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4-4 Determinants of Capital Inflows 

Here, we will briefly examine the determinants of capital inflows by modifying the empirical 
model. To evaluate the role of various factors, we include various factors explicitly in the 
model. In the previous model, four pull factors (domestic interest rate, price level, domestic 
output, stock price) were explicitly included. We also included two important push factors, 
world interest rate and world output. On the other hand, we excluded capital outflows; capital 
outflows were included in the model to isolate the effects of capital outflows shocks, and now 
we exclude it to preserve the degree of freedom.9 As a result, we construct a model of {Y*, 
R*, Y, P, R, CAP_IN, SP}, where Y* and R* are world output and world interest rate, 
respectively, and we order the contemporaneously exogenous ones first.  

In the model, we assume that world variables are contemporaneously exogenous to Korean 
variables since Korean economy can be regarded as a small open economy that cannot 
affect world variables much. We also assume that output and the price level are 
contemporaneously exogenous to the interest rate since aggregate variables tend to move 
sluggishly but financial variables tend to respond to information instantaneously.1011 In the 
estimation, we use the U.S. variables as proxies for world variables.  

To discuss the role of each factor, we report the variance decomposition of capital inflows 
and portfolio inflows in Table 2. From the result, one dominant factor does not emerge; each 
shock plays some role (about 5-10%) in explaining capital and portfolio inflow fluctuations. 
The role of two push factors is not very large; about 10% of capital and portfolio inflows 
fluctuations are explained by the two push factors. The role of each pull factor tends to be 
larger than that of each push factor. For capital inflows fluctuations, output shocks explain 
about 10%. For portfolio inflows fluctuations, stock price shocks explain about 10%.  

Table 2: Forecast Error Variance Decomposition of Capital Inflows 

(1) Capital Inflows 

 6 month 12 month 24 month 48 month 

Y* 5.0 (3.3) 5.5 (3.4) 6.0 (3.7) 6.8 (4.4) 

P* 4.0 (2.6) 4.5 (2.8) 4.6 (2.9) 4.9 (3.1) 

Y 9.6 (4.9) 10.2 (4.9) 10.8 (5.1) 11.2 (5.5) 

P 6.7 (3.9) 7.0 (3.8) 7.2 (3.9) 7.6 (4.1) 

R 5.7 (3.1) 6.4 (3.2) 6.9 (3.5) 7.2 (3.8) 

CAP_IN 65.9 (7.2) 62.6 (7.7) 59.4 (8.9) 56.0 (11.2) 

SP 3.1 (2.3) 3.9 (2.6) 5.1 (3.6) 6.5 (5.3) 

 

                                                 
9 The results on the determinants of capital flows are similar in the model with capital outflows. 
10 This type of assumption is widely used in past studies. See, for example, Sims and Zha (2006), Kim (1999), 

and Kim and Roubini (2001). 
11 We also assume that domestic output is contemporaneously exogenous to domestic price level based on the 

idea that real variables are more fundamental than nominal variables. At any rate, the results are similar under 
the assumption that domestic price level is contemporaneously exogenous to domestic output. On the other 
hand, we assume that domestic variables are contemporaneously exogenous to capital inflows, but that there 
can be a simultaneity between domestic variables and capital inflows. We leave a more rigorous study to 
resolve the issue as a future study. 
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(2) Capital Outflows 

 6 month 12 month 24 month 48 month 

Y* 4.1 (2.7) 4.4 (2.8) 5.0 (3.3) 5.9 (4.7) 

P* 4.4 (2.8) 4.8 (2.9) 5.0 (2.9) 5.2 (3.1) 

Y 6.6 (4.0) 7.1 (4.2) 7.7 (4.5) 8.2 (5.0) 

P 5.4 (3.5) 6.0 (3.7) 6.4 (3.7) 6.9 (4.0) 

R 5.8 (3.1) 6.2 (3.2) 6.5 (3.5) 6.9 (3.9) 

CAP_IN 64.6 (7.4) 61.8 (7.9) 59.1 (8.9) 55.6 (11.2) 

SP 9.1 (4.7) 9.7 (4.8) 10.3 (5.1) 11.2 (6.4) 

5. POLICY OPTIONS 

The Korean government has implemented a variety of policy measures to deal with large 
capital inflows, including the mitigation of currency appreciation pressure by implementing 
sterilization methods, prepayment of foreign debt, encouragement of capital outflows, and 
tightening of credit growth by increasing lending rates and required reserves. Here, we 
assess the effectiveness of existing policies and measure adopted by the Korean authority to 
manage capital flows and domestic liquidity. 

5-1 Exchange Rate Policy 

The effects of capital inflows may vary depending on the exchange rate regime.  Although 
real exchange rate appreciation pressures may increase under both a floating and fixed 
exchange rate regime, the adjustment under a floating regime is more direct and less costly. 
This is due to the availability of measures under each type of regime. The primary measure 
for adjustment under a fixed regime is a rise in inflation which naturally occurs as inflows 
stimulate domestic activity. Under a floating regime, nominal exchange rate appreciation is 
an option that can be used to augment adjustment with the additional benefit of discouraging 
inflows by reducing their returns in terms of foreign currencies. On the surface, adjustment 
under a floating regime tends to be less stable because of the utilization of the nominal 
exchange rate in adjustment; however, the effects of these measures may be less 
detrimental in larger and deeper financial markets. 

One way to enhance monetary autonomy is through the implementation of a floating 
exchange rate regime, which enables monetary authorities to handle fluctuations in 
monetary aggregates resulting from fluctuations in capital flows with greater flexibility. In 
addition, the central bank may intervene in the event of a capital flow reversal, curbing 
financial instability as a safety net lender. 

To deal with increasing capital inflows, countries must move more into flexible exchange rate 
regimes. This would enhance the maneuvering room for monetary authorities in a world of 
volatile capital flows. However, increasing the flexibility of exchange movements alone 
cannot cool down an overheating economy or prevent the development of asset bubbles. 
Allowing more flexibility in the exchange rate is one option, but not the only one. Even 
though Korea has allowed the exchange rate appreciation, capital inflows still increased in 
the 2000s.   


