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Abstract

We present a novel ex-ante approach to preempt financial stress based on international capital

flows. We address the need for parsimonious predictive models of financial stress by arguing that
aversion of financial crises requires identification of contextual and extraneous predictions,
beyond commonly adopted macroeconomic measures. While financial stress has been
predominantly measured for developed economies using stress indices, we address the gap in
knowledge and empirical evidence in developing Asia by focusing on India, Sri Lanka and
Thailand as developing Asian nations with distinct periods of financial stress experienced in the
last two decades. As part of The Bay of Bengal Initiative for Multi-Sectoral Technical and
Economic Cooperation (BIMSTEC), these countries provide a unique link in connecting with
ASEAN, with high exposure to international financial flows and free trade agreement within the
region to study stress contagion. Three distinct models of our study explore bi-directional, dynamic
causal relationship between capital outflow and financial stress. We derive robust context-specific
results wherein hot money emerges as a dominant predictor for financial stress in Sri Lanka and
Thailand, but reciprocal interactions emerge between capital loss and financial stress in India.
We emphasize upon the need for idiosyncratic approaches to alleviate financial stress and design
early-warning signal of crises. With empirical evidence that loss of domestic capital precedes
periods of heightened financial stress, we underscore the need for regionally coordinated efforts
towards management of capital flow and hot money to mitigate financial stress.
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