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Abstract
The present paper tries to find out the factors affecting Net capital flow in top 40 countries in terms of net capital flow
(UNCTAD 2014). We have used panel data for our analysis. We found that market capitalization positively and significantly
affects net inflow of FII’s to a particular country. Interest rate also positively and significantly affects net capital flows. So
our analysis supports validity of Mundell- Fleming model. Inflation negatively affects Net capital flows as real return on
assets get reduce because of inflation. Increase in the GDP growth positively and significantly affects net inflow of total
capital. Individuals, firms and corporates invest more in a country where there is potential of increase in growth and
expansion of market.  So, if there is increase in GDP growth rate it attracts total foreign capital. Our result suggests that
whenever there is increase in the GDP growth rate of USA then there is no effect of total capital flow. But whenever here is
increase in the GDP growth rate of EU countries then there is net inflow of foreign capital.

Introduction
In the globalisation era, all countries are excessively interdependent on each other mostly led by the ever increasing financial
flows among these countries. And because of this interdependence, any economic action in a particular country can affect the
economic performance of other countries to a significant level, for instance the monetary policy of a particular country can
affect the flow of capital in other countries. This interdependence has also increased the volatility in capital flows especially
after global financial crisis (2008) and more recently euro zone crisis. The focus of our research to find out the determinants
of capital flows to a particular country and how they are affected by economic policies of other countries and different types
of crisis.

Objective/Testable Hypothesis
Capital flows has four components i.e. Foreign Direct Investment (FDI), Foreign Institutional Investments (FIIs), External
Commercial Borrowings (ECBs) and Deposits of NRIs. There are many factors ranging from domestic interest rate, foreign
interest rate, inflation, money supply, expected exchange rate, growth rate, foreign exchange reserve, stock market, OECD
growth rate etc. that affects capital flows. Among them, interest rate differential (domestic interest rate minus world interest
rate) has often been considered to be as one of the major determinant of capital flows to Emerging Market Economies
(EMEs) and at times, it is felt that that changes in monetary policy measures (conditioned on inflation-growth objectives)
could dampen or magnify the volume of capital flows into a country. In this context, it is generally assumed that countries
with relatively higher interest rate as compared to others would attract larger capital flows.

To be specific, Our  paper will seek to answer the following questions:
1. The paper seeks to determine whether changes in monetary policy have been a major determinant of Capital flows

by studying the relationship between monetary policy changes and net foreign capital flows in the post liberalization
period.

2. Apart from changes in monetary policy, what are the other important factors that determine foreign capital flows?
3. In the post liberalization period (1991 onwards), the world economy has seen many major economic crisis; 1997

Asian crisis; 2001 stock market crisis in US; 2008 financial crisis (also known as subprime crisis) and most recently
Euro zone crises. So my paper will look whether the occurrence of these economic crisis have reduced or increased
the effectiveness of monetary policy in affecting capital flows. In other words, whether these economic crisis have
caused any change in the relationship between monetary policy and capital flows.

Literature Review
There are many factors that affect foreign capital flows to Emerging market Economies (EMEs). However, various literatures
have differed in terms of their results while identifying factors explaining capital flows to EMEs. A.Shaghil and Z.Andrei
(2013) in their study over capital flows to EMEs concluded that growth and interest rate differentials between EMEs and
advanced economies and global risk appetite were the important determinants of net private capital inflows to EMEs. On the
similar lines, Verma.R and Prakash.A (2011) studied the sensitivity of Capital flows to Interest rate Differentials for India in
the post liberalization period and observed that one percentage point increase in interest rate differentials would lead to 0.05
percentage point increase cumulative gross capital inflows to India. Singh (2006) in his study on capital flows to India from
1950 onwards also found that the pace of interest rate differentials, followed by pace of domestic real activity and domestic
market’s credit conditions were the important factors determining long run demand for external commercial borrowing by
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Indian corporate. The study further noted that there was co-movement between in the volatility of daily net FIIs and stock
returns. Chakrabarthy (2006) also studied the capital inflows during post-liberalization. His results concluded that there was
long run relationship between net foreign capital inflows, real exchange rate and interest rate differentials.

While analysing the causes of capital flows into the developing countries during the 1990s, it has been a common practice to
classify the causal factors into two major categories, viz, the country specific or “pull” factor and the global or “push” factor.
The country-specific factors include the rates of return in the domestic financial market relative to that in the industrial
countries, credit ratings, degree of openness, performance of the economy and economic reform policies. Some of the global
factors are decline in the rate of interest and slowdown in the economic activity in the developed countries. Chuhan, et al
(1998) concluded that push and pull factors are equally important in explaining portfolio flows into Latin America, whereas
in the case of East Asia, the pull factors are more important than the push factors. Culha (2006) also found general
dominance of pull factors over push factors in determining foreign capital flows into Turkey. However, Taylor.P and Sarno
Lucio (1997) while studying determinants of capital flows to developing counties concluded that both domestic (or pull) and
global factors (or push) explain bond and equity flows to developing countries and represent significant long-run
determinants of portfolio flows. To be more specific, Ralhan (2006) did the cross sectional study of 8 countries; Argentina,
India, Australia, Indonesia, Chile, Columbia, Brazil and Mexico and concluded that most important factor affecting capital
flows to these countries was their foreign exchange reserves and the other important factor was level of their gross domestic
product. On the similar front, Ying, Yung-Hsiang and Yoonbai Kim (2001) also did the empirical analysis of capital flows
for Korea and Mexico. Their empirical results revealed that foreign output shock accounted for more than 50 percent of the
variation in capital flows for both countries. It suggested that capital flows in the two countries were very sensitive to
business cycles in industrial countries. J. Gordon and P. Gupta (2003) studied portfolio flows into India and found that
foreign institutional investments (FIIs) in India are affected by both domestic and external factors and qualitatively both have
the equal importance. Important external factors were; external interest rate which adversely affected FII flows into India and
the performance of emerging stocks which positively affected FII flows.  Among domestic factors, credit rating downgrades,
depreciation of rupee and lagged domestic stock market returns were found to affect net FII flows negatively. Similar results
were obtained by Chakrabarti (2001) as well who also studied the determinants of FII Flows to India. He found that there was
bidirectional causality between stock market return and FII flows, however, FII flows were more an effect than a cause of
market returns in India.

Theoretical Framework
Portfolio balance models aim at explaining how an international investor takes the decision to allocate her portfolio across
assets marketed in different countries. In these models the differential in the expected rates of return of two countries’ bonds
is equivalent to the nominal interest differential minus the expected change in the exchange rate. If the assets of two countries
are perfectly substitutable, then this differential in the expected rates of return will be zero. In the finance literature this is
known as uncovered interest parity condition. Following the framework of the portfolio balance models, net inflows of
capital to a particular country can be written as a function of the uncovered interest differential.
Thus,

KFit = f(Iit - It*- ∆eit
e)           ……………(1)

Where, KFit = net inflows of capital in country i in period t
Iit = domestic rate of interest in country i in period t
Iit

*= world rate of interestin period t, and
∆eit

e = expected rate of change in the exchange rate in country i in period t.

Equation (1) implies that net capital flows to a country (KF) is dependent on nominal interest differentials (Iit -It*) and
expected depreciation of domestic currency against foreign currency (∆e it

e). Nominal interest differential is often found to
have positive relationship with net capital flows to a particular country; higher is nominal interest differential, greater will be
expected return on domestic assets which would encourage foreign investors to invest in domestic assets and therefore there
will be inflow foreign capital in the domestic economy. On the other hand, expected depreciation of domestic currency is
likely to have inverse relationship with net capital flows. When domestic currency is expected to depreciate, there will be
decline in expected rate of return on domestic assets in terms of domestic currency which will discourage investors to invest
in domestic assets and hence capital will move out of domestic economy i.e. there will be capital outflow.

Let us assume that the agents are forward-looking or rational. Then the expected change in the exchange rate is an unbiased
predictor of the actual change in the exchange rate. Therefore we can write,

∆eit
e =∆eit
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Where ∆eit= actual change in the exchange rate from period t–1 to t.

Thus equation (1) can be written as:

KFit = α + β (Iit - It*- ∆eit) + εt ………(2)

Net inflows of capital to a particular country also depend on a vector of fundamental determinants (Zit), which include
variables such as the rate of inflation, import of capital goods, industrial output, the current account balance, rates of return in
the domestic financial market relative to that in the industrial countries, credit ratings, degree of openness, economic reform
policies, decline in the rate of interest and slowdown in the economic activity in the developed countries, poor investment
opportunities in industrial countries, budget balance and current account balance, foreign exchange reserves, level of gross
domestic product, business cycles in industrial countries.

In totality, there are many factors that affect capital inflows to an economy. This paper therefore looks to determine the
important factors affecting capital flows in India and whether monetary policy actions have any ramification for the capital
flows to a particular country.

Data Collection
We have taken collected for top 40 countries (in terms of capital flow provided in UNTAD Report 2014) data from World
Bank for period 1995 to 2014. Using these data we have compiled a panel data for our analysis.  We  have considered only
top countries from Asia, Latin America and Africa.

Methodology
Based on the theoretical framework developed in the previous section, net capital flows to particular economy can be
represented by following function:

Net Capital flows = f[interest rate differential, exchange rate, domestic growth rate (proxied by IIP), foreign exchange
reserve, stock market return, current account balance, trade openness, fiscal deficit, foreign interest rate, foreign GDP
(proxied by USIIP)]

Given above, my basic model would take the form:

Where,
NetKF = monthly net capital flows to a particular country

= domestic interest rate
= interest rate in US (3 months US T-Bill)

IIP = monthly Index of Industrial Production (IIP) for country i
SEindex = monthly average index/return for Stock Exchange of country i
Exchangerate = average exchange rate value at the end of month of country i
Fisdeficit = fiscal deficit of country i accruing to a particular month
USIIP = monthly Index of Industrial Production (IIP) for US
CAbalance = current account balance for the particular month of country i
Openness = ratio of (export +import) to GDP in a particular month of country i
Fgnreserve = foreign exchange reserve in a particular month of country i
ROGoced= rate of growth of OECD countries
EACstockexchange= Stock exchanges of other countries

Results
Determinants of Net Foreign institutional investment (FII’s)
We have collected data  for top 40 countries (in terms of capital flow provided in UNTAD Report 2014) data from world
bank for period 1995 to 2014 . Using these data we have compiled a panel data for our analysis.  We have considered only
top countries from Asia, Latin America and Africa.
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We have checked using Hausman test whether the model has fixed effect or random effect. We found that the model has
random effect. And after correcting autocorrelation and heteroscedasticity we found the following result:

Result I
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Results
1. Market capitalization is the ratio of total value of all equity to the GDP. Market capitalization is the indicator of the

performance of stock markets. So, We have taken it as a proxy of the performance of stock market. From the above
result it can be seen that Market capitalization positively and significantly affects net inflow of FII’s to a particular
country.

2. Mundell-Fleming model suggest that there will be inflow of capital if interest rate of a country will be higher than
rest of the world. Most of the studies also found empirically that this is the case. But some studies suggest that
interest rate differential does not significantly affect net FII’s. But from the above result it can be seen that interest
rate positively and significantly affects net FII’s. So our analysis supports validity of Mundell- Fleming model.
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3. Inflation negatively affects Net FII’s as real return on assets get reduce because of inflation. So, it negatively affects
Net FII’s. It can be seen from the above results that inflation negatively and significantly affects Net FII’s. Using
this result, we can say adherence and promotion of  inflation targeting framework in most developing countries is
the outcome of pressure of international portfolio investor to keep inflation at stable rate to protect their real return
on investment.

4. Change in expected exchange rate (EXt-EXt-1) negatively affects Net FII’s. If Exchange rate increases it means there
is depreciation of domestic currency and because of depreciation the returns of capital flows will get reduce. The
above result also suggests that depreciation of domestic currency negatively and significantly affects Net FII’s.

5. Increase in industrial performance as measured by industrial growth rate positively and significantly affects Net
FII’s. Foreign investors attract from the industrial performance and willing to invest if there is improvement in
industrial performance.

6. The above result suggests that increase in the GDP of USA and European Union does not significantly affect the net
FII’s in Asian and Latin American regions. Also global financial crisis doesn’t significantly affect net FII’s.

Result II
Determinants of Net Foreign Direct Investment (FDI)
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Results
1. I have found that market capitalization positively and significantly affects net FDI to a particular country.
2. Inflation negatively affects Net FDI as real return on assets get reduce because of inflation. So, it negatively affects

Net FDI. It can be seen from the above results that inflation negatively and significantly affects Net FDI.
3. Increase in the GDP growth positively and significantly affects net inflow of FDI. Individuals, firms and corporates

invest more in a country where there is potential of increase in growth and expansion of market.  So, if there is
increase in GDP growth rate it attracts foreign direct investment.

4. Global financial crisis in 2008 severely affected many developed countries especially USA and European countries.
So, after global financial crisis there is movement of capital flow to developing countries. The above result also
shows that there has increase in net FDI in Asian, African and Latin American countries.

5. From the above result it has been found that whenever there is increase in the GDP growth rate of USA then there is
outflow of FDI from these countries. But whenever here is increase in the GDP growth rate of EU countries then
there is net inflow of FDI.

Result III

0
.05

.1
.15

.2
De

nsi
ty

-10 -5 0 5 10
residual3

Kernel density estimate
Normal density

kernel = epanechnikov, bandwidth = 0.6361

Kernel density estimate



Research Paper
Impact Factor: 4. 695
Peer Reviewed & Indexed Journal

IJMSRR
E- ISSN - 2349-6746

ISSN -2349-6738

International Journal of Management and Social Science Research Review, Vol-1, Issue – 35, May -2017 Page 151

Results
1. From the above result it can be seen that Market capitalization positively and significantly affects net inflow of FII’s

to a particular country.
2. From the above result it can be seen that interest rate positively and significantly affects net capital flows. So my

analysis supports validity of Mundell- Fleming model.
3. Inflation negatively affects Net capital flows as real return on assets get reduce because of inflation. So, it negatively

affects Net capital flows. It can be seen from the above results that inflation negatively and significantly affects Net
capital flows.

4. Increase in the GDP growth positively and significantly affects net inflow of total capital. Individuals, firms and
corporates invest more in a country where there is potential of increase in growth and expansion of market.  So, if
there is increase in GDP growth rate it attracts total foreign capital.

5. The above result also shows that there has increase in net flow of capital in Asian, African and Latin American
countries.

6. From the above result it has been found that whenever there is increase in the GDP growth rate of USA then there is
no effect of total capital flow. But whenever here is increase in the GDP growth rate of EU countries then there is
net inflow of foreign capital.
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