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THE SURPRISING SEQUENCE OF CRISES IN

emerging markets has reduced access to in-
ternational capital flows to all but a handful

of countries. The costs of the crisis in terms of for-
gone growth and social dislocation in the affected
countries have been immense, and international in-
vestors have incurred large losses. In the year fol-
lowing the baht devaluation in July 1997, the de-
cline in flows was largely limited to East Asia. But,
as the deflationary effect of the massive import col-
lapse in Asia became increasingly apparent, and as
Russia defaulted, confidence faltered in emerging
markets everywhere. Brazil, Colombia, Ecuador,
Turkey, and South Africa were among the last to
feel the full force of the storm. Brazil’s situation re-
mains highly uncertain, and it is impossible to pre-
dict the short-term evolution of capital flows with
any degree of confidence at present. Even so, three
broad trends are apparent:

• First, the Russian episode marked a new phase
in the financial crisis. Investors deserted emerg-
ing market instruments for safer and more liq-
uid assets, and they liquidated holdings to re-
build balance sheets damaged by the large
writedown of Russian obligations. Debt com-
mitments (bonds and syndicated loans) to de-
veloping countries dropped to $12 billion a
month in the second half of 1998, compared
with $18 billion a month in the first half. Sec-
ondary market spreads soared, and access be-
came restricted predominantly to prime sover-
eign borrowers, while lending to corporate
borrowers was cut in half. In 1998 private cap-
ital flows to developing countries from all
sources fell to $227 billion, from $299 billion
in 1997. Foreign direct investment held up, but
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Flows from International 
Capital Markets Decline

flows from capital markets (bonds, bank loans,
and portfolio equity) collapsed to $72 billion
in 1998, from $136 billion in 1997. 

• Second, factors driving the 1990s surge in cap-
ital flows to developing countries remain
largely in place, including improved policies
and large differences in factor endowments. A
return of capital flows to near their precrisis
level is thus likely in the medium term. But the
near-term prospects for capital flows will de-
pend on the recovery in world economic activ-
ity, and will be conditioned by the evolution of
the situation in Brazil, among other factors.
The crisis has underscored the risks associated
with investing in emerging markets, including
the possibility of large losses of principal, as
happened in Russia. It may also encourage
some countries to delay capital account liber-
alization measures, or restrict capital out-
flows. The most likely scenario is for capital
flows to remain muted over the next year, al-
though some recovery is likely from the very
depressed levels at present. Capital flows may
recover fastest in countries that were the first
to experience the downturn, and that have
shown the quickest progress on the reform
front (Korea and Thailand).

• Third, many high-performing, low-income
countries have come to rely on capital market
financing in recent years, although most pri-
vate capital flows have gone to middle-income
countries. Flows to these low-income countries
(concentrated in Sub-Saharan Africa and South
Asia) fell to $5 billion in 1998, from $6 billion
in 1997. The flows had financed 5–7 percent
of domestic investment during 1995–97. Given
the limits on raising domestic savings in low-



Table 2.1 Net long-term resource flows to developing countries, 1990–98
(billions of U.S. dollars)

1990 1991 1992 1993 1994 1995 1996 1997 1998a

Net long-term resource flows 100.8 123.1 152.3 220.2 223.6 254.9 308.1 338.1 275.0
Official flows 56.9 62.6 54.0 53.3 45.5 53.4 32.2 39.1 47.9
Private flows 43.9 60.5 98.3 167.0 178.1 201.5 275.9 299.0 227.1

From international capital 
markets 19.4 26.2 52.2 100.0 89.6 96.1 149.5 135.5 72.1

Private debt flows 15.7 18.6 38.1 49.0 54.4 60.0 100.3 105.3 58.0
Commercial banks 3.2 4.8 16.3 3.3 13.9 32.4 43.7 60.1 25.1
Bonds 1.2 10.8 11.1 37.0 36.7 26.6 53.5 42.6 30.2
Others 11.4 3.0 10.7 8.6 3.7 1.0 3.0 2.6 2.7

Portfolio equity flows 3.7 7.6 14.1 51.0 35.2 36.1 49.2 30.2 14.1
Foreign direct investment 24.5 34.4 46.1 67.0 88.5 105.4 126.4 163.4 155.0

Note: Net long-term resource flows are defined as net liability transactions of original maturity of greater than one year (see box 2.1).Although
the Republic of Korea is a high-income country, it is included in the developing country aggregate since it is a borrower from theWorld Bank.
a. Preliminary.
Source: World Bank Debtor Reporting System.
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income countries, flows from capital markets
will probably need to increase significantly
over the next few years for the high rates of
growth to be sustained.

Flows from international capital
markets during the financial crisis

The financial crisis has severely reduced devel-
oping countries’ access to the international

capital markets. Net long-term flows from bonds,
bank lending, and portfolio equity fell from the
1997 level of $136 billion to $72 billion in 1998,
the lowest level since 1992 (table 2.1; figure 2.1).

Box 2.1 describes some of the limitations of
the data on net long-term flows. Most impor-

tantly, net long-term flows provide only a limited
picture of financial transactions between develop-
ing countries and the rest of the world because of
the growing importance of capital outflows (box
2.2). In 1997, for example, the $30 billion increase
in total net long-term flows to developing coun-
tries was offset by higher capital outflows, so that
net external finance fell (table 2.2). 

Increases in capital outflows played a more im-
portant role in reducing external finance to the East
Asian crisis countries in 1997 than did declines in
long-term inflows. Net long-term inflows to In-
donesia, Korea, Malaysia, the Philippines, and
Thailand fell by $15 billion, from $67 billion in
1996 to $52 billion in 1997 (table 2.3), a modest
decline compared to these countries’ GDP of al-
most $1 trillion. But net short-term flows dropped
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Data on net long-term flows reflect liability transactions
only (gross disbursements minus repayments). Capital

outflows (such as net lending by developing country resi-
dents abroad), short-term flows, and net use of IMF credit
are not included. This results in a substantial difference 
between net long-term flows as shown in Global Develop-
ment Finance and net external finance as shown in the
balance of payments.1 Also, the data are available only 
on an annual basis, although data on certain components
(for example, loan commitments and bond issues) are
available at higher frequency. The quality of the most

recent year estimates varies enormously by category: 
fairly accurate information is available from market
sources on gross disbursements from bond markets and
commercial banks; debt repayments are calculated from
information on terms, although actual payments may 
vary; and data on portfolio equity flows are particularly
difficult to estimate. While data on international equity
issues are readily available, estimates of direct foreign
purchases in developing-country stock markets are based
on reports from exchanges that differ in accuracy and
coverage. 

Box 2.1  Limitations of net long-term flows data
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by $19 billion, and capital outflows (including er-
rors and omissions) increased by $23 billion in
1997, so net external finance fell by $57 billion
(equivalent to 5 percent of these countries’ GDP),
and remained roughly at that level in 1998. Note
that these are annual data: expressed as a share of
GDP, the fall in net long-term inflows and the rise

in capital outflows in the second half of 1997 com-
pared to the first half were much larger. 

Trends in debt flows
The decline in long-term debt flows to developing
countries during the financial crisis has been
marked by discrete stages. The decline started in
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It is extraordinarily difficult to estimate the size of capital
outflows. Some of these transactions are illicit, and many

countries lack the administrative machinery required to
record even legal transactions. While partial information is
available (for example, the Bank for International Settle-
ments [BIS] collects data on changes in developing country
residents’ deposits in BIS-reporting banks), comprehensive
data on outflows do not exist. One common approach is
to calculate capital outflows as a residual from the balance
of payments accounts, by subtracting recorded liability
transactions from net external finance (the current account
balance plus reserves changes). This approach is not ideal,
as genuine errors in recording and valuation effects due to
exchange rate changes may affect the measured level of
capital outflows.

By this measurement, capital outflows increased sub-
stantially during the 1990s, from $56 billion in 1991 to
$249 billion in 1997 when the crisis in Asia erupted, and
moderated to $183 billion in 1998 (table 2.2). Over the
1990s, capital outflows rose, caused in part by the liberal-
ization of capital accounts in emerging markets.2 Also,
some private sector borrowing may have been used for ex-
ternal lending, which would account for a portion of both
the rise in net long-term flows and in capital outflows.

Estimates of capital outflows from developing coun-
tries are substantial and vary widely (see table). The cumu-
lated capital outflows have been estimated to be as large as
80–90 percent of GDP for some geographical regions, and
30 percent for developing countries as a group. Studies
have also shown substantial outflows from individual
countries (for example, Brazil, Mexico, and Russia).

Researchers have tried to identify a subset of capital
outflow transactions referred to as “capital flight.” 
Cuddington (1986) estimates capital flight as the sum 
of reported short-term capital exports by the nonbank 
private sector plus errors and omissions (thought to 
capture unrecorded short-term capital flows). Dooley
(1986, 1988) seeks to measure the stock of foreign assets
held by the private sector that does not generate income
reported to domestic authorities. Estimates of capital
flight typically are smaller than the estimates of capital
outflows shown above, but still significant. For example,
Schineller (1997) finds that the Dooley method would
generate flows of capital flight from developing countries
of between 0 and 4 percent of GDP per year from 1978 
to 1987, before turning negative in the early 1990s 
(indicating that residents repatriated short-term funds 
held abroad).

Box 2.2  Estimates of capital outflows

Estimates of capital outflows

Source Region/country Data covered Amount

Chang, et al. 1997 Sub-Saharan Africa Cumulative 1971–90 80% of 1990 GDP
Middle East and North Africa Cumulative 1971–90 90% of 1990 GDP

Schineller 1997 Latin America Average 1978–93 1.4% of GNP per year
Asia Average 1978–93 0.8% of GNP per year

Claessens 1997 All developing countries Average 1971–92 $20 billion per year
Collier, et al. 1998 East Asia Flow in 1997 $80 billion

Sub-Saharan Africa Cumulative to 1990 39% of private wealth
Institute of International Finance 1998 All emerging markets Flow in 1997 $161 billion
World Bank 1993 All developing countries Cumulative to 1991 30% of GDP

East Asia Cumulative to 1991 20% of GDP
Sub-Saharan Africa Cumulative to 1991 90% of GDP

Lopez 1998 Mexico Cumulative 1973–91 $27 billion
Pinheiro 1998 Brazil Cumulative 1986–94 $25 billion
Tikhomirov 1997 Russia Cumulative 1991–95 $60 billion
Loukine 1998 Russia 1991–95 $125 billion



Table 2.2 Balance of payments of developing countries, 1991–98
(billions of U.S. dollars)

1991 1992 1995 1996 1997 1998

Net long-term resource flows 123.1 152.3 254.9 308.1 338.1 275.0
Net short-term flows 22.0 37.6 64.2 30.7 21.6 10.2
Total net flows (liabilities) 145.1 189.9 319.1 338.8 359.7 285.2
Net external finance 89.0 108.7 183.1 169.3 110.8 102.1

Current account deficit 51.2 67.7 87.3 72.2 84.4 53.6
Change in reserves –37.8 –41.0 –95.8 –97.1 –26.4 –48.5

Capital outflows and E&Oa –56.1 –81.2 –136.0 –169.5 –248.9 –183.1

a. Errors and omissions.
Source: World Bank.

East Asia with the devaluation of the Thai baht in
July 1997. The recession in the East Asian coun-
tries and the extent of investor withdrawal were
worsened by the simultaneous contraction of most
economies in the region. The shift toward restric-
tive macroeconomic policies in Japan during
1996–97 reduced demand for East Asian exports,
requiring even greater import compression (and
output decline) to adjust to reduced external fi-
nance. And the macroeconomic stance of the East
Asian countries at the onset of the crisis became
overly restrictive in light of the severity of the re-
cession in the region (IMF 1999). 

Debt flows to most other developing countries
continued to increase in the third quarter of 1997,
and then fell following the drop in global equities
prices in late October. Flows began to recover in
the first quarter of 1998. Investors began to differ-
entiate more clearly among risks, and flows to
Latin American countries started to rise. However,
capital market financing began to decline in April
and plummeted in August with the Russian debt

moratorium, which marked a sharp change in in-
vestors’ perception of the risks in emerging mar-
kets. Average bond issues and loan commitments
dropped to $12 billion per month in the second
half of 1998, compared with $18 billion in the
first half and $25 billion in 1997. Financing
dropped sharply after August in all regions except
the Middle East and North Africa, and East Asia
and Pacific (table 2.4). The relatively more afflu-
ent oil exporters in the region with substantial ex-
ternal assets were able to borrow to compensate
for the drop in the price of oil, and China retained
access to international capital markets, reflecting
its low external indebtedness, abundant reserves,
and current account surplus.

Secondary market spreads. Secondary market
spreads on sovereign bonds followed the same pat-
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Billions of U.S. dollars

Figure 2.1  International capital market 
flows hit their lowest point since 1992

a. Preliminary.
Source: World Bank Debtor Reporting System.
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Table 2.3  Balance of payments of East Asia
Crisis-5, 1996–98
(billions of U.S. dollars)

1996 1997 1998

Net long-term resource flows 67.3 52.1 38.9
Net short-term flows 16.0 –3.2 –6.1
Total net flows (liabilities) 83.3 48.9 32.8
Net external finance 40.8 –16.2 –19.9

Current account deficita 55.8 19.7 –66.1
Change in reserves 15.0 35.9 –46.2

Capital outflows and E&Ob –42.5 –65.1 –52.7

Note: East Asia Crisis-5 is Indonesia, the Republic of Korea,
Malaysia, the Philippines, and Thailand.
a. Negative sign indicates current account surplus.
b. Errors and omissions.
Source: World Bank.
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tern as flows. In October 1997 average spreads on
Brady bonds jumped from a historic low of 350
basis points at the end of September to 600 basis
points by the end of October (figure 2.2). Spreads
declined in the first four months of 1998, reflect-
ing greater differentiation of risk by investors. For
example, spreads on Indonesia’s eurobonds rose
during this period owing to increased economic
and political turmoil, while the decline in Thailand
reflected the notable improvement in policies

(table 2.5). However, spreads began to rise in April
and then skyrocketed with the Russian debt mora-
torium in August, when spreads on Brady bonds
increased to almost triple the level of October
1997, comparable to the heights reached in Janu-
ary 1995. The increase in spreads on sovereign euro-
bonds was greatest in Russia, Indonesia, and
Brazil. 

Developments following the Russian debt
moratorium. The Russian debt moratorium greatly
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C rises in one developing country often spread to others:
for example, in Latin America in the 1980s (Edwards

1989), in the aftermath of the Mexican crisis in 1995
(Calvo, Goldstein, and  Hochreiter 1996), in East Asia 
in July 1997, and globally in October 1997 and August
1998. Financial disturbances also spread from the United
States to Europe in September 1987 (King and Whad-
whani 1990) and in Europe in 1992 (Eichengreen and
Wyplosz 1993).

Various factors may account for crises spreading
across countries. First, simultaneous crises may be trig-
gered by a change in the external environment (for 
example, the spike in international interest rates during
1981–82). Second, crises can spread through trade and 
financial linkages (Eichengreen, Rose, and Wyplosz 1996;
and Masson 1998). Portfolio reshuffling by investors in re-
sponse to developments in one country may affect another
country’s access to flows. For example, investors that have
suffered large losses on leveraged portfolios may have to
sell other assets to meet collateral requirements. Third,
similarity of fundamentals with affected countries, such as
geographical proximity or common development strategies
(as in Latin America in the 1980s and Southeast Asia in
1997), can lead to crises spreading.

Finally, crises may spread for reasons that cannot 
be accounted for by fundamentals. This is a case of pure
“contagion,” and is usually attributed to herd behavior 
by investors. For example, if investors share some global
information, but each has access to specific local infor-
mation, an unusually strong reaction to global news 
by one investor can be read by others as an indication 
that the particular investor has privileged information,
leading them to follow. Another explanation for 
contagion is that fund managers tend to be compensated
based on comparisons with other managers (“bench-
marks”). This creates strong incentives to follow each

other’s decisions. If foreign investors have less information
than domestic investors, they may simply react to market
performance—buying when prices rise and selling when
prices fall, thus accentuating market swings (Brennan and
Cao 1997). Foreign investors may also lump dissimilar
markets together into a single “asset class”; the decision
to sell one country’s assets can thus trigger a sequence of
transactions in other markets (see Calvo and Mendoza
1996). 

Evidence has steadily accumulated about the existence
of these different forms of crisis transmission. A specula-
tive attack elsewhere in the world was found to increase
the probability of a domestic currency crisis by about 8
percentage points in a sample of 20 Organisation for Eco-
nomic Co-operation and Development (OECD) countries
(Eichengreen, Rose, and Wyplosz 1996). There is substan-
tial evidence that trade linkages are an important reason
for the spread of crises (Eichengreen and Rose 1998; Glick
and Rose 1998; and Kumar, Moorthy, and Perraudin
1998). Crises have spread owing to similarities in funda-
mentals (Sachs, Tornell, and Velasco 1996). Burki and
Edwards (1995) and Calvo (1996) emphasize the selective
nature of contagion effects. 

A number of studies (but not all)3 confirm the 
existence of contagion effects (Cashin, Kumar, and 
McDermott 1995; Valdes 1996; Frankel and Schmukler
1996; Calvo and Reinhart 1997). Evidence from the U.S.
stock market suggests that institutional investors react to 
market performance, and that trading patterns are corre-
lated among investors (Sias and Starks 1997), and U.S. in-
vestors in foreign markets appear to react similarly (Froot,
O’Connell, and Seasholes 1998). Choe, Kho, and Stulz
(1998) find evidence of herding (defined as a tendency for
investors from the same country to buy or sell on the same
day) by foreign investors in Korea before the crisis, but
that the market adjusted quickly and efficiently.

Box 2.3  The transmission of crises 
and the role of contagion
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affected investors’ views of emerging markets, as
shown by changes in the dispersion across coun-
tries of secondary market spreads on sovereign
bonds. The dispersion of spreads remained high in
the immediate aftermath of the moratorium (figure
2.2). Investors’ perception of the riskiness of most
emerging markets rose, but some countries (partic-
ularly in Latin America) were affected more than
others. However, in the months following the
Russian moratorium, the coefficient of variation of
spreads fell sharply, while bond volumes remained
low. Investors appeared to retreat across a broad

front; in the terms discussed in box 2.2, countries
were affected by pure contagion. Interestingly, a
similar failure to differentiate was observed during
the period of rapidly declining spreads and high
bond volumes in the first half of 1997. The sharp
increase in the dispersion of spreads from May
1997 to August 1998 marked a departure from the
lack of differentiation and market euphoria that
characterized the first few months of 1997.

The decline in developing countries’ participa-
tion in international capital markets since the
Russian debt moratorium reflects several factors.
The huge losses investors incurred (largely through
the use of Russian treasury securities as collateral
for highly leveraged derivatives transactions rather
than actual investments in the Russian stock and
bond markets—see chapter annex), have increased
perceptions of the riskiness of emerging market in-
vestments. The lack of a rescue package height-
ened investors’ fears over the potential for loss on
other emerging market investments. The losses
suffered in Russia led to a sell-off of other emerg-
ing market debt instruments because highly lever-
aged speculators sold emerging market bonds to
meet collateral requirements. Investors’ reactions
to the Russian crisis were more severe than during
the 1997 East Asian crisis, because the events in
Russia coincided with increased concerns over the
slowing of the global economy (see chapter 1). 
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Millions of U.S. dollars

Figure 2.2  Dispersion of secondary market spreads increased before the Russian crisis

Note: Figures are based on a sample of major borrowers.
Sources: World Bank and Euromoney Bondware/Loanware.
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Table 2.4 Average monthly capital
market financing, 1997–98
(billions of U.S. dollars)

1997 1998

Jan.–June July–Dec. Jan.–June July–Dec.

All developing countries 24.2 25.7 18.1 11.8
Sub-Saharan Africa 0.5 1.1 0.5 0.3
East Asia and Pacific 8.4 6.7 2.6 2.5
South Asia 0.9 1.0 0.4 0.1
Europe and

Central Asia 4.1 4.2 4.1 2.8
Latin America and

Caribbean 9.4 10.3 9.7 5.1
Middle East and

North Africa 0.9 2.4 0.9 1.1

Note: Data reflect syndicated loan commitments plus bond issues.
Source: Euromoney Bondware/Loanware.



Investors’ reduced willingness to assume risk
was also reflected in a flight to quality in industrial
country markets, as investors deserted high-yield
bonds in general for safer and more liquid assets.
Spreads over Treasuries on high-yield corporate
bonds in the United States rose from 275 basis
points in early August to 670 basis points in October
(figure 2.3), a level not seen since the recession dur-
ing 1990–91, and yields on U.S. Treasuries fell by
112 basis points from mid-August to the end of Sep-
tember. Europe’s fledgling junk bond market also
sustained large price declines (Atlas 1998). Investors’
preference for liquidity in a time of market turbu-
lence was even reflected in increased demand for
newly issued (“on the run”) Treasury bills compared

to the older (“off the run”) issues, which are equally
safe, but slightly less liquid (Greenspan 1998a).

The periods of investor retreat from emerging
markets followed by recovery of capital flows
were accentuated by the tendency of the more
creditworthy developing country borrowers to
drop out of the market as borrowing costs rose,
and then to re-enter as rates fell. Borrowers were
concerned about establishing new benchmarks at
times of very high spreads. A few borrowers intro-
duced innovative products designed to tap the
market without locking in the current high rates.
Argentina, Colombia, the Brazilian development
bank BNDES, and the Mexican oil company
Pemex issued bonds with floating interest rates
that change based on the secondary market spread
on a benchmark bond.

The increase in risk perceptions did not affect
all borrowers equally. More creditworthy develop-
ing country borrowers, particularly from the public
sector, could continue to access the market, albeit
at higher spreads. But the less creditworthy corpo-
rate borrowers experienced a sharp withdrawal of
external finance. Debt commitments to public sec-
tor borrowers fell from $134 billion in 1997 to
$102 billion in 1998, while commitments to private
sector borrowers were cut by more than half (table
2.6). This trend was accentuated after the Russian
debt moratorium: debt commitments to corporate
borrowers fell to only $17 billion in the last four
months of 1998, or about half the monthly rate
during the first eight months of the year. 

Following the Russian debt moratorium, syn-
dicated bank lending initially remained resilient. In
August and September bond volumes dropped to
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Figure 2.3  Spreads on Brady bonds and U.S. high-yield bonds jumped after the Russian crisis

Sources: Bloomberg and World Bank.

Table 2.5 Stock market spreads
on sovereign bonds, 1997–98
(change in basis points from beginning to end of period)

1997 1998

Country July–Dec. Jan.–Apr. May–July Aug.–Sept. Oct.–Dec.

Indonesia 357 51 211 901 –749
Korea, Rep. of — — 102 317 –444
China 46 –6 29 50 –35
Philippines 271 –109 73 0 –251
Thailand 388 –222 147 205 –377

Argentina 195 –89 –52 407 –93
Brazil 172 –136 26 968 –749
Mexico 89 –47 41 349 –190
Venezuela 133 10 345 345 –140

Hungary 68 –57 –9 26 –23
Poland 32 –11 0 95 –68
Russian

Federation 170 –75 1,161 5,672 –508

— Not available.
Source: Bloomberg.



only $500 million per month, compared to $9 bil-
lion a month in the first half of 1998, while bank
loans were $11 billion per month, slightly higher
than the rate of the first half. Bond markets re-
acted to the downgrading by the major rating
agencies since mid-1997 of 15 developing coun-
tries, 6 of which have switched from investment
grade to speculative. Countries now rated below
investment grade accounted for more than three-
fourths of total commitments before the crisis (fig-
ure 2.4). These downgrades limit bond investments

by institutional investors who are restricted by reg-
ulation to investment-grade instruments. Many in-
stitutional investors in the United States are likely
to eventually sell their below-investment-grade 
securities, so without an improvement in ratings
the bond market may experience continued selling
pressure for some time to come.

The provision of new long-term bank loans
may be more resilient than bond issues during
times of financial stress. This may reflect the desire
to maintain long-standing relationships and the
availability of information on borrowers, which al-
lows banks to differentiate more easily among risk
classes. However, the same access to information
may lead banks to withdraw short-term credit from
the riskiest clients. By contrast, the arms-length na-
ture of bond financing and bondholders’ more lim-
ited access to information can result in a drying up
of the market when risk perceptions increase. How-
ever, syndicated loan commitments also dropped
sharply in the last three months of the year, proba-
bly reflecting the banks’ desire to improve their bal-
ance sheets before issuing end-of-year reports. 

The evolution of primary spreads in the bond
and loan markets also exhibited major differences.
The average loan spread rose by about 30 basis
points between the second half of 1997 and the
second half of 1998, while the average bond
spread jumped by more than 350 basis points
(table 2.7). The data on average primary spreads
reflect both the rise in spreads to individual bor-
rowers and changes in the composition of borrow-
ers, particularly the exclusion of more risky bor-
rowers. Primary bond spreads facing sovereign
borrowers rose by hundreds of basis points after
the Russian debt moratorium (figure 2.5).

Recovery of flows. Debt flows began a modest
recovery in October 1998, supported by the com-
mitment of greater resources to the IMF, the orga-
nization of the Brazilian rescue package, cuts in
policy interest rates in the United States and Eu-
rope, the adoption of large fiscal stimulus and fi-

Table 2.7  Average primary market spreads,
1997–98
(basis points)

1997 1998

Jan.–June July–Dec. Jan.–June July–Dec.

Loans 130 141 183 171
Bonds 247 264 361 616

Sources: World Bank and Euromoney Bondware/Loanware.
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Figure 2.4  Share of precrisis flows of 
major emerging markets with bond ratings
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$101 billion$101 billion

Table 2.6 Debt commitments to developing
countries, by sector, 1996–98
(billions of U.S. dollars)

1996 1997 1998

Private sector 123.3 171.9 82.1
Bank lending 83.1 126.2 64.5
Bond financing 40.2 45.6 17.6

Public sector 107.3 134.3 101.6
Bank lending 48.2 64.0 45.1
Bond financing 59.0 70.3 56.5

Note: Debt commitments are defined as syndicated loan commit-
ments plus bond issues.
Source: Euromoney Bondware/Loanware.
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nancial restructuring packages in Japan, the
strengthening of the yen, which helped to support
recovery of East Asian currencies, and signs of a
bottoming out of output declines and a recovery in
stock markets in East Asian developing countries.
Spreads on Brady bonds declined from the peak
levels reached after the Russian crisis. Bond issues
staged a modest recovery and were enhanced by a
number of special features, such as securitization
(for example, Pemex issued a bond secured by
payments for oil sales), warrants, and interna-
tional guarantees. But the average level of bond is-
sues and loan commitments was under $11 billion
a month in the last quarter, still well below even
the modest levels of early 1998 (figure 2.6).

Markets were once again unsettled by the de-
valuation of the Brazilian real in January (see
chapter 1). However, while Brazil faces a severe re-
cession in 1999, the effects of the devaluation on
other countries have remained limited. Secondary
market spreads on sovereign bonds from Argen-
tina, Colombia, and Mexico rose by about 100
basis points after the devaluation, but spreads in
Eastern Europe generally declined (except Ukraine),
and in East Asia changes in spreads were mixed.
Interest rates in Argentina only rose marginally,
suggesting little pressure on the exchange rate
from capital outflows under the country’s currency
board system. However, bond issues to developing

countries fell from $5.3 billion in December to
$2.6 billion in January. It remains unclear whether
this reflects concern over the Brazilian devaluation
or other factors.

Short-term debt flows. Net short-term flows
declined from $31 billion in 1996 to $5 billion in
1998 (table 2.8). The drop was concentrated in
East Asia, where international banks reduced their
exposure and China reduced its borrowing, and
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Basis points

Figure 2.5  Primary market spreads on 
sovereign bond issues rose in 1998

Sources: World Bank and Euromoney Bondware/
Loanware. 
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Figure 2.6  Emerging market bond 
financing and bank lending fell further in 
the second half of 1998

Sources: World Bank and Euromoney Bondware/
Loanware.
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Table 2.8 Short-term debt flows of
developing countries, 1990–98
(billions of U.S. dollars)

1990 1995 1996 1997 1998

All developing countries 19.5 61.1 31.2 21.1 4.9
East Asia and Pacific 11.9 43.1 19.1 2.7 –6.1
Latin America

and the Caribbean 9.1 5.6 0.8 10.3 0.9
Middle East and

North Africa 1.7 –0.6 0.0 –1.5 0.4
South Asia 1.6 2.1 1.2 –2.1 1.4
Sub-Saharan Africa 2.3 2.8 2.4 3.3 1.5
Europe and Central Asia –7.0 8.2 7.7 8.4 6.9

Note: Short-term debt is defined as debt with original maturity of
one year or less.
Sources: Bank for International Settlements and World Bank.
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short-term loans were restructured into long-term
obligations (see chapter 5). Short-term debt flows
to developing countries have fallen by $56 billion
from the peak level in 1995, and the ratio of short-
term debt to exports was 24 percent in 1998, com-
pared to 28 percent in 1995. 

Portfolio equity flows
Portfolio equity flows to developing countries fell
from $30 billion in 1997 to an estimated $14 bil-
lion in 1998, well below the peak figure of $49 bil-
lion in 1996. The evolution of portfolio equity flows
over the past year can best be traced from data on
international equity issues, available monthly.4 De-
veloping countries’ equity issues on international
markets fell to less than $1 billion a month in the
first seven months of the year, compared to $2 bil-
lion per month in 1997, and then practically dis-
appeared after the Russian debt moratorium. Is-
sues from developing countries totaled only $143
million from August to September. Equity issues
recovered somewhat toward the end of the year,
averaging $0.5 million per month from October to
December (figure 2.7).

Prices in developing country stock markets
followed a pattern similar to that of secondary

market bond spreads (see above). The Interna-
tional Finance Corporation’s index of emerging
market stock markets fell by 32 percent from the
onset of the financial crisis in July 1997 to January
1998 (figure 2.8). The index then staged a brief re-
covery, began to decline in April 1998, and plum-
meted 28 percent with the Russian debt morato-
rium in August. Out of 15 major emerging stock
markets, 8 have experienced declines in equities
prices of 30 percent or more since June 1997, and
all but 2 have fallen by more than 10 percent
(table 2.9). These declines in stock market prices
followed five years of relatively low returns com-
pared to market gains in industrial countries
(World Bank 1998).

Portfolio equity flows to East Asia fell to $8
billion in 1998, $17 billion below the average of
the four years before the financial crisis. In China,
the only major East Asian country that actually
saw a rise in stock market prices in 1998, interna-
tional equity issues fell to $1 billion, compared
with $9 billion in 1997. By contrast, portfolio eq-
uity flows to the East Asian countries most af-
fected by the crisis increased from $800 million in
1997 to $7 billion in 1998, as investors were at-
tracted by depressed equities prices and the huge
exchange rate devaluations. Despite some rise in
equity prices in the East Asian countries in late
1998, by the end of December the dollar value of
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Monthly average
Billions of U.S. dollars

Figure 2.7  Emerging market equity 
issuance fell in 1998

Sources: World Bank and Euromoney Bondware/
Loanware.
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Table 2.9  Stock market performance of selected emerging markets, 1997–98
(percentage change, local currency index)

1997 1998 June 1997–Dec. 1998

July–Dec. Jan.–Apr. May–July Aug.–Sept. Oct.–Dec. (local currency) (U.S. dollars)

China –4 13 –1 –6 –7 –13 –12
Indonesia –45 15 7 –43 45 –43 –83
Korea, Rep. of –51 12 –18 –10 82 –27 –45
Malaysia –45 5 –36 –7 59 –48 –65
Philippines –34 17 –26 –22 60 –30 –53
Thailand –34 11 –35 –5 40 –37 –57

Argentina –16 2 –16 –35 23 –46 –46
Brazil –22 15 –8 –38 14 –40 –47
Mexico 16 –3 –17 –16 17 –1 –21
Venezuela –4 –29 –21 –18 33 –32 –42

Czech Rep. 0 1 –1 –27 12 –20 –12
Hungary 18 7 –4 –44 54 3 –13
Poland –3 21 –7 –26 12 –21 –28
Russian Federation –3 –21 –52 –33 92 –47 –85
South Africa –16 32 –16 –29 14 –24 –42

Sources: Bloomberg and World Bank data.
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stock market indexes in the countries most af-
fected by the crisis varied between 45 and 82 per-
cent below the level of June 1997 (table 2.9). 

Portfolio equity flows to Latin America fell to
under $2 billion, well below the $10 billion in
1997. All major Latin American stock market in-
dexes declined significantly in 1998. Portfolio eq-
uity flows to Europe and Central Asia fell to $2.5
billion, half the 1997 level. The Russian market
fell by 75 percent from January to September, by
which time the market was totally illiquid (Eu-
romoney 1998). Despite a sharp rise of the market
late in the year, the market index remained at half
its level in January 1998. The Middle East and
North Africa, Sub-Saharan Africa, and South Asia
regions have all seen net equity flows fall to near
zero in 1998, significantly below the 1997 levels.

The prospects for flows from
international capital markets

The financial crisis contributed to a large deteri-
oration in the medium-term prospects for

flows from international capital markets to devel-
oping countries. It is, nevertheless, important to
note that most of the fundamental determinants of
the 1990s surge in flows remain in place, including
improved policies and relatively low capital-labor
ratios in developing countries; technological inno-
vations; investments in information gathering (for
example, on market conditions, legal requirements

for access, and monitoring arrangements) that
have reduced transactions costs; the removal of
barriers to capital flows; demographic trends in in-
dustrial countries that will tend to increase current
account surpluses in several creditor countries;
and the convergence of economic policies in indus-
trial countries that has increased the benefits for
portfolio diversification of investing in emerging
markets (World Bank 1998; World Bank 1997). It
remains likely that these fundamental factors will
reassert themselves in the long term. However,
over the next year or two the financial crisis will
encourage both lenders and borrowers to adopt a
more cautious approach to international financial
intermediation than they did in the mid-1990s.

Risk perceptions and domestic 
financial systems
The crisis has underlined the risks to the sustainabil-
ity of flows posed by fragile financial systems in
recipient countries, including high levels of short-
term debt, unhedged foreign exchange liabilities, and
highly leveraged corporate sectors (World Bank
1999). There is now a better understanding of the
contribution of implicit guarantees, a lack of trans-
parency, and an inadequate legal framework to poor
lending and investment decisions (Corsetti, Pesenti,
and Roubini 1998; Krugman 1998a). The growth 
of contingent liabilities and other off-budget obliga-
tions in many developing countries has also con-
tributed to increased risk perception (box 2.4). Ac-
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The growth of indirect government liabilities in recent
years has endangered the sustainability of fiscal 

policies and thus increased risk in many developing
economies. The privatization of state assets and shifts
from direct provision of services to guaranteeing out-
comes (for example, through insurance) have greatly in-
creased potential losses that are not reflected in the bud-
get. Developing countries face particularly large hidden
fiscal risks because they depend on foreign financing, and
often have opaque ownership structures, limited informa-
tion disclosure, and weak regulatory and enforcement
systems. These shortcomings can escalate financial and
corporate failures that put pressure on governments to
offer bailouts. 

Fiscal risks are of four types: direct or contingent,
each of which is explicit or implicit (see table). Direct ex-
plicit liabilities are specific government obligations defined
by law or contract. Contingent explicit liabilities are obli-

gations that the government is legally bound to honor if a
discrete event occurs—for example, state guarantees of the
borrowing of parastatals or local government entities.
Their fiscal cost is invisible until they are triggered. Direct
implicit liabilities represent a government obligation based
on public expectations and political pressures. These liabil-
ities often arise from long-term public expenditure poli-
cies; for example, the obligations assumed in pay-as-you-
go pension schemes. The least manageable are contingent
implicit liabilities, in which the triggering event, the
amount at risk, and the required government outlay are
uncertain before a failure occurs. In most countries the fi-
nancial system is the most serious contingent implicit gov-
ernment liability. Markets expect government support far
beyond its legal obligation if financial stability is at risk.
Fiscal authorities are often also compelled to cover the
losses and obligations of the central bank, local govern-
ments, state-owned or large private entities, and budgetary
and extrabudgetary agencies. 

Recent studies indicate that the size of government
liabilities incurred outside the budget is large. The prelimi-
nary results of ongoing research at the World Bank indicate
that as much as half of the increase in direct sovereign liabil-
ities over the past decade may have been a consequence of
having to honor contingent and implicit government liabili-
ties. Some of these liabilities relate to external obligations. 
In Indonesia, contingent state liabilities are estimated at 30
percent of GNP. A recent survey on Korea put government
guarantees issued to the Chaebols at $20 billion. It is esti-
mated that gross sovereign liabilities in Pakistan (largely to
domestic sources) would rise by 15 percent of GNP if con-
tingent liabilities were included. Estimates for China suggest
that contingent liabilities are much greater than direct liabil-
ities, which are on the order of only 10 percent of GNP.5

The government of the Czech Republic provides an
example of useful steps to identify and disclose the full
range of fiscal risks, and to analyze the consequences of

these risks for public finances. The government aims to
subject all activities of a fiscal nature, including guarantees
and other off-budget items, to the same level of scrutiny,
and to implement limits on state guarantees and off-
budget programs.

Currently a significant number of government
activities are financed outside the budgetary system, in-
cluding state guarantees, the quasifiscal activities of the
Czech National Bank, and spending on fiscal programs by
state financial institutions. This “hidden” deficit is esti-
mated at about 3.5 percent of GDP in 1998, significantly
higher than the 2 percent of GDP deficit calculated
through conventional methods. But the overall “true”
deficit of 5.5 percent still compares favorably with that of
other EU applicant countries. As a result of this off-budget
financing the Czech Republic has accumulated a stock of
public liabilities estimated at 15 percent of GNP (greater
than the official public debt), which are not included in the
fiscal accounts but are now recognized by the government. 

Box 2.4  The growth of contingent liabilities
and fiscal sustainability

Categorization of liabilities

Direct explicit Contingent explicit
Sovereign debt, state budget, legally binding State guarantees, state insurance schemes, 

expenditures in the long term obligations of state-guaranteed agencies

Direct implicit Contingent implicit
Social security schemes, future recurrent cost Bank and enterprise failures, liability clean-up 

of public investment projects, future spending to prior to privatization, subnational government 
satisfy membership requirements or central bank default on own obligations, 

environmental recovery, disaster relief
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cordingly, the capital markets have become more sus-
picious of large current account deficits associated
with surges of capital inflows (Eichengreen 1998). 

Given the time required to clean up the bad
loans of the crisis countries’ banking systems, to
improve regulation and supervision of the finan-
cial sector, and to strengthen legal frameworks, en-
hanced perception of these risks is likely to have 
a deterrent effect on capital flows. The process of
financial sector reform in the countries hit by 
the crisis has only begun. The banking systems of
the crisis countries were fragile before the crisis

(World Bank 1999), and the deep recessions of
1997–98 have exacerbated their difficulties. Of the
73 national banking systems rated by Moody’s in
June 1998, the five countries hardest hit by the fi-
nancial crisis are close to the bottom of the list
(table 2.10). 

Risk perceptions and international 
financial support
Investors may have viewed the financial assistance
organized for Mexico in 1995 as evidence that “im-
portant” countries (however defined) could count
on substantial international support to avoid de-
fault. Investors’ willingness to assume Russian risk
in the face of the large budget deficit and increasing
debt burden has been attributed by many to the be-
lief that the G-7 countries would not allow Russia
to default on its government debt. If the high level
of capital flows in the mid-1990s was even mod-
estly supported by expectations of rescue packages,
the lack of assistance to Russia in the summer of
1998 should help discourage the notion. The re-
fusal to provide funds to Russia without adequate
policy reform should encourage investors to differ-
entiate more accurately among countries. 

Recent discussions of changes to the interna-
tional financial architecture have underlined the
need for private creditors to bear more of the costs

of financial crises—for example, through the adop-
tion of standstill agreements in times of crisis. In-
creased potential for debt moratoriums, or restruc-
turings in which creditors take a large capital loss,
could reduce moral hazard and improve incentives
for debtor-creditor negotiations, thus leading to
more efficient outcomes during a crisis. However,
greater potential for losses will also tend to reduce
the supply of finance. 

Risk perceptions and policies toward 
capital flows
The recent financial crisis may also lead debtor gov-
ernments to take steps that limit flows from interna-
tional capital markets over the medium term, or to
delay capital account liberalization measures. The
financial crisis has emphasized the vulnerability of
small, open economies to swings in global financial
markets. Countries that have open capital accounts,
even if they have sound economic policies, can suffer
from excessive lending, encouraging asset-market
bubbles, and posing serious problems for macroeco-
nomic policies, as well as sudden withdrawals of fi-
nance (Eichengreen 1998). These concerns have in-
creased support for restrictions on capital flows
(Wolf 1998; Wessel and Davis 1998; Rodrik 1998;
Radelet and Sachs 1998; Cordella 1998) and have
reduced political support for moves to liberalize
capital accounts. For example, it now appears that
the government of India will not move forward
rapidly on the recommendations of the Tarapore
Committee toward furthering capital account liber-
alization (EIU 1998).

Since a major source of vulnerability was the
large stock of short-term liabilities of banks and 
corporates (World Bank 1999), countries may take
steps to reduce the private sector’s reliance on short-
term flows; for example, by taxing them directly or
increasing capital requirements for short-term liabil-
ities of commercial banks. Whether such policies are
desirable depends on the contribution of short-term
flows to growth. Increases in short-term debt raise
the vulnerability of the economy and (particularly
with open capital accounts) governments generally
need to hold higher reserves to compensate. But
there is clearly a net loss for the economy as a whole
if the private sector borrows short-term at London
interbank offered rate (LIBOR) plus a spread, and
the government places an equal amount of foreign
exchange in external bank deposits at LIBOR.
However, it is clear that all short-term borrowing
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Table 2.10 Banking systems in countries hit
by crisis

Ranking
(out of 73 countries)

Malaysia 63
Russian Federation 64
Korea, Rep. of 70
Thailand 71
Indonesia 73

Source: Moody’s Investor Service.
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does not represent speculative transactions that in-
crease risk; some short-term flows play an impor-
tant role in facilitating external transactions. For ex-
ample, businesses may borrow short-term to finance
imports, and domestic affiliates of multinationals
may turn to external borrowing to finance working
capital. Any restrictions on short-term flows must
therefore be carefully designed to avoid unnecessar-
ily raising the costs of normal business transactions.

Some countries have recently eased restrictions
on capital inflows in an attempt to compensate for
declining export revenues and capital inflows.
Colombia and Chile imposed reserve requirements
on capital inflows that represented a tax on short-
term holdings. The Chilean government has de-
cided to zero rate this reserve requirement (Banco
Central de Chile 1998). In September 1998, the
central bank of Colombia reduced the tax on in-
flows from 25 percent to 10 percent, and the re-
quired holding period from 12 to 6 months.

Attitudes toward policies to stabilize capital
flows are likely to be influenced by Malaysia’s ex-
periment with restrictions on capital outflows.6 In
February 1999 the government replaced some of
these requirements with an exit tax, coupled with
introduction of a capital gains tax on foreign port-
folio investment. The stated objective of the capital
market interventions was to curb currency specula-
tion and to enable the government to lower domes-
tic interest rates while maintaining a fixed exchange
rate. An important objective of these policies is to
avoid reducing foreign direct investment. In general,
controls on short-term debt and portfolio flows are
not inconsistent with an open regime toward FDI.
For example, despite its restrictions on currency and
portfolio capital flows, China is the largest recipient
of FDI among developing countries. However, some
investors have raised concerns that the controls will
interfere with transfers related to FDI projects, such
as remittances of dividends, profits, licensing fees,
and interest on loans (Oxford Analytica 1998).

Cross-country evidence suggests that restric-
tions on capital outflows have significant costs (see
below), but that they can sometimes provide a use-
ful additional policy instrument in segmenting do-
mestic money markets from international ones, al-
lowing lower domestic interest rates and a stronger
exchange rate than otherwise. Such restrictions have
been used as an alternative or supplement to rais-
ing interest rates to defend a currency against a
speculative attack—for example, by European coun-

tries in the first half of the 1980s (J.P. Morgan
1998; Eichengreen, Rose, and Wyplosz 1994). 

The possible short-term benefits from the use
of restrictions on capital outflows as a temporary
monetary policy instrument need to be weighed
against a variety of costs and risks. At the most
general level, controls can prevent capital from
seeking out its most efficient use, are costly to im-
plement, and increase the scope for rent-seeking,
bribery, and corruption. Adverse changes in the
rules governing existing investments reduce confi-
dence in the stability of these rules and may make
investors reluctant to return after controls are dis-
mantled. Controls may impose an externality on
other countries, by increasing investors’ perception
of the riskiness of emerging markets in general.
Further, controls can serve to delay necessary eco-
nomic adjustments, sometimes rendering the costs
of adjustment much greater when countries are fi-
nally forced to undertake it. The single most im-
portant question local and foreign asset holders
will be studying is whether the monetary easing
undertaken by Malaysia (in combination with re-
strictions on outflows) will be used to create a fa-
vorable general context in which to undertake the
urgently needed comprehensive and vigorous finan-
cial restructuring program. 

Near-term risk facing flows 
from the capital markets
Thus, it is likely that both creditors and debtors will
adopt a more cautious approach to international fi-
nancial intermediation than they did in the mid-
1990s. Reductions in international interest rates and
the signs of recovery in East Asia may encourage 
a rise in capital flows from the low level reached 
directly after the Russian debt moratorium, when
bond issues and syndicated loan commitments aver-
aged only $6 billion a month. But given the un-
certain outlook for the foreign currency earnings 
of developing countries and the global economic
slowdown, the recovery in flows is expected to be 
slow, with some years before the peak 1997 level is
reached again. The spread of recovery is also likely
to be highly differentiated, with some of the Asian
crisis countries (for example, Korea and Thailand)
seeing a faster resumption of capital flows.7

Investors’ willingness to return to emerging
markets will be influenced by the outcome of cur-
rent developments in Brazil. Success of the Brazil-
ian program would show that solvent borrowers
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can avoid a liquidity crisis with a combination of
strong policy measures and international assis-
tance. However, some observers are concerned
that an acceleration of capital outflows and a fur-
ther depreciation of the real could reduce confi-
dence in emerging markets and in the international
financial institutions supporting them. The eco-
nomic difficulties in Brazil should not have impor-
tant effects on countries outside Mercosur through
the trade channel, and it is to be hoped that the in-
ternational capital markets will be able to differen-
tiate sufficiently among countries to limit conta-
gion effects from any deterioration of the Brazilian
economy. 

The prospects for private capital flows, partic-
ularly to East Asia, will also depend on the risks to
the forecast outlined in chapter 1, particularly the
dangers of a more severe recession in Japan, a
sharp correction in stock markets, or a resurgence
of protectionist pressures. 

Private flows to low-income 
countries with good policies

The middle-income countries have received more
than 90 percent of capital market flows to the

developing world during the 1990s, and were at
the center of the financial crisis. But the financial
crisis also has reduced growth in many low-income
countries owing to lower commodity prices and the
slowdown in world trade—and capital market fi-

nancing has been important to some low-income
countries. Flows from the international capital
markets have averaged about 1 percent of low-
income countries’ GDP from 1993 to 1997, com-
pared with 2 percent for middle-income countries.8

Flows from the capital markets to low-income
countries increased from $2 billion in 1990 to $6
billion in 1997 (table 2.11). However, in 1998 flows
to low-income countries from the international
capital markets declined to under $5 billion, with
India accounting for 70 percent of the total.

Private source debt flows to low-income coun-
tries largely went to the public sector during the
early 1990s, although lending to the private sector
increased markedly after 1994. Portfolio equity
flows to low-income countries increased during
the 1990s, largely reflecting investment in the In-
dian market. But capital market financing remains
less important to low-income countries than FDI,
which increased ninefold from 1990 to 1997. FDI
flows to low-income countries have accounted for
56 percent of total private flows during the 1990s,
as compared to 49 percent in middle-income coun-
tries. Chapter 3 discusses the importance of FDI to
low-income countries. 

In part, the increase in private flows to low-
income countries before the financial crisis re-
sponded to a marked improvement in policies. Ef-
forts to strengthen macroeconomic stability, reduce
price distortions, and improve the performance of
the public sector have borne fruit in an acceleration
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Table 2.11 Net private capital flows to low-income countries, 1990–98
(billions of U.S. dollars)

1990 1991 1992 1993 1994 1995 1996 1997 1998a

Total private flows 3.5 4.9 5.0 11.2 13.1 11.3 14.6 17.0 15.2
International capital markets 2.4 1.8 1.8 6.3 7.6 4.0 5.3 6.4 4.7

Debt 2.3 1.8 1.4 4.2 0.5 1.3 –0.4 4.0 4.3
Banks 2.2 0.4 1.6 3.7 0.4 1.0 –0.6 1.7 4.7
Bonds 0.1 1.4 –0.3 0.6 0.1 0.3 0.2 2.3 –0.4

Portfolio equity flows 0.1 0.0 0.4 2.1 7.1 2.7 5.7 2.4 0.4
Foreign direct investment 1.1 3.1 3.2 4.8 5.5 7.3 9.3 10.6 10.6

Memo items (percent)
Private flows/GNP 0.6 0.8 0.9 2.0 2.2 1.7 1.9 2.1 1.8
International capital markets/GNP 0.4 0.3 0.3 1.1 1.3 0.6 0.7 0.8 0.6
Foreign direct investment/GNP 0.2 0.6 0.6 0.9 1.0 1.1 1.3 1.4 1.4
Public and publicly guaranteed 

debt flows/GNP 0.4 0.3 0.2 0.6 0.0 0.0 –0.2 0.2 0.4
Private non-guaranteed debt 

flows/GNP 0.0 0.0 0.1 0.1 0.1 0.2 0.2 0.2 0.0

Note: Unlike in previous editions of Global Development Finance, China is now included as a middle-income country. 
a. Preliminary.
Source: World Bank Debtor Reporting System.



of growth in many of the low-income countries in
Sub-Saharan Africa and South Asia. The countries
in Sub-Saharan Africa and South Asia that are con-
sidered good performers (according to the World
Bank’s ratings of policy performance) have achieved
average growth rates of 7 percent over the past
three years, compared with about 4 percent in the
early 1990s. The acceleration of growth has been
supported by some rise in the share of investment
in output, from 21 percent in the early 1990s to 25
percent during 1995–97 (table 2.12).

A portion of the rise in investment in these
countries was supported by higher private capital
flows, which financed 7 percent of investment
during 1995–97, compared with only 3 percent in
the early 1990s. But private capital flows during
1995–97 remained a much smaller share of invest-
ment there than in the predominantly middle-
income regions of East Asia and Pacific (12 per-
cent) and Latin America and the Caribbean (25
percent) (table 2.12). 

The limited rise in investment achieved to date
may not be sufficient to sustain high growth rates
over the medium term in these high-performing
countries. The incremental capital-output ratio
(ICOR), which relates the share of investment in
output to the rate of growth, fell from 5.6 in the
early 1990s to 3.5 during 1995–97. Thus, each
unit of investment is producing a substantially
larger amount of output than in the early part of
the decade. The main reason for the fall in the

ICOR is probably a surge in economic activity as
various price distortions have been removed. Over
time, however, sustained growth will probably re-
quire higher, as well as more efficient, investment. 

In other countries with growth rates of 7 per-
cent, investment typically exceeds 30 percent of
GDP. There may be little room for squeezing con-
sumption in these very poor countries, particularly
as many expenditures counted as consumption
(such as some health and education services) are
really investment in human capital and are as es-
sential to growth as physical investment. And the
overall shortfall in investment is predominantly
accounted for by private investment, as public in-
vestment is broadly comparable to the middle-
income regions. A major portion of increased in-
vestment rates will therefore probably have to be
financed by private capital inflows. Improvements
in the legal and contractual environment surround-
ing private investment are important to encour-
age increased private capital flows to low-income
countries (Collier and Dollar 1998). Chapter 4 dis-
cusses how international assistance can be effec-
tive in attracting more private capital flows to these
countries. 

Annex: Derivatives and the 
financial crisis

Derivatives have proved a double-edged sword
during the financial crisis. While they can be

effective instruments that help manage and reduce
risks, at times of very sharp changes in market
prices and reduced liquidity the highly leveraged
positions that derivatives facilitate may be a signif-
icant source of increased risk. Their inappropriate
use may have accentuated the drying up of capital
flows to developing economies.

The growth of derivatives transactions in
developing countries
Derivatives permit the separation of the various
risks that may be involved in a single transaction,
and the transfer of risks to the parties most willing
to assume them. The ability to off-load undesir-
able risks can increase the attractiveness of cross-
border capital movements to investors (Garber
1998). For example, foreigners may be more will-
ing to invest in developing countries with active
derivatives exchanges that facilitate hedging against
changes in the exchange rate. Derivatives have played
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Table 2.12 Economic aggregates in countries with
good performance in Africa and South Asia
(percent)

1990–92 1993–94 1995–97

GDP 3.7 6.2 7.2
Investment/GDP 20.6 21.6 25.1
Private capital inflows/

investmenta 2.8 9.0 7.1
Incremental capital-output

ratio 5.6 3.5 3.5

Private capital inflows/investment
East Asia 7.9 15.1 12.3
Latin America 9.4 20.0 24.7

Note: Countries include Côte d’Ivoire, Eritrea, Ethiopia, Ghana,
Lesotho, Senegal, Uganda, Bangladesh, Bhutan, India, Maldives,
and Sri Lanka.
a. Private capital inflows are defined as net long-term lending from
private sources, portfolio equity, and foreign direct investment, as in
table 2.1.
Source: World Bank.



an important role in attracting capital to countries
with rapid improvements in policy, such as Mex-
ico in the early 1990s. 

Both over-the-counter and exchange-traded
instruments have entered the mainstream of emerg-
ing currency and securities markets in recent years.
Brazil now boasts the third-largest futures ex-
change in the world, with a reported $223 billion
in trades in the first half of 1997. There are several
exchanges offering listed derivative products in
East Asia, Eastern Europe, and Latin America, and
the use of standardized equity derivatives has in-
creased (World Bank 1998; Swan 1996).

The volume of transactions in over-the-counter
arrangements also appears to have increased signif-
icantly, although there is a lack of consistent data
on their use in emerging markets. The World
Bank’s study of the East Asian bond market noted
the rapid growth of informal foreign exchange fu-
tures with the opening of capital accounts (World
Bank 1995). During the Mexican peso crisis, ‘swap
and forward’ contracts on tesobonos increased by
40 percent before the end of 1994, at which point
Mexican institutions had $16 billion in swaps
(Nussbaum 1997). Credit derivatives are increas-
ingly being used to permit investors to hedge the
default risk of emerging market bonds and to gain
exposure to markets that may be off-limits for legal
or regulatory reasons (Grant 1998). 

Losses during the financial crisis
The availability of derivatives instruments, cou-
pled with weak institutional and legal frame-
works, increased opportunities for speculation
that resulted in significant losses with the down-
turn in markets during the financial crisis. The use
of forwards, futures, swaps, and other derivatives
instruments enabled investors to take on greater
exposure relative to their capital, and to greatly in-
crease the potential for loss. For example, the in-
vestor who is short in the foreign exchange futures
market can lose many multiples of her investment,
compared to spot transactions in which the down-
side is limited to the currency held. 

The Russian debt moratorium imposed huge
losses on both foreign and domestic creditors trad-
ing in over-the-counter derivative instruments,
perhaps as much as $90 billion (see annex table).
Exposure by foreign investors to risk from ruble-
denominated debt (GKO) was magnified by tech-
niques to increase leverage, such as investing bor-

rowed funds from commercial banks. Some banks
accepted GKOs as collateral supporting total-
return swaps based on GKOs. The collapse of the
GKO market meant that the banks were due sub-
stantial sums from the swaps, but collecting the
amount due was problematic because the value of
collateral that could be seized to enforce payment
had plummeted. Similarly, investors were willing to
invest in GKOs in part because they were able to
use forward contracts to hedge their ruble expo-
sure. However, foreign currency hedges could not
protect investors from the sudden drying up of li-
quidity in the market because of the debt morato-
rium and Russian government prohibitions against
servicing debt (Clow 1998). It is unlikely that in-
vestors would have assumed the same level of expo-
sure to GKOs if derivatives had not been available.

Derivatives losses were significant during the
East Asian crisis as well. The ready availability of
derivatives instruments made it easier for both for-
eign and domestic companies to take advantage of
the large interest rate differentials between U.S.
and local markets through off-balance-sheet trans-
actions. For example, banks could enter into swaps
under which they received the return on domestic
money market instruments and paid the return 
on U.S. investments. These swaps earned profits as
long as the East Asian exchange rate remained
fixed, but resulted in huge losses once the exchange
rates depreciated. The swaps were off-balance-
sheet transactions that could be funded by a lim-
ited margin (as opposed to tying up substantial
amounts of capital by dealing in the underlying se-
curities), and often were not subject to adequate
scrutiny. Korean commercial banks may have lost
$2.5 billion in over-the-counter derivatives con-
tracts with the collapse of the won. The Indone-

Table 2A.1 Estimates of losses from over-the-
counter exposure, selected emerging markets
(billions of U.S. dollars)

Country Institution Range of loss

Indonesia Private corporations 15

Korea, Rep. of Merchant banks 2.5

Russian Federation Russian commercial banks 10
Foreign banks 20–90

— Not available.
Sources: Industry estimates, Kleiman International Consultants, Inc.
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sian crisis led to severe losses. When Hong Kong–
based Peregrine Securities collapsed in January
1998, it held $10 billion in interest and currency
swaps in Indonesia, and its off-balance-sheet liabil-
ities exceeded on-balance-sheet by 10 to 1. Foreign-
ers may have lost $15 billion in swap transactions
with Indonesian corporates that went bankrupt
with the collapse of the rupiah; these losses are not
covered in the INDRA private debt restructuring
program. 

Public policy concerns
The fact that investors lost money through deriva-
tives is not, by itself, a cause for concern by policy-
makers. Normally, the loss of one investor is
another’s gain; even very substantial losses by an
investor do not necessarily imply any change in so-
ciety’s net wealth (Miller 1996). And the growing
use of derivatives has generated substantial bene-
fits to developing countries (World Bank 1998).
However, there are four aspects of the use of deriv-
atives that raise public policy concerns of direct
importance to emerging markets: the difficulties 
in enforcing certain derivatives transactions, the
implications of derivatives transactions for trans-
parency, the potential contribution of derivatives
to increasing systemic risk, and the use of deriva-
tives to accumulate market power. 

Enforcement of derivatives transactions. Losses
were increased during the financial crisis by the
uncertain legal status of many over-the-counter de-
rivatives instruments. The enforceability of over-
the-counter derivatives has been undermined by
differences in interpretation of basic legal terms,
such as insolvency, maturity, and default. Collect-
ing on derivatives transactions has been further
complicated by the costs and uncertainties involved
in cross-border litigation. An important example
was the refusal by Korean counterparties to make
payments to a U.S. dealer on total return and cur-
rency swap transactions (BIS 1998). In Indonesia,
corporates’ over-the-counter derivatives were often
informal and documentation was poor. A recent
Moscow court judgment held that some of the
GKO trades were not eligible for protection under
the civil code. More generally, the legal status of
over-the-counter instruments is evolving even in
industrial-country markets, and the legal risks of
some over-the-counter instruments remain signifi-
cant (Asserson 1996; Figlewski 1998). Their ex-
tension to the less-developed legal systems in many

emerging markets can raise significant questions
concerning the enforceability of contracts. 

Difficulties in enforcing derivatives transac-
tions can be reduced by encouraging greater use 
of the standardized derivatives contracts provided 
by exchanges. Derivatives exchanges also provide
clear procedures and mechanisms to resolve con-
flicts, and help ensure that adequate liquidity is
available to support trading. The International
Organization of Securities Commissions (IOSCO)
has published a set of guidelines and recommen-
dations on the appropriate regulatory and legal
framework for cross-border derivatives markets,
which have proved to be effective in the industrial
countries (IOSCO 1998).

Derivatives and transparency. The use of de-
rivatives by some East Asian governments during
the financial crisis had the effect of obscuring the
impact on central bank reserves of efforts to sup-
port East Asian currencies. By mid-1997, the Thai
central bank had committed to over $20 billion in
nondeliverable forwards and swaps that were not
readily observable by financial markets. The Bank
of Korea also relied on forward commitments dur-
ing the attack on the won in late 1997, and lost
when the won collapsed (Schuman 1997; Schuman
and Cho 1997). 

The complexity of derivatives transactions has
also made it more difficult for the owners of capi-
tal to observe the risks incurred by their agents. In
many of the more spectacular derivatives-related
failures (for example, the collapse of Barings, the
bankruptcy of Orange County in 1994, Proctor
and Gamble’s $150 million debacle in 1994 with
put options on long-term bond prices, and Metall-
gesellschaft’s losses in attempts to hedge oil prices
in 1993), the principals did not appear to fully un-
derstand the risks being assumed (Miller 1996).
And once a huge loss has been incurred, managers
may have an incentive to take on additional risks
in the hope of recouping their position before re-
porting to their superiors.

Systemic risk. Although the proper use of de-
rivatives can reduce risk, derivatives also have the
potential to increase systemic risk. Given the sig-
nificant credit exposures in over-the-counter deriv-
atives among the largest financial institutions,
counterparty credit losses on derivatives transac-
tions could be a significant conduit for the trans-
mission of financial shocks (BIS 1998). Counter-
parties that lack sufficient liquidity to absorb 
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unexpected losses may be forced to sell other posi-
tions, resulting in a spiral of price declines that
impose large, and perhaps unnecessary, losses to
other investors (McClintock 1996). The danger of
a systemic collapse is heightened under disorderly
market conditions, as systems of settlement and
short-term financing may already be under strain
(Cornford 1995). With deposit insurance, substan-
tial losses by banks may raise issues concerning
government solvency and the sustainability of eco-
nomic policies. In short, while losing money is a
normal phenomenon in efficient financial systems,
extremely large losses in highly leveraged transac-
tions (particularly when they concern the banking
system) can have severe implications for the over-
all economy.

Derivatives have figured in some of the more
spectacular failures that were thought to pose sys-
temic problems. One example was the inability of
the Hong Kong Futures Guarantee Corporation to
meet widespread defaults following the 1987 stock
market crash. A collapse of the corporation could
have led investors on the Hong Kong Futures Ex-
change to dump stocks hedged with futures con-
tracts, and the government felt compelled to res-
cue the corporation to maintain an orderly equity
market (Cornford 1996). 

A more recent example in industrial countries
was the danger that the unwinding of the huge
positions of Long-Term Capital Management
(LTCM) could bring about sharp price declines
and a severe drying up of market liquidity (Green-
span 1998a). There was particular concern over
the exposure of commercial banks to LTCM
through over-the-counter derivatives. While the
banks’ exposure was largely collateralized, in the
conditions of market turmoil feared with a col-
lapse of LTCM the liquidation value of collateral
could have been greatly reduced, leaving the banks
exposed to losses estimated at $3–5 billion (Basle
Committee on Banking Supervision 1999). Further,
a default of LTCM could have had wider reper-
cussions, increasing volatility and reducing liquid-
ity in related markets beyond those in which
LTCM was involved, which would have greatly in-
creased the potential bank losses from a failure of
LTCM. 

Market power. Can the huge leverage that de-
rivatives provide be used by large traders to reap
substantial profits by engineering changes in key
market prices? Box 2A.1 discusses how the poten-
tial for self-fulfilling crises is supported by the pres-
ence of large traders capable of exerting a major
influence on market prices.
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Financial crises can arise even in the presence of sound
fundamentals. Diamond and Dybvig (1983) show how

bank runs can exhaust the reserves of solvent banks. De-
positors take their money out because they fear other de-
positors will withdraw their funds; the run is due to the
self-fulfilling expectations by creditors, rather than funda-
mentals. In the light of the ERM crisis of 1992–93, Obst-
feld (1996) extended this framework to show how market
expectations can drive a government’s decision to devalue.
Calvo and Mendoza (1996), Cole and Kehoe (1996), and
Sachs, Tornell, and Velasco (1996) all argue that the Mexi-
can peso crisis can best be understood in these terms. (For
a critical review, however, see Krugman 1996.)

A highly stylized model that illustrates a currency
attack based on self-fulfilling expectations is found in
Obstfeld (1996). There are three players: a government
selling reserves to defend its exchange rate peg and two
holders of domestic currency. If neither trader has suffi-
cient resources to exhaust the government’s reserves but

together they do, the peg will be sustained if neither 
believes the other will attack, and will collapse if each be-
lieves the other will attack. Fundamentals—in the form of
the reserves—are important here: if reserves are very low
the currency would surely collapse, and if reserves were
massive there could be no attack. But with intermediate
levels of reserves, the way is open for expectations to play
a critical role. 

However, the existence of many small traders reduces
the risk of self-fulfilling attacks, because it is difficult to
coordinate the activities of hundreds of traders. A little
uncertainty about the behavior of other traders (techni-
cally, “lack of common knowledge”) may lead to a unique
equilibrium driven by fundamentals, because individual
traders, unsure of what other traders are planning, will use
the level of reserves as a guide (Morris and Shin 1998). In
this view, self-fulfilling attacks only occur if there are large
traders who can coordinate their activities or serve as
guides for the universe of small traders.

Box 2A.1  Self-fulfilling expectations and financial crises
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It may be difficult for a few traders to domi-
nate financial markets in the more advanced devel-
oping economies even with the leverage offered by
derivatives, owing to the depth of these markets
and the potential for many traders to assume large
positions. For example, speculation against East
Asian currencies in 1997 reflected participation by
a host of domestic and foreign investors, not by 
a few large traders (Eichengreen and Mathieson
1998). But concerns have been raised about the
role of large traders in the subsequent attack on
the Hong Kong currency board system in the sum-
mer of 1998. Speculators are believed to have em-
ployed what was referred to as a “double play” in
which they shorted the stock market before at-
tacking the currency. Under the currency board
mechanism, as speculators moved out of HK dol-
lars and reserves fell, interest rates rose. As a re-
sult, speculators’ profits would be huge if the spec-
ulative attack succeeded, and if it failed losses
would be covered by the gains from shorting the
equities market. In the event, however, officials
fended off the attack by buying heavily in the
stock market. On the basis of the regular pattern
of currency sales accompanied by the shorting of
stocks and futures, the Hong Kong Monetary Au-
thority believed that large traders engineered the
attack (Krugman 1998b).

Notes
1. Other sources of this discrepancy include time lags

in data reporting, discrepancies in reporting, cash (Global
Development Finance) versus accrual (balance of payments)
accounting, difficulties in accounting for derivatives, and in-
adequate data from off-shore financial centers.

2. The growth in trade and financial transactions dur-
ing the 1990s may also have generated larger gaps and errors
in data collection.

3. Hamao and Mei (1996) find no evidence of herding
among Japanese investors.

4. Only annual data are available on foreign pur-
chases of shares in domestic stock markets. 

5. China’s contingent liabilities could be as high as 50
percent of GNP. Estimates of the size of contingent liabilities
are taken from Standard and Poors (for China and Pak-
istan), and work done by IMF staff in conjunction with the
Bank of Korea and Bank Indonesia.

6. The discussion of the Malaysian capital controls is
based on World Bank economic and sector work.

7. A faster recovery in the United States and Europe
may lead to higher interest rates than envisaged in the base-
line forecast. However, it is likely that flows will continue to
be constrained by perceptions of risk rather than global li-

quidity conditions for the next few years. For the impact of
global liquidity conditions on flows to developing countries,
see Fernandez-Arias 1994; Calvo, Liederman, and Reinhart
1992; Cline and Barnes 1997; and Dooley, Fernandez-Arias,
and Kletzer 1994.

8. China is now classified as a middle-income coun-
try, which results in a significant fall in the volume of capital
flows to low-income countries, compared with earlier edi-
tions of Global Development Finance.
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