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Capital Flight & Hot Money inducing Financial Stress: Evidence from 

BIMSTEC 

 
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. 

 

Keywords: Financial Stress; Capital Flight; Hot Money; Transfer Function; Developing 

Asia; BIMSTEC 
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Capital Flight & Hot Money inducing Financial Stress: Evidence from 

BIMSTEC 
 

 
1. Introduction 

Emerging economies, in the present decade, persistently encounter geopolitical uncertainties, 

heightened volatility in returns across financial asset classes, inflation compounded by pandemic-

induced supply-side challenges and unprecedented tariff as well as non-tariff barriers. The existing 

global economic turf has accentuated externalities which have the potential to constitute financial 

crises, renewing our interest in the preemption of macroeconomic risks and resilience. With an ex-

ante approach to crises, we present a novel perspective on estimating the potential financial stress 

an economy may be susceptible to, based on the outflow of resident capital. 

Our study refers to seminal research by the International Monetary Fund and the World Bank, 

identifying the phenomenon of financial stress as “periods of impaired financial intermediation” 

in an economy (Balakrishnan et al., 2011). Originally based on Selye’s (1978) concept of 

biological stress as a general alarm reaction, the field of financial economics describes the 

phenomenon of financial stress as phases of interruption to the normal functioning of financial 

markets. Drawing analogy from medicinal lexicon, wherein stress itself is “non-specific response”, 

each period of financial stress may be distinct in terms of its causes, i.e. stressors and its outcomes. 

In the context of an economy, though a certain level of financial stress is required for the optimal 

functioning of financial markets, yet extended periods of heightened financial stress may lead to 

financial crises (Hakkio & Keeton, 2009; Szabo et al., 2012).   Empirical analyses of stress 

contagion due to inter-connectedness of financial markets implicate that emerging market 

economies (EME) are more often the recipients of stress, originating from developed nations 

(Cardarelli et al., 2009; Elekdag et al., 2010).  We argue that prediction of such episodes of 

heightened financial stress is predominantly dependent on factors external to EME and therefore 

the aversion of financial crises requires identification of contextual and extraneous predictive 

indicators, beyond commonly adopted macroeconomic measures.  

While measures of financial stress have been constructed across global financial markets using 

varied array of advanced econometric techniques, predictive models of financial stress levels 

remain nebulous. Financial stress has been empirically measured ex-post, with estimators such as 
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sovereign debt spreads, exchange rate market pressure index, stock market returns, interbank 

interest rates, real estate returns, crude and commodities prices, etc. (Akçay, 2025; Tiwary et al., 

2022; Stolbov & Shchepeleva, 2016; Wu et al., 2023). This presents an evident knowledge gap in 

the ex-ante understanding of periods of financial stress. We address the need for parsimonious 

preemptive models, while positing a novel perspective on the role of international financial flows 

in inducing financial stress in EME. 

1.1 Context and Rationale of the study 

As we explore predictive relationship of financial stress, extent literature highlights that emerging 

economies remain sensitive to the size, time horizon and composition of capital flows as stressors; 

developing Asia emerges as a unique context to investigate the impact of resident capital outflows 

on financial stress (Bussiere & Phylaktis, 2016; Diebold & Yilmaz, 2012). Studying 116 countries 

between the year 1971 and 1998, Schneider (2003) observed that central and east Asia had the 

highest amount of capital losses, with a rising trend in the 1990s. What followed was the Asian 

debt crisis, supporting our rationale of identifying domestic capital loss as a predictor of crisis. In 

this study, we address the gaps in existing research which cites inconsistencies and limitations in 

data related to capital movements in Asia by referring to the published data of the Asian 

Development Bank. Firstly, we argue that the vulnerability of developing Asian nations towards 

stress contagion is high due to systemic risks and higher levels of information asymmetry, 

requiring continued efforts from policy makers and regulators to build economic resilience 

(Dungey, et al., 2019).  Secondly, though the levels of regional connectedness in emerging Asian 

countries remain high, yet the net directional position between the countries keep changing from 

transmitter to receiver of financial stress (Dash, et al., 2025). This provides a distinct context for 

probing changing bi-directional levels of volatility and its predictors. Finally, we focus 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 (Kaul, 2006; Bhattacharjee, 2018). While 

literature is replete on the ex-post estimation of the effects of long-term capital inflows such as 

foreign direct investment, we focus on how measures of short-term capital flow can increase 

fragility of financial systems. We address the existing gap in empirical evidence on how capital 
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flight, defined as "the movement of private capital from one jurisdiction to another in order to 

reduce the actual or potential level of social control over the capital” and hot money, i.e. errors 

and omissions in the balance-of-payment statistics, combined with private non-banks capital 

outflows, may induce financial stress (Schneider, 2003). 

The following sections of the study commence with a detailed review of published literature to 

inform about the evolution of the concept of financial stress and its interaction with international 

capital flows. We compute capital flight and hot money, while adopting financial stress index from 

established measures. This is followed by a discussion on the quantitative explanatory research 

design and methodology of the study. Subsequent sections discuss our findings and the 

macroeconomic implications of the study. 

 

2. Review of Literature 

The study commenced with a key-word based search of SCOPUS-indexed literature. Two search 

strings were used, (i) “capital flight” AND “financial stress”; (ii) “hot money” AND “financial 

stress” yielding 148 scientific publications (see figure 2.1). Results showed initial development in 

the topic in 1990s, post the Asian debt crises. Scholarly interest peaked regarding the relevance of 

capital outflows with respect to financial stress during the year 2005 to 2010. The publication 

trends correspond to the global financial stress index computed and published by the Office of 

Financial Research, Government of United States of America, based on stress levels of 33 financial 

markets across the globe (see figure 2.2). From the annual scientific production, we note a renewed 

interest in the topic from the year 2023, further corresponding to persistent levels of global 

financial stress across markets. 
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Figure.2.1: Annual SCOPUS-indexed Scientific Publications on Capital Flight, Hot Money and 

Financial Stress since year 1960 (Source: Authors’ creation) 

 

Figure.2.2: Global financial stress index computed and published by the Office of Financial 

Research, Government of United States of America (Office of Financial Research, 2025) 

With a bibliometric analysis, we present a thematic map of the published literature, wherein 

“capital controls” emerge in the highly-relevant motor quadrant, driving scholarly discourse as a 

transitional theme for Asia. (See figure.2.3) On the other hand, “international capital flows”, the 

role of “central banking” and “macroprudential policies” emerge as niche isolated themes. Similar 

structure emerges through the tree-diagram, i.e. topic dendrogram created through bibliometric 

analysis (see figure 2.4). We present two major thematic groupings (i) domestic financial markets, 

i.e. stock market, investments etc. and (ii) international capital flows, such as foreign direct 

investments, exchange rates, etc. This presents a knowledge gap in bridging the motor theme of 
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capital controls with central bank interventions, with high relevance to financial stress (represented 

as centrality of themes and density, i.e. development of the theme). There is no significant 

empirical evidence of short-term capital outflows. We address this knowledge gap with our 

research question, i.e. what is the role of capital flight and hot money in inducing financial stress 

in emerging economies? 

Figure.2.3: Thematic Map of SCOPUS-indexed Scientific Publications on Capital Flight, Hot 

Money and Financial Stress (Source: Authors’ creation) 
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Figure.2.3: Topic Dendrogram of SCOPUS-indexed Scientific Publications on Capital Flight, 

Hot Money and Financial Stress (Source: Authors’ creation) 

While China and emerging markets, including Brazil, emerge as dominant themes, Asia is being 

probed as a demography with high degree of centrality, i.e. relevance to the central theme of 

financial stress but with insufficient empirical models of ex-ante approach. This presents a 

profound contextual knowledge gap in the understanding of financial stress in developing Asian 

economies given their heterogeneity in exchange rate regime, central banks’ capital control and 

the varied challenges leading to fragility of financial markets (International Monetary Fund, 2023). 

We further proceed with a narrative literature review to inform about the state-of-the-art. 

2.1 Interplay of capital flight, hot money and financial stress 

Referring to Schneider (2003), our research considers both broad and narrow approaches to capital 

flight to probe its role in inducing financial stress. While the broad approach refers to increase in 

foreign assets due to loss of resident capital of a country, the narrow approach, often referred to as 

“hot money”, measures short-term private outflow of capital plus net errors and omissions in 

balance of payment. Recent literature describes hot money as “speculative” capital which may 

enter and exit financial markets, transmitting shocks (Ying et al., 2020; Tang et al., 2024). Another 

approach to capital outflows link it to illegal and unaccounted-for transactions (Young & 

Woodiwiss, 2021; Yalçinkaya & Varsak, 2019). However, theoretically, these distinct approach 

lead to the common theoretical underpinning converging to (i) the opportunity cost of capital as 
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per the developmental finance theory, and (ii) multiplier effect of national income as per Keynesian 

economics. Through these theoretical lenses, we argue that capital outflows resemble leakages, 

wherein the underinvestment of the resident capital has very high opportunity cost both in terms 

of its dent to the national income and to social development of the nation (Todaro & Smith, 2015). 

Recent literature cites shocks in stock market, real estate including domestic housing, 

commodities, banking and financial services as an aftermath of heightened capital flight and hot 

money (Huang, Jin, & Zhang, 2021; Zhang & Ma, 2019; Kim & Iwasawa, 2017). But there is lack 

of empirical evidence regarding the role of capital outflow in preempting the induction of financial 

stress. Initially defined by Kindelberger (1937, 1987), if capital flight and hot money is motivated 

by uncertainty in domestic markets, then we underscore a need to probe their bi-directional 

causality.  

Based on the review of literature, the study aims to (RO1) understand the impact of capital flight 

and hot money on financial stress; (RO2) explore the directionality and predictive power of the 

causal relationship between capital flight, hot money and financial stress. Since published 

literature lacks empirical evidence on developing Asia, we focus on India, Sri Lanka and Thailand 

as our research contexts. Part of BIMSTEC, these countries have experienced distinct periods of 

financial stress and continue to be highly integrated with global financial markets, enabling us to 

explore the dynamic, context-specific relationship of capital outflow and financial stress. 

 

3. Methodology 

The study adopts a quantitative explanatory research design to analyze bi-directional causal 

relationship of capital flight, hot money and financial stress, using timeseries data from the year 

2004 till 2024 published by Asian Regional Integration Center (ARIC), Asian Development Bank 

(ADB). 

 

3.1 Measures and Data 

Financial stress has been dominantly measured using indices, which may or may not be context-

specific. While primarily financial stress indices were prevalent in developed nations, such as the 

OFR Stress Index of the USA, Cleveland Financial Stress Index (CFSI) and the Bank of Canada 

Financial Stress Index, literature suggests non-binary measure of financial stress, with sign biases, 

for emerging markets (Balakrishnan et al., 2011). We thus refer to the ARIC-ADB Financial Stress 



Conference Proceedings, 14th International Research Conference (December 2025), Central Bank of Sri Lanka, Colombo. 

Index (Park & Mercado, 2014), which includes five distinct components, i.e. FSI = ꞵ 

+Stockreturns + Stockvolatility + Debtspreads + EMPI, wherein (i) ꞵ = 
𝑐𝑜𝑣 (𝑟,𝑚)

𝑣𝑎𝑟 (𝑚)
  , where r is the 

returns of the banking sector stock price index and m is the overall stock price index; (ii) 

Stockreturns => ln(γt) − ln(γt-1), γt is equity return; (iii) Stockvolatility follows GARCH (1,1) 

process for γt = αi,t + βγt−1 + εi,t  given by σ2
t = ω + φ1 ε

2
t−1 + φ2 σ

2
t−1; (iv) Debtspreads is the yield 

differentials between long-term (10-year) local government bonds and short-term (2-year) local 

government bonds; (v) EMPIi,t = 
(𝛥𝑒𝑖,𝑡−𝜇𝑖,𝛥𝑒)

𝜎
𝑖,𝛥𝑒

−  
𝛥𝑅𝐸𝑆𝑖,𝑡−𝜇𝑖,𝛥𝑅𝐸𝑆

𝜎𝑖,𝛥𝑅𝐸𝑆
; Δe and ΔRES are month-on-month 

percent changes in the foreign exchange rate of US dollar denominated local currency and foreign 

exchange reserves. We adopt the quarter-end FSI statistics of India, Sri Lanka and Thailand, as 

published by ADB. 

Due to lack of published empirical data on capital flight and hot money, we construct our own 

measures based on seminal literature. Kindleberger (1937) traditionally defined capital flight as a 

real resource transfer motivated by political and economic uncertainty. Later, studying the debt 

crises of 1980s, Schneider (2003) in his seminal work described several approaches and measures 

of capital flight which included change in external debt, net foreign direct investment, current 

account surplus and change in foreign exchange reserves. Largely, Schneider describes it as 

“foreign borrowing flowing in and private capital moving out” from the perspective of discriminatory 

treatment of domestic capital. 

Therefore, we construct quarterly measure of capital flight as 𝐶𝑎𝑝𝑖𝑡𝑎𝑙_𝐹𝑙𝑖𝑔ℎ𝑡𝑡
𝑖 =

(
𝐶𝑎𝑝𝑖𝑡𝑎𝑙𝐴𝑐𝑐𝑜𝑢𝑛𝑡𝑆𝑢𝑟𝑝𝑙𝑢𝑠

𝐺𝐷𝑃
) 𝑋100 + (

𝑁𝑒𝑡𝐷𝑖𝑟𝑒𝑐𝑡𝐼𝑛𝑣𝑒𝑠𝑡𝑚𝑒𝑛𝑡

𝐺𝐷𝑃
) 𝑋100 + (

𝑇𝑜𝑡𝑎𝑙_𝐸𝑥𝑡𝑒𝑟𝑛𝑎𝑙_𝐷𝑒𝑏𝑡

𝐺𝐷𝑃
)𝑋100, where i = 

India, Sri Lanka, Thailand and t = quarterly observation from the year 2004 to 2024. 

While literature defines a more instantaneous approach of measuring hot money as the sum of (i) 

Errors & Omission (Net Omissions), (ii) Private Short Term Capital Outflow and (iii) Portfolio 

Investments Abroad, we combine (ii) and (iii) as Net Portfolio Investment, thus computing hot 

money as 𝐻𝑜𝑡_𝑀𝑜𝑛𝑒𝑦𝑡
𝑖 = (

𝐸𝑟𝑟𝑜𝑟𝑠&𝑂𝑚𝑖𝑠𝑠𝑖𝑜𝑛𝑠

𝐺𝐷𝑃
) 𝑋100 + (

𝑁𝑒𝑡𝑃𝑜𝑟𝑡𝑓𝑜𝑙𝑖𝑜𝐼𝑛𝑣𝑒𝑠𝑡𝑚𝑒𝑛𝑡𝑠

𝐺𝐷𝑃
)𝑋100 where i = 

India, Sri Lanka, Thailand and t = quarterly observation from the year 2004 to 2024. 

The unit of measure of our variables is percentage of GDP, to derive causal relationships which 

are proportionate to the size of the economy. 

 



Conference Proceedings, 14th International Research Conference (December 2025), Central Bank of Sri Lanka, Colombo. 

3.2 Diagnostics & Model 

Using augmented Dickey-Fuller Test and auto-correlation function we derive that second 

difference of the timeseries data, i.e. ∆𝑦 =  ∆𝑦𝑡 −  ∆𝑦𝑡−1, achieves stationarity and addresses auto-

correlation. Descriptive statistics are denoted in table.3.1. 

 

 

To understand causality, we initially compute an ordinary least square model as follows (Greene, 

2012): 

∆𝐹𝑆𝐼𝑡
𝑖 =  𝛼 + 𝛽1𝐶𝑎𝑝𝑖𝑡𝑎𝑙_𝐹𝑙𝑖𝑔ℎ𝑡𝑡

𝑖 +  𝛽2𝐻𝑜𝑡_𝑀𝑜𝑛𝑒𝑦𝑡
𝑖 + 𝑒𝑡……………...Model.1 

where i = India, Sri Lanka, Thailand and t = quarterly observation from the year 2004 to 2024. The 

model residuals are normally distributed with VIF statistics <1, showing very low multicolinearity. 

Further, Durbin-Watson Test shows no significant autocorrelation between model residuals. 

Employing ACF on model residuals, we derive that there exists an oscillating relationship between 

current and past observations of FSI, capital flight and hot money. Though the sample countries 

have gone through periods of financial stress, the Chow-test statistics of the model residuals show 

that there have been no structural breaks in their relationship over time (see table 4.1 & figure.4.1). 

 

To understand the directionality of the causation, we use Granger-cause equation to build our 

second model as mentioned below (Granger, 1969): 

Table 3.1: Descriptive Statistics of FSI, Capital Flight (CF) and Hot Money (HM) 

Variable Mean 

Standard 

Deviation P0 P25 P50 P75 P100 Histogram 

SRILANKA_∇2CF 0.03 9.67 -44.50 -2.02 0.20 1.36 45.98 ▁▁▇▁▁ 

SRILANKA_∇2HM -0.01 11.16 -25.36 -7.06 0.62 8.00 20.29 ▂▃▇▆▃ 

SRILANKA_∇2FSI 0.08 2.19 -5.89 -0.58 0.03 0.81 9.00 ▁▇▇▁▁ 

INDIA_∇2CF -0.02 4.25 -19.00 -0.90 0.35 1.21 20.31 ▁▁▇▁▁ 

INDIA_∇2HM 0.04 2.75 -5.94 -1.45 0.04 1.85 6.12 ▃▆▇▇▂ 

INDIA_∇2FSI -0.01 1.20 -2.47 -0.84 0.01 0.61 3.22 ▂▆▇▁▂ 

THAILAND_∇2CF -0.10 9.40 -36.61 -4.20 0.93 5.00 33.89 ▁▂▇▂▁ 

THAILAND_∇2HM 0.05 7.54 -15.53 -5.20 0.11 4.48 19.56 ▃▇▇▃▁ 

THAILAND_∇2FSI 0.03 1.01 -2.21 -0.48 -0.04 0.43 3.66 ▂▇▅▁▁ 

Second Difference computed as follows: ∇2Yt = ∇(∇Yt) =(Yt−Yt−1)−(Yt−1−Yt−2) 

Percentile values are denoted as P0,P25….P100,  

CF: Capital Flight, HM: Hot Money; FSI: Financial Stress Index, as reported by Asian Development Bank 
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    𝐹𝑆𝐼𝑡
𝑖 = α + Σ (βᵢ × 𝐹𝑆𝐼𝑡−1

𝑖 ) + Σ (γⱼ × Predictorₜ₋ⱼ) + εₜ ………..Model 2.1 (Unrestricted) 

 

    𝐹𝑆𝐼𝑡
𝑖= α + Σ (βᵢ × 𝐹𝑆𝐼𝑡−1

𝑖 ) + εₜ …………………. Model 2.2 (Restricted) 

 

Probing if the coefficients γⱼ are jointly statistically significant, we note that predictors, i.e. capital 

flight and hot money, may cause FSI in distinct contexts (see table 4.2).  

 

To explore the dynamic, context-specific relationship further, we construct our third and final 

model of dynamic regression using transfer function (Pankratz, 1991), i.e. the lagged polynomial 

effect of capital flight and hot money as predictors of FSI. (see Model.3 and table 4.3). 

 

𝐹𝑆𝐼𝑡
𝑖 =  μ +  δ0 ×  CF𝑡

𝑖 +
ω₁B

1 − λ₁ B
𝐻𝑀𝑡

𝑖 + φ1. ε𝑡−1
𝑖 + 𝜀𝑡

𝑖  ……………………………Model.3 

 

Where: 

μ = Intercept (mean term) 

δ₀ = Immediate effect of Capital Flight 

ω₁, λ₁ = Transfer function parameters for Hot Money 

φ₁ = AR(1) coefficient for residuals 

B = Backshift operator (B xₜ = xₜ₋₁) 

The model quality significantly improves with decrease in Akaike and Hanan-Quinn information 

criteria. Ljung Box test shows uncorrelated residuals, showing a good model fit. There is low noise 

due to low variance of the model residuals (Box & Jenkins, 1970). We present our forecasts of FSI 

and discuss our findings in the subsequent section. 

 

4. Findings 

Initially we derive that there exists a dynamic oscillating relationship between current and past 

observations of FSI, capital flight and hot money within the sample BIMSTEC nations as a 

representation of developing Asia. Though all three countries have experienced financial stress 

w.r.t spikes in ARIC-ADB FSI, yet we present a novel finding of absence of any structural break 

in the residuals of our initial OLS model. We argue that lack of structural break, despite 

idiosyncratic episodes of financial stress, implies neither externalities nor policy level changes 

have significantly impacted the relationship between FSI, capital flight and hot money. With low 

multicollinearity, we highlight the robustness in the measures developed for capital flight and hot 
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money in this study, successfully avoiding duplicity of their explanatory powers. Our OLS model 

statistics are weakly significant with low explanatory power, reflecting lack of linear relationship 

between the estimate and its predictors. The oscillations in ACF may represent a cyclical trend in 

this relationship, wherein periods of heightened stress were followed by relative calm, forming 

repetitive wave-like structures (see figure.4.1). The model results help us understand an inverse 

relationship of FSI with capital flight and hot money, wherein domestic capital outflows may be 

preemptive of periods with heightened stress (see table 4.1). 

 

   

   
India Sri Lanka Thailand 

Figure.4.1:Residuals of Model.1: ∆𝐹𝑆𝐼 =  𝛼 + 𝛽1𝐶𝑎𝑝𝑖𝑡𝑎𝑙_𝐹𝑙𝑖𝑔ℎ𝑡𝑡
𝑥 + 𝛽2𝐻𝑜𝑡_𝑀𝑜𝑛𝑒𝑦𝑡

𝑥 + 𝑒𝑡 

 

 

Table. 4.1. Model.1 – OLS Regression Model of Capital Flight and Hot Money as 

estimators of FSI 

Description India Sri Lanka Thailand 

Intercept -0.005637 0.07497 0.028 

Capital Flight  -0.081635** -0.01003 
 -0.02294* 

Hot Money  -0.156227***  -0.05178** -0.01143 

R-squared 0.2646 0.07372 0.05897 

Adjusted R-squared 0.2358 0.03739 0.02207 

Level of Significance is indicated as ***, ** & * for p-value <0.001,<0.05,<0.1 respectively. 
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4.1 Bidirectional Causality 

Results of our Granger Causality model show context-specific relationship of capital outflow and 

financial stress (see table 4.2). While capital flight may cause FSI in India, mounting errors and 

omissions, in the form of hot money, may indicate changes in financial stress level in Sri Lanka, 

thus acting as a predictor for FSI. However, there may exists a reverse relationship between hot 

money and FSI for India. This bi-directional causality, forming a reciprocal interaction between 

domestic capital loss and financial stress, may form a vulnerability loop for India, demanding 

countercyclical regulations for short-term foreign investments. Thailand, in the contrary does not 

indicate any significant Granger causality between the three variables, indicating stronger 

resistance to international financial flows. However, further research may enable predictions of 

heightened FSI based on measures of hot money for both Sri Lanka and Thailand, paving the way 

for macro-prudential buffers to mitigate crises. 

 

Table.4.2: Granger Cause model for Capital Flight, Hot Money and FSI 

Direction of Causality India Sri Lanka Thailand 

Capital Flight → FSI 
F = 3.0912 F = 0.2849 F = 1.4261 

p = 0.0259 ** p = 0.836 p = 0.238 

Hot Money → FSI 
F = 2.4306 F = 3.6241 F = 3.5832 

p = 0.0628 * p = 0.0201 ** p = 0.0642 * 

FSI → Capital Flight 
F = 3.0829 F = 0.1005 F = 0.0044 

p = 0.0852 * p = 0.7525 p = 0.9476 

FSI → Hot Money 
F = 4.1676 F = 0.0725 F = 0.0250 

p = 0.0064 *** p = 0.7888 p = 0.8751 

Level of Significance is indicated as ***, ** & * for p-value <0.001,<0.05,<0.1 respectively. 

 

4.3 Dynamic Interaction of FSI, Capital Flight and Hot Money 

Improving on initial linear models, our dynamic regression model using transfer function captures 

contemporaneous effects, i.e. moving average of zero order (MA0) as well as lagged effects, i.e. 

autoregressive estimates of order 1. This enables us to probe that a unit increase in FSI may be 

preceded by capital flight across all three economies, as represented by AR1. The phenomenon of 

financial stress is persistently idiosyncratic as (i) dynamic effect of hot money and immediate 

effect of capital flight is evident on FSI in India; (ii) minimal immediate impact of capital flight 

and weak transfer function from hot money on FSI is observed in Sri Lanka; (iii) weak negative 
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effect of capital flight and moderate to strong effect of hot money on FSI, with a lag, is observed 

in Thailand. (See table 4.3) 

 

 

Table.4.3: Dynamic regression model of FSI using transfer function, i.e. lagged polynomial of Capital 

Flight and Hot Money 

Country AR1 Intercept Capital Flight-MA0 Hot Money-AR1 Hot Money-MA0 

Sri Lanka 0.0426 (0.1363) 0.0736 (0.2959) –0.0104 (0.0291) 0.1482 (0.4487) –0.0576 (0.0318) 

India 0.1114 (0.1366) 0.0141 (0.1500) –0.0863 (0.0310) 0.6532 (0.2102) –0.2550 (0.0690) 

Thailand –0.1073 (0.1358) 0.0314 (0.1165) –0.0210 (0.0150) –0.7153 (0.3491) –0.0093 (0.0116) 

Standard Errors are denoted in brackets. 

AR1: Autoregressive, Order.1 | MA0: Moving Average, Order.0 

 

Across all countries, the contemporaneous effect of both capital flight and hot money (MA0) is 

negative, converging with the findings of the earlier models, that domestic capital outflows 

continue to be preemptive of periods with heightened stress. 

While predicting FSI, based on standard errors, we note that robust quarterly prediction of financial 

stress is achieved for India and Thailand, with higher model stability within a narrow confidence 

range (see table 4.4). However, there exists variability in FSI predictions for Sri Lanka. With 

comparatively stable capital flight (see figure.4.2), lower confidence in predicted FSI may be 

attributed to higher volatility in hot money. 

Hot Money & FSI 
 

 

Capital Flight & FSI 
 

 
Figure.4.2. Cross-Correlation Function between Predicted values of Capital Flight, Hot 

Money and FSI 
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Table.4.4. Forecast of FSI using Transfer Function based Dynamic Regression Model 
Country Forecast Step Series 1 Series 2 Series 3 Series 4 Standard Error 

India 

1 0.0485 -0.0518 0.6876 -0.2206 0.9718 

2 0.0179 -0.0824 0.657 -0.2512 0.9778 

3 0.0145 -0.0858 0.6536 -0.2546 0.9778 

4 0.0141 -0.0862 0.6533 -0.255 0.9778 

5 0.0141 -0.0863 0.6532 -0.255 0.9778 

Sri Lanka 

1 0.0759 -0.0082 0.1505 -0.0553 2.083 

2 0.0737 -0.0103 0.1483 -0.0575 2.0849 

3 0.0736 -0.0104 0.1483 -0.0576 2.0849 

4 0.0736 -0.0104 0.1482 -0.0576 2.0849 

5 0.0736 -0.0104 0.1482 -0.0576 2.0849 

Thailand 

1 0.0749 0.0225 -0.6717 0.0343 0.9461 

2 0.0267 -0.0257 -0.7199 -0.0139 0.9516 

3 0.0319 -0.0205 -0.7148 -0.0088 0.9516 

4 0.0313 -0.021 -0.7153 -0.0093 0.9516 

5 0.0314 -0.021 -0.7153 -0.0093 0.9516 

 

 

5. Conclusion 

With an ex-ante approach to crises, we present a novel perspective on estimating the potential 

financial stress an economy may be susceptible to, based on the outflow of resident capital. 

Through review of literature, we argue that aversion of financial crises requires identification of 

contextual and extraneous predictive indicators, beyond commonly adopted macroeconomic 

measures. We highlight two important knowledge gaps, i.e. the lack of empirical research on high 

relevance of financial stress with capital controls, and the need for extended understanding of this 

relationship in the context of developing Asia which constitutes EME with persistent heterogeneity 

in exchange rate regime, central banks’ capital control and the varied challenges leading to fragility 

of financial markets. 

As we probe the role of capital flight and hot money in inducing financial stress in emerging 

economies, our novel methodological contribution includes our own measures of predictor 

variables, due to lack of credible published data. With low multicollinearity, we highlight the 

robustness in the measures developed for capital flight and hot money in this study, successfully 

avoiding duplicity of their explanatory powers. We present three distinct models to understand the 

impact of capital flight and hot money on financial stress and explore the directionality and 

predictive power of the causal relationship between capital flight, hot money and financial stress. 

Though our sample BIMSTEC countries, i.e. India, Sri Lanka and China, have experienced 

financial stress w.r.t spikes in ARIC-ADB FSI, yet we present a novel evidence of policy-

impairment and resistance to externalities due to the absence of any structural break in the residuals 
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of our initial OLS model. We present an oscillating relationship wherein periods of heightened 

stress were followed by relative calm, forming repetitive wave-like structures in its interaction 

with capital flight and hot money as estimators. Our findings indicate a feedback mechanism where 

bi-directional causality exists between domestic capital loss and financial stress in India.  

Across sample BIMSTEC nations, we capture contemporaneous and lagged effects of capital flight 

and hot money on financial stress. Our most important novel contribution is to establish that 

domestic capital outflows continue to be preemptive of periods with heightened stress. Using our 

dynamic regression model, we note that robust quarterly prediction of financial stress is achieved 

for India and Thailand, with higher model stability within a narrow confidence range. However, 

there exists variability in FSI predictions for Sri Lanka, due to the impact of hot money. 

 

5.1. Implications and Scope of Future Research 

Our findings shed light on four novel policy-level implications to predict and mitigate financial 

stress in developing Asia, especially BIMSTEC. Firstly, we emphasize upon the need for 

idiosyncratic approaches to alleviate financial stress and design early-warning signal of crises, 

while identifying more efficient short-term indicators of loss of domestic capital. While India may 

need policy level measures for capital flight, Sri Lanka and Thailand need to address hot money 

volatility for higher stability, hence presenting distinct scenarios. Our study indicates future scope 

of research to predict heightened FSI based on measures of hot money for both Sri Lanka and 

Thailand, paving the way for macro-prudential buffers to mitigate crises. Secondly, we are able to 

showcase the relative stability of Thailand, wherein its exchange rate arrangements and effective 

regulations have helped achieve higher resilience from international financial flows. Thereafter, 

methodologically, we are able to establish a dynamic relationship and pave the way forward for 

more confident models, which may use granular data from national accounting and central banks 

to apply machine-learning driven forecasts. In future scope of research, measures of hot money 

may be further bifurcated to predict heightened FSI. Research may focus upon the impact of central 

bank digital currencies and cryptographic assets on domestic capital loss. Qualitative inquiry based 

on expert opinions may further extend this study to understand the impact of political stability, 

ease of doing business, prudential and regulatory supervision. Finally, with empirical evidence 

that loss of domestic capital precedes periods of heightened financial stress, we underscore the 
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need for regionally coordinated surveillance and management framework of capital flow and hot 

money to mitigate financial stress. 
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