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A Study on the Impact of Financial Uncertainty on International Portfolio Capital Flows

Fang Fang', Miao Shan* and Huang Runan'
(1. School of Applied Economics, Renmin University of China; 2. School of Economics, Beijing Technology and Business
University)

Summary: As the development of financial globalization, uncertainty shocks in countries” financial markets are rapidly
spreading around the world through capital flow, which has become a challenge faced by countries in the post—crisis era. A
large number of studies have shown that uncertainty has a significant impact on cross—border capital flows. In particular,
portfolio capital flow has increasingly become an important factor that disturbs the global financial market. Considering that
portfolio capital flow is a global allocation process of financial assets, it is necessary to conduct an in—depth research on the
fluctuations from the financial market, that is, financial uncertainty and its impact.

The paper introduces the concepts of substitution effect and income effect in portfolio selection theory to explain how the
financial uncertainty affects international portfolio capital flows and, then, selects 114 comparable financial indicators of 19
countries to calculate global and country—specific financial uncertainty index by FAVAR-SV model. After that, the paper
empirically researches on the impact of financial uncertainty on international portfolio capital flows, as well as the relationship
between financial uncertainty and financial development.

The paper finds that changes in global financial uncertainty are an important reason for synchronous increase and decrease
of portfolio capital flows. Rising country—specific financial uncertainty will reduce the country’s capital inflows, while the
impact on capital outflows depends on its financial development. In countries with low level of financial development where
substitution effect is greater than income effect, rising country —specific financial uncertainty may lead to increased capital
outflows. The higher the level of financial development, the lower the risk of capital outflows in countries facing country—specific
financial uncertainty shock.

Compared with the previous literature, this paper makes marginal contributions in the following two aspects. Firstly, the
paper builds an analytical framework about the impact of financial uncertainty on portfolio capital flowand verifies its rationality.
Secondly, the paper extends the method of measuring macroeconomic uncertaintyby Jurado et al. (2015) to construct global
and country —specific financial uncertainty index. The conclusions from this paper confirm the importance of strengthening
global financial cooperation and building a community with a shared future for mankind.
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