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Overview.

llarge; ForeignrExchange Infiews)to, CCA
Countries offer benefitsiand challenges

The CCA countries are not the first to see such
Infiows

Wihat cani the policymakers here teday. Iearn
from the experiences off other countries?




Organization

Des o Inflows
ICY. 1O Managing shiert-term: Inflews
ICY er managingl long-term Inflows

[CIes to mitigate: the risks related toe
DOSSible suddent stops off the INfHowWS

Conclusions—lessons, for the CCA
countries




Characteristics of Different Types of
Infleows

Remittances—motivated by: altruism, and
ikely to)be long-term

Capital’ Inflews—pushifactoers: couldilead

to shoert-termi inflows; “pull factors™ are
more likely: to leadl terlong-termi infows

Oil' revenues—term depends oni ol
VolUmMES! In' the; exporting cotintry and
mMovements in ol prices




Managing Short-Term; Inflows--
Sterilization

Policies shotld fecus on limiting eExchange
iate mevements anal preserving
Macreeconemic stability

Centrall bank purchase the infilews; remoyve
the demestic currency: liguidity: threugh
sales of demestic securities, or shifting
government deposits torthe central bank




Sterilization is only: Successful in
the Shoert Run

I sterilization Is Usedlfor teo lengk

s [he costs to the central bank (interest on the
cds;, ete.) will rise

s Deomestic interest rates will rise, stimulating
more infilews




Czech Republic:
Sterilization' Used toeo; Iong

19935-1995, the Czech Republicreceived
Inflows offabeut 18% off GDP annually,
due to its businesss environment and
Economic; stability.

ihe central' bank bought the inflows te
prevent appreciation) sterilized! by 1ssuing
central bank paper




Czech Republic: Results




Strongl Meney: Demand can Ease
the Challenge

I moeney demand: is growing rapidily,
central bank fereignr exchange: purchases
may. Not requires sterilization te' avoid
Infiation

But even in these cases, there is a limit toe
the amount off Unsterilized Interventions
thatiare not intlationary




Russia: Successful Intervention
with limited Sterilization

I the; early: 2000s, Russial saw: iuge
INFIGWS InI the Term| of fsing ol revenue
and capital inflews (mainly:shoert term)

The central bank intervened toe; prevent
dppreciation, but limited sterilization
efforts for fear that rising interest rates
woeuld entice greater infiows




Russia Results




Managing Lenger-Term Inflows

IR most €CCA countries; the inflows appear
to be lenger-term

That means interventions plus sterilization
Py the centiral bank will-net Work

What are! the policy options te; contain
peth infilation;and the; real exchange; rate?




Monetary: Policy: will net werk

I the; centrall bank intervenes to: prevent
nominal appreciation, the result will be rsing
Infiation), and reallappreciation

[ the, centrall bank does not intervene, they can
keepiinfiation dewn, But neminaliappreciation
will'calise; rieal appreciation

As the competitivenesss results are the same,
and Infiation adversely: effiects growth, nen-
Intervention is preferable




But Fiscall Policy: can work

7 the central bank intervenes, and the BUdget s
tightened! by the same amount, the budget
withdraws the injected liguidity

I the centrall bank does not Intervene, fiscal
tightening cami still prevent real appreciation

By reducing domestic demand, fiscall tightening
eases bethl inflation and neminal appreciation
pressures, reducing reall appreciation




Estonia: Fiscal Policy as the Key to
Managing Foreign Exchange
Inflows

Esteniarsicurrency: beard ferces all policy,
adjustment o be done by the; budget

FIscall policy/ Int Estonia hasi beenrvery: fexible;

and generally/ tight
When inflows rese, the fiscal surplus didfas well

Iihe result hast been modest inflation, modest
ieall appreciation), and consistently: streng grewtn




Estonia in Detail




I 1t is; Politically’ Feasible

Eiscall tightening cami be hard te achieve,
partictlarly in transition’ COURtHES

EDI Inflows increase the demand fior
Infirastructure; artighter fiscall stance could limit
the growth stimulus; firom the FDI

Inraddition, public support or needed but
difficult; structurall referms often reguires social
spending that may. be hard to reconcile with
fiscal tightening




Structural Reforms can also help
Maintain Compettiveness

Structural reforms that help; stimulate
productivity’ growth canr mitigate; the: efifiects’ of
ieal appreciation: on competitiveness

Evidence shows; that structurall refiorms in Asia
resulted in inflows infthe 19907s being directed
Lo Investment, easing CompetVENEess CONCERS,
while in Latin' Americal the; lack off Such reforms
contributed to nflews! fiinancing consumption,
not Investment




Capitall Controls asi an Instrument
te; Managde Inflows

Tihere is debate ever whether capital
controlsican effiectively limit infiows, or
change their nature

A nUmMber of countries have tred them
iecently




International Experiences with
Capital Contrels--Chile

Chile used capital’ controls inithe 1990's
(mandatoery, Unremunerated reserve
reguirements for one year oni shoert term
INFIOWS):

They manaded to increase the maturity: of
INfilews fer a time.

But markets eventually fiound ways' areund the
controls

Andl the cost was igher financing costs for small
enterprises




International Experiences with
Capitall Controls—Malaysia and
Thailand

Malaysiarintieduced! capitall controls Intreduced
I 19987 and feund thelr iImpact smalls Fhey.
found that! weak governamnce reduces;the

effectiveness of capitall controls

Thallandiintroduced capital’ controls in 2006, in
the formiof a 30% reserve reguirement fior one
vear on capital inflows. Afiter'a; sharp drop: In the
steck market, the measure Wasi no Ionger
applied toerequity’ inflows




International Experiences with
Capital Contrels—Bulgaria and

Croatia

HIgh reéserve requirements on fiereign obligations
off commercial banks!in Croeatia, and Increased
iesenve requirements when| credit grows too) fiast

N Bulgaria, were atiempts to restrict Inflows

Their effect was minimal, as markets found ways
around them, such as direct loans; tor BUSINESSES
from the fereign parent of a domestic bank, or
lending through nen-supervised financial
IASUIEULIONS




Mitigating the Risk of a Currency.
Crisis

Many countres Nave EXpErEnced sudden
cessation, or even a reversal, of inflows

Often these have been unrelated te events in
the recipient country,

he result hasi ofiten DEEN| a CUrFENEY: Crisis,
leading| ter a Severe; recession

Wihille thisidees not appear Imminent teday: in
the CCA, prudence; dictates designing policies; to
reduce the risk offa halt to inflows; as well as to
n}ini??izle the negative implications in the event
Of a halt




Mitigating the Risk of a Sudden
Halt te Inflows

Policies cannoet prevent: swings in' capital
flows driven: by’ global develepments

Well-designed macreeconomic pelicies—

loW Infation; streng fiscal pesition, nealthy
ieserves, sound banking| system—
combined with a  goed DUSINEss
envirenment, are a government’sionly: way
to discourade a reversal off flows




Mitigating the Damagde fromia
Suddeni Halt: to Inflews

Reducing dependence oniinflews will-help
ieduce; the damage; shieuld they: step

Central bank purchases of the inflows can help

prevent a widening off the current account
deficit;, easingl vulnerability of the econemy: tera
nalt inflews! financing| that deficit

These, purcnases) alsor give the central bank
dreater reserves With WRICh! to) fiinance; the deficit
itself;, temporarily, iffthe flows halt




The Exchange Rate Regime Choice

Examples; off successful transition Economies,
that handled inflows well, include ar wide range
Off EXCaNge rate regimes:

= [nfiation targeting with a flexible exchange rate in
Pelanad

x A heavily: managed: fioat infSlovenia
s A currency. boeard inf Estonia

VMore important than the choice ofi the regime Is
the consistency ot macroeconomic policies. The
less flexible the exchande rate regime, the more
flexible fiscal policy: needs torbe




Exchange; Rate Regimes and
Currency: Crises

BUL fixed excliange rate regimes’ are; Moke; prone
O currency: crises; than: flexible; regimes

In'a flexible; regime; the flexipility, diScCourages
wilaiswings! in Inflows, partictlarly: short-term
Inflews

Tihus, for' countries facing prolenged Inflows; a
dradualimoeye to almore flexiblerexchange rate
fegime; may. be desirable




Mitigating Balance Sheet Risks

Balance sheet risks refer to: risks when assets
and liabilities are in different currencies

A sharprchangde inf exchange rates in this
sittiation’ can have a huge impact: en net Worth

Balance sheet risks' canl effect government,
COrporations, the financiall SEctor or heuseholds.




Public Sector Balance Sheet Risks:
Ukraine

[For the public, the main risk stems; firom| over-
ieliance on externall debt

Tihe risk cani be seen in the case off Ukraine;
whiichi relied heavily: on fereign infiews te finance
the, fiscal deficit

When foreign investors pulled out after the
Asian andl RUssian| Crises, the, gevernment first
porrowed heavily: fiem the nationall bank

But this was! unsustainable; eventually the
exchangde rate Was made; meore flexible, and
fiscal policy had te be sharply: tightened




Corporate Balance Sheet Risks

Companies orten borew: in fioreign; CUrrency,
even wheni they: have only: domestic CUrrEnecy.
INCOME

A shift Infexchange rates can make the debt
Unmanageable

This can trigger proklems, for' the financiall Sector:
as well, as NPLs}rise sharply.

The banking sector’s balance sheet risk means a
CUFFEeNncy: CrisIs can trigger' al finamncial crisis




Reducing Balance Sheet Risks

Key: s, to; prevent banks from engaging in
excessively risky lending through' prudential
iegulations, including

s Enforcing strict limits oniexposure to unhedged
fereign: currency: loans and Net epen pesitions; and

s Possibly’ risk-welghting fereign: currency: lending
Develop markets: for hedging exchange rate risks




Conclusions

In the face ofi Iargerfioreign exchande Inflows) iInternational
EXPErience gives) the fellowing lessons:

Monetary: pelicy: sheuld target lew: tor mederate
Inflation;

Reall appreciation canmnot be: preventedl ever the lenger
term, except by fiscal tightening;

Structuralrpolicies need torenceurage Inflews ter be
directed! toward productivity-enhancing investments;




Conclusions Continued

Capitallcontrols and the use off prudentialiregulations te
restrict inflows are; unlikely: ter be successtul;

Centrallbanks should seek torhold a substantial level of
fereign exchangde reserves;, While ensuring that any
accumulation Is consistent with the infilation: ebjective;

Countries with' significant short-term: inflows should seek
te; make thelr exchangde rates more fliexible, and should
strengthen prudential and other financial market
regulations.




