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EFFECTS OF US QUANTITATIVE EASING ON CAPITAL FLOWS
TO EMERGING MARKET ECONOMIES
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ABSTRACT

As a response to the latest global economic crisis, advanced country
central banks started to implement expansionary monetary policies. In this
way, they supported the recovery but at the same time injected abundant
amount of cheap liquidity into the world financial system. The result was the
surge in capital flows to emerging market (EM) economies. Academic litera-
ture shows that ultra loose moneteary policies of US Central Bank in the
post crisis period increased capital flows into emerging market countries.

Monetary policy normalization process of US that has already star-
ted is expected to affect capital flows to emerging markets. Studies indicate
that withdrawal of unconventional monetary policies will lower capital flows
to EM’s. In this period, managing expectations through forward quidance is
expecially important. In addition, EM policy makers should be aware of
declining global liquidity and be cautious in implementing their policies. As
abundant and cheap money will gradually dissepear, they should take struc-
tural reforms to the forefront of their agendas.
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ABD’DE UYGULANAN NiCELIiKSEL GENiSLEME POLITIKASI-
NIN GELiSMEKTE OLAN ULKELERE YONELIK SERMAYE
AKIMLARINA ETKISI

OZET

Gelismis tilke merkez bankalari, son kiiresel krize karsilik olarak ge-
nisletici para politikalar1 uygulamaya baslamislardir. Bu sekilde toparlanma-
ya destek verirken ayni1 zamanda diinya finansal sistemine bol miktarda ucuz
likidite vermislerdir. Sonug olarak, gelismekte olan iilkelere yonelik sermaye
akimlarinda artis gerceklesmistir. Akademik literatiir, ABD Merkez Banka-
st’nin kriz sonrast donemde uyguladig asir1 gevsek para politikasinin gelis-
mekte olan iilkelere yonelik sermaye akimlarini arttirdigini gostermektedir.

ABD’de hali hazirda baslamis olan para politikasinin normallesme
stirecinin gelismekte olan iilkelere yonelik sermaye akimlarimi etkilemesi
beklenmektedir. Yapilan ¢aligmalar geleneksel olmayan para politikalarinin
geri ¢ekilmesinin gelismekte olan iilkelere yonelik sermaye akimlarini azal-
tacagimi gostermektedir. Bu donemde, 6zellikle gelecege yonelik beklenti
yonetimi biiyilkk 6onem arz etmektedir. Ayrica, gelismekte olan {ilkelerdeki
politika yapicilarin azalan kiiresel likiditenin farkinda olmalar1 ve politika
uygularken ihtiyatli olmalar1 gerekmektedir. Bol ve ucuz paranin kademeli
olarak azalacak olmasi nedeniyle politika yapicilarin yapisal reformlar1 ajan-
dalarmin 6n siralarina almalar1 faydali olacaktir.

Anahtar Kelimeler: Genisletici Para Politikasi, Sermaye Akimlari, Kiiresel
Likidite
JEL Kodlar1: E52, E58
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Introduction

As a response to the 2007-08 global financial crisis, central banks
around the globe implemented unprecedented policies to combat the crisis
and support recovery. Their first action was to lower interest rates to almost
zero and inject liquidity to the financial system. Afterwards, they started to
implement non-conventional policies such as quantitative easing. Among the
central banks around the world, Federal Reserve (FED) was very active in
this process and they announced three rounds of asset purchases that totaled
over $3 trillion. The purpose of these programs was to lower long term inte-
rest rates, bolster weak asset markets and encourage spending to stimulate
economic activity. They have been partially succesfull in supporting domes-
tic economy.

Whereas the central bank’s primary aim was to help the recovery of
their own economies, quantitative easing policies also had some unintention-
al effects on the other economies. This extended period of highly accommo-
dative monetary policies in advanced countries created an abundant amount
of international liquidity around the world. Part of this excess liquidity
flowed into emerging market economies and this had some negative effects
on these countries exchange rate, current account deficit, inflation and com-
petitiveness. Increasing capital flows to emerging market economies as a
result of quantitative easing policies of Federal Reserve (FED) produced a
credit driven fast growth in these countries. Moreover, financial risks accu-
mulated and structural reform appetite of EM countries diminished due to
high growth period.

Implementing quantitative easing policies is the easy part but exit
from these expansionary policies is a rocky way. With the tapering talk of
Federal Reserve starting in May 2013, volatility became the new normal for
financial markets. Countries especially relying on external funding seem to
be the most vulnerable in this period. Expected continuation of monetary
policy normalization in US poses risks on EM countries.

This study aims to analyze the effects of quantitative easing policies
and monetary policy normalization in US on emerging market capital flows
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in particular. The paper is divided into 6 sections. Section 2 presents some
stylized facts about capital flows to emerging markets. Section 3 contains
transmission channels of unconventional monetary policy. Section 4 pro-
vides a short literature survey on the effects of US quantitative easing on
emerging market capital flows. Section 5 describes the effects of FED taper-
ing and expected interest rate hikes on capital flows to emerging markets.
Finally, section 6 presents the main conclusions.

1. Some Stylized Facts About Capital Flows to Emerging Markets

Graph 1 shows private capital flows to developing countries. In the
1990’s, private capital inflows to developing countries amounted to 4 per-
cent of their GDP on average. During the 2000’s, capital flows surged consi-
derably. Before the Great Recession, inflows peaked at about 12 percent of
developing country GDP in 2007. With the global crisis, capital flows into
emerging markets collapsed and became negative at the end of 2008 and in
the beginning of 2009. They again increased in the post crisis period and
averaged about 6 percent of GDP between 2010 and 2013 (Worldbank,
2014: 96).

Graph 1. Private Capital Inflows to Developing Countries
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Among the components of capital inflows, foreign direct investment
(FDI) was the most stable one. While credit was the driving force of capital
inflows before Great Recession, it lost pace after the crisis. Bank lending has
weakened after the crisis mainly because of ongoing deleveraging and bal-
ance sheet adjustment process of banks in developed countries. On the other
hand, portfolio inflows surged. Graph 2 shows cumulative net inflows to
emerging market economies. It clearly indicates that post-crisis increase is
concentrated in portfolio inflows.

Graph 2. Cumulative Net Inflows to EM Countries
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Graph 3 reveals capital inflows in terms of regions. Capital inflows
to Emerging Europe surged before the crisis which is mainly in the form of
bank lending. In the post crisis period, capital inflows to Latin America and
China soared considerably. According to Institute of International Finance
(IIF), capital inflows to EM countries is expected to decline in 2014 com-
pared to 2013 and recover in 2015 (lIF, 2014a: 2).
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Graph 3. Emerging Market Net Private Capital Inflows ($, Billions)
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Since the end of 2008, extra loose monetary policies of Federal Re-
serve and other major advanced country central banks have resulted in
excessive amount of capital inflows into the emerging markets. Foreign port-
folio investment in emerging market country bonds has risen by a cumulati-
ve US$ 1.1 trillion through 2013. These inflows have averaged more than 2
percentage points of recipient country GDP in the last four years. Additio-
naly, cumulative inflows exceeded long term trend by US$470 billions
(Lachman, 2014: 5)
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Graph 4. Emerging Market Net Private Capital Inflows ($ Billion)

6

-
~
5- >
Long-term trend / . $470 billion
/S
s o
~ s \
/ o
/ o~ ]
/ p
P
o™ //v'r $370 bition
P e f:\ /i
2 /"/—:—/‘4»“ N\~
T e v
e’
- o~
0
2002 03 04 as [+ 3 o7 o8 08 10 n 12 13F

Source: Lackman, 2014: 5

2. Transmission Channels of Unconventional Monetary Policy

Traditional monetary policy transmission channels include interest rate,
asset prices (exchange rates, equity prices) and credit channel (bank lending,
balance sheet mechanism) (Mishkin, 1996: 2-17). However, when these
channels are ineffective or weak, as it was the case in the period after the
latest global crisis, unconventional monetary policies are widely used.

Unconventional monetary policy operates mainly through four chan-
nels. First channel is the portfolio balance channel. With quantitative easing
(QE) investors substitute long-duration assets for safe long-term government
bonds. As a result, stock of risky assets available for investment declines and
increasing risk appetite of the investors boosts demand for risky assets
(Gagnon et. al. 2011: 6). That is why quantitative easing policies generally
increase equity prices.

Second channel of unconventional monetary policy is signaling. Quanti-
tative easing is seen as a signal and commitment that interest rates will be
kept low in the coming period and this in turn also lowers long run interest
rates through expectations component (Bauer and Rudebush, 2013: 8). This
channel also helps to decrease deflation risk and boosts consumer and busi-
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ness confidence (Hendrickson and Beckworth, 2013: 2). In addition, asset
purchases may also mitigate economic uncertainty.

Another important transmission channel of unconventional monetary
policy is the liquidity channel. With asset purchases of central banks, reser-
ves of the banking system increase and liquidity position of banks improve.
This decreases liquidity premium, supports lending and also increases de-
mand for assets. As a result, interest rates decline, bank loans and asset pri-
ces increase (Joyce et. al. 2011: 116; Krishnamurthy and Vissing-Jorgensen
2011: 5).

Fourth channel through which unconventional monetary policies may
affect the economy is the confidence channel. Announcement of a quantita-
tive easing program means that economic activity is weak and this starts
flight to safety (Neely, 2013: 24). It also increases confidence of the econo-
mic agents by showing that central bank acts to support the recovery and is
always ready to serve as the lender of the last resort. In addition, it is also a
sign that central bank will do whatever needed for the economy.

These four transmission channels usually operate at the same time.
Which channel will dominate depends on the state of the economy, external
economic developments and communication policies of the central bank. As
it was in May 2013, FED announcements are usually more important than
the action itself and may have more effect on financial markets (Fratzscher
et. al., 2013: 6). On the other hand, these channels not always operate to
affect the economy positively. Sometimes, they may create adverse econo-
mic consequences and harm the economic activity.

3. Effects of US Quantitative Easing on Emerging Market Capital
Flows: Literature Survey

Since US is the world’s largest economy and have the most important
reserve currency, policies of US Central Bank (Federal Reserve) will affect
the other counries through many channels such as trade, capital flows, finan-
cial conditions and confidence (Subramanian, 2014: 1). The literature shows
that quantitative easing policies of US so far supported both the local eco-
nomy and the global economy. However, they also created some adverse
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economic conditions, increased volatility in global financial markets and
complicated macroeconomic management.

Although the debate about the impact of advanced countries unconven-
tional monetary policies on emerging market capital flows intensified in the
last couple of years, there have been only a few empirical studies focusing
on this channel. Most of the studies analyse the effects of monetary expan-
sion/contraction on the capital flows to emerging market economies by only
using interest rates. Moreover, many of these studies do not cover the post
crisis period when unconventional monetary policies are implemented by
major advanced country central banks.

Among these studies explaining the effects of monetary policy on the
capital flows to emerging market economies, IMF (2007: 85) put forward
that capital flows to emerging countries increase by 0.1 percent of GDP
when interest rate differential with advanced countries goes up by 1 percent.
In another study, IMF (2010: 18) concluded that global liquidity affects port-
folio equity investment but does not have any significant effect on bond
investment. IMF (2011a: 17) analyzed the effect of rising US 10 years trea-
sury yield on capital flows to emerging markets. The results show that 100
basis points increase in US 10 years treasury rate reduces bond inflows to
EM countries about 31 percent. IMF (2011b: 129) showed that capital flows
to countries which have more financial exposure to US are affected more by
US monetary policy actions. In addition, monetary policy of US affects bond
flows more than equity flows. Byrne and Fiess (2011: 14-15) found that US
interest rates have an important effect on capital flows to EM countries.
Ghosh et. al. (2012: 14-15) try to determine the factors that increase capital
flows to EM countries and show that low US interest rates, high risk appetite
and attractiveness of the EM countries (pull factors) are particularly impor-
tant. Fratzscher (2012: 353) argues that the drivers of capital flows depend
on the time period under study. He found that global factors (push factors)
were significant during the crisis and country specific factors (pull factors)
were significant afterwards. Contrary to many other studies, Forbes and
Warnock (2012: 248) found that interest rates and global liquidity do not
affect capital flows to EM countries but risk appetite is a significant factor.
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On the other hand, there are a few recent studies concerning the effect
of unconventional monetary policies on emerging market capital flows.
Among them, Fratzscher et al. (2012: 24), found out that expanding balance
sheet of Federal Reserve increases capital flows to EM funds and also
showed that the effect of unconventional monetary policy is smaller than the
other factors. According to Ahmed and Zlade (2013: 24), unconventional
monetary policies of US have no significant effect on capital flows to EM
countries. Nevertheless, they found evidence that with these policies, com-
position of capital flows changed towards short term portfolio flows.
Fratzscher et al. (2013: 5-6) analyzed the effects of first quantitative easing
(QEL) and second quantitative easing (QE2) implemented in US. They argue
that first quantitative easing was effective to lower long term global bond
yields and supported equity prices. But it also caused investors to rebalance
their portfolios by selling EM assets and buying US assets. As a result, US
dollar appreciated. On the other hand, second quantitative easing program
was ineffective to lower global bond yields, increased capital flows to EM
countries and led to US dolar depreciation. They conclude that earlier quan-
titative easing programs were more effective showing that marginal benefits
of the programs deteriorated and this is in line with the existing literature
(Curdia & Ferrero 2013: 1; Krishnamurthy & Vissing-Jorgensen 2013: 2-3).

Most recently, Lim et al. (2014: 3) employed panel regression to find
out the effect of quantitative easing on the capital flows to emerging market
economies. They estimate the minimum effect of quantitative easing on EM
country gross inflow to be about 3 percent of GDP on average. Using panel
regression method, Worldbank (2014: 100) analyzed global and domestic
determinants of capital inflows. They found that both domestic and global
factors determine capital inflows to EM countries. According to the analysis,
global factors such as US interest rates, risk appetite and gquantitative easing
account for about 60 percent of the surge in capital flows between 2009 and
2013. The remaining 40 percent is explained with domestic factors like co-
untries investment rating, their growth rate and growth differential with ad-
vanced countries. They also tried to estimate the effect of quantitative easing
programs on capital flows by introducing a dummy variable and found out
that about 13 percent of the total variation in capital flows in this period is
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explained by quantitative easing. That means QE programs increased capital
flows to EM countries. As another exercise, 3 seperate quantitative easing
dummies are added to the model to find the effects of different quantitative
easing programs. The results show that the impact of the first quantitative
easing is the largest and it declines in the second and third programs. The
last program (QE3) is found to be statistically insignificant.

4. Effects of US Monetary Policy Normalization on Capital Flows

In May 2013, Federal Reserve ex-governor Ben Bernanke told in a spe-
ech that tapering of the asset purchase program may start soon. This was an
important turning point for US monetary policy and altered pricing in finan-
cial markets. In this period, global investors decreased their emerging market
exposure and flight to quality started. Bond issuance and syndicated loans in
emerging markets declined by about 50 percent. Capital outflows from EM
financial markets put pressure on equities, interest rates and exchange rates
(Worldbank, 2014: 98). Therefore, the experience in summer 2013 shows
that expectations about the monetary policy matters and when it changes,
capital flows may be affected significantly (Koepke, 2013: 2).

Changing FED policy expectations also increased tension and volatility
in financial markets and risk appetite towards EM assets declined conside-
rably. In the period between May and September in 2013, debt and equity
net outflow from EM countries was about 73 billion dollars. The amount of
debt and equity outlows were about the same. Capital outflows from EM
debt and equity funds continued after Federal Reserve started tapering asset
purchase program in December 2013. However, there has been a recovery in
portfolio flows to EM countries most recently (Graph 5).

Graph 5. Emerging Market Funds: Debt and Equity Net Flows ($ Billions)
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An important question going forward is how will capital flows to
emerging market economies be affected when Federal Reserve finishes third
guantitative easing program and begins to increase interest rates thereafter.
There are two opposing forces. On the one hand, increasing interest rates in
US means the country will be more attractive for international investors and
external financing conditions will be tighter for EM countries. On the other
hand, higher US interest rates also mean that there is a strong economic re-
covery and this in turn supports confidence and growth in other countries.
As a consequence, improving global economy will push capital flows to EM
countries (Koepke, 2013: 2). Whether monetary policy normalization in US
leads to a declining or increasing capital flows to EM depends on the magni-
tute of these two opposite forces.

Historical evidence is also not conclusive (Graph 6). Capital flows to
EM countries were strong when FED interest rate hikes started in February
1994. However, they started to decline with Mexico’s tequila crisis. In the
period before great recession, there was a positive correlation between FED
interest rate and capital flows to emerging markets. Interest rate increases
did not affect capital flows to EM adversely.
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Graph 6. Portfolio Equity and Bond InFlows to EM During FED Tightening
Cycles
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There are a few recent empirical studies that present evidence about
the effect of FED policy normalization on the capital flows to EM countries.
Among them, Koepke (2013: 5) using a regression model, analyzes the im-
pact of FED policies on portfolio inflows to emerging markets. Model re-
sults show that the effect of FED policies depends on the pace of exit com-
pared to market expectations. If FED exit is faster than the expectations, the
influence on the markets will be more pronounced and there will be capital
outflows from emerging markets. On the other hand, a slow FED exit sup-
ports capital flows to EM’s.

With monetary policy normalization of Federal Reserve, it is expec-
ted that capital flows to EM countries will probably decline and there will be
a new equilibrium. Worldbank (2014) made a simulation based on panel
regression model to analyse the effects of monetary policy normalization on
capital flows to emerging market economies. Model results show that, in a
gradual normalization of monetary policy scenario, capital flows to emer-
ging markets will fall by about 10 percent by 2016 compared to a no change
scenario. This corresponds to 0.6 percent of developing country GDP. In a
fast normalization scenario, the effect is more pronounced. The study also
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finds that portfolio flows are more volatile and sensitive to FED monetary
policy normalization compared to other components of capital flows. Accor-
ding to gradual monetary normalization scenario, portfolio flows are forecas-
ted to decrease by about 33 percent in the first year.

When market participants expect a more expansionary monetary po-
licy, investors are known to allocate more capital to emerging markets (and
vice versa). Koepke (2014: 2) has found that US monetary policy expectati-
ons is a significant determinant of portfolio flows into emerging markets.
The model results show that when markets expectations of FED funds rate
change by 1 percentage point, the impact on bond flows to emerging markets
is $6-7 billions and $1.2-6.5 billion on equity flows. In the current business
cycle, we observed that changing expectations towards tight monetary policy
affected capital flows more than the period of easy monetary policies. The
model coefficient is 2 times as large for months when expected policy rates
increase compared to months when they declined.

Communication is crucial to manage the effects of monetary policy
normalization on markets. Exiting too early, too fast and without clear crite-
ria, can be risky since outlook can always change. Tying the pace and timing
of monetary normalization to economic and market conditions is beneficial
(IMF, 2013: 24). Forward guidance is another component of monetary po-
licy that has gained importance in the last couple of years. Clear forward
guidance is useful to manage market expectations of Federal Fund rates.
When market expectations are formed and anchored through forward gui-
dance and communication policies, monetary normalization process may be
less annoying. This is exactly what happened since the beginning of 2014.
Forward guidance and improved communication policies of FED helped
markets to price tapering process smoothly. Since market expectations are
formed such that tapering process will continue and rate hikes will follow in
2015, volatility in financial markets declined. Therefore, it is of utmost im-
portance to manage expectations.

Table 1. Timing and Pace of FED Exit - Risk Structure
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Pace Timing Too Early Niln:re:jfe”y Too Late
Very Slowly Moderate Risk  |Moderate Risk |High Risk
Moderate Pace |High Risk Low Risk High Risk
Very Fast High Risk High Risk High Risk

The key challenge for the Federal Reserve is to find the right balance
in the timing and pace at which it exits quantitative easing. Table 1 shows
the risk levels in different FED exit scenarios. Too early or too fast of FED
exit may increase volatility in global financial markets and create risks of
strong capital flow reversal which could prove to be disruptive to the global
economy. On the other hand, too late or very slow pace of exit could further
contribute to financial risks and asset price booms. Therefore, FED exit sho-
uld be somewhere in the middle. Neither early nor late, neither very slowly
nor very fast.

5. Conclusion

As the literature shows, the unconventional monetary policies imple-
mented by advanced country central banks in the post-crisis period increased
capital flows to emerging markets and lowered financing costs. As a con-
sequence, asset prices surged considerably and EM countries growth rates
picked up supported by massive amount of cheap external funding. This was
only one side of the story. On the other side, increasing capital flows as a
result of quantitative easing programs caused some problems in EM count-
ries such as the loss of competitiveness, inflation pressures and accumulation
of financial risks.

Expansionary monetary policies and quantititave easing programs can
not continue forever. In May 2013, we first withnessed the announcement of
Federal Reserve that the asset purchase program might be reduced soon and
the start of tapering was announced in December 2013. The capital outflows
from EM countries in the summer months of 2013 was a signal showing the
bumpy path towards monetary policy normalization. Most recent studies
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indicate that capital outflows from EM countries is expected as Federal Re-
serve withdraws expansionary monetary policy. Monetary normalization
process that has already started is expected to increase external funding costs
of emerging markets and lead to tighter global financial conditions. This new
period will create challenges and may increase risks in emerging market
economies.

In this period, especially actions and communication policies of Federal
Reserve are very important for less volatile and stable capital flows. Timing
and the speed of the exit is perhaps the most important factor that must be
taken into consideration. Too early, too late, very slow or very fast exit may
create problems or even may cause a new crisis. Monetary policy normaliza-
tion should be a function of economic activity and withdrawal should be
stopped or reversed if economic conditions deteriorate.

Forward guidance is another crucial factor for a smooth exit. It may
help to prevent adverse effects of the exit on emerging markets. On the other
hand, EM policy makers should be aware of declining global liquidity and
be cautious in implementing their policies. As abundant and cheap money
will gradually dissepear, they should take structural reforms to the forefront
of their agendas.
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