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ABSTRACT

The Persistence of Capital Inflows and the Behaviour of Stock
Prices in East Asia Emerging Markets: Some Empirical Evidence*

We examine the view that the recent East Asian crisis was precipitated by
bursting asset price bubbles that had been fuelled by strong capital inflows,
which were largely the result of a moral hazard problem in financial
intermediation, and was exacerbated by a vicious cycle of asset price deflation
and incipient and actual capital flight. We find evidence of stock market
bubbles in all the East Asian economies examined, except Australia. We
examine various categories of capital flows to these countries and find, in
particular, relatively high reversible components in portfolio flows to East
Asian economies.
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NON-TECHNICAL SUMMARY

A widely held view concerning the severe financial crisis which afflicted a
number of East Asian economies during 1997 is that strong capital inflows
(themselves largely due to a moral hazard problem whereby investors
mistakenly perceived implicit guarantees on their investment) generated asset
market bubbles which, when they burst, precipitated an actual or incipient
capital flight which strongly exacerbated asset price falls and set into motion a
vicious cycle of further asset price falls, insolvency of financial intermediaries,
and further actual or incipient capital flight.

This paper provides the first tests of this ‘moral hazard’ interpretation. In
particular, we test for the presence of bubbles in a number of East Asian stock
markets in the period leading up to the crisis and we also examine the time
series properties of capital flows to the same set of countries for evidence of
reversibility.

Visual examination of stock price and dividend indices for the East Asian
markets we examined strongly suggests the presence of bubbles, and our
formal statistical tests allow us to reject the bubbles hypothesis at the five
percent significance level only for Australia – which was not a victim of the
crisis. This would therefore seem to support the moral hazard interpretation.

Our empirical results from Kalman filtering analysis of the data also provide
strong evidence that the permanent component in equity and bond flows to
East Asian economies was very small in size compared to the temporary
component over the sample period. The results for East Asian emerging
markets contrast with the finding that for both Japan and Australia the
permanent component, whilst smaller than the temporary component in
relative size, explains a very significant proportion of the variation in both
equity and bond capital inflows. This is consistent with the hypothesis that the
sudden actual or incipient reversal of portfolio flows may have played an
important part in the East Asian crisis, as the moral hazard interpretation
suggests. Moreover, while we are not able to reject the hypothesis of stock
price bubbles for Japan, the high permanent component of portfolio flows to
that country may well have protected it from the worst of the East Asian crisis
in that, when its stock market declined in 1997, the vicious cycle described
above was largely prevented from going into operation.

Of the other categories of flows, commercial bank credit and foreign direct
investment show very much higher permanent components, while official flows
show greater cross-country variation and, in any case, are generally very
much smaller in magnitude than the other categories.



Taken together, our findings corroborate the moral hazard interpretation of the
East Asian currency and financial crisis. The fact that Australia, in particular,
displays much more permanence in private portfolio flows and no evidence of
stock price bubbles is particularly interesting; and the high permanent
component of portfolio flows to Japan may well have shielded it from the full
brunt of the crisis which was experienced in other East Asian economies.




























































































