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Preface

Korea was one of the countries hardest hit during the 1997 Asian financial 
crisis and it was again at the sharp end of the crisis in the global financial 
crisis of 2008. Taking into account the fact that capital flow reversals were 
the immediate trigger to cause financial turbulances in Korea during the 
periods of two crises, it is important to trace Korea’s development model 
and the role played by the liberalization of its capital markets in order to 
understand Korea’s experience.

Korea followed a state-led development strategy in the 1960s and 
1970s, when financial repression was employed to allocate capital to stra-
tegic sectors. Capital controls were therefore an essential element of the 
early development model. However, as the state-led development model 
matured, the opportunities for easy catch-up tapered and there were 
attendant structural problems such as high inflation expectations and 
imbalances between economic sectors. In recognition of these structural 
problems, during the 1980s Korea began to shift the focus of its economic 
policy from growth to stability on the one hand, and from financial 
repression to financial deregulation and capital market opening on the 
other.

In the 1990s, Korea continued its policies of financial deregulation 
and liberalization but the financial sector remained weak with little com-
mercial orientation. In addition, an overleveraged corporate sector with 
poor profitability that had grown under the financial repression did not 
improve much. Like other emerging market economies, Korea’s financial 
system centered on the banking sector with little role for equity and debt 
capital markets. Against this backdrop, the Korean government’s policy, 
which prioritized the opening of short-term funding markets, sowed the 
seeds of liquidity problems. In 1993, when the government expanded the 
scope for short-term overseas financing of firms that were associated with 
the settlement of capital goods imports, it continued restrictions on for-
eign investors’ participation in long-term corporate bond markets and 
domestic firms’ ability to secure long-term loans in the international 
capital markets. These policy initiatives increased the firms’ reliance on 
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short-term financing facilities for foreign currency, which were provided 
by the banking sector. As a consequence, there was a massive currency 
and maturity mismatch in the 1990s.

In late 1996, signs of financial distress first surfaced in the overly 
invested Chaebol groups. Since most of their investment was financed 
by banks, the collapse of some Chaebol groups triggered concerns among 
foreign investors about the Korean financial system. This domestic tur-
moil combined with the external shocks emanating from the financial 
crisis in Southeast Asia and capital flight broke out in 1997. Therefore, 
the manifestation of the Asian financial crisis of 1997 in Korea was the 
consequence of a long period of accumulation of financial vulnerability, 
which caused the financial system to be highly undercapitalized and the 
corporate sector to be overleveraged. These structural problems and the 
currency and maturity mismatch of the banking and the corporate sec-
tors left the economy vulnerable to external shocks. Given this condition, 
the squeeze of international liquidity triggered the liquidity and currency 
crises in Korea in 1997.

In the aftermath of the Asian financial crisis and the IMF bail-out 
program, Korea implemented structural reform of the corporate and the 
banking sectors. As the fundamentals underpinning the Korean econ-
omy improved, trade increased sharply and Korea managed to run cur-
rent account and budget surpluses in the improved economic climate. 
Nevertheless, the rosy picture masked continuing underlying structural 
problems such as the high degree of export dependence and weak com-
petitive position of the financial sector.

Moreover, the improved economic fundamentals coincided with more 
permissive international capital market conditions that led to asset mar-
ket booms and surging capital inflows. In particular, as the shipbuild-
ing industry boomed and domestic investors increased their holdings of 
overseas financial assets (especially overseas equity claims), a new source 
of vulnerability opened up. Domestic shipbuilders and asset manage-
ment companies began to implement currency hedging strategies that 
were designed to mitigate the impact of the rising value of the Korean 
won. Hedging in this context was achieved by selling dollars forward to 
banks, so that foreign exchange (FX) risk of long-term dollar receivables 
could be hedged. In turn, the domestic banks who bought the long-term 
dollar forward hedged their own exposures by short-term borrowing in 
dollars. In this way, when the aggregate country-level balance sheet was 
hedged against currency risks, there was a maturity mismatch, whereby 
the long-term dollar receivables of the shipbuilders and asset managers 
stood side by side with the short-term dollar liabilities of the banking 
sector.
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Sectoral imbalances are important in this context. Korea ran current 
account surpluses in the run-up to the 2008 crisis, with the official sector 
(the government and the Bank of Korea) accumulating claims on nonresi-
dents and with a significant net external surplus. However, the banking 
sector was accumulating short-term dollar liabilities. The fact that Korea 
was running current account surpluses during this period suggests that 
the current account at the country level is not a sufficient statistic for the 
vulnerability of a country to financial instability. Policymakers were slow 
to see the vulnerabilities building up due to the widening maturity mis-
match in the aggregate balance sheet, in which long-term dollar receiv-
ables (say, from receivables due to the Korean shipbuilders) were matched 
by short-term dollar liabilities incurred by the Korean banking sector.

When the global financial crisis broke out in September 2008 with 
the failure of the US investment bank Lehman Brothers, the US dollar 
liquidity crunch hit Korean banks particularly hard. The deleveraging 
of the US banking sector and the withdrawal of dollar liquidity from 
global banks meant that the Korean banking sector was vulnerable to a 
run-like deleveraging scenario. The FX market froze and those entities 
dependent on US dollar funding were left severely exposed to rollover 
risk. The Korean authorities responded by intervening in the FX mar-
ket using Korea’s stock of foreign currency reserves, but there were lim-
its to the effectiveness of the interventions due to the large size of the 
short-term liability stocks already in place. Compared to the size of the 
exposures, the foreign reserves (as large as they were at over 200 billion 
dollars) proved vulnerable to doubts about their sufficiency. Moreover, 
since the Korean authorities were not the lender of last resort for dollar 
liquidity, cooperation with the Federal Reserve on a currency swap was 
given high priority. The crisis was quelled when the FX swap with the 
Federal Reserve was announced in October 2008.

The common thread in the 1997 crisis and the 2008 crisis was the twin 
currency and maturity mismatches on the aggregate country balance 
sheet. However, the difference between 1997 and 2008 lies in the fact that 
the latter was inherently a global crisis that sucked in Korea, while the 
1997 crisis was part of a more limited regional crisis and capital flight 
that owed to specific vulnerabilities in Korea itself. These lessons led to 
policy initiatives being implemented by Korean policymakers to mitigate 
some of the known vulnerabilities. Beginning in June 2010, the authori-
ties in Korea introduced a sequence of macroprudential measures aimed 
at building resilience against its well-known vulnerability to capital flow 
reversals in the banking sector and to counter the associated disrup-
tions to domestic financial conditions. The first policy measure (in June 
2010) was a leverage cap on the notional value of FX derivatives contracts. 
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The second component was the levy on the noncore liabilities of the banks 
(the “macroprudential levy”), applied to the FX-denominated liabilities of 
the banking sector.

A number of lessons emerge from the Korea’s experience of the two 
recent crises. Economic development and growth that is not accompanied 
by a concomitant development of the financial sector (such as thick mar-
kets, competitive financial sector) can cause vulnerabilities to crises. To 
the extent that such financial development is not a natural consequence 
of the underlying real economy development, separate financial sector 
policies may need to be adopted to minimize vulnerabilities to external 
financial shocks. In particular, strict adherence to the usual textbook pre-
scriptions for emerging economies on capital market liberalization, float-
ing exchange rates, and financial liberalization proved to be insufficient 
in meeting the consequences of external shocks. These lessons explain the 
adoption of more pragmatic macroprudential tools, which as yet remain 
experimental and work in progress. Even among emerging economies, 
the divergent experiences on the adoption and consistent implementation 
of macroprudential tools remains a topic deserving of further examina-
tion by policymakers.

This volume focusses on important lessons for the smooth function-
ing of the global financial system with specific reference to emerging 
economies. In particular, the volume introduces Korea’s unique experi-
ence in navigating the turbulent waters of the global financial system in 
recent decades. Through the lens of Korea’s recent experience, broader 
questions concerning the functioning of global capital markets and the 
external borrowing of emerging economies take on clearer focus. By 
introducing the Korean experience in a systematic and thematic manner, 
this volume aims to shed light on the policy imperatives facing an open 
economy in the global financial system. The chapters in this volume have 
been selected or commissioned to address key policy challenges in this 
context, especially for emerging economies and policymakers, whose task 
it is to weigh the pros and cons of capital market liberalization and associ-
ated financial market policies.

The chapters in the volume have been contributed by different authors, 
but the structure remains the same. Each chapter covers the stylized facts, 
causes of the problems, policy responses and their effectiveness, or policy 
suggestions. The volume itself is divided into five parts. Part I provides 
the overview, which lays out the key issues. Following the overview, the 
volume progresses in chronological order, covering Korea’s experience in 
financial liberalization, crisis management, and postcrisis policies. Parts 
II–IV focus on precrisis and postcrisis lessons. The volume concludes 
with the fifth and final part, the epilogue. In the epilogue, we revisit the 
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issues of capital flows and financial liberalization and note how the pat-
tern of financial intermediation has undergone changes since the global 
financial crisis, and how vulnerabilities have changed with the changes in 
the pattern of financial intermediation.

Part I, by Chung, Park, and Choi, provides an overview of interna-
tional capital flows from the Korean perspective. The chapter begins 
with a thorough review of the literature on capital flows. In particular, 
the chapter classifies capital flows into two groups—between advanced 
economies (AEs) and between AEs and emerging market economies 
(EMEs)—and focuses on the latter. The chapter highlights the gap 
between the textbook view of capital flows as having the function of risk 
sharing and growth enhancement and the realities seen on the ground. 
The chapter also examines the stylized facts of downhill flows, flowing 
from advanced economies to emerging economies, and the determinants 
of international capital flows.

Part II focuses on the Korean experience. The chapter by Kim, Kim, 
and Wang begins with an analysis of the consequences of capital flow 
liberalization in Korea for capital market development and for the econ-
omy as a whole. The chapter draws on the recent history of Korea in the 
1980s and 1990s to contrast the relatively closed period of the 1980s with 
the period of greater liberalization of capital flows in the 1990s. A closer 
empirical examination of the recent history reveals that the increased lib-
eralization in the 1990s is associated with capital inflows that coincide 
with the boom in consumption and investment, an increase in output, 
appreciation in nominal and real exchange rates, and worsening of the 
current account.

Kim and Yang present an empirical study of the period 1999–2007. 
They find that capital inflows during this period are associated with 
an increase in stock prices and with limited effects on house prices. In 
addition, they conclude that capital inflows had only a limited impact on 
nominal and real exchange rates and liquidity.

Park, Lee, and Chung examine the pattern of capital f lows in the 
1990s and 2000s and show how the pattern of capital f lows has evolved 
during that period. They point out that capital inf lows to Korea has a 
large non-FDI component compared to other emerging market econ-
omies, suggesting a greater share of portfolio f lows and bank loans. 
As well as the composition effect, they show that the pace of capital 
inf lows has been faster in the case of Korea, increasing the vulner-
ability to sharp capital f low reversals. In addition, the authors find a 
strong procyclical element in capital f lows to Korea implying a role for 
policy measures that are aimed at dampening the procyclical elements 
in capital f lows.
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Part III of the volume then turns to the policy responses of Korean 
authorities and presents a detailed examination of the tools used and the 
evidence that surrounds the effectiveness of the tools. One such tool was 
capital outflow liberalization designed to neutralize the massive volume of 
current account surplus and foreign portfolio inflows. Another tool that 
gained widespread usage among emerging economies in the region after 
the Asian financial crisis was the accumulation of foreign reserves, often 
accompanied by FX market intervention aimed at mitigating exchange 
rate volatility. Nevertheless, Chung and Kim note that the capital outflow 
liberalization eventually resulted in the increase of external debt, and for-
eign reserves were used very limitedly because of the so-called fear of 
losing reserves.

Baba and Shim provide another perspective on the liquidity crunch in 
2008 through an examination of the dislocations in the FX swaps market 
(FX swaps and cross-currency swaps). The initial response to the 2008 
crisis was intervention by the Korean government and the Bank of Korea 
in the FX market using the foreign reserves held in Korea. This response 
was further bolstered by the swap agreement with the Federal Reserve. 
In examining the evidence, Baba and Shim attribute the quelling of the 
liquidity crisis to the swap agreement with the Federal Reserve. The anal-
ysis allows a reconsideration of the modern lender of last resort (LOLR) 
function, when the authorities do not have the issuing abilities in the cur-
rency that is used as the numeraire in the debt contract. This chapter also 
reminds us that the importance of the US dollar as an international cur-
rency lies partly in its role as the unit of account of debt contracts, even 
when neither the borrower nor the lender is a US resident entity.

Part IV begins with an examination of the procyclicality of financial 
systems and the rationale for macroprudential policies in the Korean con-
text. This part examines in greater detail the structural factors in Korea 
that link corporate hedging needs with the increased capacity for banks 
to take on short-term foreign currency debt. The hedging needs of export-
ing firms receive special attention.

Bruno and Shin emphasize the importance of global liquidity and how 
the balance sheet management by international banks implies a transmis-
sion channel of global liquidity from financial centers to local emerging 
capital markets. Bruno and Shin emphasize the link between exchange 
rate changes and financial conditions when there is a structural bias 
toward use of foreign currency debt. When borrowers have a currency 
mismatch (such as through the motive to hedge export receivables), then 
an appreciation of the local currency entails a reduction in debt in local 
currency terms, which translates to stronger balance sheets for borrowers 
and hence a greater debt capacity. In this way, currency appreciation is 
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often linked with increased external borrowing. The authors also provide 
a narrative of the push factor in capital flows in terms of global liquidity 
conditions.

Choi provides a preliminary empirical assessment of the impact of 
FX-related macroprudential measures introduced in Korea since 2010. 
He focusses on the impact of these measures on the maturity structure 
of foreign currency denominated liabilities of the banking sector. The 
author finds evidence that the macroprudential measures lead to a size-
able reduction in short-term bank capital inflows, while causing much 
smaller or nearly no reduction in long-term bank inflows. These results 
imply that the macroprudential policies have helped to mitigate vulner-
abilities to external financial conditions by improving the foreign cur-
rency funding structure of the banking sector.

Chung, Park, and Shin examine in greater detail the institutional 
background to the financing of export receivables and currency hedg-
ing. From 2005 to 2007, Korean shipbuilders had a large volume of dol-
lar receivables, but they were long-term dollar receivables. To hedge the 
exchange rate risk in these long-term dollar receivables, the shipbuild-
ers sold the long-term dollar claims to the banking sector; however, the 
banks would then engage in maturity transformation by borrowing 
short in dollars. In this way, although the currency mismatch could be 
eliminated, there was still a maturity mismatch. In this context, Chung, 
Park, and Shin consider possible reforms to the hedging needs arising 
from export receivables that obviate the need to increase short-term FX 
bank liabilities. In particular, they examine the working of the Exchange 
Stabilization Corporation (ESC), which provides hedging services to pri-
vate sector actors. The ESC is designed to hold assets that are denomi-
nated in both foreign and domestic currencies. The authors emphasize 
that by judiciously adjusting the currency composition of assets, the ESC 
can provide currency hedging to private sector firms while at the same 
time insulating itself from the currency mismatch entailed by accepting 
such transactions.

Part V is an epilogue to the volume and examines the changes in the 
pattern of financial intermediation that has been taking place in recent 
years in the aftermath of the global financial crisis. Shin contrasts the 
first phase of global liquidity, which was driven by the activities of inter-
nationally active banks, with the second phase of global liquidity, when 
the main role has switched to the activity of asset managers who pro-
vide credit through the purchase of debt securities. In the aftermath of 
the global financial crisis, the cross-border activity of global banks has 
been subdued even as measures of volatility have subsided to postcrisis 
lows. In contrast, the issuance of debt securities, especially by emerging 
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market nonbank borrowers, has been very active. In turn, the epilogue 
points out further repercussions of bond issuance activity, when greater 
claims are made by corporate borrowers on the domestic banking system. 
Shin points out that by borrowing from international capital markets and 
passing on the funding to other domestic players, these firms effectively 
play the role of surrogate intermediaries.

Although the focus of the volume is on Korea’s experience, the valid-
ity of the lessons drawn is broader in that the policy considerations are 
more general. To this extent, the lessons discussed in this volume should 
hold wider applicability to policymakers in other countries. In addition, 
the framework of the book, organized around the notion of the procy-
clicality of the financial system, suggests that the conventional distinc-
tion between advanced and emerging economies may not be so clear cut. 
The recent active debate among advanced economy policymakers attests 
to the importance of procyclicality and financial stability in advanced 
economies. In this broader context, the issues discussed in this volume 
will be of relevance in the debates on the relative weight given to financial 
stability in macroeconomic policy frameworks.
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Overview of International 
Capital Flows*

Kyuil Chung, Hail Park, and Changho Choi

Introduction

The purpose of this book is to explore how Korea has managed interna-
tional capital flows over the last two decades. Unfortunately, less than 
ten years after Korea had barely recovered from the aftermath of the 
1997 Asian financial crisis, the country was hit by yet another crisis, the 
global financial crisis. There were many causes for these two crises, but 
international capital flows were prime among them. Therefore, a good 
understanding of capital flows in and out of Korea during the last two 
decades is essential to derive some useful lessons from Korea’s experi-
ences. However, before exploring capital flows in Korea, we first provide 
an overview of international capital flows in general in order to place the 
Korean case in a broader context.

International capital flows occur primarily either between advanced 
economies (AEs), or between AEs and emerging market economies 
(EMEs). Capital flows between AEs have significant implications for 
understanding the global financial crisis, as is clearly documented in the 
“global banking glut” hypothesis,1 which argues that European banks’ 
reallocations of capital into the US mortgage market, mostly funded by 
their US subsidiaries in the US financial markets, were the direct cause 
for the US subprime mortgage crisis. Nonetheless, it has long also been 
contended that global imbalances were the remote cause for the global 
financial crisis, a view famously dubbed the global saving glut hypoth-
esis.2 Global imbalances literally refer to current account imbalances 
between AEs and EMEs. In hindsight, however, underlying these current 
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account imbalances were also capital flows, which mirrored current 
account conditions.

Reflecting this observation, the G20 has set a policy dialogue agenda 
for dealing with global imbalances, involving for example the Framework 
and the Reform of the International Monetary System. The former dis-
cusses ways of coordinating individual countries’ macropolicies to keep 
their current account imbalances within appropriate levels. The latter 
concerns the management of global liquidity, strengthening the role of 
Special Drawing Rights (SDRs), and improving the governance struc-
ture of international decision-making bodies such as the International 
Monetary Fund (IMF). Against this backdrop, we focus here on the gen-
eral features of capital flows involving AEs and EMEs, which provides a 
more plausible lens with which to assess capital flows in Korea. Despite 
the importance of capital flows between AEs, they are beyond the scope 
of this book.

International capital flows have a wide range of aspects that deserve in-
depth scrutiny, but this chapter will present only a select review, thereby 
setting the stage for discussions in subsequent chapters. Specifically, we 
focus on three key aspects of international capital flows that are most rel-
evant to understanding capital flows in Korea. First, we consider theoreti-
cal explanations of why capital flows occur, and examine how they hold 
up with real world data. Second, we document some stylized facts about 
international capital flows to EMEs, and look at how they have evolved 
over time. Last, but not least, we investigate the key driving forces behind 
international capital flows to EMEs, and draw some policy implications.

Theory and Reality

Our focus in this section is to introduce a general theory explaining 
why international capital flows arise, and to then compare the theory 
with the reality to derive a useful workhorse for subsequent discussions. 
According to the balance of payments identity, the current account mir-
rors the capital plus the financial accounts; the current account is concep-
tually net savings (savings – investment). Thus, an exploration of savings 
and investment behaviors renders theoretical clues for the understanding 
of capital flows.

Though theoretical models provide predictions concerning the behav-
iors of capital flows and their consequences, they may not be consistent 
with the facts observed in the real world. We will therefore compare the 
theoretical predictions with the empirical findings. Finally, we will exam-
ine the world balance of payments data broken down into that for two 
groups, AEs and EMEs, which will give us a summary picture of capital 
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flows between these two groups. This brief sketch will provide a useful 
guideline for analyzing the issues discussed in this section.

Theory

Conventional theory concerning international capital flows draws heavily 
on the maximizing models that became common in the field of interna-
tional economics in the early 1980s. These views, which follow the neoclas-
sical model tradition, include the intertemporal approach to the current 
account and the open-economy version of the Real Business Cycle model.

For our discussion we adopt the intertemporal approach. The inter-
temporal approach to the current account tells us that economic agents 
make decisions on adjusting their savings and investments in order to 
maximize their life-time utility. In this approach, capital flows are a 
reflection of economic agents’ decision-making as to consumption and 
investment over long-term horizons (Obstfeld and Rogoff, 1996). This 
theory of course assumes that market distortions to the economy do not 
exist, and that economic agents have full access to information on market 
conditions, which might be untrue in the short-term but will eventually 
be realized in the long-term.

This approach suggests three implications with respect to international 
capital flows. The first relates to consumption smoothing. Economic 
agents make adjustments to their current and future consumption (sav-
ings) in order to maintain a certain level of consumption over both peri-
ods. The same could be the case with countries: individual countries can 
smooth out their consumption by utilizing international capital flows. 
Countries faced with temporary slumps are able to do so through over-
seas borrowing, and countries facing temporary booms through overseas 
lending. The second implication concerns growth enhancement through 
allocative efficiency. Free capital movement across borders facilitates a 
more efficient allocation of resources and thereby stimulates economic 
growth and the development of financial systems (Mishkin, 2009). These 
direct benefits are accompanied by several other collateral benefits, such 
as stronger discipline in macroeconomic policies, improved governance 
structures, and greater competition. The third implication relates to the 
direction of resource flows. Given EMEs’ strong investment demand and 
high productivity of capital, we can easily predict capital flows from cap-
ital-abundant AEs, where the returns to capital are low, to capital-scarce 
EMEs where these returns are high.

These theoretical foundations have provided powerful motivations 
for EMEs to implement capital account liberalization over the last three 
decades.
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Reality

These traditional views cannot, however, explain certain phenomena in 
reality. Although consumption smoothing is the first benefit expected 
from international capital flows, the former has in fact turned out to 
become more volatile, especially in EMEs. Specifically, if risk can be 
shared through international capital flows, the ratio of volatility of a par-
ticular country’s consumption to the volatility of its GDP growth should 
fall, or the correlation between a country’s growth in consumption and 
the growth of world output (or world consumption) should be larger than 
the correlation between the country’s consumption growth and its own 
output growth after capital liberalization. While some of the literature 
presents empirical evidence of improved risk-sharing in industrialized 
countries since the opening of their capital markets, such cases are rarely 
found in EMEs or developing countries.3 Second, even though interna-
tional capital flows may facilitate economic growth, it appears that they 
also cause higher instability in the financial markets of many EMEs, 
increasing the likelihood of crisis. This was clearly evident in the Asian 
financial crisis and the recent global financial crisis. Third, unlike the 
prediction of theory, it has been observed that capital has moved not only 
from AEs to EMEs (downhill flows) but also from EMEs to AEs (uphill 
flows) since the 2000s. Various studies4 have emerged to explain the rea-
sons for these uphill flows. Some of the reasons cited are institutional 
deficiencies in EMEs, higher true returns of capital in AEs, and EMEs’ 
desire to hold safe assets in AEs.

This inconsistency between the conventional view and reality has led 
to the emergence of alternative views, which have gained traction over 
time. According to these new views, the allocative efficiency of the neo-
classical tradition holds only where market distortions do not exist. Since 
there are many distortions in EMEs, however, critics argue that the pre-
dictions of conventional theory have little to do with the real world. They 
even assert an absence of uniform evidence for the hypothesis that finan-
cial globalization delivers a higher rate of economic growth.5 The dis-
parities between theory and reality and the existence of contrasting views 
indicate that we need a comprehensive and balanced view of international 
capital flows in order to understand the full picture.

World Balance of Payments

The foregoing observations motivate us to look at the balance of payments 
data of world economies divided into AEs and EMEs, which is crucial 
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for grasping the overall features of international capital flows. Under the 
principle of double-entry bookkeeping for the balance of payments, the 
sum of the current account and the aggregate capital account (capital and 
financial accounts + changes in reserves) should equal zero. This concept 
is useful for identifying the characteristics of capital flows between AEs 
and EMEs that are the primary causes for global imbalances.

Table 1.1 presents the evolution of balance of payments from 1990 to 
2012. Countries surveyed for this purpose are divided into two groups: 
23 AEs and 57 EMEs. Detailed examination of the balances of payments 
of these countries reveals substantial differences in capital flow patterns 
between the 1990s and the 2000s. During the 1990s, AEs and EMEs reg-
istered slight current account deficits, indicating that global imbalances 
were not pronounced back then. During this period, current account 
balances were determined mainly by the characteristics of individual 
countries, for example, whether they were manufacturing powerhouses 
or resource-exporting countries. The current account deficits in both 
groups were compensated for with capital and financial accounts sur-
pluses. One notable feature is that EMEs’ reserve holdings, represented 
by negative numbers in their changes in reserves, were small during this 
period. This indicates that the so-called global saving glut phenomenon 
was not apparent during the 1990s.

Table 1.1 Trends of international capital flows (billion US$)

1990s
(Annual 

avg.)

2000s
(Annual 

avg.)

2007 2008 2009 2010 2011 2012

Advanced economies
Current account –32.8 

(–0.2)
–369.6 
(–1.2)

–462.0 
(–1.2)

–553.9 
(–1.4)

–219.5 
(–0.6)

–167.2 
(–0.4)

–208.8 
(–0.5)

–183.6 
(–0.4)

Capital/financial 
accounts

63.6  
(0.3)

431.4  
(1.4)

403.8 
(1.1)

539.0 
(1.4)

340.4 
(0.9)

377.9 
(1.0)

535.3 
(1.3)

288.7 
(0.7)

Changes in 
reserves

–30.8 
(–0.1)

–80.0 
(–0.3)

–20.6 
(–0.1)

–51.0 
(–0.1)

–247.3 
(–0.7)

–183.0 
(–0.5)

–236.9 
(–0.6)

–151.6 
(–0.4)

Emerging market economies
Current account –54.0 

(–1.0)
342.5  
(3.0)

619.0 
(3.9)

662.6 
(3.5)

443.8 
(2.5)

376.0 
(1.7)

359.9 
(1.4)

335.4 
(1.3)

Capital/financial 
accounts

121.6  
(2.3)

164.5  
(1.4)

544.6 
(3.4)

93.2  
(0.5)

390.8 
(2.2)

581.5 
(2.7)

405.6 
(1.6)

209.3 
(0.8)

Changes in 
reserves

–67.3 
(–1.3)

–490.7 
(–4.3)

–1,125.6 
(–7.1)

–716.7 
(–3.8)

–727.6 
(–4.1)

–884.5 
(–4.1)

–713.4 
(–2.8)

–421.5 
(–1.6)

Notes: 23 advanced and 57 emerging market economies; percentage of GDP in parentheses.
Source: IMF, IFS.
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The 2000s in contrast has seen serious global imbalances, as AEs 
have recorded large deficits in their current accounts while EMEs have 
posted significant current account surpluses. AEs’ current account defi-
cits have been offset by surpluses in their capital and financial accounts 
because EMEs have sent their funds to purchase safe assets in AEs. AEs 
have also usually held small amounts of foreign reserves, with their flex-
ible exchange rate systems functioning as shock absorbers. As a result, 
the changes in their reserve assets have shown small negative numbers. 
In the case of EMEs, the twin surpluses in their current accounts and 
their capital and financial accounts have led to huge volumes of foreign 
reserve holdings. The reason is that rapid exchange rate appreciations due 
to foreign capital inflows have motivated their central banks to imple-
ment smoothing operations in the foreign exchange markets, which have 
resulted in accumulation of foreign reserves. These reserves have then 
been reinvested in the financial assets of AEs (uphill flows), which is rep-
resented in large negative changes in their reserves. However, it seems 
that global imbalances have improved slightly since the global financial 
crisis, although we cannot be sure whether this is an established trend.

The world balance of payments data suggest certain implications: First, 
from the perspective of EMEs, capital inflows due to the twin surpluses 
have posed serious threats to their conduct of macroeconomic policy at 
least since the 2000s. Second, as long as the capital and financial accounts 
record surpluses, and their sizes grow continuously, policymakers in 
EMEs must remain on the alert for sudden capital flow reversals. Finally, 
the increasing amount of EME holdings of AE financial assets can be 
another destabilizing factor in the international economy, which must be 
addressed in an urgent manner.

Taken together, international capital flows between AEs and EMEs 
can be categorized into two types—(i) downhill flows from AEs (private 
sector capital) to EMEs, and (ii) uphill flows from EMEs (reserve assets) 
to AEs. The former is the primary focus of this book. Although impor-
tant, the latter, reinvestment of EMEs’ reserve assets in the safe assets 
of AEs, necessitates a separate study in the context of the reform of the 
International Monetary System.

Stylized Facts of Downhill Flows

Based on the theory and the reality of international capital flows reviewed 
in the previous section, let us now identify the stylized facts of capital 
flows from AEs to EMEs over the last three decades. The data indicates 
that downhill flows have had the following features: increasing magnitude 

  


