Understanding the drivers of capital flows
into the CESEE countries

We analyze the relationship between global factors and country-specific capital flow dynam-
ics in a sample of 12 Central, Eastern and Southeastern European (CESEE) countries from 1994
until 2014. We detect a pronounced time-varying pattern of capital flow volatility that mirrors
well-known crisis episodes in several instances. We show that the global co-movement of mac-
roeconomic, financial and capital flow variables is able to explain the lion’s share of volatility
of gross capital inflows into CESEE economies and that it became even more important dfter
the 2008/09 global financial crisis. In particular, global financial factors that approximate the
global financial cycle explain by far the largest share of capital flow volatility, followed by the
global real business cycle component. If common global factors are dominant in explaining the
volatility of gross capital inflows, a combination of better international coordination of eco-
nomic policies, macroprudential measures or capital flow management instruments is advis-
able to smooth the capital flow cycle. We also show that gross capital inflows were so sizeable
in some countries between 2003 and 2008 that common global (financial) factors like the
buildup of global leverage were not as dominant as in other periods — a result that could partly
be the outcome of the strategic positioning of foreign banks in the region.

JEL classification: C38, F32, F41, F42, F44
Keywords: volatility of capital flows, factor stochastic volatility model, global co-movement,
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Historically, boom-bust cycles in capital flows display striking similarities. Exten-
sive capital inflows tend to fuel the buildup of macroeconomic imbalances, such as
excessive credit (including foreign exchange-denominated lending), rising cur-
rency mismatches, surging property and asset prices, and inflationary and cur-
rency appreciation pressures. Sudden stops and reversals of capital flows usually
trigger sharp economic downturns with a lasting impact and leave the banking
system with rising nonperforming loans that act as an additional drag on lending.

Very often, volatile cross-border capital flows represent a challenge to cyclical
conditions in emerging and advanced economies alike. Recent examples are the
surge of capital flows to some emerging markets in the aftermath of monetary ac-
commodation in the advanced economies following the global financial crisis and
the withdrawal of cross-border capital from some emerging economies after the
Federal Reserve System’s (Fed’s) tapering announcement in May 2013 (see IMF,
2016).

It seems that capital flows are driven by some global factors. Calvo et al. (1993,
1996) already recognized this and distinguished global “push” factors from the
country-specific “pull” factors. Rey (2015) as well as Passari and Rey (2015) show
that capital flows follow a global financial cycle, as the monetary conditions of the
main financial centers may spill over to other countries. It follows that even under
flexible exchange rate regimes, the autonomy of monetary policy and financial sta-

bility may be jeopardized.
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Eller et al. (2016b, unpublished mimeo) also find strong evidence for a global
financial cycle. They use a factor stochastic volatility model to study the relation-
ship between global macroeconomic and financial factors and country-specific
capital flow dynamics for a sample of 39 countries worldwide from 1994 until
2014. They show that the global co-movement of macroeconomic, financial and
capital flow variables is able to explain a major share of country-specific capital
flow volatility across all the considered regions and that this impact has become
more important in the aftermath of the global financial crisis.

This paper is based on material and insights presented in Eller et al. (2016b),
digging deeper into the single-country results for the CESEE region and asking to
which extent the global co-movement of macroeconomic, financial and capital
flow variables is relevant for explaining fluctuations of capital flows across 12
CESEE countries.” Two interrelated characteristics make the CESEE region stand
out: First, during the 2008/09 crisis, the CESEE region as a whole suffered larger
output declines than any other region in the world (Berglof et al., 2009). Second,
the size of capital inflows into CESEE before the crisis hit, in particular in the
years following the 2004 EU enlargement round, was just as extraordinary. It is
well understood that the severe boom-bust cycle in capital flows that CESEE ex-
perienced, the strength of this cycle, its macrofinancial implications as well as the
evolution of flows by type of capital differed markedly between countries. In gen-
eral, countries that were receiving the largest capital inflows before the crisis saw
the largest reversals, too, and suffered from deep recessions thereafter as a conse-
quence of a liquidity (credit supply) shock and a slump in export demand (EBRD,
2009; Bakker and Klingen, 2012).

What is less well understood, however, is the extent to which this extraordi-
nary influx of capital before the crisis as well as capital flow dynamics thereafter
were driven by global common factors or by regional or country-specific phenom-
ena. A respective breakdown allows us to better understand the nature and origins
of capital flow dynamics. The economic policy implications are far-reaching. If
global factors are dominant, standard textbook prescriptions may no longer apply
and the case can be made for better international coordination, for macropruden-
tial measures that limit the reliance on short-term external funding, such as loan-
to-deposit ratios or bank levies on noncore bank liabilities,’ or for capital flow
management measures. However, any policy recommendation has to be based on a
concise cost-benefit analysis of open capital accounts, which is beyond the scope of
this paper.

Studying a sample of 12 CESEE countries from 1994 until 2014, we detect a
pronounced time-varying pattern of capital flow volatility that mirrors well-
known crisis episodes in several instances. We thus opt to use a framework that is
capable of exploiting large datasets and of accounting for shifts in the volatility of
the time series involved. Our approach, closely related to the factor stochastic vol-
atility framework of Pitt and Shephard (1999) and Aguilar and West (2000), pro-
vides new insights into the relative importance of different fundamental factors

2 CESEE-12: Bulgaria, the Czech Republic, Estonia, Hungary, Latvia, Lithuania, Poland, Romania, Russia,
Slovakia, Slovenia and Turkey.

’ To limit the global financial cycle that is to a large degree transmitted via banks, Shin (2010) proposed a tax on
noncore liabilities at a global level.
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across time and space. Since the sensitivity of capital flows to global fundamental
factors is subject to structural breaks in the parameters, we assume that the factor
loadings are time-varying (following Del Negro and Otrok, 2008).

From our dataset, we extract global factors for macroeconomic variables (GDP
growth, inflation, exchange rate dynamics and the trade balance), financial sector
variables (short-term and long-term interest rates, changes in equity prices, and
private sector credit and deposits), and the respective capital flow variable under
investigation (direct, portfolio and other investment flows). For each capital flow
variable, we also extract a regional factor that captures common capital flow dy-
namics within the CESEE region. The global (and regional) factors are used to
provide a parsimonious representation of the data, effectively capturing the pre-
vailing co-movement in the dataset. Importantly, we impose the restriction that
the factors are, by construction, orthogonal to each other and thus possess a struc-
tural interpretation. This implies that the factors do not affect each other directly.
Ultimately, a variance decomposition exercise informs us to which extent the ex-
tracted factors are able to explain a particular share of the volatility of different
types of capital flows in different CESEE countries over time.

The remainder of the paper is structured as follows: Section 1 gives an over-
view of the capital flow dynamics in CESEE. Section 2 describes the properties of
the econometric framework used in our analysis. Details on the database are added
in section 3. Section 4 delineates our main results. We find that gross capital in-
flows were largely driven by factors external to the region, even more so after the
global financial crisis. Section 5 discusses some policy options, and section 6 con-
cludes.

1 Capital flows by countries and by type of capital

In the early 2000s, the CESEE countries started to attract large net and gross cap-
ital inflows that became particularly sizeable after 2003 when measured relative to
the recipient’s GDP (see charts 1 and 2 for gross capital inflows and charts A.1 and
A.2 in the annex for net flows). As Bakker and Gulde (2010) mentioned, the size
of capital inflows into the ten CESEE countries that joined the EU between 2004
and 2007 exceeded that of capital inflows into Southeast Asian countries prior to
the 1997/98 Asian crisis. Between 2000 and 2008, cumulative net capital inflows
into our CESEE-12 sample were nearly 50% of 2000 GDP on average, with the
Baltic countries, Bulgaria, Romania, Slovakia and Hungary showing a respective
share of considerably more than 100% each (see also chart A2).* By contrast, in a
comparable period between 1989 and 1997, before the Asian crisis, Indonesia or
the Philippines accumulated net capital inflows of just 50% or 100%, respectively,
of their 1989 GDP.

In terms of capital type, net portfolio investment flows were largely negligible
(except in Hungary) during the pre-crisis boom period, whereas cross-border
bank loans (the bulk of other investment flows) were the most important category,
followed by foreign direct investment (FDI) (except in Bulgaria, the Czech Repub-
lic, Slovakia and Poland, where FDI exceeded other investment). A large share of
these other investment and/or portfolio flows is typically considered to be suscep-

4 Sum of direct, portfolio and other investment flows between 2000 and 2008, divided by 2000 GDP (everything

in current prices and current U.S. dollars).
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tible to sudden withdrawals, whereas FDI reflects both real and financial invest-
ment and is more of a medium- to long-term nature. The comparatively vigorous
growth in cross-border bank-related financial flows during this period reflects the
underlying credit boom in CESEE, the associated stronger growth of credit than
of deposits, and the expansion of Western European banks and their centralized
funding model, under which funds were channeled to subsidiaries and branches in
CESEE (Lane and McQuade, 2013).

In the following descriptive analysis, we focus primarily on gross capital in-
flows® (charts 1 and 2). We also look at net capital flows (charts Al and A2 in the
annex), which are the counterpart of the current account, because the difference
between net and gross figures is sizeable in central Europe (except in Poland), the
Baltic countries and Russia. In these countries, gross capital inflows were to some
extent compensated by higher investment abroad by domestic agents. Interest-
ingly, gross capital inflows and outflows are not strongly correlated in Bulgaria,
Poland, Romania and Turkey. It has long been recognized that gross flows are
much more volatile and are more relevant for macrofinancial implications than net
flows. The reduction in gross capital inflows during a crisis is usually much larger
than the decrease in net inflows (Broner et al., 2013). A focus just on net flows
may hide the buildup of macrofinancial instabilities.

Between 2000 and 2008, all CESEE-12 countries except Russia were recipi-
ents of net capital flows, with the size of flows and the type of capital differing
considerably across countries (chart Al). Irrespective of this pronounced hetero-
geneity of capital flows across countries, the overall nature and origins of the ex-
traordinary influx were quite uniform. Some factors contributing to capital in-
flows were related to the particular conditions in most of the countries of the re-
gion, such as high returns on investment (low wages and low capital-to-labor
ratios), the implementation of post-transition reforms (also in preparation of EU
membership), improved legal certainty for foreign investors in connection with
EU accession, or a comparatively low level of financial depth, which stimulated
the demand for foreign investment in the domestic financial sector.® Factors that
were situated outside the region were the global search for yields in an environ-
ment of monetary accommodation in advanced economies alongside low volatility
(the Great Moderation), investors’ high expectations from integration with West-
ern Europe, and the strategic positioning of foreign banks in CESEE, which in-
creasingly boosted foreign financing intermediated by cross-border banking
groups. This capital influx fueled an extraordinary credit boom (to some extent
foreign currency lending), nurturing economic growth, a surge in asset prices and
current account deficits. There is evidence that imbalances were more pronounced

> We are using balance of payments data available from the IMF’s International Financial Statistics (IFS) database
according to the BPM6 (IMF, 2009) classification. Note that we cannot resort to pure gross flows, as they are not
available in the database. Instead, we rely on a net recording concept (IMF, 2009), whereby debit entries are
netted against credit entries. E.g. in the case of the net incurrence of portfolio investment liabilities, new bonds
issued are netted against the redemption of bonds issued.

A lack of financial depth in CESEE was often used as an argument to justify skyrocketing private sector credit
growth rates in 2005 to 2008 as deeper financial markets were expected to eventually benefit the economy (fol-
lowing the finance-led growth hypothesis, e.g. Levine, 1997). However, there were some indications already before
the bust in 2007/08 (the Baltic countries) orin 2008/09, respectively, that a number quESEE countries showed
above-equilibrium credit growth rates (e.g. Egert et al., 2006) or that vulnerabilities in CESEE looked worse than
in pre-crisis Asia (Bakker and Vladkova-Hollar, 2006).
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in countries with fixed exchange rates (Bakker and Klingen, 2012). However,
rather than stemming credit boom and capital inflow pressures, the exchange rate
appreciation in a few countries with flexible exchange rates appears to have also
fueled gross (bank) capital inflows, probably because local borrowers’ balance
sheets with loans denominated in foreign currency became stronger (Bruno and
Shin, 2015).

When the global financial crisis hit, concerns were great that capital flow re-
versals would destabilize CESEE’s financial system. In early 2008, the region saw
a modest slowdown of gross capital inflows that translated into a broad reversal after
the collapse of Lehman Brothers. The CESEE region shifted temporarily from a
net borrowing to a net lending position in its financial account vis-a-vis the rest of
the world. While the reversal occurred for most types of capital flows, it was most
pronounced in other investments (currency and deposits). But between end-2009
and 2012, gross capital inflows recovered somewhat, largely reflecting portfolio
inflows to some countries in the wake of monetary accommodation in advanced
economies. The Vienna Initiative, which ensured that banks maintained an expo-
sure to subsidiaries in CESEE, together with stabilization packages of international
financial institutions and the EU, was also decisive in avoiding a sharp retrench-
ment in cross-border lending.

But gross capital inflows remained well below the pre-crisis levels during this
period. Contrary to other emerging economies, the CESEE countries — with the
exception of the Czech Republic, to some extent Poland, Slovakia and Turkey —
did not see strong gross capital inflows as a share of GDP in the course of mone-
tary accommodation in the U.S.A. and other advanced economies after late 2008.
In 2011 and 2012, when countries in CESEE were increasingly confronted with
contagion effects from the euro area sovereign debt crisis, gross capital inflows
into the CESEE countries declined again, in particular in central Europe and Bul-
garia (with the notable exception of Turkey). Following the Fed’s tapering an-
nouncement in May 2013, cross-border bank lending to CESEE continued to de-
cline, in particular in Poland, Turkey (see Eller et al., 2016a) and Russia (partly for
geopolitical reasons). Since 2014, the CESEE countries, with the exception of
Lithuania, Poland, Romania and Turkey, have seen a retrenchment of gross capital
inflows; in some countries — Estonia, Hungary, Latvia, Romania, Russia, Slovakia
and Slovenia — gross capital inflows have come to a halt, much like they did in
20009.

Cross-country differences are sizeable. Between 2000 and 2008, Hungary
stands out for having accumulated the largest gross capital inflows in CESEE when
measured as a percentage of its own GDP in 2000. Accumulated gross capital in-
flows amounted to 426% of domestic GDP in 2000 (chart 2). But unlike in other
countries, most of the inflows stem from FDI (280% of 2000 GDP). Hungary was
also one of the few countries that could attract more sizeable portfolio investment
(47% of 2000 GDP). After a sharp retrenchment starting in 2009, gross capital
inflows even turned negative in 2010/11, mainly reflecting stronger repayment
than incurrence of FDI.

The Baltic countries also saw sizeable gross inflows, ranging between 207%
(Lithuania) and 386% (Estonia) of 2000 GDP. A large part of these inflows re-
flected other investment (in particular, currency and deposits). FDI played a more
dominant role only in Estonia. Net inflows were much lower during this period,
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Chart 1

Gross capital inflows over time
Net incurrence of FDI, Pl and Ol liabilities (incurrence less repayment)
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signifying that domestic agents also significantly increased their purchases of foreign
assets. The severe recession starting in 2009 was accompanied by sizeable rever-
sals of gross capital inflows, in particular of cross-border bank flows. In cumula-
tive terms, between 2009 and the first half of 2015, gross capital inflows declined
strongly to between 20% and 30% of 2009 GDP. In parallel, domestic agents in-
creasingly started to invest in foreign assets. As a result, the Baltic countries saw a
cumulative net outflow of capital ranging between 10% (Latvia) and 40% (Estonia).

Between 2000 and 2008, Bulgaria and Romania accumulated gross capital inflows
of 357% and 231% of 2000 GDP, respectively. Both countries attracted FDI and

other investment, but hardly any portfolio investment flows. After reversing
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Chart 1 (continued)

Gross capital inflows over time
Net incurrence of FDI, Pl and Ol liabilities (incurrence less repayment)

% of GDP, cumulative four-quarter moving sums
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sharply following the crisis, gross capital inflows declined considerably. Both
countries have not seen any sizeable gross capital outflows since 2000. Hence, the
evolution of net and gross capital dynamics is quite similar. Like in Hungary, the
capital flow cycle in Bulgaria was also driven predominantly by FDI inflows.

The influx of capital into the Czech Republic, Slovakia and Slovenia was more
subdued than that into the Baltic countries, Bulgaria, Hungary and Romania, al-
though it was still large compared to non-European emerging economies in this
period (see Eller et al., 2016b). Gross capital inflows ranged between 135% (Czech
Republic) to 176% of 2000 GDP (Slovakia). In a breakdown of capital flows, FDI
predominated in the Czech Republic and Slovakia, while other investment inflows
clearly dominated in Slovenia. While the Czech Republic and Slovakia saw a com-
paratively muted slowdown in gross capital inflows after the crisis hit, the drop in
gross capital inflows — in particular bank loans — was especially severe in Slovenia.
However, Slovenia and Slovakia succeeded in attracting considerable portfolio in-
vestment, which to some extent offset the strong decline in other investment.

Turkey saw total gross capital inflows of 67% of 2000 GDP until 2008; net in-
flows proved to be only marginally lower (50%). Gross inflows mostly comprised
other investment and FDI. Gross (and net) capital inflows dropped considerably in
2009 but resurged thereafter. Turkey was able to keep the positive capital flow
dynamics, attracting in particular other investment and portfolio investment until
carly 2013. However, after the Fed’s tapering announcement in May 2013, portfolio
investment inflows steadily declined, while inflows of loans largely kept their level.

Poland accumulated total gross capital inflows of 92% of 2000 GDP (net capi-
tal inflows of 63%) between 2000 and 2008, for the most part FDI. Poland is
among the few CESEE-12 countries that received further sizeable gross capital
inflows immediately after a temporary sharp slowdown of gross capital inflows in
2009. After 2011/12, Poland saw gross inflows continuously slowing down,
mainly reflecting reversals of portfolio and other investment. From 2012 until the
first half of 2015, Poland received some additional FDI inflows.

Russia’s financial account followed a quite different pattern. Between 2000 and
2008, cumulative net capital inflows were negative (-27% of 2000 GDP), reflect-
ing Russia’s current account surplus position during this period. In the immediate
aftermath of the 1998 Russian financial crisis, gross capital outflows outpaced in-
flows as a result of withdrawals by domestic and foreign agents. Starting in 2003,
both gross inflows and outflows increased sizeably. When the financial crisis be-
gan in 2008, Russia experienced a short halt in gross capital inflows, brought
about by negative portfolio and other investment gross inflows that were compen-
sated by continuous gross inflows of FDI. In 2010, gross inflows started to re-
cover, but by the end of 2010, they had started to decline again. The decline inten-
sified after the outbreak of the Ukraine crisis at the end of 2013, and gross inflows
became negative in the last quarter of 2014. In parallel, gross capital outflows
were sizeable from 2011, but have slowed down in 2015.

To sum up, prior to the 2008/09 crisis, gross capital inflows predominantly
consisted of FDI (including stakes in financial firms) in a small number of coun-
tries, while they took the form of cross-border lending to banks and nonfinancial
corporations, directly or via bank subsidiaries, in a large number of countries. A
few countries, such as Poland, Slovakia, Slovenia or Turkey, also saw considerable
portfolio inflows that remained sizeable in the immediate aftermath of the global

86

OESTERREICHISCHE NATIONALBANK



Understanding the drivers of capital flows into the CESEE countries

Chart 2

Gross capital inflows: 2000-08 versus 2009-15
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financial crisis, when foreign investors searched for yields in a low-interest global
environment. While in the years immediately after 2008, CESEE could still at-
tract gross FDI inflows, albeit declining ones, cross-border credit inflows (includ-
ing remittances) dropped substantially. Since 2014, the amount of gross capital
leaving CESEE has been larger than gross capital inflows.

2 Econometric framework

To explore the relationship between capital flow dynamics in CESEE and global
factors, we use a time-varying parameter dynamic factor model with stochastic
volatility building on Pitt and Shephard (1999), Aguilar and West (2000), and Del
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Negro and Otrok (2008). In the following subsection, we provide a brief overview
of the model along with a sketch of the estimation method employed.

2.1 The time-varying parameter dynamic factor model

We assume that a large set of macroeconomic and financial variables in a panel of
economies is driven by a set of relatively few latent factors. Moreover, we assume
that capital flows into country i (i=1, .., N), C,, may be described by the following
simple dynamic regression model:

Cit = A‘;Vﬁ,tf;M+l;7i,tf;F+l;ji,tfl‘C+l;?i,t‘f;R+£i,t’ <1>

where
. /1 ,for j e A={M,F,C,R} are time-varying factor loading matrices of dimen-
sion Ixk, that evolve as an independent random walk process, i.e. /lﬂt /l/k . /A ,

is a Vector white-noise innovation with variance-covariance matrix V whic
a full positive definite matrix;

* f/ are mutually orthogonal latent factors of dimension £, that capture the pre-
vailing global co-movement of macroeconomic variables (M), financial variables
(F) and the respective capital flow variable under investigation (C). In addition
to these global factors, we also include a regional capital flow factor (R) to
capture the notion that capital movements display strong regional tendencies.
We assume that these factors follow AR(1) processes, f’/= dijftfl +e, with
e ~N|0,diag|e M "] and @, being a diagonal matrix with typical element
(/)” e(—1,1) to ensure stationarity;

* &, ~N(0,e") is a white-noise idiosyncratic error with time-varying variance e"'.
As a residual, it captures everything that has not explicitly been considered in
the model, such as country-specific factors or other global and regional driving
forces;

* s, and i are log volatilities that follow autoregressive processes of order one.

Equatlon (1) denotes the observation equation of the model. The law of motions

for the log volatilities, the loadings and the latent factors are assumed to be station-

ary AR(1) processes or random walks.

For the different types of latent factors, we simply assume that different vari-
ables are included for each variable type (i.e. global macroeconomic, global finan-
cial, global capital and regional capital variables). To give an intuitive example, the
group of macroeconomic variables includes GDP growth. A single latent factor is
extracted from each country’s GDP growth series. This factor captures the com-
mon movement of output growth across all the economies considered and can be
interpreted as a global real business cycle.” The extraction procedure is repeated
for all quantities included (see table 2). For the sake of exposition, we then group
the different factors into the four categories of variables mentioned above. Recall
that in the case of factors capturing common capital flow movements, we extract
a single global and a single regional factor from the capital flow series under inves-
tigation and include it in the model.

7 Likewise, the same procedure is repeated for the change in equity prices, capturing the common component of
equity prices returns along with the corresponding stochastic volatility component. This also allows us to endoge-
nously construct a measure of global equity price volatility similar to the volatility index (VIX) of the Chicago
Board Options Exchange.
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The assumption that the error variances of both the observation and the state
equations are allowed to vary over time is crucial for mimicking the dynamic
properties of the capital flow quantities under consideration. Moreover, permit-
ting this variation also allows us to investigate later on whether global driving
forces of country-specific capital flows have changed over time. In addition,
time-varying factor loadings allow us to capture the notion that the relationship
between capital flows in a given country and global driving forces changes over
time. Choosing this approach proves to be important in the light of the recent
global financial crisis, where a U.S.-based shock spread globally and the prevailing
co-movement between financial markets increased considerably.

As emphasized above, we assume that the factors are orthogonal to each other,
implying that the variance of each C, is given by

Var(Cl,t> = Zﬂ,}i’tVar(ftj)lﬁ,t + Var(sit) , (2)
je A
which permits us to compute thej relative contribution of a given factor in explain-
ing the variance of C,.

2.2 Priors and estimation

Our approach to estimation and inference is Bayesian. We thus impose a set of dif-
fuse standard priors on the coefficients of the model. For the initial state of the
loadings /1;.1,7 ,» we impose a normally distributed prior with mean zero and a prior
variance set equal to 4, which is thus rather noninformative on the initial state of
the coefficients. Higher values lead to qualitatively similar results, while lower val-
ues tend to shrink the initial value of the coefficients strongly toward zero, imply-
ing that global factors were relatively unimportant at the beginning of the sample.
For the variance-covariance matrix of the factor loadings, we impose an inverted
Wishart prior, with the prior scale matrix set equal to a diagonal matrix with 0.1
on its main diagonal. The degrees of freedom are set such that the prior is proper
(i.e. set equal to the number of free elements in the state vector plus one). The
specific choice of the scaling matrix tends to be quite influential for the final esti-
mates. However, in our application, the specific choice of the scaling matrix proves
to be relatively unimportant, as long as it is not set to a matrix too close to the zero
matrix. Furthermore, we impose the same set of priors on the state equation of
the log volatilities as described in Kastner and Frithwirth-Schnatter (2014).

Our Markov chain Monte Carlo (MCMC) scheme simulates the full history of
the factor loadings with the algorithm described in Carter and Kohn (1994) and
Frithwirth-Schnatter (1994). With the loadings known, the state variance-covari-
ance matrices can be sampled from an inverted Wishart distribution that takes a
standard form. The diagonal elements of @ are simulated through a simple Gibbs
step where we impose the condition ‘¢ﬁ| < 1. The stochastic volatility components
are simulated by means of the algorithm proposed in Kastner and Frithwirth-Schnat-
ter (2014). Finally, we do not simulate the latent factors, but approximate them
through their principal components. As opposed to a fully fledged simulation ap-
proach, this choice proves to be necessary because our full data matrix consists of
over 390 time series, which renders simulation-based methods infeasible. Our
MCMC algorithm is repeated 20,000 times, with the first 10,000 draws from the
joint posterior being discarded as burn-in.
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3 Data preparation for estimation
We use the dataset described in Eller et al. (2016b), which consists of quarterly
data from Q1 94 until Q4 14 for a worldwide sample of 39 countries, and include
a total of ten macroeconomic and financial time series for each country (see tables
1 and 2 listing the countries, variables and data sources). This choice of variables
closely resembles the typical set of macroeconomic and financial quantities in-
cluded in the literature on global macroeconometric modeling (see, for instance,
Feldkircher and Huber, 2016; Crespo Cuaresma et al., 2016) augmented with a set
of additional explanatory variables that were previously identified to be important
determinants of capital flows (e.g. Milesi-Ferretti and Tille, 2011; IMF, 2014;
Mishra et al., 2014; Olaberria, 2014). Using a broad sample of countries allows us
to track economic spillovers
Table 1 that might influence the inten-

Country coverage sity of capital inflows. As op-
posed to the literature on mod-

CESEE (12): BG, CZ, EE, HU, LT, LV, PL, RO, RU, SI, SK, TR : ,
Advanced Europe (12): AT, DE, DK, ES. Fl, FR, GB, IT, NL,NO, PT,se eling capital flows by means of

Advanced non-Europe (6): AU, CA, |P, NZ, US, ZA gravity equations (eg Portes et
Latin America (5): AR, BR, CL, MX, PE ] 5001: P 4 R
Asia (4): 1D, KR, PH, TH al., 5 ortes an €y,

2005), we do not aim to ex-

Source: Authors’ compilations. plain bilateral movements in

Note: Abbreviations represent the two-digit ISO country code.

capital flows but focus on ex-

Table 2

Variable description

Variable Variable Description

type

Macro GDP growth GDP volume, 2010=100, seasonally adjusted, in logarithms, quarter-on-quarter
change

Macro Inflation rate (Harmonized) consumer price index, 2010=100, seasonally adjusted,
quarter-on-quarter change

Macro REER change Real effective exchange rate, CPl-based index, seasonally adjusted, in
logarithms, quarter-on-quarter change

Macro Trade balance change Exports over imports of goods and services, CPI deflated, seasonally adjusted,
in logarithms, quarter-on-quarter change

Financial Short-term interest rate | Typically, three-month money market rate (per annum)

Financial Long-term interest rate | Typically, yield on ten-year government bonds (per annum)

Financial Equity price growth Equity price index, 2005=100, seasonally adjusted, in logarithms, quar-
ter-on-quarter change

Financial Credit growth Claims on domestic private sector, CPI deflated, seasonally adjusted, in
logarithms, quarter-on-quarter change

Financial Deposit growth Deposits of domestic private sector, CPl deflated, seasonally adjusted, in
logarithms, quarter-on-quarter change

Capital Capital flows Cumulative four-quarter moving sums of gross direct investment, portfolio
investment and other investment inflows in U.S. dollars as a percentage of
nominal GDP (transformed into U.S. dollars by using the average quarterly rate
of the local currency per U.S. dollar)

Source: Authors’ compilations. Data are taken primarily from the IMF's International Financial Statistics (IFS) database but also from the OECD, ECB,
Eurostat and Thomson Reuters.

Note: Seasonal adjustment was conducted by using the difference from the moving average. If the short-term (long-term) interest rate was not
available, we used the dynamics of the deposit (lending) rate for data interpolation. In the case of few missing observations at the beginning or
the end of the sample, we used the average of the subsequent or previous four quarters to fill these gaps. For more details, see Eller et al.
(2016b).
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plaining the variation of different types of capital inflows by means of global fun-
damental factors.

4 Empirical findings

While the descriptive part (section 1) stressed both gross and net flows, in this
section we exclusively present our results for an empirical proxy for gross capital
inflows, i.e. the net incurrence (incurrence less repayment) of financial liabilities.
Our main analytical interest lies in gaining a better understanding of the driving
forces of volatile gross capital inflows, in line with the observation that during a
situation of elevated global macrofinancial risk, foreign investors are likely to
downsize their investment in markets they perceive as particularly risky (IMF,
2013).

Chart 3 shows the variance decomposition results for incurrence less repay-
ment of totaled direct, portfolio and other investment liabilities over time for nine
individual CESEE countries and for the Baltic countries as a group. The time-vary-
ing, standardized volatility of the respective capital flow series is depicted as a
dark line (right-hand side scale) in each panel. Global or regional economic and
financial crises are readily visible in the increasing volatility of gross capital in-
flows, in particular in the run-up to the global financial crisis in 2008/09. The
sudden stop is followed by an abrupt decline in the volatility measure. Russia and
Turkey stand out, as they experienced additional financial crises (Russia: 1998/99,
Turkey: 2001). These crisis periods, together with the retrenchment of gross cap-
ital inflows in Russia and to some extent in Turkey and Poland since 2013, are vis-
ible in a rise in the volatility measure. In the case of Russia, the volatility of capital
inflows strongly increased after 2013 to a level similar to that observed in 2008/09.

A common feature of all country groups is that they received — to varying de-
grees — sizeable and accelerating gross capital inflows after 2003; these inflows
collapsed in 2009 (section 1). What were the drivers of gross capital inflow dy-
namics into the CESEE countries? Chart 3 and table A1 show the relative variance
contribution of the extracted factors:

In all countries under consideration, the lion’s share of the variance of gross
capital inflows (FDI, portfolio investment and other investment) in the period be-
tween 1994 and 2014° is explained by the contribution of the three extracted
global factor components together with one regional capital factor, ranging — on
average across time — from 70% in the Czech Republic to about 85% in Bulgaria,
Hungary, Latvia and Romania. Recall that the global factors comprise (1) a real
business cycle component (capturing four global macroeconomic factors), (2) a fi-
nancial cycle component (capturing five global financial factors), and (3) one global
capital factor (see section 2).

Disentangling the real business component from the financial cycle component
allows us to better understand whether capital inflows are driven more, for in-
stance, by global economic growth, or whether they are related more to a global
deleveraging shock, to give another example. It is striking that the global financial
cycle has the strongest explanatory power. On average, across time and across the
CESEE-12, it explains more than 40% of the variance of gross capital inflows
(ranging from about 35% in the Czech Republic to more than 60% in Estonia),

& For Poland, no quarterly data on capital flows are available for the period prior to 2000.
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followed by the global real business cycle component with an average explanatory
power of 22% (ranging from 12% in Estonia to about 30% in Bulgaria, the Czech
Republic and Turkey).

The global capital factor measures co-movements of capital inflow variables
across all 39 countries and illustrates their relevance for capital flow dynamics in
the respective country. The contribution of the global capital factor to the variance
of capital flow volatility in all CESEE countries turns out to be quite small (just
under 6% on average). The regional capital factor that measures the co-movement
of capital inflows into CESEE and their contribution to capital flow volatility in
the respective CESEE countries is apparently more important (with an average ex-
planatory power of 10%) than the global capital factor in most countries (except in
Poland and Turkey), suggesting that these countries are apparently more strongly
linked to a regional capital flow cycle than to a global one.

Some differences across countries and over time stand out:

Looking at the time-varying pattern, the countries that exhibited the largest
gross capital inflows relative to GDP in the pre-crisis boom period between 2003
and 2008 (the Baltic countries, Bulgaria, Hungary, Romania, Russia and Slovenia)
saw a temporary and to some extent significant decline of the capital flow variance
share explained by global factors during this period and, as a mirror image, a rise
in the idiosyncratic factor. Recall that the idiosyncratic factor characterizes every-
thing that cannot be explained by the extracted factors, i.e. country-specific mac-
roeconomic and/or financial factors, but also other global and regional factors not
explicitly accounted for in our model. This means that the extraordinary capital
influx during the 2003 to 2008 period was too excessive just to be predominantly
explained by the previous constant and high share of common global push factors
included in the model. Apparently, the capital inflows were increasingly driven
during this period by country-specific phenomena or by factors situated outside
the region, such as the strategic positioning of foreign banks in CESEE. Note that
in the literature, cross-border banking flows channeling funds to emerging markets
are considered a decisive global “supply push” factor (Bruno and Shin, 2015), con-
trary to the local “demand pull” factors, i.e. factors that are specific to countries
themselves. How does this explanation square with our empirical findings? The fact
that the explanatory power of the idiosyncratic factor increases temporarily (mostly
at the expense of the global financial cycle) during the capital inflow boom be-
tween 2003 and 2008 does not mean that “supply push” factors declined. We in-
terpret this result as follows: In the respective countries, capital inflows far ex-
ceeded the level explainable by the global common factors, in particular the global
financial factor, leading to a relative rise in the unexplained part of the model.
According to Eller et al. (2016b), this phenomenon was also observable in the
countries in advanced Europe that accumulated sizeable gross capital inflows be-
tween 2003 and 2008, but not in other regions of the world.

After the retrenchment of gross capital inflows in 2009, the explanatory power
of the global factors picks up again and reaches unprecedented heights in several
countries where capital inflows were strong from 2003 to 2008. To give an example,
the variance share explained by reasons other than idiosyncratic factors rises from
an average of 67% in the period from 2001 to 2008 to 94% in the period from
2009 to 2014 in Romania, or from 66% to 86% in Lithuania (see table Al). The

increase in the explanatory power of the global factors was more muted and grad—
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ual in the case of the Czech Republic, Poland, Slovakia and Turkey. In particular,
the variance share explained by global financial factors rose after the global finan-
cial crisis hit, widening from a CESEE-12 average of 40% (2001 to 2008) to 46%
(2009 to 2014). This may well reflect the global deleveraging shock and the asso-
ciated retrenchment in gross capital inflows as well as the impact of monetary ac-
commodation in advanced economies that might have partly offset capital flow
reversals. Global financial factors may also reflect the impact of the Fed’s tapering
announcement in May 2013, which affected above all Poland and Turkey, and, to a
much smaller degree, the other CESEE countries (see Eller et al., 2016a).

Given that different types of gross capital inflows had different dynamics be-
fore and after the global financial crisis (recall section 1), we summarize in table
Al the variance decomposition results for each country and for each capital flow
type (EDI, portfolio investment and other investment) across three distinct sub-
periods. While most of the previously discussed results for the total capital in-
flows variable also hold for its components, a few differences stand out. First,
global factors are considerably less important in explaining the variance of portfo-
lio investment inflows (on average, across time and across the CESEE-12, about
70%) than that of FDI (82%) or other investment inflows (80%). Second, the
variance share explained by global factors stays rather constant or strengthens only
gradually over time in the case of portfolio investment inflows, whereas for FDI
and other investment inflows, we can confirm that the global factors lose remark-
able importance during the pre-crisis boom period but gain substantial signifi-
cance in the post-crisis period. Third, global financial factors are less important in
explaining the volatility of portfolio investment inflows than that of FDI and other
investment inflows (with an average share for the whole sample of 32% in the case
of portfolio investment compared with nearly 40% in the case of the two other
investment categories). Global macroeconomic factors, in contrast, show a fairly
similar explanatory power across all the three types of capital inflows. Overall,
these disaggregated results suggest that global factors are comparatively less im-
portant for portfolio investment inflows in CESEE (with the exception of the
pre-crisis boom period). In other words, country-specific particularities detached
from global (financial) cycles have still considerable weight for international port-
folio investors, reflecting for instance their willingness to quickly shift money to
those countries which offer higher yields.

Finally, to shed some light on the reasons for the cross-country heterogeneity
observed in our variance decomposition results, we investigate to which extent
the share of the variance of total capital inflows explained by common global and
regional factors is related to country-specific macrofinancial variables (in the spirit
of Kose et al., 2003, or Forster et al., 2014).” One could, for instance, argue that
more flexible exchange rates, higher foreign exchange reserves, lower public or
external debt or deeper financial markets with more capacity to absorb capital in-
flows reduce the share of variance of capital inflows that is explained by common
global factors, as suggested by recent empirical evidence provided by the IMF
(2016) for a large sample of worldwide emerging markets. Or, to put this view

J Obviously, such an analysis raises the question tyrvariable selection, i.e. which macrgfinancialfundamentals are

the most important ones in the light of economic theory and/or existing empirical evidence. A respective multi-
variate panel or cross-section analysis with a large-scale set of explanatory variables would be beyond the scope of
the present paper. We thus leave it for future research.
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Chart 3
Variance decomposition of gross capital inflows over time
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Note: Variables whose variance is explained: incurrence less repayment of totaled direct, portfolio and other investment liabilities as a share of GDP, cumulative four-quarter sums.
Results for Poland are based on estimations for the period from Q1 00 to Q4 14, given missing data for Poland in the 1990s.
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Chart 3 (continued)

Variance decomposition of gross capital inflows over time
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Unweighted cross-country averages are shown for the three Baltic countries.
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differently, the sounder domestic macrofinancial fundamentals are, the less sus-
ceptible economies are to fluctuations in global business or global financial cycles.
However, for our sample we do not find any considerable correlation between the
variance share explained by nonidiosyncratic factors on the one hand and the level
of foreign exchange reserves, the degree of exchange rate and output volatility, the
levels of public and external debt and the level of financial sector depth on the
other hand (based on unconditional bivariate correlations, which are available
from the authors upon request). If anything, there is some indication that a higher
level of foreign exchange reserves is associated with a lower capital flow variance
share explained by global financial factors. We also examined these correlations
across different subperiods, which does not, however, render more systematic re-
lationships. This preliminary evidence suggests that focusing only on sound mac-
rofinancial fundamentals is apparently not enough to shelter CESEE economies
from spillovers of global cyclical fluctuations.

5 Policy implications

Our results highlight the important role of global (financial) factors determining
boom and bust cycles of gross capital flows into CESEE. A large share of global
push factors does not necessarily underpin the need to directly or indirectly con-
trol capital flows. Recommendations to restrict the capital account are justified
only after carefully weighing potential benefits,'"” such as improved allocative effi-
ciency and better risk sharing against the costs of financial openness. These costs
involve financial instability as well as a loss of the room for maneuver in autono-
mous monetary policy, also for economies with flexible exchange rate regimes. A
concise cost-benefit analysis is beyond the scope of the paper. But it has to be ac-
knowledged that capital flows into CESEE that largely took the form of FDI and
cross-border bank loans have undoubtedly facilitated the catching-up process. At
the same time, capital inflows were not effectively absorbed and sufficiently chan-
neled toward productive investment. Very often, they boosted house price booms
and a credit cycle — in many countries denominated in foreign currency — that col-
lapsed in the course of the crisis.

In principle, the following options are available to weaken potential spillovers
from the global financial cycle (Rey, 2015): (1) One could impose direct capital
controls. With a few exemptions, such restrictions are prohibited by EU law, how-
ever." (2) Another policy option would be to have the central banks of large coun-
tries internalize the spillover effects of their monetary policies onto other coun-
tries. International coordination in this field is discouraged because it would in-
volve complex tradeoffs when conflicts arise with the domestic mandates of large
countries’ central banks. Since at least for the EU countries, the first option is
ruled out and at the current juncture, the second option is not implementable,
negative spillover effects could be directly addressed by (3) macroprudential mea-

! Some papers point toward the existence of threshold effects: Financial openness is beneficial only after a country
has reached a certain level of institutional or financial sector development (Bekaert et al., 2013; Kose et al., 2011).

! The provisions of the Treaty on the Functioning of the European Union (TFEU) allow capital movements to be
restricted only under specific conditions, including national measures to prevent infringements of national laws,
regulations on taxation and prudential supervision qfﬁnancial institutions, and measuresjustg'ﬁed on grounds qf
public policy or public security (Article 65(1)(b)). However, these measures must not represent a means of arbitrary
discrimination or a distinguished restriction in the sense of Art. 65(3) TFEU.
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sures that, above all, limit excessive credit growth and related financial stability
risks. Available instruments include countercyclical capital buffers; leverage, loan-
to-value (LTV), debt-to-income (DTI) and debt service-to-income (DSTI) ratios;
restrictions on foreign currency lending; and levies on noncore bank (foreign ex-
change) liabilities that represent wholesale funding. Some of these tools overlap
with capital flow management instruments, e.g. a levy on bank foreign exchange
inflows that is meant to limit capital inflows as well as to reduce systemic financial
risk (IMF, 2012). Some CESEE countries already implemented a few of these mac-
roprudential tools before the 2008/09 crisis to tame skyrocketing private sector
credit growth.”” A combination of different macroprudential instruments might
be necessary to prevent circumvention. Moreover, reciprocity agreements with
capital flow-sending countries are crucial to prevent such measures from being
undermined by cross-border lending. After all, preventing excessive cross-border
lending is also in the macrofinancial interest of source countries. Macroprudential
measures can be viable substitutes for capital controls and for better international
monetary policy coordination, which seems to be out of reach at the current junc-
ture. Making the domestic financial system more resilient to a reversal of capital
flows via capital and liquidity regulation could complement macroprudential reg-
ulation. It follows that macroprudential policies that may, in some cases, overlap
with capital flow management measures probably provide the most promising
tools to avoid boom-bust cycles in capital flows, dampening excessive inflows
during good times and, at least to some extent, containing outflows during crises.

6 Conclusions

Before the global financial crisis hit, the CESEE countries attracted sizeable gross
capital inflows. At a global scale, only advanced European countries received
higher cumulative inflows in the period from 2003 to 2008. However, cumulative
net capital inflows into the CESEE countries as a percentage of GDP were by far
the highest worldwide and outstripped the flows that poured into East Asia before
the Asian crisis hit in the late 1990s. After a sharp capital flow reversal in 2009,
only a few CESEE countries received sizeable gross capital inflows, albeit short-
lived ones. What was driving this extraordinary boom-bust episode in capital in-
flows? Were inflows related to global, regional or country-specific factors? Were
there differences across countries and categories of capital flows?

We make use of a time-varying parameter factor model with stochastic volatil-
ity that allows us to disentangle five different determining factors: a global real
business component, a global financial component, a global capital, a regional cap-
ital as well as an idiosyncratic component. The latter captures country-specific or
other elements that are not part of the model. Most strikingly, on average, the
global factors, particularly the global financial factors, have the strongest power in
explaining volatility in gross capital inflows. This holds for all CESEE countries.

Differences emerge with respect to capital flow dynamics across time and their
explanatory factors. The years of the run-up to the crisis are usually seen as the
period of the Great Leveraging, during which abundant liquidity was transmitted
across the globe, predominantly via bank lending. Between 2003 and 2008, one

'? Gersl and Jasova (2014) found that during the 2003 to 2007 period, provisioning rules and limits on LTV and/

or DSTI ratios contributed to decreasing credit growth in several CESEE economies.
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group of countries (the Baltic countries, Bulgaria, Hungary, Romania, Russia and
Slovenia) saw sizeable gross (and net) capital inflows and a sharp retrenchment of
capital flows when the crisis hit. In the other CESEE-12 countries, the boom-bust
cycle was also strong but less pronounced. We show that during this period of ex-
cessive gross capital inflows that consisted to a large extent of cross-border loans
and FDI, the idiosyncratic factor increased temporarily at the expense of the global
factors in the first group of countries. Thus, the extraordinary capital influx from
2003 to 2008 was apparently too excessive in these countries to be predominantly
explained just by the previous constant and high share of common global factors
accounted for in the model. One reason for this increasing unexplained part of the
variance could be the strategic positioning of Western banks in the CESEE. These
banks’ investments and funding activities between 2003 and 2008 were so sizeable
that they can only partly be explained by common global (financial) factors. Note,
however, that during this period, the global factors still explain more than half of
the variance of gross capital inflows. Interestingly, after the crisis hit, the global
factors rise again — reaching unprecedented levels in some countries.

These findings have a bearing on the ongoing debate on how to deal with vola-
tile capital flows. To the extent that capital flow volatility is mainly driven by
global factors, instruments that limit potential negative spillovers from global cy-
clical fluctuations and thus smooth the domestic capital flow cycle are warranted.
They certainly involve, above all, better international policy coordination and
macroprudential measures. More research is thus called for on the potential of dif-
ferent types of macroprudential measures to shield countries from globally deter-
mined capital flow volatility.
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Annex

Understanding the drivers of capital flows into the CESEE countries

Chart A1

Net capital flows over time

Net FDI, Pl and Ol liabilities (net incurrence of liabilities less net acquisition of assets)

% of GDP, cumulative four-quarter moving sums
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Chart A1 (continued)

Net capital flows over time

Net FDI, Pl and Ol liabilities (net incurrence of liabilities less net acquisition of assets)

% of GDP, cumulative four-quarter moving sums
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Chart A2

Net capital flows: 2000-08 versus 2009-15

Net FDI, Pl and Ol liabilities (net incurrence of liabilities less net acquisition of assets)

9% of GDP in the first year of observation (2000 and 2009, respectively)
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Table A1

Variance shares of gross capital inflows explained by different factors — country breakdown

1994-2000 2001-2008 2009-2014 19942014

™M ‘F ‘C ‘R ‘idio M ‘F ‘C ‘R ‘idio M ‘F ‘C ‘R ‘idio M ‘F ‘C ‘R ‘idio
Total gross capital inflows (FDI+PI+Ol)
cz 268 270 21 46 395|331 337 27 28 276|316 414 35 43 191 305 340 28 39 287

SK 205 327 19 177 272|194 373 46 152 236 | 190 378 65 148 220 196 359 43 159 243
PL 263 401 77 49 210|272 393 81 59 195 268 397 79 54 202
HU 166 515 74 108 137|143 470 56 93 238|132 533 75 109 150 147 506 68 103 175
Sl 146 490 74 96 194|146 453 63 70 268 | 176 462 81 63 218 156 469 73 76 226
BG 346 436 28 55 135|284 388 27 91 209|272 467 34 125 102 301 430 3.0 90 149
RO 214 498 33 179 77153 374 24 15 333|178 566 34 161 60 182 480 3.0 152 157
EE 149 611 36 30 173|108 562 20 52 259|106 664 17 63 150 121 612 25 48 194
LV 278 357 19 150 96| 219 337 91 143 210|227 409 107 145 112 241 367 106 146 140
LT 204 339 73 124 260|159 297 101 100 343 | 179 397 167 120 138 181 344 113 15 247
RU 229 358 35 180 197|204 344 42 136 273|212 379 45 161 203 215 360 41 159 224
TR 283 379 41 29 269|279 383 54 30 254|297 407 67 34 195 286 390 54 31 | 239

CESEE 226 416 50 107 201|207 393 52 88 259|213 456 67 103 161 215 422 57 99 207

Gross direct investment inflows (FDI)
cz 325 332 53 68 222|279 358 50 28 284|311 473 70 23 123 305 388 58 40 210

SK 209 4.0 25 246 10| 133 323 57 145 342|159 448 97 174 122 167 394 59 188 192
PL 169 206 88 394 143 | 177 220 99 390 14 173 213 94 392 129
HU 210 455 98 118 119 | 170 482 107 79 162|148 508 99 108 137 176 482 102 101 139
S 13.6 350 146 82 286|145 345 204 65 241|145 261 318 52 224 142 319 222 67 250
BG 394 457 53 50 45| 295 346 51 54 254|315 441 80 109 55 335 415 61 71 1.8
RO 228 437 87 139 108 | 17.8 401 72 67 281|195 559 94 90 63 200 466 84 99 151
EE 179 544 66 36 176 | 114 606 25 43 211 | 117 631 24 78 150 137 593 38 52 179
Lv 261 275 78 148 238|256 306 86 165 188|240 327 95 212 126 252 303 @ 86 175 184
LT 151 332 59 228 229 | 15 300 104 174 307 | 124 365 160 199 153 13.0 332 108 20.0 229
RU 260 277 55 207 202|225 281 77 177 239 | 217 293 64 218 207 234 284 65 201 216
TR 289 433 40 38 199|278 417 52 42 211|202 644 44 29 81 256 498 45 36 164

CESEE 240 391 69 124 176|196 364 81 120 239|196 431 104 140 129 211 395 85 128 181

Gross portfolio investment inflows (PI)
cz 281 260 43 62 353|281 290 42 44 343|258 342 39 24 338 273 297 41 | 44 345

SK 185 268 28 186 334|156 274 40 230 300|160 328 51 201 260 167 290 40 206 298
PL 292 417 103 55 132|290 432 90 59 129 291 424 97 57 131
HU 172 368 60 61 340|161 406 41 60 331 | 177 424 46 71 282 170 399 49 64 318
Sl 137 303 46 73 441|161 291 42 71 434|201 281 57 71 390 166 292 48 72 422
BG 265 206 42 39 448|235 210 36 82 437|238 247 45 84 386 246 221 41 68 424
RO 172 296 39 119 375|170 357 39 95 339|182 376 38 109 296 174 343 38 108 337
EE 204 468 55 50 223|183 428 34 83 272|179 530 23 107 161 189 475 37 80 219
Lv 222 201 65 57 455|228 208 72 71 420|213 272 71 75 370 221 227 69 68 415
LT 229 306 82 139 244|188 301 151 158 203|188 318 147 121 226 202 308 127 139 224
RU 242 309 45 97 307|243 351 48 94 263|259 402 52 67 220 248 354 48 86 264
TR 334 272 75 32 287 (350 272 68 33 276|339 308 70 33 249 341 284 71 33 271

CESEE 222 296 53 83 346|221 317 60 90 313|224 355 61 85 275 222 323 58 86 311

Gross other investment inflows (Ol)
cz 364 298 38 36 264|454 359 41 22 123|383 429 50 16 123 400 362 43 25 170

SK 171 280 1.7 312 220|150 282 42 336 190|143 318 58 296 185 154 293 39 315 198
PL 304 405 1.5 49 127299 412 M9 57 112 301 409 117 53 120
HU 238 472 75 68 147|166 420 58 57 299|221 485 77 71 146 208 459 70 65 197
Sl 113 456 60 56 315|124 388 54 42 392|172 442 85 46 255 136 429 66 48 320
BG 357 416 30 40 157|303 383 31 71 212315 436 37 95 118 325 412 33 69 162
RO 359 367 23 89 162|204 320 19 59 398|277 485 52 78 108 280 391 32 75 223
EE 159 585 41 42 172|120 558 23 59 239|133 619 21 49 177 138 588 28 50 196
Lv 250 266 88 274 122|214 260 76 170 279 | 219 370 95 242 74 228 299 86 229 158
LT 213 354 77 107 248|167 316 12 93 312|155 386 163 177 119 178 352 1.7 126 227
RU 227 354 90 161 168 | 190 347 81 117 265|206 396 1.8 11.0 170 207 366 97 129 201
TR 285 452 45 30 188|298 401 50 27 224|289 466 62 27 156 291 440 52 28 189

CESEE 249 391 53 11 197|224 370 59 92 255|234 437 78 105 145 236 399 63 103 199

Source: Authors’ estimates.

Note: This table presents the variance shares of gross capital inflows explained by different factors for all countries in our sample averaged across three distinct time periods. Results are
based on 10,000 posterior draws. Variables whose variance is explained: incurrence less repayment of financial liabilities as a share of GDP, cumulative four-quarter sums. “M, F, C, R,
idio” represent the variance share explained by global macro factors, global financial factors, the global capital factor, the regional capital factor and idiosyncratic factors, respec-
tively. Results for Poland are based on estimations for the period from Q1 00 to Q4 14 only, given missing data for Poland in the 1990s. “CESEE” shows unweighted cross-country
averages over the 11 or 12 countries included in the respective samples.
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