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Overview: International Finance 
and the Poorest Developing Countries

THE INTEGRATION OF DEVELOPING COUN-

tries into the global economy increased
sharply in the 1990s with improvements in

their economic policies; the massive expansion of
global trade and finance driven by technological
innovations in communications, transport, and
data management; and the lowering of barriers to
trade and financial transactions. Many of the poor-
est developing countries1 participated strongly in
this process despite their limited access to capital
markets. This report analyzes the interaction be-
tween the global expansion of finance and im-
provements in domestic policies in the poor coun-
tries over the 1990s, and the implications for
growth and poverty reduction. Three main mes-
sages are developed: (a) a strong investment cli-
mate is critical to attracting foreign capital and
using it productively; (b) poor countries’ increas-
ing integration in the global economy means that 
they face similar policy challenges as middle-income
countries, including how to deal with capital mo-
bility; and (c) achieving the Millennium Develop-
ment Goals will require a substantial rise in aid
flows, an increased allocation of aid to countries
with good policies, and improvements in policies
by both developing countries and donors.

A greater integration of poor countries 
and private capital—
The surge in foreign direct investment (FDI) flows
and the decline in aid have transformed external fi-
nance to the poor countries. FDI flows to the poor
countries rose from 0.4 percent of the gross domes-
tic product (GDP) in the late 1980s to 2.8 percent
in the late 1990s in response to the globalization of
production and improvements in domestic policies
(see pages 59–61). Aid to these countries fell by 20

1

.

percent in real terms over the same period. The
poor countries now receive about the same level of
FDI as middle-income countries, relative to the size
of their economies. In addition, the global expan-
sion of international banks coupled with the liber-
alization of domestic financial systems in the poor
countries increased the average share of foreign
bank assets to more than 40 percent of total assets,
more than double the share of 1995 and compara-
ble to that of many middle-income countries that
have recently benefited from increased foreign
bank participation (see pages 64–66).

—good policies and governance, along with
strong institutions, are critical to using private
flows productively
A rise in private flows can have a substantial im-
pact on investment in the poor countries and, if
productively used, on growth. However, the policy
framework must be right. Improvements in the in-
vestment climate (a term that refers to the numer-
ous ways in which government affects the produc-
tivity of investment, including policies, governance,
and the strength of institutions) have boosted the
impact of international financial transactions on
productivity in the poor countries. Domestic firms
in countries with strong investment climates are
more able to absorb the foreign technology and
skills that come with FDI (see pages 62–63). Better
policies have enabled some poor countries to at-
tract more diversified FDI flows—the share of
countries that export natural resources in the poor
countries’ FDI dropped from half in 1991 to 20
percent toward the end of the decade. Countries
that established the competitive conditions re-
quired to attract foreign banks experienced an im-
provement in the efficiency of their domestic banks
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and thus a decline in the cost of financial interme-
diation (see pages 66–69).

Poor countries face similar challenges
from globalization as middle-income
countries

The events of the past year underlined the risks
of capital mobility for the middle-income

emerging markets. The current global economic
slowdown, exacerbated by the bursting of the high-
tech bubble at the end of 2000 and the terrorist at-
tacks in September 2001, is exceptionally deep and
broad (see pages 7–11). Capital market flows once
again proved to be procyclical: the growth slow-
down in industrial countries reduced both emerg-
ing markets’ export revenues and their access to ex-
ternal finance (see pages 32–36). By contrast, the
level of FDI in 2001 was virtually unchanged from
the previous year despite adverse global conditions,
including a drop in global FDI flows (see pages
37–40). The crisis in Argentina illustrates how
open capital accounts can compound the effects of
unsustainable macroeconomic policies and high
public sector debt, thus seriously complicating sta-
bilization efforts (see pages 43–47).

The poor countries are also vulnerable to capi-
tal mobility. While most still impose restrictions on
capital account transactions, controls have had
only limited success in controlling capital outflows
in the context of a weak investment climate, where
domestic investment opportunities are limited and
fears of confiscation or reduction in the value of
assets provide considerable incentive to put money
abroad (see pages 69–78). Poor countries with bet-
ter than average policies (as measured by the
World Bank) had more success in retaining domes-
tic capital: a rough estimate of the stock of their
capital outflows relative to GDP was about one-
sixth the size in poor countries with worse than av-
erage policies. Capital outflows have been more
volatile in the poor countries than in the middle-in-
come countries, while volatility can be more costly
(in terms of welfare) in poor countries because
more people live close to subsistence and have little
private insurance or public safety nets. Thus poli-
cymakers in poor countries need to recognize the
potential impact of capital mobility on both stabi-
lization policies and long-term development.

Good policies and strong governance
are also key to improving aid
effectiveness

Earlier empirical studies consistently found a
weak relationship between aid and investment,

with even less of an impact of aid on growth. How-
ever, more recent research shows that aid makes 
an effective contribution to growth and poverty re-
duction in countries with good economic policies,
sound institutions, and strong governance, but has
little effect in countries with poor policies. A dou-
bling of aid flows would help ensure that develop-
ing countries achieve the Millennium Development
Goals, provided that this aid is allocated to coun-
tries with good policies and large numbers of poor
people (pages 99–100).

Aid continued to decline in 2001, and the pros-
pects for a substantial rise in the medium term are
limited (pages 90–94). Most countries with good
policies can continue to absorb additional aid re-
sources without seriously impairing the effective-
ness of that aid (see pages 96–99). Aid does not, in
general, increase the volatility of government re-
sources, and appropriate policies can ensure that
aid does not contribute to inflationary pressures or
cause excessive exchange-rate appreciation. It is
true that even in many countries with good poli-
cies, lack of administrative capacity lowers the
marginal productivity of aid as aid levels rise.
However, recent research indicates that aid levels
to most countries with strong economic programs
are well below the threshold where aid becomes
ineffective.

Better aid policies by donors also
contribute to poverty reduction

There is evidence that donors have made pro-
gress in improving their own policies, through

increasing resources to debt relief for good per-
formers, easing complex administrative require-
ments that can strain limited government capacity,
and reducing the share of tied aid (see pages
101–104). Modifications of adjustment assistance
have helped to preserve the use of conditionality in
channeling aid resources to good performers and
supporting the credibility of government policies,
while ensuring adequate government flexibility
and domestic stakeholder commitment to the pro-

2
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gram. Here also, recipient government policies are
key: strong leadership and effective administration
by the government can help promote aid coordina-
tion and make it easier for donors to adopt more
flexible policies.

Note
1. The poor countries are defined to represent developing

countries with relatively low per capita income and almost
no access to international capital markets. The group in-
cludes all IDA-only countries plus a few blend countries that
have had few IBRD loans over the past few years. The coun-
tries included are Afghanistan, Albania, Angola, Armenia,
Bangladesh, Benin, Bhutan, Bolivia, Burkina Faso, Burundi,

Cambodia, Cameroon, Cape Verde, Central African Repub-
lic, Chad, Comoros, the Democratic Republic of Congo, the
Republic of Congo, Côte d’Ivoire, Djibouti, Eritrea, Ethi-
opia, The Gambia, Georgia, Ghana, Guinea, Guinea-Bissau,
Guyana, Haiti, Honduras, Kenya, Kiribati, the Kyrgyz Re-
public, the Lao People’s Democratic Republic, Lesotho,
Liberia, Madagascar, Malawi, Maldives, Mali, Mauritania,
Moldova, Mongolia, Mozambique, Myanmar, Nepal,
Nicaragua, Niger, Nigeria, Pakistan, Rwanda, Samoa, São
Tomé and Principe, Senegal, Sierra Leone, Solomon Islands,
Somalia, Sri Lanka, Sudan, Tajikistan, Tanzania, Togo,
Tonga, Uganda, Vanuatu, Vietnam, Republic of Yemen,
Zambia, and Zimbabwe. These countries’ average per capita
income is under $500 per year compared with $2,900 for
other developing countries. And most of them are small; only
Pakistan, Bangladesh, Nigeria, Vietnam, Ethiopia, and the
Democratic Republic of Congo have more than 50 million
people.





1
Challenges for Developing Countries 
during the Coming Global Recovery

THE CURRENT GLOBAL ECONOMIC SLOW-

down is exceptionally deep and broad.
Global growth in 2001, at 1.2 percent, was

2.7 percentage points lower than in 2000 (figure
1.1). In the last 40 years the deceleration in gross
domestic product (GDP) was sharper only in
1974, during the first oil crisis. The current slow-
down is also broad in that the deceleration is
equally rapid for industrial countries and develop-
ing countries. The slowdown in economic activity
coincides with an unprecedented 14 percentage
point deceleration of world trade, from record
growth of 13 percent in 2000 to a 1 percent de-
cline in 2001 (table 1.1). However, contrary to
many earlier downturns, inflationary pressures re-
mained very subdued and this allowed monetary
authorities to loosen their policies substantially.

The bursting of the high-tech bubble at the end
of 2000 and the terrorist attacks in September
2001 made the deceleration of the global economy
so exceptionally sharp. The unpredictable charac-
ter of these events made it difficult to anticipate the
depth of the downturn. Nevertheless, after the ter-
rorist attacks the expectations—a deeper recession
and a delay of the recovery by one or two quar-
ters—appear to be materializing.1 Several of the
strong market reactions to the terrorist attacks
have been reversed and signs of a recovery in the
United States and the high-tech sectors have started
to mount.

Even during this unusually synchronized down-
turn, the intensity and character of the economic
malaise differ across countries, sectors, and income
groups. Especially hard hit are countries dependent
on commodity exports, with many commodity
prices at historical lows; highly indebted emerging
economies, because private investors have reduced

5
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their exposure in emerging markets in reaction to
increased uncertainty, reduced value of portfolios in
industrial countries, and increased default provi-
sions; high-tech sectors, with many firms decimated
after the high-tech bubble burst; and tourism indus-
tries, suffering from the aftermath of the terrorist
attacks. As in every severe downturn, poor people
pay a high price. Without buffers or safety nets to
rely upon, their ability to satisfy basic needs is im-
mediately at stake when incomes decline.

The current sharp deceleration in economic
activity largely follows a typical investment and
inventory cycle, even if it was triggered by other
factors, such as the bursting of the high-tech bub-
ble or the terrorist attacks. Likewise, the standard
investment cycle is expected to play a major role 
in recovery. The steep decline in investment and
stock building in recent quarters carries seeds for a
forceful cyclical recovery. As capital stocks and in-
ventories are adjusted downward to reflect lower
growth expectations, the decline in investment and
stock-building tends to become less steep and ac-
tivity starts to rebound. The rebound will be fur-
ther fueled by aggressive monetary and fiscal stim-
ulus, especially in the United States. The current
synchronism of the cycles in different parts of the
world will likely be reflected in a strong global re-
covery, even if recovery in individual countries is
not exceptionally vigorous.

The economic consequences of the terrorist
attacks probably delayed this rebound by about
two quarters, implying strong growth in the sec-
ond half of 2002. Weak growth in the second 
half of 2001 and the first half of 2002 is expected
to keep global growth in 2002 at 1.3 percent,
slightly above growth rates for 2001. This outlook
implies a downward adjustment since the publica-
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tion of Global Economic Prospects 2002 (World
Bank 2001), mainly reflecting more pessimistic
views on Japan and Latin America. World trade
could very well decline in 2002 for a second year
in a row. However, an anticipated acceleration in
the second half of 2002 will likely result in a strong
recovery in annual growth for 2003. Although
global GDP growth in 2003 of 3.6 percent would
fall short of the strong 3.9 percent performance 
of 2000, advances in world trade are expected to
breach 8 percent.

Not all economies will benefit immediately from
the robust global rebound. Argentina’s financial
strains have resulted in defaults and devaluation,
heralding a protracted period of painful adjustment;
but there is also hope that a new base can be cre-
ated for resumption of long-term growth. As finan-
cial weakness in Japan has worsened during the
global downturn, a recovery of the external environ-
ment can probably not avert, but only alleviate,
structural adjustments. Commodity exporters, in-
cluding oil producers, have experienced large terms-
of-trade losses that will limit their short-term ability 
to rebound. The speed of recovery toward normal
trends in tourism is uncertain, leaving the prospects
cloudy for many of the developing countries that are
heavily dependent on this revenue source.

On average, however, developing countries’
growth is expected to be robust in 2003 and 2004,
reaching 5 percent per year. A strong recovery seems

achievable in the absence of additional adverse
shocks to the global economy. Such a recovery
would be supported by modest inflation—median
inflation in the developing world is around 5.5
percent, only half the average rate during the
1990s—relatively low interest rates after the re-
cent easing of U.S. monetary policy, rapidly grow-
ing import demand in the industrial countries, and
a slight rebound in real commodity prices. Ex-
porters of high-tech products are likely to benefit
more than average from this recovery. The main
risks to this favorable outlook are to be found in
financial markets. The fragile Japanese banking
sector may trigger more adverse developments than
is currently assumed, and the full complement of
ramifications stemming from financial crises in Ar-
gentina and Turkey remains uncertain.

Many developing countries, even those that
currently do not have large financial imbalances,
face difficult challenges. The global downturn and
country-based policy responses to slowing growth
have reversed the trend of declining fiscal deficits
in many countries, and deterioration of deficits
tend to persist well after economic growth has re-
turned to normal levels. Some oil exporters—such
as Nigeria, the República Bolivariana de Vene-
zuela, and Indonesia—are particularly vulnerable,
as oil prices are expected to continue their down-
ward trend. Furthermore, the global downturn im-
plies a deterioration of the current account for
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Figure 1.1  World and industrial and developing country GDP growth, 1997–2004

Source: World Bank Economic Policy and Prospects Group calculations.
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many developing countries. Together with limited
availability of international private capital, this
could generate new financial strains, which could
impede further recovery.

Recession and recovery in the
industrial world

The United States, Japan, Germany, and several
smaller industrial countries in Europe entered

into—or came close to—recession in the course of
2001. Aggregate annual growth in the industrial
world decelerated from 3.4 percent in 2000 to 0.9
percent in 2001. With almost all recessions having
started in the second half of 2001, it is unlikely that
aggregate annual growth in 2002 will exceed 2001
growth, even with a solid rebound in the second
half of the year. Indeed, measured growth is likely
to decline further, to only 0.8 percent. The advance
in output in 2003, in contrast, is expected to return
to 3.1 percent, assuming that no major crisis evolves

7

Table 1.1 Global conditions affecting growth in developing countries and world GDP growth
(percentage change from previous year, except interest rates and oil prices)

Current
Estimate Current Forecasts GEP 2002 forecasts

2000 2001 2002 2003 2004 2001 2002 2003

Global conditions
World trade (volume) 13.1 –0.8 1.8 8.3 7.3 1.0 4.0 10.2

Inflation (consumer prices) 
G-7 OECD countriesab 1.9 1.7 0.9 1.6 1.8 1.8 1.4 1.5
United States 3.4 2.8 1.5 2.4 2.6 2.8 2.2 2.3

Commodity prices (nominal dollars) 
Commodity prices, except oil (dollars) –1.3 –9.1 1.3 7.3 6.4 –8.9 1.6 8.1
Oil price (dollars, weighted average),
dollars a barrel 28.2 24.4 20.0 21.0 19.0 25.0 21.0 20.0

Oil price, percent change 56.2 –13.7 –17.9 5.0 –9.5 –11.3 –16.0 –4.8
Manufactures export unit value (dollars)c –2.0 –1.4 –0.5 3.6 3.7 –4.6 4.0 4.4

Interest rates 
LIBOR, 6 months (dollars, percent)c 6.7 3.3 2.3 4.0 4.6 3.6 2.8 3.0
EURIBOR, 6 months (euro, percent)d 4.5 4.0 3.0 4.0 4.2 4.1 3.3 3.3

World GDP (growth) 3.9 1.2 1.3 3.6 3.1 1.3 1.6 3.9
High-income countries 3.5 0.8 0.8 3.2 2.6 0.9 1.1 3.5

OECD countries 3.4 0.9 0.8 3.1 2.5 0.9 1.0 3.4
United States 4.1 1.1 1.3 3.7 3.1 1.1 1.0 3.9
Japan 2.2 –0.8 –1.5 1.7 1.1 –0.8 0.1 2.4
Euro Area 3.5 1.4 1.2 3.3 2.7 1.5 1.3 3.6

Non-OECD countries 6.6 –1.0 1.7 4.4 4.0 0.6 3.2 5.7
Developing countries 5.4 2.8 3.2 5.0 4.9 2.9 3.7 5.2

East Asia and Pacific 7.4 4.6 5.2 6.9 6.5 4.6 4.9 6.8
Europe and Central Asia 6.4 2.2 3.2 4.3 4.0 2.1 3.0 4.2
Latin America and the Caribbean 3.8 0.6 0.5 3.8 3.8 0.9 2.5 4.5
Middle East and North Africa 4.2 3.1 2.7 3.3 3.3 3.4 2.9 3.6
South Asia 4.0 4.3 4.9 5.3 5.2 4.5 5.3 5.5
Sub-Saharan Africa 3.1 2.6 2.6 3.6 3.6 2.7 2.7 3.9

Memorandum items 
East Asian crisis–affected countriese 7.1 2.3 3.5 5.9 5.5 2.3 3.4 5.4
Transition countries of ECA 6.2 4.4 3.4 4.0 4.0 4.0 3.1 3.8
Developing countries, 
Excluding the transition countries 5.3 2.6 3.2 5.2 5.0 3.1 3.8 5.5
Excluding China and India 5.1 1.8 2.2 4.4 4.2 1.9 2.9 4.5

a. The G-7 countries are Canada, France, Germany, Italy, Japan, the United Kingdom, and the United States.
b. Unit value index of manufactures exports for G-5 countries (G-7 minus Canada and Italy) to developing countries, expressed in dollars.
c. London interbank offered for dollars.
d. Interbank offered rate for euros.
e. Indonesia, the Republic of Korea, Malaysia, the Philippines, and Thailand.
Source: World Bank Economic Policy and Prospects Group, February 2002 forecast; Global Economic Prospects (GEP) 2002 projections of
October 2001.
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from the fragilities in the Japanese banking system
or other sources of tension in the forecast. Growth
in 2004 is assumed to fall back to near its long-term
trend of 2.5 percent.

In the fall of 2000 the downturn still had
characteristics of a soft landing, with cyclical cor-
rections that did not suggest one of the most se-
vere decelerations in economic activity in decades.
However, in two steps—the first initiated by the
burst of the high-tech bubble at the end of 2000,
and the second by terrorist attacks in September
2001—the global economy decelerated further.

A three-phase slowdown—
At the root of the simultaneous economic down-
turn in all major industrial countries was a severe
slowdown in manufacturing sectors (figure 1.2).
That slowdown went through three phases. The
first phase began in the middle of 2000 with the
slowdown in the United States, which was partly 
a reaction to the tightening of monetary policy 
by the Federal Reserve Board, a move designed 
to slow an economy that had been growing well
above capacity. Production of traditional durables
declined, and production in high-tech sectors
started to slow. The latter was partly a reaction to
the high-tech investment bubble that had been
swelling since 1998, especially in the United States,
and then burst. Japan and the European economies
clearly lagged in the downturn. 

The second phase began at the end of 2000
when the recession in durable goods had begun to
bottom out, but the high-tech bubble burst yet fur-
ther, forcing stock markets into sharp decline
while high-tech production started to fall at dra-
matic rates (figure 1.3). Japanese output, highly
dependent on high-tech exports, declined precipi-
tously. The fall in exports and the accompanying
drop in equity prices exacerbated the bad-loan
problems in the Japanese banking sector, which
could not escape the spiral of defaults and thin
margins in a deflationary environment. In Europe,
signals were mixed in the beginning of this phase.
Since European growth in 2000 hardly exceeded
its long-term capacity trend, the internal cyclical
forces were much weaker than in the United States.
However, the slowdown in world trade affected
the manufacturing sectors, while the European
telecommunications industry shared the fate of the
global high-tech sectors as future profitability was
suddenly reassessed. The European Central Bank
hesitated to ease monetary policy in the face of in-
flationary pressures originating from temporary
increases in food prices due to livestock diseases,
high oil prices, and a weak euro. The slowdown,
first apparent in Germany, gradually spread to sev-
eral other European countries.

The terrorist attacks in September 2001
marked the start of the third phase. At that time the
recessions in manufacturing production had more
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Percentage change, three-month/three-month, seasonally adjusted annual rate

Figure 1.2  Manufacturing production in the G-3 countries 2000–02

Source: National statistics and World Bank Economic Policy and Prospects Group calculations.
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or less bottomed out, albeit for Japan and the
United States at still large declining rates. The pe-
riod immediately after the terrorist attacks was
characterized by an extraordinary, but temporary,
loss of consumer confidence and deterioration of
business sentiment (figure 1.4). Equity prices plum-
meted 15 percent immediately after the attacks,
spreads on junk bonds jumped 200 basis points

within weeks, and commodities prices fell 7 percent
within one month. Industrial production dipped
once again, although it seemed that the high-tech
cycle was less affected (figure 1.3). While these first
market reactions were reversed within one quarter,
economic recovery will probably be delayed by
about two quarters as a result of supply disruptions
and shaken confidence.

9

Percentage change, three-month moving average, seasonally adjusted annual rate

Figure 1.3  U.S. manufacturing output, high-tech and non-high-tech industries

Source: Federal Reserve, through Datastream.
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Figure 1.4  Consumer confidence in the United States, the Euro Area, and Japan

Source: U.S.: Conference Board; Japan: ERISA; Euro Area: European Commission.
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Table 1.2 Initiating factors: turning points to downturn and recovery in OECD recessions
(changes in contribution to growth, at seasonally adjusted annualized rates)

Downturn Contributions Recovery Contributions

Change in Change in 
Starting quarter GDP growth Principal sources Ending quarter GDP growth Principal sources

United States
Mid-1970s Q1, 1974 –6.4 S: –4.6 C: –1.6 Q2, 1975 6.0 S: 3.6 I: 1.9
Early 1980s Q4, 1981 –9.5 S: –4.8 C: –3.2 Q4, 1982 3.8 I: 1.4 C: 1.3
Early 1990s Q4, 1990 –2.8 C: –1.5 I: –1.0 Q1, 1991 2.8 C: 2.1 S: 0.9
Current Q3, 2001 –1.3 I: –1.1 C: –0.7 — — — —

Japan
Mid-1970s Q3, 1973 –6.1 S: –3.3 I: –3.3 Q1, 1975 5.5 C: 2.4 I: 2.3
Early 1990s Q2, 1993 –3.5 G: –1.7 S: –0.8 Q3, 1992 1.0 S: 0.9 G: 0.6
Asia crisis–present Q2, 1997 –7.3 C: –7.1 I: –1.5 — — — —

Europe
Mid-1970s Q4, 1974 –3.6 S: –3.8 C: –1.6 Q3, 1975 3.4 I: 1.4 S: 1.4
Early 1980s Q2, 1980 –3.5 C: –2.1 I: –1.4 Q3, 1980 1.2 X: 0.8 I: 0.5
Mid-1990s Q2, 1992 –2.4 I: –1.0 C: –0.9 Q2, 1993 2.0 C: 2.1 I: 0.7
Current Q2, 2001 –1.7 X: –1.9 C: –0.6 — — — —

— Not available.
Notes: GDP growth and contributions by expenditure component are expressed as the change in GDP growth and contributions to growth,
measured (1) for “downturn”: average of one or two quarters prior to the turning point, and (2) for “recovery”: turning point to the average
of two quarters following. Principal sources: C=private consumption, G=government expenditures, I=gross fixed investment, S=change in
stocks, X=net exports of goods and services. 
Source: World Bank Economic Policy and Prospects Group calculations.
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The prolongation and deepening of the down-
turn in the aftermath of the terrorist attacks made
this recession comparable in intensity to the reces-
sions of the early 1980s and 1990s, at least for in-
dustrial countries. Although the downturn in indi-
vidual countries has not necessarily been as deep as
during those two severe recessions, its simultane-
ous character made the current slowdown espe-
cially sharp for the industrial world as a whole.
Experience during the last decades suggests that 
the turning point to positive growth will probably
be triggered by the investment cycle, and that reces-
sions of this magnitude tend to result in a dete-
rioration of fiscal balances that typically lasts for
three or more years. The sharp fall in private
spending implies an improvement of the current
account in the short run, despite increased fiscal
deficits. The mirror image of the industrial coun-
tries’ reduced current account deficit is the ten-
dency of current account surpluses to narrow and
deficits to widen in the developing world. The re-
mainder of this section will discuss triggers of turn-
ing points in economic activity and the behavior of
government balances in the industrial world. In-
creased trade linkages have made developing coun-
tries more dependent on these turning points in the
industrial countries’ business cycles, and as the cur-

rent account surpluses of developing countries start
to decline, a deterioration of government balances
could increase tensions in global capital markets.

—largely driven by investment cycles
The deep recessions and subsequent recoveries in
the United States during the last three decades
were primarily the reflection of inventory and in-
vestment cycles.2 Table 1.2 summarizes the main
sources of change in GDP growth at the beginning
and end of recessions. In the majority of U.S. re-
cessions since the 1970s, changes in investment or
inventories were the main source of changes in
GDP growth, both at the start and close of each
recession. With the structural decline in invento-
ries through the use of new technologies and just-
in-time supply systems, the inventory cycle, still
dominant in the 1970s and 1980s, has become less
important. The investment cycle was the main
contributing factor in the current recession, and
investment will likely be the force that brings GDP
growth out of negative territory. As capital stocks
adjust downward, the decline in investment rates
will soften, reversing the downward spiral.

Table 1.2 highlights the fact that net exports
have been a relatively more important factor de-
termining the dynamics of recessions in Europe

10
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than in the United States. The inventory cycle has
never been as important in Europe as in the United
States. This could reflect the less pronounced do-
mestic business cycles in Europe, which has more
automatic stabilizers in place, as well as greater
regional diversity in monetary and fiscal policies.
Note that the recent downturn in Europe was trig-
gered mainly by swings in international trade,
rather than by changes in domestic consumption,
investment, or inventories. It is thus likely that the
international trade cycle will also be an important
ingredient of the recovery, in which case Europe
will lag behind the United States in the rebound.

Japan is the odd one out in this picture. Re-
cessions were avoided during the 1980s due to
strong, continuous growth in investment and pro-
ductivity. However, investment growth has been
declining since the early 1990s, when structural
growth rates fell, financial bubbles burst, and
problems in the banking sector began to mount.
This trend was so strong that it overwhelmed the
tendency for investment to experience sharp cycli-
cal changes. As a result, investment failed to play
the standard role of initiating a turning point in
economic activity. This is one reason why Japan
staggered from one recession into another during
the 1990s, and why it is not easy to identify a
source that could reverse the current downturn.

Policy is supportive, but will operate 
with some delay—
Policies will play an important role in the recovery
of the industrial countries. Monetary policy has
now turned highly expansionary in the United
States, and with some delay, has eased in the Euro
Area. In Japan the economy remains in a state of
deflation (consumer prices have declined for the
past two years), and interest rates can hardly fall
any further. Given the lack of headroom for alter-
native action, the Bank of Japan initiated a pro-
gram of liquidity injections—potentially weakening
the yen as a way to combat deflation and stimulate
exports.

The effects of monetary easing are likely to be
felt with some lag, and should provide a needed
fillip to demand for consumer durables and hous-
ing across the Organisation for Economic Co-
operation and Development (OECD) countries.
But there is concern that the eventual impact of
lower interest rates on business investment may be
limited. In particular, investor risk aversion has

risen significantly, depressing investment in high-
risk assets, especially in the United States. In Japan,
financial markets are burdened by the accumulated
debt of failed businesses, which has reached ¥50
trillion ($420 billion) since 1999, of which ¥16
trillion accrued during 2001. This has exacerbated
the “bad loan” problems of the commercial bank-
ing system, adding new nonperforming assets al-
most as quickly as “old” nonperforming loans are
written off. Under these circumstances, additional
Bank of Japan liquidity is unlikely to greatly in-
crease the willingness of Japanese commercial
banks to lend, and signs of a credit crunch for the
small-business sector may be emerging.

Fiscal policy also offers promise for boosting
growth, especially in the United States. The U.S.
Congress approved more than $40 billion in emer-
gency and industry-support funds in the immedi-
ate aftermath of September 11. Moreover, tax re-
ductions enacted earlier in 2001 will continue to
be implemented over the next few years. In the
Euro Area, automatic stabilizers will tend to in-
crease public deficits, but the constraints inherent
in the Stability and Growth Pact of the European
Union could limit government support for slowing
economies.3 In Japan debate continues regarding
the degree and nature of supplemental budget pro-
grams, against the background of Prime Minister
Junichiro Koizumi’s stated limits to bond-market
funding of such efforts. On balance, fiscal stimulus
is likely to be a significant additional driving force
for recovery in the major industrial economies,
particularly for the United States.

However useful and needed the fiscal stimulus
may be in the short term, increased deficits could
become a burden in the medium run. Historically,
deficits that originated in severe downturns tend to
last well beyond the recovery in economic activity
(figure 1.5). After the brief and steep recession fol-
lowing the first oil crisis in the mid-1970s, the aver-
age fiscal deficit (as a share of GDP) in the OECD
turned from positive to negative, never again to re-
turn to positive territory. After the second oil crisis,
it took a decade for the deficits to come back close
to precrisis levels, and after the Gulf War this took
five years. The stubbornness of deficits is partly
due to the vicious circle of higher debt and increas-
ing debt service, and partly due to the temptation
to see recessions as unique, temporary phenomena
and a subsequent recovery as a permanent im-
provement. While the deterioration of government
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deficits is often abrupt, the restoration tends to be
smoothed out over time. Of course, many regional
differences and different policy decisions deter-
mined the trend in the average deficit. Neverthe-
less, the historical pattern of persistent deficits is
clear, and the main challenge in the current reces-
sion is to keep the necessary stimulus confined to
the short run. In the medium run, improvement in
the industrial countries’ fiscal deficits will facilitate
a resumption of capital flows toward developing
countries.

—auguring a strong recovery in 2003 
Taking into account the likely impact of the inven-
tory and investment cycles, and the policy re-
sponses, we anticipate that the United States will
come out of the recession in the beginning of 2002
and European countries will follow one or two
quarters later, but Japan will hardly reach positive
growth during the year—resulting in annual 2002
growth rates of 1.3, 1.2, and –1.5 percent respec-
tively for these countries (figure 1.6). As industrial
production, investment, and global trade pick up
rapidly over the course of the year, 2003 is ex-
pected to provide a much rosier picture, with GDP
growth climbing to 3.7, 3.3, and 1.7 percent in the
three industrial centers. If banking problems in
Japan remain unsolved, a relapse into low or nega-
tive growth after a temporary export-led recovery
in that country cannot be excluded.

The U.S. current account deficit, which al-
ready diminished to $420 billion in 2001 from
$445 billion in 2000, as a result of recession and
falling oil prices, is expected to deteriorate only
modestly over the next two years. The adjustment
in 2002 and coming years is expected to be accom-
panied by a gradual weakening of the dollar and a
widening of current account deficits in some Euro-
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Figure 1.5  OECD GDP growth and fiscal balance, 1970–2000

Source: OECD.
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Source: World Bank Economic Policy and Prospects
Group calculations.
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pean countries. The Japanese current account sur-
plus declined substantially in 2001 because the
latest recession in Japan was driven mainly by a
decline in exports instead of a deceleration in in-
vestment. Because Japanese investment is also not
likely to recover strongly in the near future, the
current account surplus is expected to widen again
when world trade, and Japanese exports, rebound.
The current account deficit for the industrial coun-
tries as a whole is expected to decline from $280
billion in 2000 to $240 billion by 2004, most of
the improvement being realized in the near term.
The mirror image of this development is a reduced
current account surplus in the developing coun-
tries, partly reflecting declining oil prices and partly
reflecting reduced export opportunities.

Bust and boom in world trade

World trade, already undergoing the sharpest
deceleration on record, suffered additional

setbacks following the terrorist attacks of Septem-
ber 11. These events delayed the expected recovery
in output, which will in turn delay the rebound in
merchandise trade for one or two quarters. More-
over, security concerns disrupted trade flows, as did
increased shipping and insurance costs, although
medium-term effects arising from these develop-
ments are more uncertain. The attacks also reduced
developing countries’ revenues from international
tourism. However, longer-run prospects for global
trade have improved after a first important step to-
ward a new round of trade negotiations was made
at the World Trade Organization (WTO) minister-
ial conference in Doha, Qatar, in November 2001.

The record deceleration of merchandise trade
growth in 2001 was due to a collapse in high-tech
markets and recessions in the manufacturing sec-
tors of the industrial countries. Import demand de-
clined sharply in the United States and Japan dur-
ing the first half of 2001, while European import
demand fell in the second half. High-tech-intensive
merchandise exports from the East Asian newly in-
dustrialized economies (NIEs—Hong Kong (China);
Singapore; and Taiwan (China) declined much
more rapidly than merchandise exports from the
rest of the world (figure 1.7).4 Trade flows also
slowed in the developing world, although not as
sharply as in the NIEs. By the third quarter of 2001,
developing-country export volumes were near levels

of a year ago, and this deterioration intensified into
the fourth quarter. 

The regions most affected by the fall-off in
trade were East Asia—from depressed world de-
mand for high-tech goods and associated slippage
in intraregional trade—and Latin America, due 
to the extensive trade relations between Mexico
and the United States. Central European economies
continued to witness robust (although slowing)
trade growth, while Sub-Saharan African countries
were more affected by falling commodity prices
than by declines in volume. Merchandise imports
are now expected to rebound strongly in the sec-
ond half of 2002, together with a recovery of
world industrial production (figure 1.8). By 2003
growth rates could approach double-digit levels
again, of which 3 percentage points will be positive
carryover from 2002.5 North American exports are
expected to return to 9 percent growth in 2003,
European exports to 7.5 percent, while Japanese
trade flows are expected to achieve growth of 6.5
percent. The high-tech exporters are likely to expe-
rience the most rapid recovery, with particularly
fast export growth expected for East Asia (near 10
percent), boosted by China’s accession to the WTO. 

Trade logistics disrupted . . . air transport
continues to suffer—
The disruption of the global transportation sys-
tem resulting from the terrorist attacks appears 
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Percentage change, year-over-year

Figure 1.7  World export growth, 1999–2001

Note: Exports are for a sample of countries representing 79 percent of world
exports.
Source: Datastream and World Bank Economic Policy and Prospects Group
calculations.
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to have had only temporary adverse impacts on 
trade growth, but uncertainties continue to loom.
Air cargo has suffered more than other transport
modes. After September 11, U.S. airspace was com-
pletely shut down for several days to domestic and
international passenger and cargo traffic, and ca-
pacity utilization and revenues in air transport re-
mained significantly below preattack levels for sev-
eral months. Other parts of the world, especially
South Asia and the Middle East, also suffered inter-
ruptions in transportation, albeit less severe than
those in the United States. There is evidence to sug-
gest, however, that the physical constraints on
trade from the security response to the attacks are
abating.

The attacks had the immediate effect of in-
creasing insurance and security costs. Maritime
shipping costs rose for 10 to 15 days in the after-
math of September 11, rising on average 7 percent
according to the most widely available shipping cost
indexes. One of these indexes, the Baltic Dry Index,
shows a price spike shortly after September 11 (fig-
ure 1.9). However, costs declined quickly thereafter.
The Baltic Dry Index resumed its sharp downward
trend in a matter of days, continuing to track the
decline in world trade volumes over the last year.
Furthermore, the available data on seaborne ship-
ping costs generally cover the major trade routes—
for example, those between Asia and North Amer-

ica, and between North America and Europe. There
is anecdotal evidence suggesting that costs have
risen substantially more on less-traveled routes, par-
ticularly those close to the conflict zone around the
Middle East and South Asia. For example, insur-
ance rates on traffic through the Suez Canal in-
creased dramatically after September 11.

Security concerns following the terrorist at-
tacks had a more pronounced impact on the cost of
air transport. In September, the air cargo index for
transportation across major routes increased by an
average of 17 percent, with cargo costs from the
United States increasing by 22 percent. By October,
the global index had declined by only 2 percent,
with costs still nearly 15 percent higher than before
September 11. It is likely that a significant portion
of the rise in air cargo rates may be longer lasting.

Developing countries’ exports will be more
affected by rising transportation costs than will ex-
ports from industrial countries, because developing
countries tend to specialize in exports of primary
goods and labor-intensive manufactures, which
have higher trade margins (international transport
costs) than the high-tech exports from industrial
countries.6 One estimate of the effects of a sus-
tained increase in the cost of trade on world trade
flows suggests that, if the terrorist attacks caused 
a 10 percent increase in the port-to-port costs of
merchandise trade, world trade could decline by
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Percentage change at seasonally adjusted annualized rates

Figure 1.8  World industrial production and import volumes

Source: Datastream and World Bank Economic Policy and Prospects Group calculations.
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about 1 percent, approximately $60 billion (rela-
tive to a projection where the terrorist attacks have
no lasting impact on costs).7 Developing countries’
trade would fall by 1.6 percent, and industrial
countries’ exports would fall by 0.8 percent.

—and world tourism arrivals and revenues
approach record lows
The terrorist attacks also reduced developing coun-
tries’ foreign exchange revenues from international
tourism, which amount to 7 percent of total ex-
ports of goods and services, about equivalent to
revenues from high-tech exports or exports of agri-
cultural and food products. The World Tourism
Organization reports that travel reservations world-
wide in November 2001 stood 12 to 15 percent
below the levels of a year earlier.8 Anecdotal evi-
dence suggests that the fall in tourism revenues
may well have reached double-digit rates, as both
tourist arrivals and expenditures collapsed. Directly
after September 11, 40 percent of booked vacation
trips with Caribbean countries as the destination
were canceled. Airlines have substantially trimmed
their schedules to other destinations as well. Sev-
eral mid-size carriers in Europe have failed in the
last few months, and some carriers in the United
States are threatened with bankruptcy despite the

$15 billion support package quickly enacted in the
aftermath of September 11. Aside from declines in
volume, price effects may also be important as re-
sorts and hotels drop their prices in order to entice
visitors.

In the first eight months of 2001 world tourism
was on track for an increase of 2.5 to 3 percent for
the year as a whole, but after September 11 expec-
tations were adjusted to only 1 percent growth, im-
plying a decline of more than 20 percent (annual-
ized) in fourth quarter momentum.9 Assuming a 20
percent drop in tourism revenues during a period of
six months, the loss in export revenues for develop-
ing countries could amount to $14 billion. The im-
pact on employment could be particularly severe,
because tourism services tend to be highly labor in-
tensive. Short-term impacts probably far exceed the
longer-term consequences, since past trends indi-
cate that demand for travel and tourism services re-
covers relatively rapidly from setbacks. Even so,
countries near the conflict zone in South Asia and
the Middle East may suffer a more sustained re-
duction of revenues. The impact of any decline in
tourism revenues will vary enormously among de-
veloping countries. For example, tourism can con-
stitute as much as 70 percent of goods and services
exports in some small island economies, and also
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Dollars

Figure 1.9  Shipping cost index (Baltic Dry)

Note: The index is computed for the third day of each month.
Source: The Baltic Exchange through Datastream.
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has become a key export sector in many Sub-
Saharan African countries. Revenues from tourism
for the 14 Sub-Saharan African countries with the
highest dependency on tourism revenues average 
22 percent of total export revenues.10 In absolute
terms, Turkey is the largest recipient of tourism rev-
enues, and the sharp fall in these receipts since Sep-
tember 11 has complicated efforts to overcome the
financial crisis.

Improved prospects for a development round
of multilateral trade negotiations 
The Doha Development Agenda—which emerged
from the WTO Ministerial Conference held in
Doha, Qatar, in November 2001—demonstrates
the increased prominence of development con-
cerns in WTO deliberations, in turn reflecting in-
creased participation by developing countries in
the international trading system. Doha launched
negotiations on market access for manufactures,
dispute settlement, WTO rules, environmental
policies, and intellectual property protection.
These negotiations will complement ongoing talks
on market access in agriculture and services, which
are mandated by the Uruguay Round agreements.
Negotiations will be launched on four so-called
Singapore issues—competition, investment, trade
facilitation, and transparency in government pro-
curement—at the next WTO ministerial meeting
in 2003, if consensus can be reached on the modal-
ities of such negotiations at that time. Completing
negotiations by January 1, 2005, as envisaged in
the Doha Ministerial Declaration, represents a
major challenge (box 1.1), but success in doing so
would imply large welfare gains for both develop-
ing and industrial countries.

Secular declines and cyclical swings in
commodities prices
Non-oil commodities. The global economic slow-
down, a strong dollar, and large supplies of most
commodities reduced the average dollar price of
developing countries’ non-oil primary commodity
exports by 9 percent in 2001. Demand for metals
was most affected by the economic slowdown,
while agricultural commodities continued to face
large supply increases despite falling prices. Non-
oil commodity prices are now one-third below
their cyclical high of 1997. Currency depreciation
in major commodity exporters in East Asia and
Latin America resulted in sharp price declines for

coffee, oilseeds, sugar, and raw materials such as
rubber. Continued rapid technological progress
contributed to supply increases in a number of
commodities,11 and improved policies in some de-
veloping countries contributed to large increases in
exports.12 Coffee prices were especially hard hit
(down 30 percent in 2001 compared with 2000)
due to a 20 percent increase in global production
over the past three years with little increase in con-
sumption. Cotton prices declined 20 percent in
2001 due to large production increases in China
and the United States, and rice prices fell 15 per-
cent due to the large exports from Thailand and
Vietnam. Copper prices fell by 12 percent in 2001,
and prices would have declined even further if
major producers had not cut production by about
5 percent in an effort to prevent additional price
declines.

The price declines have been especially hard
for exporters in Africa, where non-oil commodi-
ties often account for 70 percent or more of ex-
port revenues. Ethiopia, for example, derives
nearly two-thirds of total export revenues from
coffee, and Mali derives about 40 percent of total
exports from cotton. Moreover, the prices of com-
modities that account for a large share of Sub-
Saharan exports (such as cocoa, coffee, and cop-
per) have fallen by more than the prices of com-
modities exported by other developing countries
(figure 1.10). Since 1980, the index of real non-oil
commodity export prices of Sub-Saharan African
countries has declined by 10 percent relative to the
index of all developing countries. On top of that,
the African index tends to be more volatile over
the price cycle, implying a sharper fall during a
downturn. African producers have been unable to
make up for the decline in prices through higher
volumes, since African agricultural production has
been flat over the past two decades, while agricul-
tural production increased rapidly in developing
countries as a whole (figure 1.11). Sub-Saharan
Africa’s non-oil commodity export revenues
dropped at least $3 billion between 1997 and
2001—equal to 3.6 percent of non-oil export rev-
enues in 1997 and 25 percent of total official de-
velopment aid to these countries in 1999.

We expect a recovery of only 15 percent in
non-oil commodity prices from current cyclical
lows over the interval through 2004. This will leave
non-oil commodity prices 22 percent below their
1997 level. The short-term recovery will be driven
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by a rebound in global economic activity, reduced
supplies and stocks in response to current low
prices, and some weakening of the dollar. There is
uncertainty associated with the factors that underlie
the recovery of commodities prices, but the impacts
of the uncertainties on prices differ markedly. While
the timing of the rebound of demand is uncertain, 

a recovery that is further delayed will have only a
limited negative impact on prices. The potential for
unexpected supply increases may be a greater risk.
During the 1990s rapid technological progress,
combined with improved policies, led to the emer-
gence of major producers in a relatively short pe-
riod of time, resulting in sharp declines in prices (as
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The Doha agenda has great potential to be beneficial
from a development perspective. A great deal of re-

search has documented that there is still a large market-
access agenda and that dealing with this agenda will
significantly increase real incomes and reduce poverty in
developing countries (World Bank 2001). Research also
suggests that care is required to determine the develop-
ment relevance and payoffs of extending the WTO into
regulatory areas (Hertel, Hoekman, and Martin 2002).
The key areas of concern for developing countries in the
new trade round will be market access, regulatory issues,
and the magnitude and effectiveness of the technical assis-
tance that was promised in Doha. 

Improving market access remains a key goal of multi-
lateral trade negotiations. Industrial countries will need to
mobilize the political will to reduce remaining pockets of
protection in key sectors such as agriculture, labor-based
services, and labor-intensive manufactures. Developing
countries also need to be willing to liberalize access to
their markets for goods and services. The relatively high
barriers to trade in goods and services that continue to
prevail in many developing countries implies that they
have a lot to bring to the table in a mercantilist sense.
Identifying a set of “concessions” that are of interest to
politically powerful groups in OECD countries and that
are beneficial to developing countries is the major chal-
lenge confronting policymakers in the coming years. The
research and development communities need to help iden-
tify what such issues might be and assist in mobilizing the
affected constituencies.13

As far as multilateral rule-making on regulatory issues
is concerned, better understanding of the issues in develop-
ing countries is required, not just by government officials
but also by the private sector and civil society. Despite five
years of studying trade and investment-competition link-
ages in WTO working groups set up for that purpose,
many low-income countries were fearful in Doha of
launching negotiations in these areas. There is clearly a
need to provide greater assistance to build capacity and
undertake analysis in developing countries to determine
the merits and implications of multilateral disciplines.

Whether it makes sense to rely on negotiation and binding
dispute settlement to address behind-the-border policies in
the WTO is a question that developing countries need to
answer for themselves. The Doha ministerial meeting re-
vealed that many countries had an answer to that question,
but that many others did not.

The Doha declaration contains numerous commit-
ments by high-income WTO members to provide technical
assistance. However, there is no mention of the magnitude
of assistance that will be offered, nor is there discussion 
of any mechanism to determine what the needs are and
how they should be addressed (that is, what the delivery
mechanism might be). Embedding technical assistance in a
broader development framework is critical in ensuring that
the assistance focuses on the priority needs of each country
and is consistent with its development strategy. The sepa-
rate section in the Doha declaration on technical coopera-
tion and capacity building provides scope to move in this
direction: Ministers “instruct the Secretariat, in coordina-
tion with other relevant agencies, to support domestic
efforts for mainstreaming trade into national plans for
economic development and strategies for poverty reduc-
tion” (paragraph 38). A concerted effort will be needed to
ensure aid is targeted at national priorities, and to ensure
that assistance is provided in an effective manner by
agencies with a comparative advantage in an area. 

Ensuring that the new round of trade negotiations
achieves a pro-development negotiating outcome is a 
major challenge. Resistance to liberalization of agriculture
and textiles is very strong. Conversely, many low-income
countries are unwilling to extend the reach of the WTO to
cover issues such as competition and investment policies. 
A major question confronting WTO members is whether a
deal should be constructed that involves linking old market
access issues to disciplines on new issues such as invest-
ment and competition. The feasibility of any such linkage
will depend greatly on what is done in the coming years to
address developing-country concerns regarding implemen-
tation of Uruguay Round agreements and the magnitude
and effectiveness of the technical assistance that was
promised in Doha.

Box 1.1 The Doha Development Agenda
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in the case of coffee). While such supply increases
are difficult to predict, they remain an important
risk to the forecast. Conversely, abnormal weather
conditions are more likely to lead to higher prices,
since bad harvests tend to result in much larger falls
in production than would be the case when good
weather conditions boost production. 

Oil prices. The global economic slowdown
contributed to a reduction of oil prices from $28.2
a barrel in 2000 to $24.4 in 2001.14 Oil prices

spiked briefly to $31 a barrel immediately follow-
ing September 11, but when it became apparent
that there were no immediate threats to oil sup-
plies, prices quickly fell, ending the year at $18.5.
World oil demand grew little in 2001, and actually
fell by 1 percent year-on-year in the second half of
the year as a result of the after-effects of the attacks
(such as reduced jet travel, for example), the deep-
ening economic slowdown, and mild weather. With
non-OPEC (Organization of Petroleum Exporting
Countries) production growing moderately overall
(increases occurred mainly in the Commonwealth
of Independent States, or CIS), oil inventories have
risen back to a more comfortable range compared
with the low levels of 2000 (figure 1.12). 

OPEC reduced production three times prior to
September 11 to keep the price of its crude basket
within its target range of $22 to $28 a barrel. But,
with the changed political environment after Sep-
tember 11 and as the economic slowdown wors-
ened, OPEC chose not to activate its “automatic
mechanism” that reduces output when the price 
of oil falls below $22 for 10 consecutive days. In-
stead, OPEC countries relied on reducing their pro-
duction above quota (estimated at 0.54 million
barrels a day in November) to help support prices. 

With oil prices well below $20 a barrel in
November, OPEC agreed to reduce quotas by 6.5
percent or 1.5 million barrels per day (mb/d) be-
ginning January 1, 2002—but only if non-OPEC
producers firmly committed to reducing produc-
tion by 0.5 mb/d. OPEC threatened a price war if
a deal could not be reached. Non-OPEC producers
responded in part, with major producers Norway
and the Russian Federation each agreeing to cut
production by 0.15 mb/d. While non-OPEC cuts
fell short of the 0.5 mb/d demanded, they were
large enough for OPEC to follow through on its
proposed cuts, which will last “as long as neces-
sary” according to OPEC’s secretary general.

We expect oil prices to average $20 a barrel 
in 2002, somewhat above current levels but well
below the 2001 average. It will be difficult to lift
prices to 2000 levels, mainly because of the under-
lying weakness in demand and because non-OPEC
capacity has been increased during the recent pe-
riod of high prices. But with an economic recovery
in the second half of 2002, oil demand is expected
to increase marginally, following sharp declines in
the prior year. Non-OPEC supplies are expected to
rise by 1 mb/d, excluding any temporary, volun-
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Index, 1980 = 100; deflated by MUV

Figure 1.10  Real non-oil commodity prices since 1980

Note: MUV is the unit value of manufactures exports from the G-5 countries to
developing countries, expressed in U.S. dollars.
Source: World Bank Economic Policy and Prospects Group calculations.
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tary reductions. Consequently, OPEC will be re-
quired to produce less oil in 2002. If oil producers
maintain low levels of output throughout the year,
oil inventories could begin to tighten; that would
help firm prices later in 2002 and into 2003, to av-
erage $21 for the latter year. In 2004 non-OPEC
supplies are expected to capture much of the ex-
pected growth in demand, and oil prices are ex-
pected to weaken, to $19 a barrel, as OPEC mem-
bers continue to lose market share. The increase in
non-OPEC supply is expected to exceed the rise in
demand when global economic growth solidifies.

The risks to the price forecast are mainly on
the downside, since the agreement between OPEC
and non-OPEC producers is likely to be fragile
under expected weak demand conditions. How-
ever, while the potential for supply disruptions is
thought to be small, disruptions could have a large
impact if they do occur. The major uncertainties in-
clude the prospects for exports from Iraq, which
will depend on that country’s reactions to changes
in the sanctions regime, and any military conflict in
the Middle East due to the war on terrorism. The
impact of the latter could be extremely significant.
For example, the loss of 5 mb/d of Iranian produc-
tion in 1980 caused a 150 percent rise in prices
within several months, and the similar-size loss of
Iraq and Kuwait production in 1990 caused a tem-
porary doubling of prices within three months. 

Regional developments

Severe recession in the rich countries, unprece-
dented deceleration in world trade, weak com-

modity prices, and heightened risk perceptions and
increased selectiveness in financial markets af-
fected all developing regions during 2001.15 GDP
growth for the aggregate of developing and transi-
tion countries fell from a record 5.4 percent in
2000 to 2.8 percent in the year, and per capita
growth declined to 1.4 percent, both rates well
below the averages of the 1990s (table 1.3). The
intensity of the international effects differed across
countries and regions, tied to—among other fac-
tors—market orientation and product speciali-
zation in patterns of trade; initial conditions in
domestic financial markets, and different policy
measures adopted in response to the slowdown.
Country-specific conditions are likely to shape the
recovery onto differing paths of growth by region
following the expected rebound in industrial-
country activity and trade. 

The movement from boom to bust in the ex-
ternal environment is reflected distinctly in the fall
of export market growth from 13 percent to 1.1
percent, and the concomitant decline in developing-
country export performance from 15 percent to 4
percent—although this movement still implies a
pick-up in market share for the group. Terms of
trade, expressed as a proportion to GDP, dropped
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Figure 1.12  Oil prices and OECD oil stocks

Source: International Energy Agency; World Bank staff estimates.
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by 0.1 percent. These developments pushed export
revenues into negative territory (a decline of 1.3
percent), and contributed to a narrowing of the ag-
gregate current account surplus to 0.4 percent of
GDP in the year. At the same time, however, under-
lying inflation trends have continued on a path of
deceleration, central government budget balances
have narrowed from the averages of the 1990s, and
a general improvement in the investment climate in
many countries, including new emphases on gover-
nance and institutional reforms, have helped main-
tain the flow of FDI into selected developing and
transition economies at high levels. These factors
have opened the door—for those countries with a
favorable climate—to pursue countercyclical policy
options to help mitigate the full brunt of the exter-
nal shocks of 2001. For example, large levels of re-
serves, low inflation, and manageable government
debt enabled many countries in East Asia to reduce
interest rates and to implement fiscal stimuli. Other
countries, with weaker initial conditions (includ-
ing, for example, Indonesia), several countries in
Latin America, and Turkey, were forced to persist
in fiscal consolidation, or even to tighten further,

and many did not see lower international interest
rates reflected in reductions in domestic rates. 

An important challenge for most developing
countries during the current downturn has been
coping with much-reduced export revenues, at the
same time that access to international capital has
grown more limited. Decline in export receipts ($26
billion or 1.3 percent of regional GDP), was largest
for East Asia, the origin of some 80 percent of de-
veloping countries’ high-tech exports. And oil ex-
porters throughout the developing world have seen
their export revenues fall more than $100 billion as
the price of oil fell sharply. For these countries,
though, financing difficulties are not as pressing,
since most East Asian and oil-exporting countries
accumulated substantial current account surpluses
and reserves over the last several years. More vul-
nerable are countries that depend largely on non-oil
commodities exports, or on tourism, other services
receipts, and transfers; these countries usually have
less-than-creditworthy borrowing status. Most
pressing are the financing problems for countries
such as Turkey and Argentina that had amassed
very large financial imbalances.
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Table 1.3 Developing-country forecast summary, 1991–2004
(percent per year)

Estimate Forecast

Growth rates/ratios 1991–2000 1999 2000 2001 2002 2003 2004

Real GDP growth 3.2 3.3 5.4 2.8 3.2 5.0 4.9
Consumption per capita 0.9 1.0 3.2 1.5 1.8 3.0 3.1
GDP per capita 1.6 1.8 3.9 1.4 1.8 3.7 3.5

Population 1.6 1.5 1.5 1.4 1.4 1.3 1.3
Gross domestic investment/GDPa 23.5 23.2 24.0 24.2 24.6 24.8 25.0

Inflationb 11.7 5.4 6.4 5.3 4.4 4.2 4.1
Central government budget balance/GDP –3.6 –4.0 –3.2 –3.2 –3.5 –3.5 –3.1

Export market growthc 7.6 5.3 12.9 1.1 2.5 7.7 7.4
Export volumed 7.1 4.9 14.6 3.7 6.1 9.6 9.4
Terms of trade/GDPe –0.2 0.6 0.4 –0.1 –1.1 –0.2 –0.3
Current account/GDP –1.2 0.4 1.2 0.4 –0.2 –0.4 –0.7

Memorandum items
GDP growth: developing excluding
the transition countries 4.8 3.3 5.3 2.6 3.2 5.2 5.0
Excluding China and India 2.1 2.3 5.1 1.8 2.2 4.4 4.2
Excluding transition, China, India 3.7 2.1 4.8 1.3 2.0 4.4 4.3

a. Fixed investment, measured in real terms.
b. Local currency GDP deflator, median.
c. Weighted average growth of import demand in export markets.
d. Goods and nonfactor services.
e. Change in terms of trade, measured as a proportion to GDP (percent).
Source: World Bank baseline forecast, February 2002.
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For developing and transition countries as a
group, recovery is anticipated to build momentum
over the course of 2002. Growth is expected to
reach 3.2 percent in 2002, and rise to 5 percent
during 2003–04 (table 1.3). A rebound in export
market growth to rates near 8 percent by 2003
would suggest a return of export performance to-
ward double-digit gains. Terms of trade for the ag-
gregate of developing countries is likely to worsen
in the short to medium term, since it is tied in part
to the large weight of oil exporters in the group, as
well as to anticipated increases in the dollar cost 
of manufactures imports from the industrial coun-
tries.16 Nonetheless, strong export volume growth
should underpin domestic investment, with posi-
tive multiplier effects, and falling inflation should
boost real incomes and consumption. A gradual
return of private capital to emerging markets will
accentuate these developments, so that by 2003
growth will be returning toward 5 percent. More-
over, recent developments, including the Doha
Round, China’s accession to the WTO (and the
Russian Federation’s expressed interest in the or-
ganization), offer promise of a broader scope for
fuller participation in global trade, which will ben-
efit the new members and their trading partners
alike.

Recovery in the developing world is likely to
begin, and to be strongest, in East Asia, where
countries have benefited from domestic stimuli,
and where strong dynamics in the high-tech sec-
tors could once again work in their favor (figure
1.13). In contrast, little recovery for the aggregate
of Latin American countries is anticipated, given
their much less favorable starting points, since fi-
nancial strains remain elevated and commodity
prices are expected to rebound only modestly. Sub-
dued commodity prices will also continue to re-
strain economic growth in Sub-Saharan Africa.
The war on terrorism could hamper growth in
South Asia and the Middle East and North Africa
in the short run as trade and tourism flows remain
disrupted, while at the same time financial flows
to frontline states should ease current account ten-
sions. In the medium run, necessary fiscal austerity
in South Asia is expected to dampen growth rates
in the region somewhat. Recovery in Central and
Eastern Europe will hinge critically upon develop-
ments in the European Union (EU), suggesting
somewhat delayed recovery relative to East Asia,
while the Russian Federation and other countries
of the CIS are likely to see recent stronger rates 
of growth—linked in large measure to the price of
oil—fade gradually over the next years.
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East Asia and Pacific
Growth in East Asian developing countries slowed
to 4.6 percent in 2001 from the 7.4 percent regis-
tered during the 2000 boom. The growth slow-
down in the region, excluding China, was more
dramatic—from 7 percent in 2000 to 2.3 percent.
Chinese growth remained above 7 percent, boosted
by large-scale fiscal stimulus.

The collapse of global demand for high-tech
products, compounded by progressively weaker
economic conditions in the United States and Ja-
pan, hit exports, industrial production, and invest-
ment in most countries quite hard and raised un-
employment rates. Regional export volume growth
slowed sharply to 3 percent—in contrast to the ro-
bust 22 percent advance of 2000—with the largest
growth decline occurring in the five countries most
affected by the 1997–98 Asian crisis. Manufactur-
ing output in the larger countries, excluding China,
dropped by some 7.5 percent, fixed investment
slowed by 4 percentage points, and liquidation of
unwanted inventories played a substantial role in
the downturn, subtracting more than 1 percentage
point from the regions’ output in the year. The
high-income, high-tech-dependent entrepôt centers
of the NIEs were battered into recession despite
strong monetary and fiscal stimuli; this led to a
sharp compression of East Asia’s intricate network
of intraregion trade. The events of September 11
only exacerbated the difficult external environment
facing the region, especially for tourism revenues,
as tourist arrivals in the five leading Association 
of Southeast Asian nations countries are thought to
have fallen by 10 to 15 percent in October (year-
over-year). 

Low and declining inflation rates allowed most
countries to use fiscal and monetary stimuli to miti-
gate the downturn. For example, the Republic of
Korea lowered interest rates by 140 basis points,
stepped up fiscal outlays—with the central govern-
ment balance deteriorating from a surplus of 1.3
percent of GDP in 2000 to a small deficit in 2001—
and tapped international capital markets for gross
flows of some $21 billion in the year. These mea-
sures provided cushion for domestic demand while
increasing reserve levels. Similar policy measures by
several other economies in the region (with the
exception of Indonesia) yielded a widening of the
average fiscal deficit to 3 percent of GDP from 2.5
percent in 2000, while the current account surplus
position diminished by 1.5 percent of GDP. Finan-

cial difficulties in Indonesia—and to a lesser degree,
in the Philippines—were being addressed through
agreements with the International Monetary Fund
and multilateral development banks. 

East Asia may be the first developing region 
to emerge from the current global downturn, and
growth there is expected to pick up to 5.2 percent in
2002—reflecting the positive impact of looser mon-
etary and fiscal positions and improvement in exter-
nal conditions. But the strength of recovery will
hinge upon the revival of world trade and rise in
global demand for technology-based products.
There are some early signs of encouragement in 
the information and communications technology
(ICT) sector, as world semiconductor sales appear
to have reached a trough. Industrial production is
now rising across key ICT-producing economies of
the region—notably Korea, but also Malaysia, the
Philippines, Thailand, and the NIEs. As demand 
is unlikely to gain substantial momentum until 
the second half of 2002, however, a more robust
export-led recovery in East Asia is not likely until
2003, with GDP growth expected to reach about 7
percent, before moderating toward potential growth
of 6.5 percent in 2004. Challenges will remain dur-
ing recovery, especially the potential widening of
fiscal balances and the need to re-address fragile
banking systems in several countries. China’s recent
accession to the WTO offers the broader region
both substantial opportunities, in an opening of the
large Chinese market to the region, and potential
competitive pressures in third markets, because
these open wider to Chinese products.

Latin America and the Caribbean
Regional GDP grew 0.6 percent in 2001 in Latin
America and the Caribbean, a substantial slow-
down from the 3.8 percent advance registered in
2000. The weak growth performance reflects ad-
verse external conditions alongside a progressive
worsening of the political and economic situation in
Argentina. Output in Latin America, excluding Ar-
gentina, increased by 1.3 percent in the year. Fol-
lowing September 11, economic conditions wors-
ened for the region as Argentina’s crisis deepened,
commodity prices fell, secondary market spreads
rose, and capital flows fell from already subdued
levels in July and August. The Caribbean region
witnessed a steep decline in tourist bookings, while
weakening labor markets in North America led to a
slackening of remittances to Central American and
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Caribbean countries. Few countries (among them,
Chile and the República Bolivariana de Venezuela)
were able to pursue countercyclical fiscal policy or
monetary expansion to mitigate the growth slow-
down, due to generally high public debt and rela-
tively large external financing requirements. These
developments translated into a rise in regional un-
employment, with falling inflation rates in most
countries, but little change in real interest rates or
fiscal balances.

International developments were a major con-
straint on external revenues in 2001. The regional
trade balance moved from a deficit of $35 billion
in 1998 to a surplus of almost $10 billion in 2000
on the back of rising surpluses for major oil ex-
porters. During 2001, however, aggregate dollar
exports declined 1.5 percent and imports fell 1 per-
cent, narrowing the trade surplus by about $3.6
billion. Oil exporters saw their surpluses diminish
while Argentina and Brazil raised their surpluses
significantly. In combination with these trends, a
softening of receipts from tourism and remittances
contributed to a widening of the region’s current
account deficit by $5 billion. With declines in fi-
nancing from international capital markets, the
current account deficit was balanced by a draw-
down of reserves and increased support from the
international financial institutions. 

The outlook for 2002 has dimmed, with GDP
now expected to rise by 0.5 percent—assuming
that the repercussions of the Argentine default and
devaluation have been discounted by financial mar-
kets, and that regional contagion remains limited.
The forecast revision is also due to a much weaker
fourth quarter 2001 outturn for most countries—
implying delay to the recovery, the growth-eroding
effects of crisis for Argentina itself, and a decidedly
weaker outlook for private-capital market and
business-related foreign direct investment (FDI) in-
flows. Fiscal deficits were deteriorating sharply at
the end of 2001 for a number of countries due to
slowing growth and continued declines in the
prices of commodity exports, and government debt
levels have risen. Hence fiscal consolidation may be
required in 2002 to avoid excessive debt burdens,
and this may constrain governments’ ability to sup-
port growth through increased spending. Growth
is expected to recover to 3.8 percent in 2003—yet
with considerable downside risks, should Argen-
tina’s output decline become more protracted—
maintaining growth at that rate during 2004, as the

industrial world eases. By that time private capital
flows will have increased again, and earlier recov-
ery in industrial countries should boost the price of
the region’s primary commodities and the volume
of manufactured exports.

Europe and Central Asia
Europe and Central Asia grew by 2.2 percent in
2001, contrasted with 6.4 percent growth in 2000.
The sharp deceleration was due to a 7.5 percent
contraction in Turkish output, the fall in Russian
growth to 4.8 percent following robust 8.3 percent
performance in 2000, and a 0.9 percentage point
deceleration in Central and Eastern European out-
put. Growth for the region, excluding Turkey,
amounted to 4.4 percent, down from 6.2 percent
in 2000. Most transition economies witnessed de-
clining inflation and interest rates, reflecting lower
import prices and falling international interest
rates. However, adoption of accommodative fiscal
and monetary policies in the face of slowing growth
led to a slight deterioration of fiscal deficits in sev-
eral Central European countries.

Developments during the year served to nar-
row current account surpluses for those countries
recently attaining positive balances (for example,
Kazakhstan, the Russian Federation, and Ukraine)
and widened deficits for countries whose external
balances have remained persistently negative (such
as Bulgaria, Croatia, Romania, and the Slovak
Republic). This reflects delayed spending of oil
revenues (as in the Russian Federation and Ka-
zakhstan), and a deterioration in the external en-
vironment, particularly weaker external demand
from the EU area. There are exceptions. In Turkey,
the current account deficit shifted into a $3 billion
surplus in 2001, as net external finance plummeted
and the February 2001 crisis resulted in drastic
measures to reduce domestic demand, and to switch
expenditure, including a 56 percent depreciation of
the lire. In Poland compressed domestic demand
(linked to previously tight monetary policy, easing
as of late 2001) has contained imports, translating
into a narrowing of the current deficit, from $10
billion to $7 billion in 2001. 

Growth in the region is expected to pick up
modestly in 2002, to 3.2 percent from 2.2, but
largely based on the assumed strength of recovery
in Turkey. In contrast, among the transition econ-
omies, growth in the CIS is anticipated to decline
to 3.8 percent in 2002, driven principally by a sharp
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decline in Russian oil revenues. Growth may ease
moderately in Central and Eastern Europe from
2.9 percent to 2.8, while recovery in the Euro Area
develops only gradually and fiscal consolidation
may be necessary for potential accession countries
to the EU. The region as a whole should see an ac-
celeration of growth to between 4 and 4.5 percent
in 2003–04, as the eventual pickup in Europe in-
creases demand for the region’s exports, although
continued sluggish oil markets will partially con-
strain growth in the CIS.

South Asia
Although South Asia is relatively less integrated
into the global economy than most developing re-
gions, trends in the external environment served to
restrain the pace of growth during 2001. Growth
rose from a 4 percent advance in 2000 to 4.3 per-
cent in 2001, as a decline in manufacturing out-
put offset general improvement in agricultural per-
formance (agriculture accounts for 50 percent or
more of output for all countries of the region). Ex-
port market growth declined abruptly and sharply,
leading to a fall in regional export growth to 1.1
percent from the strong 12.3 percent outturn of
2000. Indian exports, for example, dropped by 2
percent over the period from April to September
compared with the levels from a year earlier. 
Manufacturing output in that country showed no
growth in the first half of the calendar year. Pak-
istan will clearly pay a toll in economic activity for
the duration of the military activities in Afghani-
stan, but it will also receive adequate financial sup-
port from the international community to reduce
debt-servicing requirements, possibly establishing
a foundation for renewed growth.

Given the size and relative self-sufficiency of
the Indian economy, tepid domestic demand is the
main culprit behind the current sluggishness of
growth, although external factors have played a
greater role than was typical in the past. Investment
is slowing, in part due to the slackening of export
growth, and capital goods output dropped 8 per-
cent during the first half of fiscal 2001. However,
positive developments on the inflation front, with
the consumer price index moving below 3 percent,
provided some headroom for easing of monetary
policy in response to increasingly weak conditions.
The recent fall in oil prices, continued growth of
software exports (albeit at reduced 30–percent rates),

and slower import growth are expected to keep
India’s current account deficit well below 2 percent
of GDP. FDI inflows ballooned to $4.5 billion in
the year, twice the level of any previous fiscal year.
Given a comfortable foreign reserve position, India
is unlikely to face tight constraints in external fi-
nance. But increasing direct government spending
and subsidies, in India as well as in Bangladesh and
Pakistan, will tend to widen central government fis-
cal deficits—to 5.3 percent, 6.3 percent, and 5.3
percent respectively—and these deficits are likely to
remain impediments to a more robust acceleration
of growth in the medium term.

Output in the region is expected to gain mo-
mentum over 2002–03, partly on the strength of
global trade recovery, although political and mili-
tary tensions in the region create large uncertain-
ties. Removal of sanctions by the United States on
India and Pakistan and a potential pick-up in tex-
tile and clothing exports linked to eventual opening
of rich-country markets are additional favorable
factors that could support the medium-term out-
look. And hoped-for progress in addressing struc-
tural reforms across countries of the region should
support gains in productivity. Regional output is
expected to register growth of 4.9 percent in 2002,
before rising somewhat faster over 2003–04 at a
pace above 5 percent.

Middle East and North Africa
Middle East and North Africa region GDP slowed
to 3.1 percent in 2001, following above-average
growth performance of 4.2 percent during 2000.
Cutbacks in oil production by OPEC members of
the region to support oil prices within a target
band, coupled with volatility—and recent sharp
declines—in the oil price, depressed growth among
the major hydrocarbon producers. For example,
following a rise of some 4.5 percent in 2000, GDP
in Saudi Arabia advanced by slightly less than 2
percent in 2001. At the same time, progressive
weakening of conditions in continental Europe
(the dominant export market for countries of the
Maghreb and several countries of the Mashreq)
dampened export performance substantially—Mo-
roccan export growth dropped into negative terri-
tory during the first half of the year. These trends
were exacerbated by declines in revenues from
tourism and remittances due to heightened security
concerns after September 11. Against this back-
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ground output growth for the oil exporters of the
region dropped from 3.6 percent in 2000 to 2.5
percent in 2001; and with the exception of Mo-
rocco, which was recovering from severe drought
conditions, growth among the diversified exporters
of the region slowed to 3.2 percent from 4.7 per-
cent in 2000.

An important consequence of these develop-
ments has been a substantial waning of external
surpluses across the region. This is most evident
among the oil-exporting countries, where current
account balances that ballooned to some $59 bil-
lion (13 percent of GDP) with the jump in oil prices
in 2000, dropped quickly to less than $40 billion
on the back of slumping prices and curtailment of
exports. Although public spending levels were ad-
justed in many countries, fiscal deficits increased.
In the case of Saudi Arabia, despite public sector
wage restraint, the 2002 budget foresees a deficit of
some $6 to $7 billion, contrasted with a surplus of
similar magnitude in 2000. Similar adverse fiscal
trends are affecting countries such as the Arab Re-
public of Egypt, Morocco, and Tunisia, and may
broaden across the diversified exporters as external
revenue shortfalls become more acute in the near
term. 

Some countercyclical policy actions have been
possible. Improved inflation performance in Egypt
has allowed a full percentage point reduction in
the central bank discount rate; and exchange rates
have been falling relative to the dollar as well as
the euro over the second half of 2001 in Egypt,
Morocco, Tunisia, and the Republic of Yemen.
These measures may help to mitigate the effects of
the global slowdown to a modest degree; but given
the importance of the EU as an export market and
a principal source of remittance and tourism in-
come, recovery there will be necessary for a return
of more buoyant external conditions in the Middle
East and North Africa.

Given difficult conditions in the external en-
vironment, near-term prospects appear muted:
growth recovery in the EU is likely to lag behind
that of North America and East Asia; underlying
demand for hydrocarbons will require some time
to reach 1999–2000 levels, and uncertainty asso-
ciated with the war on terrorism will likely remain
a dampening factor for regional dynamism. GDP
growth is anticipated to fall to 2.7 percent in 2002,
while recovery over the following years may be

protracted relative to other developing regions, ris-
ing by 3.3 percent over 2003 and 2004.

Sub-Saharan Africa
Growth in Sub-Saharan Africa eased to 2.6 percent
in 2001 from 3.1 percent in 2000, as the global
slowdown exacted a toll on commodity prices and
growth in the region’s export markets. The slowing
of Sub-Saharan Africa’s aggregate growth was
moderate because oil exporters enjoyed relatively
high oil prices for much of the year, and favorable
weather conditions boosted agricultural produc-
tion in several countries (for example, cocoa pro-
duction in West Africa increased sharply). But
terms-of-trade losses as a proportion to GDP were
1 percent, the worst performance outside of the
Middle East and North Africa region, and export
market growth fell from 11 percent in 2000 to 
1 percent. These fundamental conditions were re-
flected in African high-frequency data covering
production, trade, and financial markets, which
indicate that, as elsewhere, economic conditions
deteriorated sharply over the course of the year.
Growth of regional export volumes dropped by 
5.4 percentage points, to 2.1 percent, and revenues
by 24 percentage points, to –4.3 percent from 2000
outturns. Moreover, weak tourism demand in the
critical year-end period—and in the wake of Sep-
tember 11—further affected a number of countries
dependent on tourism, especially Kenya and Tanza-
nia. In South Africa GDP registered growth of 1.2
percent (seasonally adjusted annual rate) in the
third quarter, down from a recent peak of 3.4 per-
cent in the fourth quarter of 2000. A deterioration
in the country’s trade balance coupled with a de-
cline in equity capital flows precipitated a sharp
fall in the value of the rand, which lost nearly a
third of its value over the fourth quarter. 

Looking to 2002, the projected decline in oil
prices will adversely affect fiscal and external bal-
ances of hydrocarbon exporters, but at the same
time it will provide a degree of relief to the large
number of oil-importing countries of Sub-Saharan
Africa. Oil contributes 70–80 percent of export rev-
enues for Angola, the Republic of Congo, Gabon,
and Sudan, and more than 90 percent for Nigeria
and Equatorial Guinea. It is also the source of a
majority of government revenues, pointing to a dif-
ficult period of fiscal consolidation. At the same
time lower oil prices, if sustained, reduce the attrac-
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tiveness of FDI flows into new production facilities
in southern and western Africa. Elsewhere, rev-
enues from tourism are also likely to remain de-
pressed pending a resumption of faster growth in
the industrial countries (even without concerns
over security in the wake of the September 11 at-
tacks), and the recovery in non-oil commodity
prices is expected to be relatively muted. This bal-
ance of factors suggests that regional output should
only maintain growth of 2.6 percent in the year.

Both export revenues and the terms of trade
may decline slightly in 2002, requiring a further 
3 percentage point reduction in import growth.
However, for the 19 Sub-Saharan Africa countries
that have fulfilled the conditions for debt relief
under the Heavily Indebted Poor Countries Initia-
tive, a reduction in debt service payments by $656
million compared to the average of recent years
will provide some offset to reduced export rev-
enues. Conditions in export markets (particularly
in Europe) are expected to improve progressively
through the year, setting the stage for 3.6 percent
GDP growth over 2003–04, when oil prices may
stabilize and non-oil commodity prices rise by a
cumulative 15 percent.

Risks to the forecast

Uncertainties involved in macroeconomic fore-
casts are sizeable, and substantial forecast er-

rors are virtually impossible to avoid. Errors in
GDP growth forecasts made one year ahead tend
to average around 1.5 percentage points.17 Once
leading indicators or partial data are available, 
the accuracy of forecasts improves dramatically.
Current-year forecasts of GDP growth typically
have errors substantially below 1 percentage point.
It is extremely difficult to predict cyclical develop-
ments well in advance, partly because the timing
of turning points is highly uncertain.

The prediction of recessions or severe down-
turns is particularly difficult, since they are often
triggered by the burst of a speculative bubble or
other unforeseeable events. Even if some tensions
were observable in advance, the timing of their un-
winding is close to random. The U.S. recession in
the early 1990s provided an example of how fore-
casters can fail to anticipate recessions. The con-
traction of the U.S. economy (that started in the
third quarter of 1990 and ended in the first quarter

of 1991) resulted in a 0.5 percent annual decline of
GDP in 1991 over 1990. From Spring until late
Fall of 1990 international organizations forecast an
increase of around 2 percent,18 implying an average
forecast error of 2.5 percentage points. In 1991 the
forecast errors were reduced to on average 0.3 per-
centage points. The recent U.S. recession—reflected
in the 1.1 percent GDP growth in 2001, compared
to the more than 4 percent growth in 2000—pro-
vided an almost identical picture. The average fore-
cast error in 2000 (for growth in 2001) was 2 per-
centage points, and it dropped to 0.3 percentage
points in 2001 (figure 1.14). 

This experience implies that uncertainty may
be relatively small for the 2002 growth rate fore-
casts, but substantially larger concerning the
strength of the recovery in 2003. Figure 1.15 shows
that the current cycle, including the baseline fore-
cast, is expected to have a recovery pattern similar
to the 1990–91 cycle. Although the recent recession
seems more shallow, the deceleration in growth was
actually quite similar, as could be the acceleration.
With the larger share of high-tech production in
the current cycle, and possible further stimulus
packages, the recovery could even turn out to be
sharper. However, there are also significant down-
side risks to this prediction. The prospects for high-
tech industries depend, to a large extent, on the
sentiment in financial markets, which is notori-
ously difficult to predict. Continued nervousness
about future profitability could make the recovery
more fragile than is currently forecast.

The prospects after the coming recovery are
even more uncertain, particularly given that earlier
recessions were often followed by a second dip.
For example, in the beginning of 1993 U.S. GDP
growth again fell below zero following the Euro-
pean recession. Since the current regional cycles
are much more synchronized than a decade ago,
such a strong double dip is not foreseen in the
baseline. However, the cumulated financial imbal-
ances in the U.S. economy could set off another re-
versal in market sentiment, leading to a sharper
slowdown after the current recovery than is antici-
pated in the baseline forecast. In other words, a
major risk is that the cyclical pattern could be
more pronounced than is assumed in the baseline,
with a stronger recovery, but a substantial reversal
in the medium run.

Although the recovery may be stronger than
currently anticipated, possible downside risks de-
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serve more attention, since they often pose more
serious challenges than do upside risks. Because
the baseline forecast does not anticipate new major
adverse shocks to the global economy, assumes
only limited contagion from the breakdown of the
Argentine economy, foresees an uninterrupted re-
covery of Turkey’s economy, and excludes an out-

right Japanese banking crisis in the short run, the
downside risks are significant.

Japan is mired in deep recession and deflation,
with corporate profits declining sharply and bank-
ruptcies mounting, and is beset by heightening
concerns about credit availability and the sound-
ness of the banking system. Commercial banks
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Figure 1.14  Forecasting the 2001 U.S. slowdown

Source: World Bank; International Monetary Fund; OECD Secretariat.
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have become hesitant to lend, while the banks’
capital base is being eroded by falling equity
prices—commercial bank stocks dropped 45 per-
cent during 2001. Credit availability for smaller
companies is tight, a flight to quality into Japanese
government bonds has ensued, and Japanese sov-
ereign debt has been downgraded by Moody’s and
other credit rating agencies.

However serious these problems are, the
probability of a full-blown crisis seems to be rela-
tively low in the near term because the economy
will benefit from the recovery of export demand,
possibly fueled by a weakening of the yen. Such a
depreciation could help to fight deflation through
an increase in exports and a rise in import prices.
This could have a negative impact on emerging
countries in Asia who compete with Japanese ex-
porters, depend on Japanese imports, or are recipi-
ents of Japanese FDI. However the adverse im-
pacts are likely to be limited in the case of a
modest depreciation, since the yen has appreciated
in recent years, most countries in the region have
adopted flexible exchange rate systems, and a
gradual real depreciation of the yen seems war-
ranted from a structural perspective.

Whatever happens in the current rebound of
the global economy, the challenges are formidable
in the medium term. The escalation of Japan’s fis-
cal deficit has limited the scope for large injections
of public funds for re-capitalization or closure of
institutions. The major risk of a severe credit crunch
is growing rather than shrinking. A sharp fall in
Japanese domestic demand would be a major set-
back for developing economies in East Asia, with,
for example, 15 percent of Chinese exports and 
11 percent of Korean exports going to Japan.

Notes
1. See Global Economic Prospects 2002 (World Bank

2001).
2. The so-called accelerator mechanism makes inven-

tory and investment cycles much more pronounced than
cyclical developments in other components of aggregate de-
mand. Firms generally attempt to keep the stock of invento-
ries and capital goods at a desired ratio to GDP. This implies
that the flows of inventory accumulation and investment are
linked to changes in GDP. Thus as stocks reach desired lev-
els, the change in inventory accumulation and investment
from the previous period can be quite large, generating
sharp changes and turning points in GDP growth.

3. The Stability and Growth Pact, setting out the rules
for budgetary behavior in stage three of the European
Union’s (EU’s) Economic and Monetary Union, provides for

a degree of budgetary flexibility during severe recessions.
While the projected downturn in European economic activ-
ity could not be described as a severe recession, the Septem-
ber 11 attacks would certainly qualify as unusual events
outside the control of member states. And some flexibility in
fiscal positions may be witnessed in the short run. 

4. On a momentum basis (quarter-over-quarter), these
economies experienced the deceleration earlier, with a de-
cline of 9 percent (seasonally adjusted annualized rate) in
the last quarter of 2000 and the first quarter of 2001, be-
fore reaching 25 percent decline at the trough in the second
quarter.

5. Almost 40 percent of each year’s annual growth rate
is determined by the quarterly growth pattern in the previ-
ous year. The contribution of the previous year’s quarterly
growth to the current year’s annual growth is called “carry-
over.”

6. The average trade margin for total exports from in-
dustrial countries toward developing countries is 3.8 per-
cent, but is 5.5 percent for developing-country exports to-
ward industrial countries.

7. The impacts of higher international trade margins
were evaluated using the World Bank’s global computable
general equilibrium model of world trade (van der Mens-
brugghe 2001).

8. World Tourism Organization, Tourism Industry
Takes Action to End Crisis, November 12, 2001. www.
world-tourism.org.

9. World Tourism Organization third quarter 2001
news release. Other information confirms the sharp drop in
tourism: two months after September 11 worldwide travel
reservations were 12 to 15 percent below levels of the previ-
ous year.

10. Not all of the countries highly dependent on travel
services are tourist destinations. A few countries affected by
conflict (for example Sierra Leone and Rwanda) are depen-
dent on revenues from travel services, probably due to the
presence of staff from international organizations and non-
governmental organizations, as well as the presence of peace-
keepers. The data from IMF’s Balance of Payments database
lack sufficient detail to separate out the different purchasers
of travel services for these countries.

11. An interesting example of the impact of technology
on commodity production is the new technique for cutting
two-by-fours from logs. In the past a curved log could not
be used to produce a straight board without huge wastage.
However, lasers and computers are now used to scan a log
and cut with the curve of the log. The two-by-fours are then
pressed and dried to produce a straight board from a crooked
log.

12. Vietnam reformed coffee marketing, which re-
sulted in a large increase in the producer’s share of interna-
tional prices and led to a significant increase in exports.

13. To some extent this has already begun. A notewor-
thy difference between Doha and previous ministerials was
the active involvement of representatives of development
ministries on national delegations. National development
communities and stakeholders represent a potentially pow-
erful constituency in many European countries.

14. The price used to represent oil market conditions is
the average of West Texas Intermediate and Brent and Dubai
crudes, and is roughly equivalent to the Brent price. 
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15. See appendix 4 for a fuller treatment of recent
macroeconomic and financial developments and prospects
for the developing regions. 

16. The manufacturing unit value (MUV) of exports in
dollar terms from the G-5 countries to developing countries
is anticipated to rise by 3.6 and 3.7 percent respectively in
2003–04, reflecting market expectations for a likely weak-
ening of the dollar against the euro over the next years,
counterbalanced by a trend of strength relative to the yen.
For non-oil developing-country exporters, such develop-
ment is likely to offset part of the firming of non-oil com-
modity prices, while mitigating gains from lower fuel im-
port prices. For hydrocarbons exporters, the up-trend in
MUV will serve to pressure terms of trade yet further.

17. See, for example, Batchelor 2001 and Loungani
2000.

18. IMF 1990a and 1990b. The World Bank did not
produce annual forecasts at that time.
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2
Private Capital Flows 
to Emerging Markets

The global slowdown reduced capital
market flows to developing countries

The global economic slowdown in 2001 trans-
lated into reduced private capital flows to de-

veloping countries. The reevaluation of prospective
returns in technology investments severely reduced
demand for developing countries’ technology
stocks. Further, the global slowdown and collapse
of equities prices increased the riskiness of the debt
of highly leveraged corporations, reduced investors’
appetite for risk, and increased economic uncer-
tainty. All of these had the effect of tightening bank
lending criteria and reducing access by speculative-
grade borrowers, which sharply depressed bank
lending to developing countries. By contrast, bond
issues by developing countries remained stable, be-
cause the share of developing-country investment-
grade borrowers is greater among bond issuers than
bank borrowers. The level of foreign direct invest-
ment (FDI) in 2001 was virtually unchanged from
the previous year, with changes in flows largely dri-
ven by changes in the domestic economic environ-
ment, by large privatization transactions, or by a
few major private sector acquisitions.

Financial crises highlighted the problems of
rescue packages
The crisis in Argentina highlighted the challenges
facing the international community in assisting
countries in crisis. Fixed exchange rate regimes are
vulnerable to asymmetric shocks. There are severe
costs associated with hanging on to a pegged, over-
valued exchange rate. The success of multilateral
rescue packages depends critically on strong ad-
justment by recipient countries. Contagion can be
contained through prudent external financial man-
agement, including flexible exchange rates, disci-
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plined domestic monetary polices, and lower
short-term debt. Finally, there is more work to be
done on private sector involvement in crisis pre-
vention and resolution. Recent experience has un-
derlined the importance of a clear definition of the
limits on official resources and of the role and re-
sponsibilities of the official sector, debtor coun-
tries, and their private creditors. This challenge
points to the need to consider more ambitious pro-
posals for facilitating orderly workouts of prob-
lematic private sector debts, and the recent pro-
posal by the International Monetary Fund (IMF)
to provide for a standstill of debt payments to
allow time for an orderly restructuring will, no
doubt, be debated in the year ahead.

No significant recovery in capital flows 
until 2003
Capital market flows are forecast to decline further
in 2002. Investors are likely to remain cautious
about emerging markets, because low growth and
recession in industrial countries limits demand for
developing countries’ exports, financing constraints
on banks and other investors remain tight, and the
appetite for risk remains low. The recovery antici-
pated to begin in the second half of 2002, coupled
with low interest rates, should spark a rise in capi-
tal market flows in 2003–04. Nevertheless, the in-
crease in flows will remain modest, since commod-
ity exports will continue to experience low export
revenues, investors will remain concerned after the
string of emerging market crises since the mid-
1990s, and low rates of capacity utilization will re-
duce the need for capital in some of the more cred-
itworthy developing countries. FDI flows should
remain high, and perhaps rise somewhat, over the
next few years, while growth in developing coun-
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tries accelerates and they continue to enjoy the ben-
efits from sustained improvements in policies over
the past 10 years. FDI flows are likely to remain the
largest source of external finance for developing
countries. 

Net resource flows

The global slowdown has depressed capital
flows to developing countries
Developing countries’ net long-term flows (gross
inflows of capital less amortization) fell to an esti-
mated $196 billion in 2001, $65 billion below the
previous year’s level and $145 billion less than the
peak in 1997 (see table 2.1, and see annex 2.2 for 
a definition of the measurement of capital flows
used). Expressed as a share of gross domestic prod-
uct (GDP), net long-term flows have fallen from
5.3 percent in 1997 to 3.1 percent in 2001. Deteri-
orating prospects for developing countries, the col-
lapse in the price of technology stocks, the crises in
Argentina and Turkey, and increased concern over
risk have reduced demand for developing-country
debt. Speculative-grade borrowers saw a sharp fall
in access, with much higher spreads and sharply
reduced flows. By contrast, investment-grade bor-
rowers enjoyed improved terms from the decline in
interest rates.1 The decline in access to capital mar-
kets exacerbated the impact of the global growth
slowdown on developing countries. This experi-
ence contrasts sharply with the early 1990s, when

lower interest rates and increased access by devel-
oping countries helped to cushion the impact of
the global recession. FDI, which is less sensitive to
cyclical changes in output than capital market
flows, was little changed from the previous year,
and remained only $16 billion below the peak level
of 1999.

Capital market flows

Developing countries’ access to capital markets
deteriorated substantially in 2001. Total cap-

ital market commitments (bank loans, bond issues,
and portfolio equity) declined to an estimated
$171 billion, about one-quarter less than the level
in 2000 (see table 2.2). External factors played the
predominant role in reducing external finance.
The slowdown in industrial countries led to a de-
cline in developing countries’ export revenues, the
impact of which was only in part mitigated by 
the drop in international interest rates. Because
most developing-country borrowers are specula-
tive grade, they were hurt by a widespread retreat
from speculative-grade investments. Slower growth
and the collapse of technology stock prices in-
creased uncertainty and sharply reduced the wealth
of investors in high-risk assets, and thus reduced
their appetite for risk. Private flows failed to com-
pensate for adverse cyclical conditions; the fall in
developing countries’ market access exacerbated
the impact on growth of reduced demand for their
exports.
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Table 2.1 Net long-term resource flows to developing countries, 1991–2001
(billions of dollars)

1991 1992 1993 1994 1995 1996 1997 1998 1999 2000a 2001b

Net long-term resource flows 124.2 153.7 220.9 222.4 260.2 306.6 341.4 336.7 271.8 261.1 196.5
Official flows 62.2 54.3 53.4 46.0 54.1 30.3 40.7 53.4 47.4 35.3 36.5
Private flows 62.0 99.4 167.6 176.4 206.1 276.2 300.7 283.3 224.4 225.8 160.0

Capital markets 26.4 52.2 101.0 86.3 99.3 145.5 128.2 105.0 40.1 59.1 –8.3
Debt flows 18.8 38.2 50.0 51.2 63.3 96.5 98.1 89.4 5.6 8.2 –26.8

Bank lending 5.0 16.3 4.1 9.3 30.9 32.2 45.6 51.9 –23.3 –6.1 –32.3
Bond financing 11.0 11.1 36.7 38.1 30.7 62.3 49.6 40.9 29.5 16.9 9.5
Other 2.9 10.8 9.2 3.7 1.7 2.1 2.9 –3.4 –0.5 –2.5 –4.0

Equity flows 7.6 14.1 51.0 35.2 36.1 48.9 30.1 15.6 34.5 50.9 18.5
FDI 35.7 47.1 66.6 90.0 106.8 130.8 172.5 178.3 184.4 166.7 168.2

a. Preliminary.
b. Estimate.
Source: World Bank.
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Slowdown in world trade partially offset by
lower interest rates
The growth slowdown in industrial countries re-
duced developing countries’ export revenues, but
the direct impact on borrowing capacity, at least
for investment-grade borrowers, was softened by
the fall in interest rates. The drop in world trade
growth coupled with the continued fall in com-
modity prices (see chapter 1) reduced developing
countries’ export revenues by almost 1 percent in
dollar terms in 2001.2 The export revenues of the
East Asian and Latin American regions, which ac-
counted for almost three-fourths of developing
countries’ private-source debt in 2000, fell by 2
percent in 2001 (compared with a rise of 20 per-
cent in the previous year). This decline would have
increased the aggregate debt to exports ratio of the
two regions by 3 percentage points (from 123 to
126 percent), if there had been no net borrowing in
2001. However, slower growth in industrial coun-
tries also resulted in a significant fall in short-term
interest rates, because the demand for funds de-
clined and central banks in the United States and
Europe cut policy rates. The fall in interest rates re-
sulted in improved terms on new lending for many
developing countries. For example, in 2001 the in-
terest rate on new bond issues by investment-grade
sovereign borrowers among developing countries
fell by 130 basis points, compared with the previ-
ous year. At unchanged debt levels, the two regions
would have seen a decline in the ratio of interest
payments to exports from 7.6 percent in 2000 to 
7 percent in 2001.3 Thus, the direct impact of the
growth slowdown on borrowing capacity was rela-
tively modest, particularly in comparison with the
sharp deterioration in debt ratios during the reces-
sion of the mid-1970s and early 1980s (although

debt ratios improved in the early 1990s reces-
sion—see table 2.3).

The impact of the technology crash
The reevaluation of prospective returns in technol-
ogy sectors also had a role in reducing flows to de-
veloping countries. By the middle of 2000, markets
perceived that the investment boom in telecommu-
nications had created massive overcapacity, and
that many of the newly formed Internet companies
would be unlikely to generate the profits required
to justify the investments made. This reevaluation
of the likely profits from technology investments
led to a general drop in technology stocks, while
the slowdown depressed equities prices in general.
The technology-heavy Nasdaq index fell 21 per-
cent in 2001, and an index of global information
technology and telecommunications stocks (the
Morgan Stanley Global Industry Indices) fell 28
percent. By contrast, the more broad-based Dow
Jones industrial index fell 7 percent. 

Just as the boom in global stock markets in
1995–99 encouraged greater equity placements
from developing countries, it appears that the
sharp fall in stock markets is now associated with
a decline in placements. Developing-country aver-
age stock market prices, after falling by 33 percent
in 2000, dropped another 5 percent in 2001. The
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Table 2.2 Capital market commitments to developing countries, 1991–2001
(billions of dollars)

1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001a

Total 77 80 116 135 173 236 316 189 178 228 171
Bond issuance 11 20 50 46 53 98 114 73 68 68 68
Bank lending 61 54 57 73 113 125 179 108 90 125 93
Equity Placement 5 6 8 17 8 14 22 9 20 35 10

Note: The data in this table are gross commitments, and thus differ significantly from the data in table 2.1 which are gross disbursements
minus amortization. The data on equity placements refer only to initial offerings of equity transactions marketed across borders, and do not
include net purchases of securities by foreigners in domestic stock markets (which are included in the line “equity flows” in table 2.1).
a. Estimate.

Table 2.3 Debt ratios during recessions,
East Asia and Latin America
(percent)

1973 1975 1980 1982 1991 1993

Debt to export 123 135 124 169 140 127
Interest to export 6.6 8.7 11.7 17.9 7.5 6.4

Source: World Bank.
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technology sector, which accounts for about one-
third of Morgan Stanley’s emerging stock market
index, suffered the largest price declines (figure
2.1). Capital market flows were pro-cyclical in re-
sponse to booms and busts in equities prices. Inter-
national equity placements by developing countries
fell by 72 percent in 2001, to only $10 billion. All
developing-country regions experienced a decline
in equity placements, but China alone accounted
for some three-fourths of the total fall (table 2.4).
China had received over 60 percent of develop-
ing countries’ equity placements in 2000, largely in
technology sectors.

A retreat from speculative-grade investments—
The growth slowdown and collapse of technology
prices also reduced capital market flows by reduc-
ing the demand for speculative assets in general.
Spreads on global high-yield debt in 2001 were
203 basis points higher than the average in 2000,
and shot up by about 400 basis points in the 
aftermath of the September 11th terrorist attacks
(figure 2.3).4 Since about two-thirds of develop-
ing-country sovereign borrowers (and a much
larger share of private borrowers) are speculative
grade, this implied a general decline in flows to de-
veloping countries. The retreat from speculative-
grade assets reflected an increase in the riskiness of

highly leveraged corporations, a fall in investors’
appetite for risk, and increased uncertainty about
economic prospects:

1. Speculative-grade corporations tend to be
more highly leveraged, and thus more likely to
default during recessions (they have less access
to loans to support operations, but need to al-
locate a growing share of declining revenues to
meet fixed debt service payments). The global
default rate of corporations with speculative-
grade credit ratings reached 9.8 percent in
2001, the highest level since 1992 (Moody’s
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Percent change from previous year

Figure 2.1  Performance of developing-country stock markets by sector

Note: Data for 2001 are until July.
Source: Bloomberg; Morgan Stanley Capital International; and World Bank.
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Table 2.4 International equity placement and 
performance of stock markets

2000 2001

Developing country equity placement 
(billions of dollars) 35.1 9.8

China 21.9 2.9
Other countries 13.2 6.9

Performance of stock markets 
(percent change over previous year)

All developing countries –33.1 –1.0
Asia -44.8 11.9
China –9.8 –19.5

Nasdaq –39.3 –21.1

Source: Bloomberg; Capital DATA; Standard & Poor’s/IFC.
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Investor Service). Therefore, when growth
slows banks tend to tighten their credit stan-
dards to restrict loans to speculative-grade
borrowers, both in reaction to the deteriora-
tion in the banks’ portfolios while default rates
increase and in anticipation of the impact of
recession on highly leveraged corporations.
The percentage of U.S. banks tightening their
lending conditions exceeded that of the reces-
sion of the early 1990s (figure 2.2), and the
volume of global cross-border bank lending
commitments fell by 13 percent in 2001. While
bank credit contracted in all categories of
credit risk, the most severe pull back was from
the high-risk borrowers.5

2. Reduced demand for speculative-grade assets
also may have reflected investors’ reduced
appetite for risk after their wealth declined
(see box 2.1), exacerbated by the events of
September 11. Investors in high-risk assets
have experienced a sharp fall in wealth: since
its peak in early 2000, the market capitaliza-
tion of the Nasdaq stock index has fallen by
over $3 trillion. 

3. Reduced demand for speculative assets may
also reflect increased uncertainty about eco-
nomic prospects. The collapse of technology
stocks and the industrial countries’ plunge from
3.4 percent growth in 2000 to 1 percent in

2001 may have increased the range of out-
comes that investors feel they should consider.
Increased uncertainty can cause risk-averse in-
vestors to reduce the share of high-risk assets
in their portfolios.

For all of these reasons, the past year has seen a
widespread retreat from speculative-grade borrow-
ers. Because their share in total developing-country
borrowers is three times that of industrial-country
borrowers, the decline in loan commitments to de-
veloping countries was relatively large. Bank lend-
ing to developing countries dropped to $93 billion
in 2001, or less than 75 percent of the 2000 fig-
ure—the second-lowest annual level since 1994.
The decline in commitments was biased against
new entrants to the market: the share of bank
credit attributed to refinancing rose from 26 per-
cent in 2000 to 34 percent in 2001. The cost of
refinancing for investment-grade borrowers rose
minimally. By contrast, the cost of refinancing for
borrowers rated below-investment-grade rose
sharply and loan maturities fell. Unlike the case for
bonds (see next paragraph), the decline in bank
lending affected most developing countries. Even
excluding Argentina and Turkey, which are suffer-
ing severe domestic crises, and Brazil, which had
been greatly affected by developments in Argentina
during most of 2001, the decline in bank lending
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Billions of dollars Percent

Figure 2.2  Bank lending standards and bank credit to developing countries, 1990–2001

Note: Data for 2001 are until the second quarter. Tightening of lending materials refers to the share of banks in the United States
that reported a tightening of their standards and terms on commercial and industrial loans over the past three months, as reported 
in the quarterly survey of the U.S. Federal Reserve Board.
Source: Capital DATA Loanware; U.S. Federal Reserve Board.
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was about 25 percent. Bank lending is less tolerant
of changes in risk than are bond markets, reflect-
ing banks’ high leverage and the greater concentra-
tion of their loan portfolio compared to investors
in bonds.

—might benefit developing-country bonds
Perhaps surprisingly, the reduced demand for high-
risk assets may have helped support developing
countries’ bond issues, which remained stable in
2001, at $68 billion. Developing-country bond is-
suers have higher credit ratings, on average, than
developing-country bank borrowers. Thus bond is-
sues were less affected by increased uncertainty and
reduced appetite for risk. Moreover, the decline in
interest rates and a slight reduction in investment-
grade spreads implied a significant reduction in in-
terest rates for investment-grade borrowers, thus
encouraging more of them to come to the market.

The stability in bond volume in 2001 was sup-
ported by increased borrowing by higher quality
borrowers (rated either investment grade or just
below), including China, Hungary, Malaysia, Mex-
ico, and Poland, as well as smaller borrowers, such
as Colombia, Latvia, Panama, and Uruguay.

Reduced capital flows partially reflect a fall 
in demand
Declines in the demand for capital played a mod-
est role in determining the volume of capital mar-
ket commitments in 2001. Most developing coun-
tries’ access to foreign capital is constrained by the
willingness of foreign investors and lenders to sup-
ply funds. However, a few countries could borrow
more even at the current interest rate, but do not
because their demand for capital is low. For exam-
ple, during 1998–99 the demand for funds from
the East Asian crisis countries collapsed with the
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Changes in investors’ appetite for risk are often associ-
ated with changes in developing-country access to

private capital flows. The appetite for risk under condi-
tions of uncertainty in part depends on the level of wealth
(Guay 1999 shows this in a theoretical model of man-
agers’ behavior). Because each dollar of income becomes
more important as wealth declines, risk-averse investors
are less willing to undertake greater risks at lower levels of
wealth. Clark (1998) finds that one reason for capital
flows from rich to poor countries is that the higher wealth
of rich countries’ investors makes them more willing to
undertake risky investments. The converse of this effect
was important during the Russian devaluation of 1998,
when huge losses suffered by investors in Russian securi-
ties reduced the appetite for risk (Kumar and Persaud
2001; Institute of International Finance 1998), and capital
flows to developing countries collapsed.

However, apart from crises that are clearly related to
changes in investors’ wealth, it is difficult to determine
whether changes in the appetite for risk have had an im-
portant impact on market access. The appetite for risk is
extremely difficult to measure. Market sources, including
Chase Securities, J. P. Morgan, and Credit Suisse–First
Boston, do provide statistical approaches to measuring in-
vestors’ appetite for risk. These indices generally include
measures of market liquidity: for example, spreads be-
tween recently issued and off-the-run Treasury securities;6

and measures of credit risk, including spreads between
risk-free and high-risk assets, differences between the
riskier small-cap stocks and the S&P 500, foreign ex-
change volatility, and changes in the price of options rela-
tive to their value if exercised (referred to as implied
volatility). In general these indices do record reductions in
the appetite for risk during periods when it is likely that
such declines occurred, for example the Russian devalua-
tion of August 1998. In addition, the J.P. Morgan index
registers a substantial rise in risk aversion during July 2001
when the Argentine crisis deteriorated, and then immedi-
ately following the September 11th attacks. 

However, these indicators face difficulties in distin-
guishing between changes in risk appetite and changes in
the riskiness of assets. For example, deterioration in
growth could harm credit quality and thus raise high-risk
spreads in general. While risk appetite may also decline,
the change in spreads would be a combination of the two
rather than predominantly a measure of the appetite for
risk. Similarly, greater willingness to hedge against risk
(measured by increases in the implied volatility of options
contracts) may represent reduced appetite for risk or the
perception that the environment has become more risky
(Kumar and Persaud 2001). Thus, the indicators have
value in alerting market observers to changes in the de-
mand for risky assets, but are less effective in determining
the cause.

Box 2.1 Evidence of changes in the appetite for risk
and capital market flows



P R I V A T E  C A P I T A L  F L O W S  T O  E M E R G I N G  M A R K E T S

30 percent fall in investment, and they ran large
current account surpluses. Capital market com-
mitments to the crisis countries fell to about $30
billion per year during this period, compared with
$74 billion in 1997. It appears that demand also
remained low in the five crisis countries in 2001,
since investment fell slightly and the government
deficit improved by almost 1 percent of GDP. Cap-
ital market commitments fell to $34 billion. Thus
low demand from the crisis countries most likely
reduced the level of capital market commitments
compared with what would have happened with a
robust recovery. Nevertheless, there was no repeat
of the experience of the 1998–99 period, when the
drop in capital market commitments in the crisis
countries had a noticeable impact on the total 
for developing countries. A few of the richer oil-
exporting developing countries also reduced their
capital market commitments in 2001, presumably
choosing to increase saving in response to contin-
ued high oil prices.

Capital market commitments declined until
late in the year
The overall decline in capital market commitments
accelerated in 2001 while the global slowdown
deepened. Capital market commitments fell to about

$16 billion per month during the first half of 2001
(compared with $19 billion per month in 2000),
and then dropped to only $9 billion per month fol-
lowing the September 11 terrorist attacks (table
2.5). Spreads on developing countries shot up to
924 basis points in the aftermath of the attacks,
compared with 716 basis points in the first half of
2001, although the rise in spreads (excluding Ar-
gentina and Turkey, the two major countries most
affected by domestic economic crises) was modest.
Commitments recovered during the last quarter, but
remained well below the 2000 level. The average
spread excluding Argentina and Turkey fell to 400
basis points (100 basis points below the average of
the previous year) while interest rates fell and opti-
mism about an early recovery increased. 

Trends in FDI

Net FDI to developing countries is estimated 
at $168 billion in 2001, almost unchanged

from the previous year, and just 8 percent below
the peak reached in 1999. The stability of FDI
flows was achieved in the face of a significant fall
in global FDI flows. Changes in FDI flows to de-
veloping countries in 2001 were driven more by
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Risk premium (basis point) Default rate (percent)

Figure 2.3  Corporate default rate and risk premiums, 1990–2001

Source: Moody’s Investor Service; Merrill Lynch.
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domestic economic developments (for example de-
cisions over privatization transactions and policy
improvements) in a few of the large FDI recipients
than by changes in the global economy.

Global FDI in downturn—
Preliminary estimates from the United Nations Con-
ference on Trade and Development (UNCTAD) in-
dicate that global FDI flows fell massively in 2001,
to $760 billion from about $1.3 trillion in the pre-
vious year. Global mergers and acquisitions (M&A)
activity show a 45 percent drop in 2001. Slow
growth or recession is often associated with a de-
cline in FDI outflows (paralleling the decline in
domestic investment) since multinational corpora-
tions face stringent financing constraints with the

decline in profits and tightening of bank credit
standards. For example, FDI outflows from the
United States dropped from $19 billion in 1980 to
only $1 billion during the 1982 recession year, and
then recovered to $13 billion in 1984.

—but developing countries were less affected
The past years have seen considerable stability in
FDI flows to developing countries, although their
share of global FDI flows was cut in half in the
wake of the Asian crisis. Essentially, the trends ob-
served since FDI flows plateaued in the late 1990s
have remained constant. Developing countries’
share of global FDI flows turned up with the drop
in global flows, but remained well below the 36
percent level reached in 1997 (see figure 2.4). FDI
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Table 2.5 Capital market commitments and spreads for developing countries

2000 2001

January–June July–August September–October November–December

(monthly average, billions of dollars)
Capital market commitments 19.3 15.8 12.7 9.3 16.6

Bonds 5.7 6.9 4.1 2.5 6.8
Banks 10.6 7.7 7.9 6.7 9.1
Equity 3.0 1.2 0.6 0.2 0.7

(basis points)
Developing-country spreads 707 716 844 924 865

without Argentina and Turkey 507 440 416 447 404

Note: Developing-country spreads refer to J. P. Morgan Chase’s Emerging Market Bond Index Global, which uses country weights based on
market capitalization of outstanding debt.
Source: Dealogic; J. P. Morgan Chase; World Bank staff calculations.

Billions of dollars Percent

Figure 2.4  FDI and M&A in developing countries, 1991–2001

FDI

Source: World Bank, Global Development Finance: Country Tables and sources cited therein, various years; UNCTAD, World Investment Report 2001;  
World Bank staff estimates for 2001.
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flows continue to decline relative to developing
countries’ GDP, down to 2.3 percent in 2001 from
3 percent in 1998. FDI flows remain highly con-
centrated: as has been true for the past few years,
the top 10 recipients of FDI received over 70 per-
cent of total FDI to developing countries (box 2.2). 

The stability of FDI flows in 2001 largely re-
flects offsetting changes in a few large countries

rather than the impact of the economic slowdown
or other global factors. Eight out of the top ten re-
cipients saw changes (either increases or decreases)
in FDI flows of 20 percent or more from the previ-
ous year. These changes were driven largely by in-
ternal factors, often privatization, private sector
M&A transactions, or general domestic economic
conditions. In Mexico the sale of Banamex-Accival
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Most FDI flows have remained concentrated in just a
few developing countries throughout the 1990s,

when the share of the top 10 has never fallen below 64
percent.7 Market size appears to be a major explanation of
concentration: of the top 10 developing-country FDI
recipients, 6 are also among the top 10 countries in terms
of GDP, but market size is not the only factor. The average
ratio of FDI to GDP in the top 10 recipients is almost a
full percentage point higher than in developing countries
as a group (figure 2.5). While Brazil, China, and Mexico
alone account for about half of developing countries’ FDI,
they make up only a little more than one-third of develop-
ing countries’ GDP. While FDI flows to India—the fourth
largest developing country—have increased over the
1990s, the country remains 14th on the list of developing-
country FDI recipients. 

FDI is also concentrated in relation to other indica-
tors of economic activity. Of the 10 largest FDI recipients,
7 are also the developing countries with the largest ex-
ports. UNCTAD (2001) developed a more comprehensive
index that measures FDI inflows relative to economic size,
as represented by an unweighted average of three ratios—
a country’s share in world FDI inflows to its share in
world GDP, employment, and exports. By this measure,
FDI is mildly concentrated; only 30 out of 102 developing
countries had shares of FDI that equaled or exceeded their
average shares of world GDP, employment, and exports.
Only half the top 10 FDI recipients received more FDI
than expected, based on their shares of global economic
activity. The concentration of FDI flows does not mean
that FDI only benefits the larger countries; all of the 10
developing countries with the highest ratio of FDI to GDP
are relatively small-scale economies.

FDI to some of the larger recipients has been boosted
by good policies. The largest FDI recipients have an aver-
age World Bank policy rating of 4.1, compared with 3.3
for other developing countries. Perhaps more important
for determining FDI flows, however, is the change in poli-
cies. Countries that have undergone an improvement in
the investment climate may see a large inflow of FDI until

the stock reaches the levels desired by foreign investors.
The huge surge in FDI to China with the introduction of
market reforms is perhaps the most spectacular example 
of this phenomenon. Similarly, FDI flows to Mexico were
boosted by Mexico’s entrance into the North American
Free Trade Agreement. FDI also has increased to countries
with strong economic programs that liberalize the rules
governing FDI; for example, FDI to the Republic of Korea
rose from about $2 billion before the East Asian crisis to
an average of $7 billion following the easing of rules
against foreign investment (see World Bank 2000a). Fi-
nally, FDI has responded to government decisions on pri-
vatization programs; 7 of the 10 largest FDI recipients re-
ceived more than $1 billion in foreign funds to finance
privatization activities in 1999 (World Bank 2001). 

The concentration of other flows is similar to that of
FDI. The 10 developing countries with the largest domestic
investment levels accounted for 70 percent of all investment
in developing countries. This is unsurprising, because for-
eign and domestic investors are likely to respond to the
same factors—market size and investment climate. More-
over, FDI inflows tend to crowd in domestic investment
(World Bank 2001, chapter 3; Bosworth and Collins 1999).
The concentration of capital market flows is somewhat
higher than FDI; the top 10 recipients accounted for 75 per-
cent of total flows. Access to capital market flows depends
on the presence of relatively well-developed financial mar-
kets (Hausmann and Fernandez-Arias 2000). Thus while
the poorest developing countries receive significant amounts
of FDI, they receive almost no portfolio flows (see chapter
3). A concentration of FDI flows is often observed within
countries as well. For example, nearly 90 percent of China’s
FDI stock is in the coastal regions, almost all FDI flows to
Mexico were absorbed in central states and those bordering
the United States (UNCTAD 2001), while in India the top
five recipient states (Maharashtra, Tamil Nadu, Karnataka,
Andhra Pradesh, and Delhi) accounted for 75 percent of
total FDI approvals in 2000. Again, the quality of policies
appears to be a major determinant of the distribution of
FDI flows in India (Dollar, Iarossi, and Mengistae 2001). 

Box 2.2 The concentration of FDI flows
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financial group to Citigroup for $12.5 billion
boosted FDI flows, and in South Africa, a foreign
firm took over De Beers mining company by ac-
quiring shares worth $20 billion. In Poland lower
FDI flows signaled the completion of major privati-
zation transactions. In other countries changes in
FDI flows reflected changes in the overall economic
environment rather than the impact of a few trans-
actions. Examples include Brazil, where economic
uncertainty restrained greenfield FDI; Argentina,
where lower FDI flows reflected a slowdown in pri-
vate sector M&A transactions with the increasing
economic difficulties; Korea, where the process of
corporate and financial restructuring has slowed;8

and China, where FDI boomed with the anticipa-
tion of accession to the World Trade Organization.
The extent to which FDI inflows in China represent
additional resources to the country remains open
to question, because a significant portion of regis-
tered FDI to China may have originated in the
country (box 2.3).

These major changes largely determined the
regional trends. FDI continued to fall in Latin
America, the largest recipient region, because
cross-border M&A activity in the region dropped
by around 5 percent. Several privatization plans
have been postponed or delayed (examples include
Copel, Brazil’s electricity generation and transmis-
sion company, and Cintra, the holding company 

of Mexico’s major airlines), whereas some foreign
investors have withdrawn large-scale offers to
acquire stakes in private companies (including two
Brazilian telecommunications companies). FDI
flows to Eastern Europe remained stable; while
large-scale privatization programs in banking and
telecommunications neared completion, the region
received an increase in greenfield investment. Net
FDI flows to Middle East and North Africa re-
mained at about the level of the past few years.
The De Beers sale boosted flows to Sub-Saharan
Africa. FDI to East Asia and Pacific declined de-
spite higher FDI to China, because of slow growth
in several regional economies, low demand for
funds in the high-tech industries, and reduced
M&A transactions in the East Asian crisis coun-
tries (figure 2.6).

Developing countries may also be a growing
source of FDI
While the data are incomplete, it appears that de-
veloping countries have become a major source of
FDI flows to other developing countries. Out of
$185 billion FDI inflows to developing countries in
1999, only $72 billion are identified by the Organ-
isation for Economic Co-operation and Develop-
ment (OECD) as coming from the industrial coun-
tries. Developing countries also receive about $40
billion in FDI flows from other high-income coun-
tries.9 If these statistics are accurate, the remainder
of developing countries’ FDI inflows (about one-
third or $70 billion) would have to be from other
developing countries (figure 2.7). South-South FDI
may also have contributed to the resiliency of FDI
flows during the financial crisis. By these calcula-
tions, South-South FDI flows continued to rise in
1998 and 1999 despite the financial crises, during
which total FDI flows from high-income OECD
countries declined.

South-South FDI has increased at the same time
as South-South trade was rising (intra-developing
countries imports rose from 30 percent of their total
imports in 1990 to 36 percent in 1999). Thus, the
production and ownership structures of developing
countries seem to have become more integrated
through FDI, not only with the industrial countries,
but also with other developing countries. In addi-
tion, major developing-country exporters who face
quota restrictions in industrial countries may have
invested abroad in order to export from countries
that are less affected by such trade barriers.
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Percent

Figure 2.5  FDI as ratio to GDP, 1991–2001

Source: World Bank, Global Development Finance: Country Tables and sources
cited therein, various years; World Bank, World Development Indicators, various
years; World Bank staff estimates for 2001.

0

1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001

All developing

Top 10

1

2

3

4

5

All developing countries Top 10 recipients



P R I V A T E  C A P I T A L  F L O W S  T O  E M E R G I N G  M A R K E T S

41

FDI inflows to China surged in the 1990s, boosted by
the acceleration of market reforms and the introduc-

tion of incentives for FDI, including concessions on tax,
leasing of land and property, government guarantees for
investments, and special arrangements regarding retention
and repatriation of foreign exchange. Preferences for for-
eign capital are believed to have encouraged Chinese in-
vestors to move money offshore and then bring it back to
China disguised as foreign investment (Sicular 1998). An-
other motivation for “round-tripping,” or “recycling,” is
the concern that the government may impose exchange re-
strictions on residents, as occurred in July 1993 (Adams
1993; Gunter 1996). Some early studies estimated that
round-tripping accounted for nearly a quarter of foreign
inflows to China in 1992 (Lardy 1995, p. 1067; Harrold
and Lall 1993, p. 24). The extent of recycling may have
increased in recent years (box figure).

Throughout the 1990s, FDI inflows to China origi-
nated mostly outside the industrial countries, notably from
Hong Kong (China). For example, FDI inflows from Hong
Kong constituted nearly half of total FDI flows to China
in 1996. Hong Kong’s share has declined since 1997, to
below 40 percent by 2000 (see table below). This decline
has been offset by a comparable increase in FDI inflows
reported from the Virgin Islands, however, which suggests

that there is round-tripping through this offshore financial
center. The FDI inflows from Hong Kong (and the Virgin
Islands) appear to be highly correlated with outflows from
China in the form of “other investment assets” (mostly
bank deposits) held abroad by Chinese residents, and er-
rors and omissions in China’s balance of payments (see fig-
ure below). Hong Kong, in its turn, reports large amounts
of FDI inflows from mainland China, and from offshore fi-
nancial centers such as Bermuda and the Virgin Islands. 

Box 2.3 Round-tripping of capital flows between China
and Hong Kong

Billions of dollars

Round-tripping of capital flows: China and Hong Kong (China), 1986–1999

Source: World Bank staff estimates.
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The data given above calculate South-South
FDI by comparing developing countries’ FDI in-
flows with recorded outflows from other regions.
This is probably more reliable than basing the cal-
culation on identified outflows from developing
countries. The problem of under-reporting FDI
outflows is acute in the developing countries,

many of which have capital controls, exchange
controls, and high taxes on investment incomes,
combined with weak accounting rules and tax ad-
ministration. Nevertheless, the trend of increasing
outflows of FDI from developing countries is also
evident from the data on identified outflows re-
ported in the country pages of the IMF balance of
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Billions of dollars

Figure 2.6  Regional trends of FDI flows, 1991–2001

Source: World Bank, Global Development Finance: Country Tables and sources cited therein, various years;
World Bank staff estimates for 2001.
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Source: World Bank staff estimates.
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payments statistics. However, reported outflows
from developing countries, which reached only
$12 billion by 1998, are much smaller than the es-
timate given above, due to under-reporting of out-
flows by source countries.

Emerging market financial crises 
in 2001

The past year has seen a continuation of the se-
vere economic crises of the 1990s that afflicted

major middle-income emerging markets (Mexico in
1994–95, East Asia in 1997–98, the Russian Feder-
ation in 1998, and Brazil in 1998–99). The causes
of each crisis differed in important respects, but in
all of them shortcomings in external financial man-
agement and defects in corporate and financial sec-
tor governance played an important role. The past
year’s problems in Argentina and Turkey shared
many features with these earlier crises.

A critical difference, however, is that conta-
gion effects to other emerging markets, and other
debt markets, have been limited (box 2.4). This is
especially noteworthy since Argentina’s crisis de-
veloped into a full-blown sovereign default. The
only recent instance of such an extreme outcome
by a major debtor was the Russian Federation in
August 1998; that situation produced severe dislo-
cation across global financial markets.

The crisis in Argentina has its roots in the
buildup of vulnerabilities after the highly success-
ful exchange rate-based stabilization of the early
1990s. After a long history of inflation (including
a period of hyperinflation) and failed efforts to
stabilize, the adoption of a dollar-based currency
board in 1991 stopped the country’s inflation in its
tracks.10 The country experienced a post-stabiliza-
tion boom on the order of 7 percent growth in
GDP, while the reduction in interest rates toward
world levels stimulated domestic demand. 

However, substantial vulnerabilities remained,
and were increasingly exposed during the second
half of the 1990s. Despite strong export growth,
foreign exchange revenues were insufficient to fi-
nance buoyant import demands, rendering the
country dependent on capital inflows. Fiscal policy
was not only too loose on average, but was also
unhelpfully procyclical—too expansionary in the
recovery phase of 1996–97, leaving the authorities
with no scope but to tighten policy into the down-

turn after 1998.11 As a result, public sector debt re-
mained high (at 50 percent of GDP in mid-2001),
and maturities shortened.

The steady appreciation of the dollar in the
second half of the 1990s and the sharp Brazilian
devaluation led to a 15 percent real exchange rate
appreciation between January 1997 and mid-2001,
further constraining growth. Most importantly of
all, deflation persisted throughout the economy
(consumer prices have fallen by a cumulative 3 per-
cent over the past three years), and the real economy
remained stuck in recession, leading to a further rise
in an already intolerably high unemployment rate.
With nominal incomes across the economy falling
sharply during 2001, there was little realistic chance
for the authorities to meet the tax revenue projec-
tions that were the backbone to a planned “zero
deficit” budget strategy. Market awareness of the
sizeable dollar liabilities of both the public and pri-
vate sectors completed a picture that made creditors
leery of maintaining, let alone adding to, exposures
as the end of the year approached. 

Public disturbances—in part a reaction to lim-
its imposed on cash withdrawals from the banks—
led to the resignation of the Argentine president in
December 2001. Soon after, the government for-
mally defaulted on its debts and the currency was
devalued. A floating exchange rate system was in-
troduced in mid-February. It remains to be seen
who will bear the considerable losses from the de-
valuation, but given all these dislocations, a phase
of renewed output declines and rising unemploy-
ment seems inevitable. The only issue now is how
long this situation will persist.

Turkey also faced a severe crisis in 2001,
which was marked by efforts to control a large
public sector deficit (12 percent of gross national
product [GNP] in 2000), high levels of public sec-
tor debt (in the range of 90 percent of GNP by
end-2001), and difficulties in rolling over short-
term debt (100 percent of reserves). Adoption of a
crawling peg in 1999 was aimed at reducing high
levels of inflation. Fixing the exchange rate en-
couraged large capital inflows with a substantial
buildup of foreign exchange liabilities of the bank-
ing system. In February 2001, the government was
compelled to abandon the crawling peg, which led
to a 26 percent real devaluation (year-on-year) 
by the end of 2001 and large losses in the bank-
ing sector that the government is now cleaning 
up. There are a number of reasons, however, why
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Turkey’s difficulties have been less severe than
Argentina’s:

• Despite the crisis, Turkey is making significant
progress in improving the fiscal accounts: the
primary balance of the consolidated public
sector shifted from a deficit equivalent to 2
percent of GNP in 1999 to (an estimated) sur-
plus of 5.7 percent of GNP in 2001. 

• The exchange rate regime was less rigid and
thus provided for an easier (albeit still very
messy) exit mechanism.

• Turkey’s debt is higher than Argentina’s (rela-
tive to output), but a greater share is owed to
domestic residents, which helped facilitate ef-
forts at restructuring.

• A larger and more diversified export sector
means that exchange rate depreciation can have
a greater and more rapid impact on production. 

• Turkey’s strong ties to Europe and its impor-
tance as a front-line state following the Sep-
tember 11 attacks have helped to facilitate
substantial financial support. However, the at-
tacks also severely damaged Turkey’s foreign

44

There is little evidence that investors have retreated
from most other emerging markets because of the cri-

sis in Argentina. The correlation between secondary mar-
kets bond spreads between Argentina and 15 emerging
markets rose from 0.27 in the months before the exacer-
bation of Argentina’s difficulties in October 2000 to 0.47
from October 2000 to August 2001.12 However, this
period coincided with the global growth slowdown that
was associated with a general rise in spreads and in the
volatility of spreads (and measured correlations tend to
rise with increases in volatility), so it is difficult to isolate
the impact of the two crises. Brazil does appear to have
been affected by the crisis in its neighbor to the south,
perhaps because they compete in the same markets.13

The correlation between Brazilian and Argentine spreads
increased from 0.6 in mid-2000 to between 0.8 and 0.9 
in each of the three-month periods from October 2000 to
August 2001. However, late in the year market sentiment
toward Brazil improved, and spreads narrowed despite the
increasing problems in Argentina.

Looking at specific crisis episodes (October 2000,
March/April 2001, July 2001, and December 2001), we
can see some rise in the spreads on other emerging market
bonds. However, the rise in spreads during the crisis peri-
ods varied, and spreads tended to return to former levels
relatively quickly. The index of emerging market spreads
was at almost the same level in December 2001 as in
October 2000. Overall, spreads in emerging markets ex-
cluding the two crisis countries appear to have been little
affected by the crisis in Argentina, and were stable until
the September 11 terrorist attacks.14

There are various reasons why the Argentine crisis
has generated such limited contagion effects so far, in
marked contrast to the East Asian crisis and the Russian

devaluation. Unlike these earlier crises, which were consid-
erable surprises, investors have been aware of the problems
in Argentina for some time. Thus most investors may al-
ready have taken whatever steps they felt necessary in ab-
sorbing the losses on Argentine bonds. Moreover, many
investors are less leveraged this time around than during
the Asian crisis (particularly after the debacle that highly
leveraged speculators suffered with the Russian devalua-
tion), which means that there is a reduced need to liquidate
across-the-board to meet margin calls. At the same time,
developing countries are less vulnerable than they were a
few years ago. Currently, very few major emerging markets
have pegged exchange rates, which proved to be particu-
larly vulnerable to contagion from the collapse of other
pegged exchange rates. Levels of reserves have risen while
short-term debt levels have fallen, improving a key indi-
cator of vulnerability. Several of the Asian countries are
presently running current account surpluses, and so are 
less dependent on international capital markets. Finally,
low international interest rates eased external financing
pressures on heavily indebted emerging markets.

Box 2.4 Financial market contagion from the
Argentine crisis

Change in spreads during crisis periods, 2000–01
(basis points)

October April July December 
2000 2001 2001 2001

Argentina 317 363 874 3,806
Developing countries

(excluding Argentina
and Turkey) 64 –1 68 –46

Note: Each crisis period is defined as the previous low point of spreads to
the peak. The weights used for developing countries excluding Argentina
and Turkey in December 2001 differ slightly from the previous periods.



exchange receipts, due to the drop in revenues
from tourism and slower export growth. A
new IMF standby arrangement to help Turkey
absorb this additional external shock and sus-
tain its reform program is expected to be in
place in February 2002.

Lessons of the turmoil in Argentina
The situation in Argentina is difficult, and the role
of clear-sighted economic policy is critical. The
challenge for the Argentine authorities now is to
adopt appropriate measures to allow the economy
to take advantage of the newfound flexibility of a
floating exchange rate, while also addressing some
the key structural problems that have been ex-
posed and worsened by recent developments. It 
is worth noting that—in the cases of Mexico in
early 1995, Thailand and Korea in the winter of
1997–98, the Russian Federation in the fall of
1998, and Brazil in early 1999—the early stages in
the move to a free float were very difficult and it
took time for signs of successful stabilization to be
visible. The Argentine crisis is especially complex,
since it combines large private sector foreign ex-
change exposure and public sector default. 

It is not too early to draw important lessons
from the developments in Argentina. Most of
these lessons reinforce those that became evident
during the East Asian and Russian crises of
1997–98. Five stand out:

• Fixed exchange rate regimes are vulnerable to
asymmetric shocks. The success of fixed ex-
change rate regimes requires that the countries
involved are affected similarly by shocks.
Events of the past few years, including the de-
cline in commodity prices and the Brazilian de-
valuation, required a devaluation in Argentina
to restore external balance. But at the same
time the dollar was appreciating, responding
to a very different set of economic factors. The
resulting appreciation of the peso depressed
output, particularly given rigidity in labor
markets which impeded real wage adjustment.
The resulting recession in turn undermined
support for the program. 

• There are severe costs associated with hanging
on to a pegged, overvalued exchange rate. In
Mexico (December 1994) and Thailand (third
quarter of 1997), failed defenses of currency
pegs led to country credit crises. The Argen-

tine authorities structured their economic
system around the inviolability of the one-
for-one exchange rate peg against the dollar.
However, this structure encouraged investors
to incur mounting dollar liabilities, in the be-
lief that the government would maintain the
peg. The size of dollar-denominated debt then
greatly increased the economic costs when the
peso was devalued.

• The success of multilateral rescue packages de-
pends critically on strong adjustment by recip-
ient countries. Crises can be successfully re-
solved only when policy implementation is
strong; government commitment to taking dif-
ficult adjustment measures is critical. Multilat-
eral financing is designed to support, not sub-
stitute for, adjustment. The size of potential
outflows dwarfs the resources available to the
multilaterals. Moreover, greatly increasing the
size of rescue packages could encourage exces-
sive risk taking by private investors, although
so far the evidence that rescue packages have
generally contributed to risk taking is incon-
clusive (box 2.5). 

• There is more work to be done on private sec-
tor involvement in crisis prevention and resolu-
tion. Recent experience has underscored the
importance of clearer definition of the limits
on official resources and of the rules and re-
sponsibilities of the official sector, debtor coun-
tries, and their private creditors. Contingent
credit lines can provide for new money in case
of crisis. But the government’s counter-parties
can avoid increasing their exposure during a
crisis by selling other holdings of government
bonds, thus undermining confidence. In the
case of Argentina voluntary debt exchanges
were relatively easy to organize, but they did
little to ease the country’s financing difficulties.
These challenges point to the need to consider
more ambitious proposals for facilitating or-
derly workouts of problematic private sector
debts, and the recent proposal by the IMF to
provide for a standstill of debt payments in
order to allow time for an orderly restructuring
will, no doubt, be debated in the year ahead.

• Contagion can be contained through prudent
external financial management. Most coun-
tries in Latin America and Asia that are depen-
dent on private capital flows have strength-
ened their ability to withstand shocks through
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Considerable concern has been raised that the expecta-
tion of multilateral support for crisis-hit countries

may encourage excessive risk taking by investors in emerg-
ing market debt (Meltzer 2000; Calomiris 2000).15 It is
difficult to evaluate what might have happened in the ab-
sence of rescue packages, and so far the evidence that res-
cue packages have encouraged excessive risk taking is in-
conclusive. Zhang (1999) finds that spreads on emerging
market bonds in the seven quarters following recovery
from the Mexican crisis were no lower than precrisis
levels, after controlling for other determinants of spreads.
Lane and Phillips (2000) find no evidence that IMF-related
news and announcements of rescue packages had an im-
mediate impact on spreads. By contrast, Eichengreen and
Mody (1998) find that, by 1996, spreads on emerging
market bonds had fallen to levels that failed to adequately
compensate for the risk of lending, and spreads fell further
in 1997. 

Concern that some investors have escaped the losses
associated with financial crises has boosted concern over
moral hazard. It is difficult to estimate creditor losses from
recent emerging market crises, although losses are less 
than they would have been in the absence of official sup-
port. International equity investors may have lost $166 bil-
lion during the Asian crisis (International Council of Securi-
ties Agencies 1999) and international banks $60 billion 
(UNCTAD 2001). Losses during the Asian and Russian
crises may have totaled $350 billion (Institute of Interna-
tional Finance, various years). Nevertheless, the provision of
multilateral funds undoubtedly facilitated the repayment of
international banks during the Mexican and Asian crises.
Authorities had to balance the erosion of market discipline
with the consequences of a complete collapse, which could
have had severe effects on many emerging markets.

While the evidence of moral hazard–induced excessive
lending is inconclusive, given the uncertainties involved it is
prudent to explore means of reducing the potential impact
of multilateral support on moral hazard. Of the 15 largest
emerging market borrowers in 1997 (which together ac-
count for 80 percent of capital market flows to developing
countries), 8 had been the subject of rescue packages by
2001. Some of them received several individual loans.
Some proposals have focused on limiting the flexibility of
multilateral institutions by allowing rescue packages only
for solvent borrowers who prequalify for loans (Meltzer
2000). Other proposals have emphasized prior actions 
that force private creditors to recognize losses or provide
resources during a crisis. For example, eligibility for multi-
national assistance during a future crisis could be condi-
tioned on the government’s obtaining prior commitment by
the private sector to roll over maturing claims or to provide
new money. Still other proposals have focused on ex ante

provisions that would facilitate the private sector absorbing
losses. A modification to collective action clauses could per-
mit the restructuring of bond instruments by majority vote
of the creditors rather than unanimity. This would reduce
the ability of small creditors to force repayment of their
debts as the price of agreement to restructure and greatly
ease the complexity involved in restructuring bonds. The
implications of such modifications to collective action
clauses are difficult to determine. Eichengreen and Mody
(2000) found that collective action clauses with this provi-
sion tend to reduce the borrowing costs of more credit-
worthy borrowers and raise them for less creditworthy
ones, which would strengthen market discipline. However,
Becker and others (2001) found no evidence that such col-
lective action clauses increase yields for either higher- or
lower-rated issuers.

Another, complementary, approach is to provide for of-
ficially sanctioned standstills that would impose a cooling-
off period to avoid investor panic (Eichengreen and Mody
2001); still another approach under some conditions is to
use IMF facilities to continue lending to countries when bor-
rowers are in arrears (Goldstein 1998; Fischer and Citrin
2000). The Bank of Canada and Bank of England (2001)
have recommended adoption of an officially sanctioned
standstill to provide a “time-out” during which governments
can demonstrate their commitment to reform, and hence en-
courage investors to return. Kaufman and Litan (1998)16

propose that multilateral support be contingent on changes
in borrowing country laws that implement automatic write-
downs on foreign currency denominated interbank loans.

All of these proposals face difficulties. Prequalification
requirements could precipitate crises for countries that fail.
Banks’ prior commitments to rollover loans during a crisis
can come at the cost of a sell-off of other assets, because
banks attempt to limit their total exposure to the crisis
country. It is difficult to define before the crisis what partic-
ular institutional arrangements would be most desirable to
“bail in” private investors. This may depend, in part, on
whether a liquidity or solvency crisis is involved. Standstills
and write-down requirements could have a chilling effect
on the provision of finance to emerging markets (although
majority-based collective action clauses could support mar-
ket discipline). Nevertheless, there is a growing recognition
that greater attention to private sector participation in re-
solving crises is warranted. For example, the recent IMF
loan to Argentina provided that the disbursement of some
committed resources could be brought forward to support 
a voluntary and market-based operation to increase the via-
bility of Argentina’s debt profile. A review of international
arrangements for crisis support that provided for greater
private sector recognition of losses could help limit the
potential for moral hazard in future lending.

Box 2.5 Moral hazard and rescue packages
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flexible exchange rate regimes, disciplined do-
mestic monetary policies and, most important
of all, limited short-term external liabilities
and near-term refinancing needs. These mea-
sures have helped limit the spread of problems
from Argentina to other emerging markets
over the past year.

The prospects for capital market
flows and FDI

Capital market flows are expected to contract
further in 2002—
Capital market commitments, after dropping from
$228 billion in 2000 to only $171 billion in 2001,
may moderate further to some $160 billion in
2002 (see table 2.6), which is the lowest level 
since 1994. Investors are likely to remain cautious
about emerging markets in early 2002, because the
synchronized economic slowdown in all major in-
dustrial countries limits demand for developing
countries’ exports, affecting the latter’s ability to
service external debt. Risk appetite remains low
and financing constraints on banks and other in-
vestors remain tight in the industrial countries, so
the demand for developing-country assets (espe-
cially subsovereign assets) is likely to remain low
during the first half of 2002, at least. These influ-
ences are likely to outweigh the reduction in inter-
est rates and increase in liquidity with the easing
of monetary policy in the United States (and, to a
lesser extent, in Europe) over the past year.17

—but a rebound is anticipated for 2003
The recovery in industrial countries that is antici-
pated to begin in the second half of 2002 should
set the stage for a rise in capital market commit-
ments, to $179 billion in 2003 and $216 billion in
2004. Capital flows should recover because eco-
nomic growth in most of the major emerging mar-
ket economies is expected to improve and inter-
national interest rates are expected to remain low.
The recovery in flows will also be supported by
the low levels of short-term debt and high levels of
reserves in many emerging markets after the expe-
rience of the financial crises in the late 1990s. For
25 major emerging markets, the ratio of short-
term debt to reserves fell from about one in 1997
to two-thirds by June 2001. Bond and bank lend-

ing flows are expected to rise by nearly a third by
2004, compared to the level in 2002, while equity
flows are expected to recover rapidly from the ex-
tremely low level of 2001. 

The pace of recovery in gross flows will also
vary depending on creditworthiness and demand
conditions in recipient countries. The trends in the
forecast are driven by East Asia and Latin America,
which accounted for over two-thirds of total capital
market commitments in 2001. Flows to East Asia
will increase relatively rapidly, largely because of
China’s forecast strong growth, low level of short-
term debt, and high level of international reserves.
By contrast, the recovery in flows to some of the
East Asian crisis countries may be slower, because
excess capacity continues to depress the demand for
finance. In Latin America and the Caribbean flows
will recover more slowly, in part because Argentina
is likely to see impaired access to the capital mar-
kets in the wake of its restructuring of outstanding
debt. Also, commodity exporters in the region will
see only a limited rise in export revenues (and thus
market access), because non-oil commodity prices
are expected to rise by only 8 percent in 2003, and
remain 25 percent below the level of 1997, and oil
prices are expected to fall through 2003. By con-
trast, Mexico is expected to benefit from the recov-
ery in the United States, and is likely to see a sharp

Table 2.6 Projected capital market flows to 
developing countries 
(billions of dollars)

2001 2002 2003 2004

Total 171 160 179 216
Bonds 68 55 66 76

Equity 10 32 24 30
Loans 93 73 89 110

East Asia and Pacific 41 54 59 82
Latin America
and the Caribbean 75 60 68 77

Other 55 46 53 57

Note: These projections for 2002–04 are based on 53 separate
vector autoregression (VAR) models (see annex 2.1 for a descrip-
tion) for bond, equity and bank lending flows to 21 emerging
market economies (ranked according to the size of gross flows in
2001 starting with the top recipient country): Brazil, Mexico,
Korea, Turkey, South Africa, Argentina, China, Poland, Malaysia,
the República Bolivariana de Venezuela, Colombia, the Philippines,
Russia, Lebanon, Hungary, Egypt, India, Thailand, Indonesia,
Lithuania, Morocco. The flows covered in these models accounted
for 81 percent of gross capital market flows to developing countries
in 2001. The projected flows were then scaled up using 2001 actual
flow numbers, to arrive at the total for all developing countries.
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rise in flows due to improved economic conditions.
Flows to the other regions will also rise, and they
generally maintain their share of total capital flows
during the forecast period.

Any rebound depends on developments 
in Argentina 
The crisis in Argentina is a major risk to this fore-
cast. Before the events of the past year Argentina ac-
counted for 16 percent of emerging markets’ bonds
outstanding on the international capital markets.
Proposals to restructure Argentina’s bonds could
reduce investors’ willingness to take on emerging
market assets, particularly if negotiations are lengthy
and marked by confrontation.18 However, there are
several reasons why the contagion effects of the cri-
sis could be limited. Over the past year the Argen-
tine crisis has had only a limited and fleeting impact
on the demand for the debt of other emerging mar-
kets (see box 2.4). The crisis in Argentina has been
long anticipated, which has tended to mute the im-
pact on investors in comparison with the crises in
East Asia and the Russian Federation, which were
major surprises. Secondary market prices on Argen-
tine bonds have already fallen substantially, and re-
flect relatively low recovery rates. Many current
bondholders are likely to have bought the bonds at
low prices, or to already have adjusted their portfo-
lios to account for losses, so they may not react sig-
nificantly to a debt restructuring. In fact, a speedy
settlement with creditors that involves a debt re-
structuring sufficient to enable Argentina to make
regular repayments could improve market senti-
ment and increase secondary market prices of Ar-
gentine debt. The forecasts assume that any debt
renegotiation will be settled quickly; although Ar-
gentina (and Turkey) receive little in the way of new
commitments over the forecast period, these crises
have a relatively limited impact on investors’ will-
ingness to lend to other emerging markets.

FDI is expected to rise steadily
FDI flows to developing countries are expected to
be much less sensitive to cyclical developments than
capital market flows.19 In 2002 FDI to developing
countries is forecast at $160 billion, a slight decline
from the estimated $168 billion in 2001, consistent
with slow growth in global output and little in-
crease in world trade. The same resiliency of FDI
flows was seen in 2001, when the recession in in-
dustrial countries, near stagnation in world trade,

and a decline in global FDI flows were accom-
panied by rough stability of FDI flows to develop-
ing countries. This resiliency of FDI to developing
countries in the face of adverse global economic
conditions reflects the importance of domestic de-
terminants of FDI flows (see section above on FDI
trends in 2001). In addition, some of the major re-
cipients of FDI flows, in particular China, are ex-
pected to continue to achieve robust growth despite
the global slowdown.

While FDI flows are expected to remain re-
silient, the projected 4 percent per year increase
from 2001–04 (2 percent in real terms) is less than
half the rate experienced over the 1990s. We antic-
ipate that the same forces that drove FDI in the
1990s—globalization in production due to techno-
logical innovations in communications and trans-
port, coupled with better policies in developing
countries—will continue over the next few years.
However, the stock of FDI in developing countries
is much larger now than 10 years ago, and exports,
an important driver of FDI, are expected to grow
at a much lower pace over the next few years (less
than 3 percent more rapidly than GDP, compared
with 6 percent during the 1990s). Moreover, M&A
activity by multinationals, an important source of
FDI flows, is declining after its peak in 2000. Al-
though recent surveys indicate that multinationals’
investment plans were relatively unaffected by the
September 11th terrorist attacks, the full impact of
the economic slowdown on multinationals’ invest-
ments remains uncertain.20 Thus it is unlikely that
FDI flows would rise as rapidly over the next few
years as they did over the last decade. Neverthe-
less, by 2004 FDI flows would remain the largest
source of finance for developing countries.

The bulk of FDI inflows are forecast to con-
tinue to go to countries with relatively large mar-
ket size and reasonably good policies. Brazil,
China, and Mexico attract more than half of flows
to the sample countries. The growth rate of FDI is
high to countries with good policies and rapid ex-
pansion of trade. FDI in East Asian economies is
expected to rise by over 10 percent per year, due 
to robust increases in flows to China, where the
new commitments are already rising significantly,
as well as to Korea and Thailand, where strong
recovery in GDP and exports is expected. The an-
ticipated economic growth is likely to boost FDI
flows in South Asia, largely driven by India. On
the other hand, Latin America’s share of FDI to


