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ABSTRACT 
 

The main aim of the paper is to highlight the key determinants and the pull factors of capital inflow in the 
developing economies. The study incorporates the data of six developing economies of the Asia from 1990 to 2009.  
Hausman specification test and fixed effects model are used to analyze the panel data. The empirical results show 
the foreign reserves and GDP positively influence the capital inflow while the current account has negative relation 
in developing countries. The revealed significant variables are helpful for the policymakers to induce the 
stabilization of net capital inflow. 
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INTRODUCTION 
 

The increased global liberalization in the recent decades resulted in the rapid movement of resources among 
the nations to get the maximum returns from them. The developing economies experienced the surge of capital 
affecting their macroeconomic factors and the long run plans for future growth. The countries with better plans, 
stable economic conditions and favorable environment regarding investment prospective surged huge capital inflow 
reaped their competitive edge and augment their economic growth. The developing countries always need funds for 
their development but their domestic supply is usually not sufficient to meet this requirement. 

On the other hand the people in the developed countries have the excess funds but they receive low rate of 
return in their countries. In order to attract the capital the developing countries offer higher rate of return which 
allows the movement of funds from developed to the developing countries.  

The advanced countries have loose monetary policy as compared to the developing economies and they offer 
less interest rate as well. Surge of capital moves from developed to the developing countries having improved 
economic fundamentals (Fernandez; 1996, calvo 1996 and sester 2004). The capital movement is even greater 
during the crisis period in which the developed countries are affected more than the developing countries. The 
financial institutions also advise the developing countries to improve their economic conditions, stabilize their 
exchange rate and create healthy environment for inflow of capital so that they can also enhance their economic 
growth. 

World Bank released reports regarding the most favorite country for investment so the countries enhancing 
their economic policies and trying to stabilize their economic conditions to attract the inflow of capital. The 
countries transform the capital to exports that directly enhances the economic growth. Due to its ultimate importance 
the capital inflow has become a key area of interest not only for the economists but also for the policy makers of the 
country. Now a day’s country’s growth is mainly dependent on its policies. The developing countries also take the 
benefit of transferring and adopting the new technology from the developed countries due to which their economic 
activities and its efficiency enhances. The transfer of human capital is also enjoyed by the host country but up to its 
absorption capacity. 

The economies having greater foreign reserves have the capacity to absorb the exogenous shocks in exchange 
rate fluctuations and their stable exchange rate allows the inflow of capital up to a grater extent and vice versa for 
volatile exchange rate (Deaton and miller, 1995, Dehn, 2000). The chances of facing exogenous price shocks 
increases for countries having reserves less than 4% of the GDP and the countries have excess reserves than the 
critical value are able to bear the price shocks and grow at good pace than others (Dhasmana, 2011). The positive 
current account balance shows the economic strength and trade surplus of a country. 
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The contribution of this study is the determination of the key variables that are under the control of the policy 
makers to control the flow of capital. The GDP and the foreign reserves accumulation are the main factors 
explaining the capital flows (Broner and Rigobon 2005, Broto, Cassou and Erce 2011). 
 

LITERATURE REVIEW 
 

The behavior of capital inflows in the long and the short run has been under study has been under study by the 
researchers as well as the economists. The history has seen the large insurgence of capital to the developing 
economies in 1990s followed by the financial crisis affecting most of the developed countries. The low interest rate 
and volatility in exchange rate in the developed countries leads to the inflow of capital to the developing countries 
with stable policies, improved creditworthiness and growing liberalized financial markets. The reduction of 
international interest rates and increased creditworthiness of middle income indebted countries followed by good 
economic policies lead the surge of capital to the developing middle income countries from (Fernandez, 1996). 

Studies have proved that the main causes of the capital inflow is the increasing demand of the domestic 
currency through stable exchange rate associated with the decreasing inflationary pressure, stable set of policies and 
other feasible economic conditions.  

Do the foreign capital inflow is beneficial for the country’s growth? Ghose (2004) stated that the foreign 
capital inflow helps the developing countries to boost up the economic development. International advisory financial 
intuitions regularly advise the countries to develop policies that facilitate the capital inflow by lowering the tax and 
removing the barriers. Now day’s developing countries are offering incentives to the inflow capital so that their 
progress can be boosted up. The foreign capital allows the countries to invest more than their national savings. 
Bosworth and Collins (1999) proved that the investments concentrate the domestic country due to increased saving 
rate of the domestic enterprises.   

The chances of facing exogenous price shocks increases for countries having reserves less than 4% of the GDP 
and the countries have excess reserves than the critical value are able to bear the price shocks and grow at good pace 
than others (Dhasmana, 2011). The positive current account balance shows the economic strength and trade surplus 
of a country. The contribution of this study is the determination of the key variables that are under the control of the 
policy makers to control the flow of capital 

The capital flow to an economy can be divided into portfolio flows and the foreign direct investment (Dooley, 
Fernandez, 1997). The portfolio flows are short term and highly volatile in nature while the FDI flows are seemed to 
be long term and provide stability to the economy so FDI is more useful for the developing economies than debt 
(Turner, 1991). However, some researchers consider it deteriorating for improving the domestic conditions in the 
long run. The inflow in the economy is not always due to the domestic conditions but it can be due to the 
deterioration of the foreign economic condition such as financial crisis and excess financial capital in the US 
markets lead the inflow of capital to the Latin America.  

In open economies the inflow of capital cause the monetary expansion of the host economy due to which the 
inflationary pressure hits the economy. If the larger inflow is not sterilized and the inflows are used for the 
production of non traceable then the real exchange rate appreciates because RER is defined as the relative price of 
tradable to the price of tradable goods. The monetary controls of the economy vary economy to economy and 
control of the inflationary pressure depends on the strategy of the economy according to the domestic environment. 
The monetary outcomes also depend on the exchange rate regime (Lopez- Mejia, 1999). In short run the nominal 
real exchange rate appreciates due to greater money supply.  

Technological adaptation is the key determinant of the economic growth in this world. While in the traditional 
growth model the technological adaptation was left as unsolved residual of the economic growth. The recent studies 
tinted the role of domestic technology to that of rest of the world. The adaptation of latest technology from the 
investor countries (Borensztein, Gregorio , Lee ; 1998). The transfer of technology is dependent on the human 
capital of the domestic country because the technology replaces the human capital. So the domestic country adapts 
the new technology up to its absorption capacity to grow efficiently. The multination corporations play a vital role in 
transferring of technology, ideas and human capital from developed to the developing countries. Wang (1990) 
formulated a model of economic growth in which he used the applied knowledge as the determinant of economic 
growth.  

The benefits of the capital inflow are wiped out with the outflow of capital and the economy has to face some 
additional hazards. Therefore, the countries try to hedge their flows by creating extra reserves that are not only 
costly but also difficult to manage due to opportunity costs. The inflationary pressure also hits the economy along 
with other hazards (Broto, C., Díaz-Cassou. and Erce, A. 2007). To avoid such circumstances the policy makers are 
keenly interested to know the key determinants of capital inflows and its volatility over time to make policies to 
retain the capital in the country so that these above stated problems can be avoided.  
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Some of the researchers proved it that the capital flows directly relate and dependent on the endogenous factors 
of the country. Hecht, Razin, Shinar (2004) proved that by controlling the endogenous factors the capital flows can 
be controlled. The domestic investment in Israel is highly dependent on its macroeconomic factors. The domestic 
factors should be improved in order to improve the capital flows in the country to increase growth. The direct 
investment in companies and through joint ventures helps the domestic growth. In this way of investment not only 
the technology is transferred to the host country but also human capital. But in case of MNCs the foreign ownership 
is negatively related to the domestic growth of the country (Aitken & Harrison, 1999). So the MNCs should 
participate in the joint ventures giving the domestic investors some ownership and invest in more productive sectors 
so that the domestic country can grow in a more proper way.  

The foreign direct investment is also related to the type of government in the domestic country. In the 
autocrative and military regimes the FDI in the country increases causing the economic growth of the economy to 
grow as well. But in democratic governments there is mix trend and mostly FDI flows reduces due to involvement 
some corruption elements (Asiedu, & Lien, 2011). The utilization of the extra capital depends on the economic 
policy and management by the governing institutions of the economy.    

The main concern of the policy makers of a country is the stabilized macroeconomic conditions and the 
exchange rate so that the investors bring their investment in the country that will boost up the economic growth of 
the country(Lucas; 1993). The reserves should also be maintained above the required reserves so that they can 
provide extra cushion to the economy against fluctuations in the economy. 
 

METHODOLOGY 
Data and sample period 

In this study we are taking 6 developing countries of Asia including Pakistan, India, Malaysia, Indonesia, 
Thailand and Singapore. The annualized data is taken from International Financial Statistics and World Bank data 
bank for 20 years from 1990 to 2009. The stata11 is used to conduct the analysis.  

 
Table 1. Expected signs from literature 

Variable Description Data 
source 

Expected 
sign 

Capital inflows Foreign direct investment and portfolio inflows are used as 
proxy of capital inflow in a country 

IFS Dependent 
variable 

Foreign reserves Foreign reserves are the proxy of exchange rate stability IFS + 
Current account Difference between exports and imports IFS - 
Fiscal position Shows the government fiscal policy IFS ? 

GDP GDP is directly related to the economic growth World Bank + 
Public debt Shows the indebtness of the country World Bank - 

 
Descriptive Statistics 

Table 2 Descriptive statistics 
 
 
 
 
 
 
 

 
Unit Root Test 

Before applying the formal tests the stationarity of the data is checked by using the Augmented Dicky-fuller 
test proposed by Dicky and Fuller (1979, 1981). All series of variables are integrated of order I(1)  
 
Unit Root Test Results 

 
Table 3 * Number of lags was selected using the Akaike Information Criteria (AIC). 

Country/Variable IPSHIN Panel Unit Root Test 
I(0) I(1) 

Foreign Reserves 
Current Account 
Fiscal Position 
GDP 
Public Debt 
Capital Inflows 

7.85 
– 0.44 
2.34 
-1.01 
– 1.91 
– 2.90* 

– 2.28** 
– 6.68*** 
– 3.73*** 
– 5.04*** 
– 4.95*** 
– 3.25*** 

Variable Mean Std. Dev 
Capital inflow 9.414.414 0.4957 

Public debt 56.404.404 23.40 
GDP 52441.23 145714.8 

Fiscal position -3624.589 14946.23 
Reserves 5944 11859 
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Hausman specification test 
Hausman specification test is used to specify the choice of alternative tests. It helps to identify the validity of 

the alternative tests that which model can explain the movements in the variables series i.e. between random and 
fixed effect models. The results of the Hausman specification test shows the value of chi square less than 0.05 that 
inferred to use the fixed effect model.  

Fixed effect is used when the sample variables credibly represent the whole population (Abrevaya, J. 2000).   
Econometrically the equation can be written as 
  
  yit = α + βxit + µit……………………..(1) 
 
Where yit is  the capital inflows to the country which is our dependent variable, α is the intercept, β is the coefficient 
variable of all explanatory variables and the µit is the disturbance term. In fixed effects models the disturbance term I 
decomposed into specific effect, µi, and the remainder disturbance, ύit. 

yit = α + βxit + µi + ύit …………………..(2) 
 

RESULTS AND INTERPRETATION 
 

The results of random effects GLS model indicate that foreign reserves, GDP, fiscal position and public debt of 
the country significantly affect the capital inflow of the country. Our results verify the relation of these variables to 
the previous researchers. The foreign reserves provide cushion to the exchange rate stability and encourage the 
capital inflow (Anubha, 2008). The reserves provide self insurance to the country against the volatility in the FDI 
and the exchange rate in the short run (Broto et al.; 2011) The foreign reserves are highly significant in our sample 
of developing economies as the economies try to increase their reserves to reduce the exchange rate fluctuations that 
support the inflow of capital.  

 
Table 4. Fixed effects model on panel data. t-statistics are reported in the parentheses.  

Capital Coef t-value p-Value 
Public debt -0.00073 -0.16 0.870 
GDP (1.01e-06)** 2.50 0.014 
Fiscal position 1.25e-06 0.29 0.774 
Current account (-9.03e-06)** -2.26 0.026 
Foreign Reserves (.000012)*** 3.57 0.001 
Cons 9.3648 36.52 0.000 
R squ 0.536   

***,** denote significance at 1% and 5% level respectively. 
 

The public debt is significantly but negatively affecting the capital inflow. The larger the initial public debt 
shows the less ability of country to generate its finances due to which the economic growth and capital inflows are 
negatively affected (S.Kumar and Jaejoon, 2010). The current account defecate is negatively related to the growth of 
the economy (Federal Reserves, 2000) and the empirical result shows the positive significant relation of capital 
inflow. In developing economies the capital machinery and technology is imported that make the current account 
negative but impacts the future growth due to which its relation with the capital inflow becomes positive. The fiscal 
position has also positive relation as the fiscal policies promote the inflow of capital and usually the foreign direct 
investment is subsidized by the governments. The empirical data suggests that the reserves and the GDP are the key 
determinants of the capital inflow in a country and both are controllable variables by the policy makers. 
 
Conclusion 
 

The rationale of this study is the determination of the key determinants of capital inflow in the developing 
economies of the world. The annualized data of six developing Asian countries is used from 1990 to 2009. We 
posed proxies for the capital flow, growth, indebtness of the country and fiscal policies and used panel tests for in 
depth analysis. 

The results indicates the dependence of the capital inflow significantly on the reserves, GDP and fiscal policies 
of the country. By creating reserves more than 4% of GDP, fluctuations in the capital flow and the exchange rate are 
tackled and it promotes the inflow of capital in the form of FDI. The fiscal policies that promote the FDI by relaxing 
the investment conditions as giving tax subsidy the inflows can be enhanced. The current account deficit does not 
prevent the inflows if the country utilizes the reserves in capital projects that will ultimately enhance economic 
growth in the future. 
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The policy makers of a country cannot control the capital inflow in the form of FDI directly but on the other 
hand they can control the macroeconomic that directly affect the inflows. The sustained growth and inflows can be 
achieved by controlling the reserves, GDP, and fiscal policies by making and implementing fruitful policies. The 
inflows directly contribute to the host country’s economic development resultantly.  
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