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l. Introduction

Many emerging market economies (EMES) are undergoing capital account liberalisation,
recognising that freer capital flows can provide greater economic opportunities. Nevertheless,
policymakers need to be mindful of the risks that large-scale capital flows can pose on

macroeconomic and financial stability and the appropriate policy responses.

In the current global environment, EMESs, which are highly integrated with the global
economy, have been exposed to a series of external financial shocks as a result of policy decisions
by advanced economies, in particular by a more common use of unconventional monetary policies
in advanced economies since the global financial crisis (GFC). Such policies as well as their recent
unwinding have led to extraordinary capital flow movements among EMEs, with significant
impact on exchange rate volatilities and domestic financial conditions. This is because the buildup
of inflows in earlier periods could lead to large and sudden outflows of capital. Sharp capital flow
reversals can be homogenous across several EMESs due to herding behaviour by foreign investors
and thus could result in destructive impact. Hence, managing capital flows, including the adoption
of appropriate safeguard measures must be incorporated into the policy mix to maintain
macroeconomic and financial stability. Policymakers need to carefully identify the triggers, nature
and duration of the crisis or imminent crisis in order to appropriately calibrate their policy tools,

while also accounting for country specific challenges.

In managing unprecedented volumes and volatility of capital flows, EMESs require robust
policy toolkits beyond traditional domestic macroeconomic policies. Given country specificities
and idiosyncrasies, a “one-size-fits-all” prescription or treatment may not be suitable. When policy
space is available, countries may adjust monetary and fiscal policies as well as resort to exchange
rate flexibility and foreign exchange reserve management to manage capital flows. Nevertheless,
when these conventional tools are not sufficiently effective, more targeted measures such as
macroprudential measures (MPMs) and capital flow management measures (CFMs) may be

deployed as the complementary measure.

Over the past decade, there is a rising interest to use MPMs to safeguard financial stability
when inflows are fueling excessive credit growth domestically. In EMEs, MPMs have been widely
used since 1990s. Of late, studies have shown that countries have had successful experiences in
managing capital flows using macroprudential policies (IMF, 2017b). Empirical studies have also
found that MPMs are effective in mitigating certain components of systemic risk (BIS-IMF-FSB
report, 2016).



Meanwhile, CFMs have been argued to be a more appropriate instrument compared to
conventional tools (broad monetary and fiscal measures), given that they are targeted and have less
unintended consequences on the domestic economy. Korinek (2011) and Qureshi et al. (2011)
suggest that prudential management of capital flows to EMEs may be desirable from a welfare
perspective, as they reduce the incidence and severity of financial crises. An IMF study (2018) also
casts doubt on the traditional business cycle view and shows that all types of recessions including
those arising from external shocks and small domestic macroeconomic policy mistakes could lead
to permanent losses in output and welfare.! The literature advises policymakers to internalise and
coordinate the actions of market participants toward a lower level of financial fragility by imposing
measures that discourage excessively risky financial instruments, in particular short-term dollar
denominated debts. Mitigating these externalities would increase both stability and efficiency in
the EMEs and would make all stakeholders better off.

Based on the experience of ASEAN, views and guidance of International Financial
Institutions? (IFls) on managing capital flows remain rather rigid and only applicable when
countries surpass a certain development threshold in their financial system infrastructure. Such
guidelines or models at times do not adequately capture country-specific issues and do not
sufficiently take into account prevailing macroeconomic circumstances. In addition, the existing
IMF frameworks on capital flow management tend to be more directed at recipients rather than
source countries, with only a handful of studies and policy papers that call for a more coordinated
approach to regulate these flows by both source and recipient countries (Ghosh et al., 2014; and IMF,
2012). This is despite the significant spillover impact monetary policies in the advanced economies
has had on emerging economies in the last decade. The impact on capital flow surges and reversals
stems from both conventional monetary policies and unconventional tools such as quantitative
easing programs. Empirical findings by Ghosh et al. (2014) also suggest that there may be scope
for greater international cooperation on both ends as well as among recipient countries in managing
large and volatile cross-border flows. As observed time and again that a country’s decision on
monetary policy could have a spillover impact on capital flows volatility into another jurisdiction,
example being the episode of “taper tantrum” in mid-2013. IFIs should play a role in assisting
countries in managing capital flows through the various channels in which they interact with their
members (ECB, 2016).

Given these ongoing issues in managing capital flows, this paper aims to present the

different approaches and safeguards in dealing with capital flows by ASEAN countries in Section 1.

1 The Economic Scars of Crises and Recessions, IMF Blog, 2018.
2 Classification of measures and appropriate use, recommendation on the sequence of measures to be used to manage

capital flows. (See Section I11 and Appendix 1)
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This paper will also present implications from IFIs’ frameworks and ASEAN’s perspectives
towards guidance on capital flow management, drawing from the ASEAN experiences in Section 111
and ASEAN’s collective proposal towards IFIs’ framework going forward will be discussed in
Section IV.
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I1. Experiences of ASEAN countries
1) Capital flows in ASEAN

This section examines recent trends in capital flows in ASEAN, and outlines the recent

policy measures implemented to mitigate the negative impact of capital flows.

ASEAN has experienced increasing two-way capital flows over the past two decades,
as shown in Figures 1-3 below. Foreign Direct Investment (FDI) inflows to the region increased
over five-fold, from around USD 21 billion in 2000 to USD 109 billion in 2016. Despite a slight
pause in 2008-2009 during the GFC, net FDI inflows have since resumed. However, portfolio

inflows and other investment inflows were more volatile.

FDI, portfolio investment (PI) and other investment (OIl) outflows from ASEAN have also
increased since 2000. This was partly due to ASEAN’s efforts to liberalise their capital accounts
and allow residents to invest abroad more freely. ASEAN investors, however, divested their
portfolio investment in 2008 and their other investment in 2009 following the GFC. Meanwhile,
FDI outflows remained positive throughout, reflecting its long-term nature and being far less
sensitive to shocks. The capital flows movement also resulted in exchange rate fluctuations and, to

varying degrees, asset price movements in the region.

Figure 1: ASEAN’s capital inflows and outflows

Source: CEIC database and BOT staff calculations
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Figure 2: Selected regional currency movements against the US dollar
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Figure 3: Stock indices of selected ASEAN countries
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With more pronounced volatile capital flows in the last decades threatening
macroeconomic stability, this calls for appropriate policy responses for ASEAN countries.
Based on a survey conducted by the ASEAN Working Committee on Capital Account Liberalisation
(WC-CAL), member countries have implemented various safeguard measures to preserve
macroeconomic stability against the backdrop of significant global capital flow volatility during

2006-2015. Most countries employed a wide array of measures, including CFMs and MPMs, to
8



address their country-specific challenges and circumstances. Details of measures of selected

countries are provided in the next section.



2) Experiences of selected ASEAN countries

To deal with volatile capital flows over the last decade, many ASEAN countries have
implemented measures to safeguard their economic stability. This section highlights the
respective country experiences on capital flows, policies implemented including CFMs and
MPMs, as well as their effectiveness, hoping to shed some light on how to appropriately and timely

mitigate the adverse impact of large capital flows.
2.1) Indonesia’s experience

Capital flow situation

In the period after 2008, capital flows to Indonesia fluctuated significantly. Flows were
highest in 2014 when net capital inflows were more than USD 40 billion. This was due to domestic
economic stability and continued accommodative monetary policies in advanced economies.
Figures 4 and 5 show that capital inflows to Indonesia rebounded in 2012, after a temporary drop
in 2011, which coincided with the beginning of a current account deficit in recent years. This
upsurge of capital flows was followed by a strong fall in 2013, when capital reversal hit most
emerging countries, including Indonesia, due to “taper tantrum”. Capital reversals reoccurred in
2015, as investors felt jittery over rising uncertainties in the global financial market due to
increasing expectation of fed funds rate hikes, concern over Greece’s fiscal negotiations and
unanticipated Chinese renminbi devaluation.

Figure 4: Indonesia’s Balance of Payment Figure 5: Indonesia’s Capital Flows by Type
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This high fluctuation of capital flows in Indonesia was due to the fact that a large part
of the flows was in the form of portfolio investments, which were mostly short-term and
invested in relatively liquid financial assets to gain higher returns. Naturally, portfolio
investments are risky as shifts among types of portfolio assets and between countries could happen
in a frequent and instant manner. Portfolio investments are also highly sensitive to market

sentiments, particularly negative ones.
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On that remark, volatile portfolio flows had contributed to turbulences in Indonesian
financial markets, which challenged policy responses to curb negative repercussions on the
overall economy. It demonstrates evidence to the common knowledge that volatile capital flows
could complicate monetary management as they could lead to exchange rate misalignment from
economic fundamentals. The exchange rates’ function as a shock absorber could therefore diminish
and might even turn into a shock amplifier. The exchange rate that was misaligned from its

fundamentals may also mislead economic agents in giving appropriate responses.

On the other hand, FDI inflows to Indonesia were much less volatile and posted positive
trend on the back of relatively good domestic economic prospect from relatively strong domestic

demand, long-term macroeconomic stability and continued structural reforms.

In addition, one must also not overlook Ol flows which include foreign debts and deposits
that tend to fluctuate as well. Nevertheless, their movements had much less influence over asset
prices and exchange rates given that payment (outflows) and withdrawal (inflows) of foreign debts

have been scheduled in accordance to loan agreements and thus could be anticipated in advance.

Implemented policies and their effectiveness

Volatile capital flows and its corresponding challenges, together with the need to maintain
the resilience of external sector, prompted Bank Indonesia to pursue a policy mix aimed to (1)
change the structure of capital flows to reduce its volatility and its impact on the economy by
preventing certain types of portfolio investment while also encouraging more long-term capital

flows such as FDIs; and (2) improve statistics to monitor capital flows (balance of payments).

Various efforts were implemented through a series of policies since the GFC, including
CFMs and MPMs, to strengthen economic and financial system stability that would in turn
contribute to more sustained capital inflows. Policies pursued by Indonesia since the GFC were as

follows:

a) Policy to encourage FDIs:
e Reforms to improve business climate in Indonesia were implemented in order to attract

more FDIs.

b) Policy to maintain macroeconomic stability:
e Greater exchange rate flexibility was adopted so that the rupiah exchange rate could better
adjust in order to correct any misalignment from the underlying economic fundamentals.
e Adequate foreign exchange reserves were maintained as cushion against possible capital
reversal. The accumulation of foreign exchange reserves was a byproduct of monetary

policy and was not aimed at meeting a certain target level.
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Foreign exchange (FX) market intervention was used to smoothen exchange rate
volatility, and was not aimed at attaining a certain level of exchange rate.

Current account deficit was guarded at levels that were sustainable and in line with
economic fundamentals.

Financial market deepening was accelerated in order to enhance its function as a shock
absorber, reducing price volatility in the financial market.

The use of onshore banks for withdrawal of export and foreign debt proceeds was made
mandatory.

Bank Indonesia Certificate (SBI) minimum holding period was implemented since 2010
to minimise adverse impact from short-term capital inflows on monetary and financial
system stability, as well as to promote other transactions in the money market and to improve
effectiveness in monetary management. (Last adjusted in 2015)

Foreign currency reserve requirement was adjusted in 2011 not only to serve as a
monetary instrument to control money supply but also to safeguard banks’ foreign currency
liquidity. (Last adjusted in 2018)

Regulation on bank’s Net Open Position (NOP) was first implemented in 1989 and aimed
to mitigate banks’ FX risk exposure due to a range of possible changes in external
conditions. Since 2003, changes were made to the NOP policy to shift it from a micro
perspective to a more macro-based objectives, which includes financial deepening and
financial system stability. More specifically, adjustment of the NOP limit in 2010 was aimed
at strengthening monetary and financial stability as well as supporting medium and long
term growth through financial deepening, which includes deepening of the FX domestic
market. The latest adjustment to the NOP limit was in 2015 and aimed at further improving
bank’s flexibility in managing their FX exposures whilst still maintaining prudential
principles, and supporting financial deepening by introducing more depth in the domestic
FX market.

Regulation on bank’s short-term debt was adjusted to minimize exposure to FX risks. In
particular, the ceiling on bank’s short-term debt was set to a maximum of 30% of capital,
and approval from Bank Indonesia was required for long-term debt. This regulation was
further relaxed in 2013, particularly in terms of the types of short-term debt to be included
in fulfilling the requirement.

Rules governing foreign exchange transactions were implemented as part of the financial
deepening effort to help stabilise domestic financial markets. In particular, foreign exchange
transactions against the rupiah above certain threshold were to be supported by underlying
transactions in order to prevent speculative activities.

12



e Corporate External Debt Regulation was implemented in 2014 to strengthen the
resilience of corporations that have foreign debt through the adoption of prudential
principles. This regulation, consisting of hedging, liquidity and credit rating requirements,
aimed to enhance corporate risk management practices of non-banks which will ultimately

lead to rupiah economic stability in general. (Last adjusted in 2016)

¢) Macroprudential measures to mitigate procyclical behavior and systemic crisis

e Loan-to-Value (LTV) ratio and Down Payments (DP) on motor vehicle loans was first
implemented in 2012 and has been adjusted several times (last adjusted in 2018). This policy
aimed to safeguard financial stability by mitigating the buildup of macrofinancial risks in
the housing and motor vehicle sectors. LTV functions as a countercyclical tool to moderate
mortgage loan creation and influence demand.

e Secondary Reserve Requirement was first introduced in 2009 and later adjusted in 2013
to further enhance banks’ resilience to liquidity risk on the back of rising inflationary
pressure, current account deficit and other external pressure which could adversely impact
market liquidity and disrupt stability of the financial sector. In 2018, the secondary reserve
requirement was replaced by the macroprudential liquidity buffer (MPLB), i.e. a
countercyclical tool used to counter banks’ liquidity procyclical behavior that aimed to
manage speculation or excessive risk-taking due to oversupply of liquidity as well as to
provide better liquidity flexibility to banks in times of stress (i.e. it can be used for repo to
Bank Indonesia). The MPLB level was adjusted based on the credit cycle, complementary
to the Countercyclical Capital Buffer (CCB).

¢ Loan to Deposit Ratio-based Reserve Requirement (LDR-based RR) was first introduced
in 2010 to strengthen the resilience of banking sector and optimize banks’ intermediary
function amidst heightened pressure in the economy triggered by rising inflation. In 2015,
the LDR was changed into the Loan to Funding Ratio (LFR) based RR, to support financial
deepening by accommodating a broader based funding through the inclusion of securities
issued by banks, as well as to support financial inclusion initiatives. Further refinements to
the LFR-based RR (newly named Macroprudential Intermediation Ratio) were made in 2018
and applied to conventional and sharia banks, in which securities purchased by banks were
also allowed to be acknowledged as banks’ intermediation.

e Countercyclical Capital Buffer (CCB) was implemented in 2016 at 0% and has been
evaluated every 6 months. The CCB functions as a countercyclical tool to mitigate the build-

up of systemic risk from excessive credit growth. It has remained 0% since its implemention.

13



d) Improvement of statistics to monitor capital flows:
e Refinement of BOP statistics.
e Introduction and Improvement of Banks Daily Report, which includes data on FX
transactions in the spot, forward, swap, and options markets, which can be utilised to

monitor FX supply and demand, including those of non-residents (capital flows).

These policies have shown effectiveness in their aims to ensure macroeconomic and
financial stability. In the 2010 to mid-2013 period, for instance, the implementation of SBI
minimum holding period was quite effective in dampening the volatility in the SBI market,
including lowering foreign capital inflows placed in SBI. In another direction, the subsequent
lowering of the minimum holding period in 2013 after the “taper tantrum” and capital reversal also

helped to stabilise capital flows in Indonesia.

Other measures such as the requirement imposed in 2014 for corporations to hedge their
incoming FX debt repayment, together with countercyclical macroprudential tools have also
contributed to greater macroeconomic and financial stability. The FX debt hedging requirement
led to quite significant increase of the forward transactions which in turn helped improve the
structure as well as the deepening of domestic FX market. As a result, it contributed to lower
volatility of the rupiah exchange rate. Likewise, the LTV ratio has also played a role in returning

stability as evidenced by a slight slowdown of the growth of mortgage loans.

It is important to note that while the aforementioned policies were primarily aimed to
promote stability and sustainability of the Indonesian economy, these have in turn helped foster
investors’ confidence. This is evidenced by the fact that FDI inflows to the economy returned since
the fourth quarter of 2013 after a rather sharp reversal earlier in the year as overall macroeconomic

and financial stability was kept intact.

Further explanation of key policy actions taken by Indonesia in recent years as well as their

rationales and impacts are outlined in Appendix 2 Table 1.
2.2) Philippines’ experience

Similar to other EMEs, capital surges are not new to the Philippines. From 2005 to present,
the Philippines has experienced episodes of capital surges. The responses to them were adopted
depending on the prevailing circumstances and nature/factors prompting the surges.

A. Capital flow situation during the pre-GFC

The Philippines posted net capital outflows during the post-Asian Financial Crisis (AFC)
from 2005 to 2006. In 2007, surges in capital inflows arising from foreign direct investments
(FDIs), peaked at USD 2.92 billion. While there had been a decline in foreign portfolio investments
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(FPIs) in the same year due to increased investor risk aversion, FPIs still posted inflows of USD
1.72 billion.

For the period 2005-2007, effects of capital surges were reflected in continued upward
pressures on the peso-US dollar exchange rates and expansion in domestic liquidity. The peso
appreciated against the US dollar from 1.73% in 2005 at PHP 55.09 to 11.19% in 2007 at
PHP 46.15, with volatility ranging from 0.84% to 2.10%. The appreciation of the peso against the
US dollar was largely due to the strong influx of foreign exchange (FX) from Overseas Filipino
(OF) remittances, FPIs and FDls.

Implemented policies and their effectiveness

The BSP implemented reforms to increase the resilience of the domestic financial system
to the volatility of capital flows and to enable it to efficiently allocate capital flows in productive
activities. The BSP also implemented the monitoring and transparency of capital flows of the
banking sector. Alongside with the said reforms, the BSP continued its measures in reducing the

supply of FX inflows and increasing the demand for FX in response to rising portfolio inflows.

e Policy rates adjustment. The BSP raised its key policy interest rates three times by a
cumulative of 75 basis points in 2005.

e Exchange rate flexibility. The BSP continued to adhere to a market-determined exchange rate
and allowed FX flexibility while guarding against speculative flows that could contribute to
volatilities and undermine the inflation target.

¢ Reserve accumulation. This allowed to counter capital flow reversals when these threatened
to bring negative impact on the value of the domestic currency.

e Prepayments of foreign borrowings. Amidst large FX inflows, the BSP accelerated the
servicing of some of its outstanding debt obligations. The BSP also encouraged the National
Government and the private sector to take advantage of strong external liquidity position to
prepay their foreign debts.

e Liquidity management. The BSP implemented measures to help prevent inflationary
pressures in the face of sustained FX inflows. This allowed special deposit account (SDA)
placements of banks to be considered as alternative compliance with the liquidity floor
requirements for government deposits. SDA facility is a monetary policy instrument deployed
by the BSP for the purpose of managing excess domestic liquidity in the financial system and
not intended for investment activities funded from non-resident sources.

e Macroprudential management. Various tools were introduced to limit banks’ ability to fuel

credit booms and engage in excessive leverage, such as limits to real estate loans exposure,
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provisions for loan losses, requirements on banks’ capital adequacy and regulations on
derivatives activities

e FX reforms. The BSP reviewed and adopted policies aimed at making the regulatory
environment more responsive to the needs of an expanding and more dynamic economy that
has become increasingly integrated with global markets. The reforms adopted were intended
to: (a) promote diversification of portfolio investments; (b) give banks greater flexibility in
managing their FX exposure; and (c) facilitate non-trade current account transactions and
outward investments of Philippine residents.

e Capital market deepening. The BSP supported initiatives related to the development of
domestic and regional bond markets, particularly the creation of a wider array of financial

products that would stir market activity and enhance greater market depth, breadth and liquidity.

The Philippines sustained its growth momentum amidst continued uncertainties in the
global front due to its strong macroeconomic fundamentals. This is shown by the benign inflation

environment, strong external position, improved fiscal condition and a resilient banking system.®

The BSP’s adoption of several measures helped prevent excessive volatility in the FX
market. These measures were also deemed effective in ensuring ample domestic liquidity and thus,

allowed the BSP to contain possible inflationary pressures.

The measures also facilitated FX outflows for legitimate requirements and at the same time,

addressed the influx of capital into the country.

B. Capital flows situation during 2008-2012

Amidst the challenges posed by the stresses in the global economy and the global economic

downturn, the Philippines experienced volatilities in capital flows.

In 2008, the Philippines posted a net capital outflow of USD 1.37 billion, a significant
turnaround relative to a net inflow of USD 169.94 million in the previous year. This massive
outflow was primarily attributed to substantial FPI outflows of around USD 1.59 billion, a major
reversal from FPI inflows of USD 1.58 billion in 2007.

From 2009-2012, emerging markets in Asia, including the Philippines, experienced large
capital inflows ranging from USD 0.90 billion to USD 11.49 billion, with the latter as the highest
net inflow posted in 2010. This was mainly on account of extra accommodative monetary policy
adopted in advanced economies, large interest rate differentials between advanced economies and
emerging markets, and the US subprime crisis which prompted institutional investors to purchase

financial assets including bonds and equities in emerging markets. Other factors such as the

3 BSP Report on Economic and Financial Development, 2007
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country’s macroeconomic conditions and authorities’ fiscal and monetary policy management,
upgrades on Philippine credit rating, and brighter growth prospects contributed to sustained net

inflows in the aforementioned period.*

The Philippine peso, likewise, showed resilience, buoyed by strong dollar inflows from OF
remittances and export earnings, solid business process outsourcing revenues and tourist receipts.
In addition, the weakening of the US dollar against most currencies due to the more
accommodative policy stance in the US economy and the protracted growth exhibited by advanced

economies, provided support to the peso.

Implemented policies and their effectiveness

To manage the effects of capital surges and help maintain the competitiveness of the
Philippine peso, the following measures were introduced:

¢ Policy rates adjustment: During the global turmoil, policy rate reductions were implemented
to bring down the cost of borrowing, and increase business and consumer confidence for
economic expansion, among others.

e Exchange rate flexibility: The BSP continued to adhere to a market-determined exchange rate.
The BSP monitored possible misalignments in the peso by looking at the movement of the real
effective exchange rate to determine if there was a high and persistent deviation from its long-
term average trend and whether such movements were supported by economic fundamentals.

¢ Liquidity management: The BSP implemented fine-tuning of liquidity measures to increase
the effectiveness in managing the impact of surges in capital flows. The BSP expanded the
access to SDA to allow trust entities of financial institutions under BSP supervision to place
deposit into the facility. As growth in this facility rapidly accelerated during the GFC, the BSP

later clarified that non-residents are prohibited from participating in the SDA.

The BSP also deployed dollar liquidity measures during the intensification of the 2008-
2009 global financial crisis which assisted banks having US dollar liquidity needs and helped
domestic firms manage foreign exchange risks. These included the BSP’s US dollar repo facility,®
promotion on the use of banks’ hedging facilities and increasing the budget for Exporters’ Dollar
and Yen Rediscounting Facility (EDYRF).

4 BSP Report on Economic and Financial Development, 2010-2012; Yiu, M.S. (2011), "The Effect of Capital Flow
Management Measures in Five Asian Economies on the Foreign Exchange Market," HKIMR Working Paper No.41
5 In 2008, when the facility was introduced, a total of USD 43 million was availed of at a rate of 4.79 %. In 2009,

only USD 34 million was availed of at 4.5 %. There was no availment in the succeeding years.
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e Reserves accumulation: Despite episodes of heightened volatility, increasing level of the
country’s gross international reserves was observed as a defense in times of extreme stress in
the FX market.

e Macroprudential management: The BSP issued new guidelines on internal capital adequacy
assessment process and BSP’s supervisory review process which applied to all universal and
commercial banks on a group-wide basis. It also utilised tools to aid macro-prudential risk
assessments, such as: (i) the Financial Stability Report, which serves to enhance the public’s
understanding of financial stability risks and vulnerabilities; (ii) macro-stress tests, which
assess the vulnerability of banks to shocks; and (iii) Senior Bank Loan Officers’ Survey, which
monitors changes in overall credit standards of banks.

o FX reforms: Despite the uncertainties brought about by the GFC, the BSP continued to review,
liberalise and rationalise the FX regulatory framework, keeping these attuned to domestic and
global developments and taking into consideration international standards and best practices.
FX reforms included measures that were designed to: (a) encourage outflows so as to temper
the upward pressures on the peso and allow freer and more efficient capital flows in the long
term; (b) facilitate access to banking system resources for funding of legitimate transactions;
(c) broaden available financing options; and (d) provide opportunities for portfolio
diversification. While FX regulations were being liberalised to address surges in capital flows,
the BSP continued to maintain prudential regulations and supervision (monitoring/reporting/
registration) which allow the BSP to capture data necessary for policy review, formulation,
statistics and detection of impending crisis.

e Capital market deepening: The BSP continued to support initiatives to further develop the
domestic capital market.

¢ Regional and international cooperation: Standby regional agreements and pooling facilities
that can reduce pressure of reserves accumulation at the national level were established as a
precaution against external fluctuations. The BSP participated in regional monetary and
financial cooperation and integration (e.g., ASEAN Swap Arrangement, ASEAN+3 Chiang
Mai Initiative Multilateralisation (CMIM), BSP-Bank of Japan (BOJ) Bilateral Swap
Arrangement, BSP-BOJ Cross-Border Liquidity Arrangement, and ASEAN/ASEAN+3

surveillance mechanisms).

These measures reduced pressures on the exchange rate, financial stability and allowed the

BSP to keep monetary policy focused on its primary objective of maintaining price stability.
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The macroprudential tools resulted in adequate bank asset quality that minimised Philippine’s
direct exposure to the bursting of US asset price bubbles during the Global Financial Crisis in
2008/09.°

6Amat, E. (2012), “Macro-prudential framework and analysis: A case study of Philippine banks.” In E.M. Bernabe, Jr.

(Ed.), Framework for macro-prudential policies for emerging economies in a globalized environment (pp.135-172).
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C. Capital flows situation during 2013-2016

Notwithstanding the uncertainties in the aftermath of the GFC, the Philippines continued

to liberalise its capital account in accordance with the global thrust.

Following the Federal Reserve’s announcement of the quantitative easing, the country’s
financial markets experienced some strains, exposing the Philippine economy to more volatile
external conditions. Starting 2013, capital outflows were observed ranging from USD 2.23 billion
to the highest level of USD 9.6 billion in 2014.

In 2016, capital outflows amounting to USD 175 million were likewise observed. Capital
reversal was mainly attributed to heightened risk aversion of investors due to portfolio rebalancing
and search-for-yield behavior. The rise in US interest rates also encouraged investors to return to

US markets and retrench from emerging economies such as the Philippines.’

During the said periods of capital outflows, the Philippine peso depreciated against the US
dollar. The weakening of the peso was attributed to diverging global growth prospects,
asynchronous monetary policies, and increased geopolitical tensions. Global concerns on the US
Fed’s tapering of its bond purchases program and the Euro zone’s debt crisis were also behind the
peso’s depreciation. While there had been continued expansion in domestic liquidity which
provided support to the country’s vibrant economic activity, the inflation rate remained to be within

the target range over the horizon.

Implemented policies and their effectiveness

The BSP continued to adopt a mix of policies that were intended to maintain and promote
monetary and financial stability:

e Exchange rate flexibility: The BSP continued to allow peso-US dollar exchange rate to be
determined by the market supply and demand. Thus, the exchange rate movement continued to
be supported by the underlying economic factors.

e Macroprudential regulations: The BSP introduced the following measures to further enhance
the financial sector’s soundness by building banks’ resiliency and regulating ability to fuel
credit boom and engage in excessive leverage: (i) establishment of real estate stress test limit
for real estate exposures (thresholds for banks were set at 10% of the capital adequacy ratio
and 6% common equity tier (CET) 1 ratio after adjusting for stress test scenario);
(i) setting of non-deliverable forward (NDF) transactions thresholds for banks at 20% and
100% of unimpaired capital for domestic banks, and foreign bank branches, respectively;

(iii) adoption of framework for dealing with domestic systemically important banks;
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(iv) generation of Residential Real Estate Price Index (RREPI); and (v) adoption of Basel Il
requirements;

e Liquidity management: When the Interest Rate Corridor system was adopted in 2016, the
SDA facility was replaced by the term deposit facility.

e Capital market deepening: The BSP continued to adopt measures that helped promote
development in the capital market.

e FX reforms: The BSP continued its efforts to keep FX regulations attuned to local and global
developments. The reforms adopted were expected to: (a) further facilitate use of banking
system resources for funding of legitimate transactions and further improve the capture of data;
(b) further ease access to FX resources of banks for legitimate (trade and non-trade current
account) FX transactions; (c) provide Philippine residents greater flexibility in managing cash
flows and transacting in FX; (d) address demand for FX to fund resident-to-resident
transactions; and (e) improve and ease access to FX loans to fund projects and activities to

support economic growth.

The BSP implemented a wide array of macroprudential measures that complemented its
monetary policy measures to better respond to the challenges of maintaining financial stability

amidst a volatile external operating environment.

While volatile capital flows were observed reflecting sensitivity of financial markets to
external developments, positive developments in the domestic front (e.g., the country’s strong
economic growth, ample liquidity in the financial system, increased investor’s positive perception

on the Philippine economy) helped cushion the economy.

D. Capital flows situation in 2017

For 2017, capital flows to the Philippines reversed to a net inflow of USD 2.7 billion from
a net outflow of USD 175 million in the previous year. This was mainly boosted by significant
inflows of FDI buoyed by the country’s strong macroeconomic fundamentals and positive growth
prospects.® Developments in the global economy heightened volatility in the exchange rate which

resulted in the weakening of the peso against the US dollar.

The foremost requirement to manage adverse capital flow situations (e.g., reversals,
sudden-stops) is by achieving sound macroeconomic fundamentals which support price

stability, a stable financial sector and fiscal discipline.

Such condition is requisite to deepening the capital markets and channeling private

investment and foreign capital flows to productive sectors of the economy. Nevertheless, the main
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measures against potential financial imbalances brought about by adverse capital flow situations
is prudential regulation and supervision, which complements monetary policy. Strengthening
micro-prudential regulation that is compliant to Basel 111 provisions particularly the inclusion of
higher capital and liquidity requirements, is a necessary part of the toolkit. A right balance between
financial stability and well-designed regulatory reforms should make financial systems more

resilient while encouraging growth.

Another important step is pursuing further regional cooperation, which provides buffers
in times of crisis and learnings from the experiences of other jurisdictions when dealing with capital
flow surges or reversals. These cooperative efforts toward regional stability are achieved through
standby agreements and facilities that a country can tap into to mitigate the impact of a crisis.
Examples are the active participation of the BSP in regional monetary and financial cooperation
and integration (e.g., ASEAN Swap Arrangement, ASEAN+3 Chiang Mai Initiative
Multilateralisation, BSP-Bank of Japan (BOJ) Bilateral Swap Arrangement, BSP-BOJ Cross-
Border Liquidity Arrangement, and ASEAN/ASEAN+3 surveillance mechanisms), and the
lending facilities of the IMF (e.g., New Arrangement to Borrow and bilateral borrowing, where the

Philippines is currently a lender).

The BSP continuously enhances its network analysis to test vulnerabilities in terms of
interconnectedness of banks and corporates. The BSP likewise cooperates with other central banks
or international financial institutions for information sharing and surveillance. The BSP also

ensures timely and clear communication with financial institutions and market participants.
2.3) Malaysia’s experience

Capital flows situation

Over the past few years, the unwinding of the unconventional monetary policy by advanced
economies have resulted in volatile capital flows in EMEs, including Malaysia. This in turn has
affected most emerging market currencies, and ringgit was not spared. While all regional financial
markets were affected by the unwinding of non-resident investments, the impact on Malaysia was

more pronounced due to country-specific factors.

o First, there have been imbalances in the demand and supply of foreign currency in the
domestic FX market despite Malaysia being in a current account surplus position for the
past 20 years. This was largely due to the fact that the conversion of export proceeds
into the ringgit had declined steadily over time (1% for 2011-2015; 28% for 2006-2010)
with a net conversion of USD 0.5 billion for the period of January to November 2016.
Despite the trade surplus, the demand for ringgit during this volatile period was not

forthcoming and not reflective to the underlying economic activities. This has led
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Malaysia’s FX market to be unduly influenced by portfolio flows which resulted in the

ringgit being vulnerable to changes in sentiment and speculative flows.

e Second, there were rising speculative pressures on the ringgit during this period from
the offshore market. Engagement with market participants revealed that flows in NDF
are largely speculative, as they do not have underlying ringgit-denominated assets. The
large size of the offshore ringgit-denominated NDF market (Figure 6) relative to the
onshore foreign exchange market led to large speculative or one-sided activity in the
NDF markets, which distorted the price discovery process (Figure 7). For instance, in
the days following the US presidential election in November 2016, ringgit-denominated
NDFs implied a much larger depreciation in the exchange rate than that implied by
foreign exchange forwards in the onshore market (Figure 8). Continuous trading
activities in the offshore NDF market (while the onshore market is only open during the
Malaysian trading day) and the US dollar’s appreciation during US trading hours have
resulted in sharp depreciations in the ringgit against the US dollar at the open of onshore
trading sessions. Thus, NDF market has generated higher volatility in the domestic

markets. As such, policy intervention was inevitable.

Figure 6: Ringgit NDF and FX onshore spot volume
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*Data reflects interbank volume [Source: Bloomberg and Bank Negara Malaysia]
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Figure 7: Prices in NDF market
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Implemented policies and their effectiveness

Malaysia implemented policy strategies that focus on prudential measures and financial
market development to address the specific concerns. Prudential measures have been implemented
to reduce external vulnerabilities that would undermine the domestic macroeconomic and financial
stability. In parallel, efforts were undertaken to develop a deep and vibrant domestic FX market to
meet the diverse and complex demands of a more developed and internationally integrated
economy. These efforts, which are guided by the long-term Financial Sector Blueprint 2011-2020,
complement the external buffers and resilient financial institutions that contribute to Malaysia’s
resilience against the capital flow volatility, including exchange rate flexibility and

macroeconomic strength that attract long term FDI flows.

Prudential measures: Post-AFC, rules were implemented to contain ringgit volatility.
From 2002 to 2013, these rules have been liberalised gradually and have evolved towards
enhancing efficiency and competitiveness of business operations (see Appendix 3). Currently,
Malaysia maintains liberal rules that are aimed to pre-emptively reduce external vulnerabilities by
encouraging longer term and more productive foreign exchange (FX) and cross-border capital
flows, that support the development of the economy and do not pose significant risks to Malaysia’s
balance of payment position and orderly functioning of the FX market. For instance, the prudential
limit on investment in foreign currency assets by residents with domestic ringgit borrowing is

aimed at pre-emptively managing any potential systemic risk to the financial system.

Developmental measures: In December 2016, with BNM having reaffirmed ringgit as a
non-internationalised currency®, the Financial Markets Committee!® (FMC) announced its first
series of initiatives aimed to promote a deeper, more transparent and well-functioning onshore FX
market. The requirement for the conversion of export proceeds into ringgit, for instance, is aimed
to ensure a better balance of supply and demand for foreign currency against ringgit, thus resulting
in continuous liquidity of foreign currency in the onshore market and further enhance the depth
and liquidity of Malaysia’s financial markets. The second series of the initiatives were introduced
in April 2017 to manage additional FX risk, improve the bond market liquidity as well as promote
fair and responsible market conduct. In September and November 2017, the third series of the
initiatives were announced aimed to further manage FX risk, improve bond market liquidity and

enhance liquidity intermediation (see Table 1).

° As an enhancement to the existing rules, attestation is required for onshore banks to seek written confirmation from
the counterparty offshore bank that their FX transaction is not related to NDF trades.
10 Established in May 2016 which comprises representatives from BNM and key domestic industry players (i.e.,
financial institutions, insurance companies and corporations).
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Table 1: Financial Markets Committee Measures

hedging market

Measures undertaken | Rationale
First series (December 2016)
 Liberalisation of the onshore ringgit (@) Provide greater flexibility for market

participants to manage foreign exchange risks

« Conversion requirement on proceeds of
export of goods'?

(b)

Rebalance the demand and supply of
foreign exchange in the onshore financial
market

o Streamlined treatment for investment in
foreign currency assets

(©)

Prevent excessive accumulation of domestic
debt by residents to fund investment abroad

Second series (April 2017)

o Streamline passive and dynamic hedging
flexibilities for investors
« Active hedging for corporations

(@)

Additional FX risk management flexibilities

all residents to participate

 Liberalise regulated short-selling to allow

(b)

Improve bond market liquidity

o New code of conduct for wholesale
financial market

(©)

Promote high standards of market integrity

o Segregated securities account at the large
value payment system, Real-time

System (RENTAS)

RENTAS

Electronic Transfer of Funds and Securities

o Adopt the Legal Entity Identifier (LEI) for

(d)

Strengthen financial market infrastructure

Third series (September and November 2017

o Hedging of MYR exposure arising from

Bursa Malaysia by non-resident market
participants

trading of palm oil derivative contracts on

(@)

Additional FX risk management flexibilities

and Islamic banks under bilateral binding
promise concept

« Introduce regulated Short-Selling of MGI|I

(b)

Improve bond market liquidity

« Issuance of Bank Negara Interbank Bills
(BNIBs) in MYR and USD to onshore
licensed banks

o Expand eligible collateral for Monetary
Operations

(©)

Enhance liquidity intermediation

The series of measures introduced by the FMC have been crucial to Malaysia’s success to

improve liquidity, depth and participation in the FX market. As a result, conditions in the domestic

financial market improved substantially (Figure 9) and is now more resilient to absorb shocks from

volatile global spillovers. There is more balanced FX flows from diverse set of participants, with

an increase of real sector flows, which accounted for more than half of the total flows. The share

of average annual flows increased to 39% for goods and 12% for services in 2017 from 2014-2016

11 BNM announced enhancement to the rules on 17 August 2018 where exporters are allowed to automatically sweep
export proceeds into their Trade Foreign Currency Accounts maintained with onshore banks to meet up to 6 months’
foreign currency obligations without the need to first convert proceeds into ringgit.
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period at 25% for goods and 5% for services. The outflows from short-term non-resident investors
following the measures resulted in the composition of non-resident holdings in the domestic
financial markets moving towards more stable longer-term investors. The improved domestic
financial market conditions, which also coincided with Malaysia’s stronger-than-expected
economic performance, facilitated the appreciation of the ringgit in 2017 to better reflect
underlying fundamentals when global financial market conditions improved. More importantly,
the orderly functioning of the domestic financial market has continued to support Malaysia’s

economic growth.

Figure 9: Effectiveness of FMC Measures

Source: Bank Negara Malaysia

The state of ongoing uncertainties within global policy, economic, political, and financial
market development fronts will lead to periods of heightened volatility. In such circumstances, it
is important for an emerging economy like Malaysia to be able to implement the necessary policies
to address issues that are unique to the domestic environment in order to mitigate financial stability

risks.
2.4) Thailand’s experience

Capital flow situation

After the Asian Financial Crisis in 1997, capital inflows to Thailand slowly picked up

and turned positive since 2003. During the 2005-2006 period, capital inflows to Thailand
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