroeconomic fundamentals are merely an outcome of  
deeper structural transformation that drives country’s dynamic competitive  
advantage, such as science and technology policy, industrial policy, and financial 
sector policy. The later part of this policy brief elaborates this further. 
2 Sumitra Tangsomworapong (2012), “Foreign holdings”, SET Note 3/2555, Stock 
Exchange of Thailand. 
3 See, for examples, IMF (2013), “Key aspects of macroprudential policy”, 
and IMF (2012), “The liberalization and management of capital flows: an  
institutional view”.
4 See the June 2012 and the December 2012 special issues of the Asian  
Development Review on the use and effectiveness of capital controls in the  
context of emerging Asian economies. 
5 See Jonathan Ostry, Atish Ghosh, Karl Habermeier, Luc Laeven, Marcos  
Chamon, Mahvash Qureshi and Annamaria Kokenyne (2011), “Managing  
capital inflows: what tools to use?”, IMF Staff Discussion Note SDN/11/06.
6 John Bluedorn, Rupa Duttagupta, Jaime Guajardo, and Petia Topalova (2013), 
“Capital flows are fickle: anytime, anywhere”, IMF Working Paper WP/13/183. 
7 OECD (2011), “Getting the most out of international capital flows”, OECD  
Economics Department Policy Notes, No. 6.

Economies affected by the recent market  
corrections have introduced some capital flow  
management measures. Interest rate hikes were seen 
in, among others, India, Indonesia and Turkey. India also  
tightened rules for overseas investment by  
individuals and corporations in mid-August 
2013. It is too early to see whether these policy  
responses are effective in managing capital flow  
volatility. The real test is perhaps when part or the  
entire monetary stimulus in the United States is  
eventually withdrawn.

…but these need to be packaged with 
structural reforms to achieve a safe 
haven status

Given that capital flow volatility seems  
unavoidable6, the next episodes of a sharp reversal of  
capital  inflows will continue to concentrate on  
economies that are more vulnerable. So while measures 
to manage  capital flows may be adopted in the short- 
run, of utmost importance in the medium-term are 
structural reforms that help move emerging Asia-Pacific  
closer to a safe haven status. 

An effort to reduce perceived country risk should 
go beyond securing solid macroeconomic  
fundamentals.  Structural reforms should seek to   

enhance output growth potential and achieve an  
inclusive and sustainable development. This is in line
with how the markets assess country risks.  For  
example, in addition to macroeconomic indicators like  
output growth, inflation, budget balance, current 
account balance, foreign debt and international  
reserves adequacy, the International Country Risk 
Guide (ICRG) Rating also assesses political stability,  
investment climate, governance, bureaucratic quality, 
and whether poverty and unemployment  
conditions could create socioeconomic pressures. 
Similarly, the Economist Intelligence Unit (EIU) Risk  
Briefing examines shortages of skilled labour, the 
linkages between wages and productivity, and public  
infrastructure bottlenecks, such as ports,  
transportation, information technology and electricity.  
In order to optimize the benefits of capital flows, an 
OECD study also emphasizes the need to have a  
reasonably developed financial sector, enabling  
regulatory framework, and competitive and flexible 
product and labour markets.7

ESCAP has addressed several of these  
medium-term policy challenges. The Economic and  
Social Survey of Asia and the Pacific 2013 argued 
for a greater role of macroeconomic policies in  
promoting inclusive and sustainable development by 
demonstrating that fiscal spending to introduce and 
upgrade social and energy efficiency programmes 
are generally affordable. The past issues of the  
Survey outlined policy options to tackle  
macroeconomic imbalances, strengthen regional  
connectivity, cope with high global commodity  
prices, and revive agricultural sectors. The recent  
issues of ESCAP Theme Study also discussed 
policy issues relating to building resilience 
against natural disasters and economic crises,  
enhancing regional economic integration, providing 
social protection, and ensuring food security.   

The MPDD Policy Briefs aims at generating a forward-looking discussion among policymakers, researchers and other stakeholders 
to help forge political will and build a regional consensus on the needed policy actions and pressing reforms. Policy Bฺriefs 
are issued without formal editing. This issue has been prepared by Mr. Vatcharin Sirimaneetham of the Macroeconomic Policy 
and Development Division, ESCAP. For further information on the policy brief, please contact Mr. Anis Chowdhury, Director, 
Macroeconomic Policy and Development Division, ESCAP (escap-mpdd@un.org) 

www.unescap.org/pdd

A range of measures to manage capital 
flows is available...

Policymakers have at hand a range of capital  
flow management measures to help lessen capital  
flow volatility3 but evidence on their effectiveness  
remains mixed.4 Among others, the toolkit includes  
macroeconomic policy responses (e.g. allowing  
exchange rate flexibility, adjusting interest rates, and 
implementing counter-cyclical fiscal policies) and  
prudential measures (e.g. risk management and  
financial supervision). Under certain circumstances,  
introducing targeted capital control measures  
such as transaction taxes and requirements on holding
period may be appropriate.5 Clearly, these  
policy tools have some limitations. For instance,  
macroeconomic policy adjustments, e.g. fiscal  
tightening amid a capital inflow surge, typically take 
time to produce tangible impacts. Similarly, capital  
controls require transparent and well-communicated  
administration, often create distortions, exhibit  
cross-border spillover effects, and lose effectiveness 
relatively quickly.


