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Summary findings

The 'remark-able'surgc in pnvate capital flows to

developing countries since 1990 has greatly facilitated -~
their rapid growth, at a time when OECD countries have -

been in, or passed through, recession. The i :mpomnce of
these flows to the current account of severa! large

- developing countries has caused concern about their-
 sustainability, especmlly if mtemanonal interest rates

‘continue rising. -~ : '

- The form of these flows, and thelr source — investors
- rather than commercial banks — causes concern about
their short-term volanhty To address the issue of

N susmnabxhty, Dadush, Dhareshwar, and Johannes draw

‘on analyses of international financial flows and economic
prospects carried out by the Bank’s International
Economics Department. They conclude that private
capiral flows to developing countries are likely to be
sustained at, or near, current total levels for the -
following reasons: -
= Much of the private ﬂow comes from dxrect
investment. Foreign direct investment has increased as
- international businesses pursue globalization strategies.
~_ Firms are taking advantage of liberalization drives and
- tising incomes in developing countries, as well :is o
dramatic changes in transport and telecommummnons

‘— factors that are structural rather than cyclical, and that ,

are likely o be remforced by 1mplementanon of Uruguay
Round agreements.
» Sources of finance are more diversified. There is
 greater risk-sharing between creditor and debror. Funds
. are predominantly going to the privatc sector (not -
sovereign governments), And developmg countries: stlll
account for less than 1 percent of the investment

portfelios of OECD investors. In the 19705, commercial

 bank loans accounted for proportionately more flows.
~Now, increasingly large roles are played by bondholders,

equity investors, and money market fund-, ,
~= A prolonged major increase in international interest

rates would jeopardize continuarion of the flows at

current levels, but the hkehhood of such an mcrease in
the next three to five years is slim. Any rise in interest

~ rates in industrial countries will largely reflect rising -

~ demand for credit because of increased economic.

- activity, which will benefit developing country exports.
- Commodity prices have surged in the past six monr.hs,

but measures of core inflation, including unit labor costs,

~ are at a historic low. This scenario is very different from -

the combination of high interest rates and cconomic
recession the developing world faced in the early 1980s,

~ as high and rising inflation induced sudden ughtenmg of
‘monetary policies.

- 5till, significant arés of nsk deserve attention from

- develoyping country governments, international financial g -

institutions, and mdustnal country investors. Some : major

- recipients of privare capital flows are vulnerable to
sudden changes in both domestic or external _
environments. And portfolio equity flows are likely tobe
more volatile than other forms of private capital flows. -

- The policy response to large capital inflows should
depend on whether the current account deficit is

' sustainable and the degree 1o which it is over- or under-
- financed. While the external environment is favorable,
- vulnerable countries have a window of opportumty to-

undercake adjustmenr.

- This paper —a product of the International Ecohomic Analysis and Prospects Division and the International Finance Division,
International Economics Dcpartment——:spartof alarger effortinthe departmenttc understandthe determinants of private capital .
flows to developmg countries. Copies of the paper are available free from the World Bank, 1818 H StreetNW Washmgton, DC -
20433 Please contact Jackxe Queen, room $8-216, extension 33740 41 pags) Deoember 1994
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dewlopmmtumc&Anob]mofthesmcsntogatbeﬁadmgmutqmckly,mlftheprmnmsmksdvmﬁaﬂypoltshed.lh7
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The recent big story in dc\ieloping oduniry financing has been the spectacuiar sdrge in pri\}ate -m;;ital in -

the 90s. Is it the case, as some have worried, that a bigger story waiting around the comer isan equally .

spectacular reversal in these flows, leading to another financial crisis of the type that followed the Iast big '

surge in private financing for the developing countries in the 1970s? -A generalized reversal in private -
flows is unlikely, because in large part they reflect structural changes, both in the internationzl capital markets -

, and in developing countries. Individual countries, however, are hkely to expenence volauhty in ﬁnanc:al ,
o flows and changmg terms of aceess to mpxtal markets . ,



ARE PRIVAIE CAPITAL FLOWS T 0 DE VELOPING C'OUNTRIES
o SUSTAINABLE?‘ n '

o The b1g recent story in developmg count!y ﬁnancmg has been the spectacular
= surge in private capital - trebling in the last four years to over §115bn.in 1993.
Some analysts worry that a bigger story waiting around the corner is an equally . o
- spectacular reversal in these flows, leading to another financial crisis of the type that
- followed the last b1g surge i pnvate ﬁnancmg for the developmg cmmtnes in the f

o 1970s.

o Our analysxs suggests however, that a generahzed reversal m cap1ta1 ﬂows is -
- -1m1ikely for the followmg four reasons: e o

', Over half the ﬂows are accounted for by forelgn dlrect mvestment. The :

- acceleratxon in FDI is driven by the intensified pursuit of worldwide production, |
~ sourcing, and marketing strategles by international businesses. These firms are

responding to the market potential offered hy nsmg developmg country incomes, to-

. more welcoming trade and investment regimes in these countries and to dramatic
- changes in telecommunications technology. These factors are structural, not cychca], )

- 'andarelikely to be remforcedbylmplementauon of provmons of the Uruguay

Debt’ as opposed to eq‘“ty’ still accounts for 40 percent of a][ lnternatmnal pnvate' ST

flows, but unlike the generallzed commercial bank loans of the 1970s, this is - :
mainly in the form of bond issues by about 20 of the more creditworthy developmg

" countries. Bonds are not inherently more stable than bank loans, but the

creditworthiness requirements for issuing bonds in the major financial centers reduce "
the risks of subsequent default. Underlying this renewed access is the fandamental
reform i in economic and financial pohcxes t.hese countries have undertaken over the
19805 -

Dupxte the recent surge, developmg countrles stxll account for a -
: dxsproportmnately small share of the portfolios of OECD mvestors. Less tha.n one.

percent of pensxon fund holdings are invested in emerging markets, even though they
- account for a six percent share of world stock market capitalization, and developing

. countries are expected to account for over one-third of the growth in world trade and

'outpm inthe next IO'Years'. V,Furthermdre, the proliferaﬁon_ of mutual fund vehicles' is .

17’ ”Th:smtehashempreparedbysmifmthenevdopmmt&onommstersldmcy Addmnnalmatemleanbe
- found in a paper of the same title by U. Dadush, A. Dhareshwar, R. Johannes of the International Economics -

Department. VuyuseﬁxlsuggmonsandmmmmtsbyMAhMMBmd,ABhaMchuygS.Chem;PDa .

L Cunha,’VLDooley andMKxguelaregmteﬁzuyackmwledged. -



' enablmg private mdmduals to invest i in emergmg markets dttecﬂy at moderate costs.
- 'Many studies have shown that OECD investors can get diversification gams from -
- investing in emerging markets, since their correlauon with stock markets in mdustnal
-countries is relatrvely low. | N N | | |

b A large and prolonged increase in mternatwnal mterest rates would jeopardme

continued growth in these flows, but the probabnhty of such an increase is small in

the next three to five years. Despite recent concerns on overheatmg in the US |

- economy, the consensus is still that an increase in real interest rates over the medium

term will be modest since ‘inflationary pressures are muted. The rise in interest rates
will largely reflect rising credit demand resulting from higher economic activity whict
- will benefit the exports of developing countries. In the medium term, monetary
policies in the G-3 seem set on 2 prudent course, and budget deficits in the mdustnal
- countries are expected to decline modestly as a percentage of GDP. Commodity -
| 'pnees including oil, are expectedto recover only gradually from historic lows. Thxs
- is a very different scenario from the hike in interest rates and economic recession
 ‘combination that hit the developmg world in 1980-82, as lngh and nsmg mﬂatlon o
| mduced monetary polmes to nghten suddenly . o

There are two 1mportant caveats to thxs overall posmve outlook.

: First, even vnth growmg overall pnvate eapxtal ﬂows, mdmdual countnel
E are hkely to find that volatility and changing terms of access to capital markets
- arevery real problems. Private investors respond with alacrity to a worsening of
" economic prospects or to the threat of pohncal mstabrhty (e.g a reputed $10 bn. has
) ﬂown out of Mexrco mthe past month) L |

o Take the 18 countnes which, between them, account for over 80 percent of 4

- these inflows. Among them, vulnerability, as measured by a wide range of indicators,

~ varies considerably. For example, based on the trend of the last five years, three of -

these commes—Argenhna, India, and Mexico*--have accunmlated foreign liabilities at
~ arate which greatly exceeds the growth of their exports. These countries, which -

- account for 23 percent of private inflows to developmg countries, will probably need.

. to engineer a soft landing of their current account deficit in the not too distant future,

" - or at least tp show a sten nrosression in exnorts that would enahle them to carrv



, ‘Two other countries, Turkey and Venezuela, which together accountfor6
percent of flows, have seen a marked deterioration in economic performance in the
last two years on account largely of domestic policies. High fiscal deficits, =~
appreciation of the real exchange rate, and deteriorating current account positions, |

" have combined to force a retrenchment in demand and a deceleration in output.

Venezuela is, in addmon, suﬁ'ermg from the sharp fall in 011 pnces in the last year

Second, portfoho equlty, whxch accounts for only 10 percent of all pnvate
ﬂows but gets the lion's share of media coverage, is likely to display more -
volatlllty both across countries and in the aggregate. Although the ﬁmdamental

" reasons for i investing in emerging markets are sound, many analysts believe that o
. penods of extraordinary appreciation have induced a herd instinct amongst mvestors- B

 one that holds within it the seeds of subsequent disillusion. Some correction has

~ already tekin place in recent months, but a few emerging markets remain overbought. E

Recent P/E ratios in Argentina, Columbia, India, Hungary and Poland were more than

~ double the average for US and European markets. More generally, em g e .

- suffer from limited. hqmdrty and poor regulation and infrastructure. A crisis in one
~ market or the other may well develop as these markets mature; but the important ﬂu.ng'
- is to keep this problem n perspectlve in lookmg at overal[ developmg cmmtry R

'Vﬁnancmg

A pohcy response is needed in some cases. '-

Govemments cannot annerpate some adverse developments - such as those in

- Mexico, but they can take steps to reduce their vulnerablhty to sudden: reversals i n ;
 market sentiment. Even among vulnerable countries, situations drﬁ'er greatly and
, pohc1es have to be speclﬁcally tallored. Steps to con51der are; .

e Reducmg large budget deﬁctts and high real interest rates where they are the
s factors pnmamv responsxble for mducmg the mﬂows o ,

e Strengthenmg the msntunonal and regulatory ﬁ:amework of capltal markets and ﬂ:le ]
~ banking sector; building firewalls as needed to strengthen the solvency and ,
liquidity of the banking system in the face of unanuctpated large external shocks

. Ensunng that the pohcy and incentives structure encourages the use of capJ.tal
- (domestic and external) to support investment, and the growth of exports that will -
j provrde the basis for sustained creditworthiness. This requires an open trade
regime, eliminating regulations and unnecessary tax or bureaucratlc burdens to
, exports and avmdmg overvalued exchange rates. o



. Restncung capltal mﬂow is unhkely to be an effectlve long-term measure, but may o

- serve at times to forestall speculative inflows. Opening up opportunities for
~* residents to invest abroad also helps to buy the benefits of asset dwers:ﬁcauon
o wh11e rehevmg pressure on the exchange rate. - L

The current mternatmnal economic envu'onment is more favorable than it has o
- been for 20 years. ‘World output, we1ghted by the share of developing counwry
~ exports, is growing at close to 3% a year, and interest rates, inflation and ol prices are

N at near historic lows. This provides a window of opportunity for countries to adjust -
their domestic imbalances and achieve a soft landin. Policy measures to achieve this =

 are likely to be much less disruptive while the countries have the confidence of
- international mvestors, and the extemal envuonmem 1s favorable, than when a cns:s is
7'.athanu. L . : . ,
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SUSTAINABLE"“ :
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lNIRODUCHON

anate capttal ilows to developmg countnes have quadrupled n the fast three years tor

~ reach more than $157 billion in 1993.> Although the projections for 1994 are that they will .

- _ stabilize at near the 1993 level, the size of the flows, expressed in real terms, now exceeds the.

levels precedmg the debt crisis by a wide margin. In contrast to the 1970’s, when the

- dominant source of private capital inflow was commercial bank lending, they have largely -

- taken the form of bonds and foreign direct investment (see Table 1 luter in the text). Portfolio =

) eqmly which had been a small and growing component in the early 1990s, rose spectacularly '
- in 1993 to reach $47 billion. For the most part, the portfolio flows. have been dn*ected to

: some20m1ddle-mcomecouutnes mLathmencaandEastAsm andto Chma

, The connnuanon of pnvate capn‘al ﬂows at or near current Ievels condlnons the: current
sanguine assessment of developing country prospects. - The importance of the ﬂows in .~
financing the current account of several large developing countries has raised concerns about

- their sustainability, especially lfmtematlonal interest rates contimue to rise. “The form of these B
‘new flows, and their source—investors rather than commercial banks—has led to questions

~about their volatility in the short term. The size, autonomous nature, and suddenmess of the

inflows have created provlems of macroecopomic management in some countries, especially

potential overvaluation of the real exchange rate. In a world economy that is becoming more

- tightly-knit every year, the appropriate response of pohcres to the new phenomenon is a -
- question for countries at all stages of development : '

- Thls note addrecses the issue of susm.mablhty dlrectly by drawing together dxsparate
strands of research. Among these are the analyses of international financial flows and
- economic prospects carried out in the International Economics Department of the World Bank.
- The issue of sustamablhty 1s dlstmct from, though related to, ‘the macroeconomc and

L VeryuseﬁnlmgemonsandcommentsbyMAhmedMBalrdABhalmharya,S ClaessensPDa -

7 Cunha, M. Doo]ey, M K1guel and R. Zagha are gratefully acknowledged without lmphcanng them. -

e \Preliminnxyﬁgures—auremlybeingrevised; Source: World Bank: World_Debt Iahlee, 1994 (draft).



| -_ microeconomlc manogement of the capital inflows by developmg countries; hence, findings on
‘the latter issue are only touched upon where 1t is felt to be dn'ectly relevant to the
sustamablllty quesuon : : - :

The questlon of sustamablltty does not easﬂy lend itself to generallzatton because the -
“prospects for sustainability vary enormously by country, and considerably by type of capital
. flow. Changes in the international economic environment, at first sight a common factor, also
' affect countries and types of flow very dlfferently The opinions expressed in th15 note are B
qualtﬁed accordmgly . S

Much of the dlSCl.lSSlOll of causes of pnvate capxtal ﬂows to developmg countries has

: focused on the relatlve importance of external and domestic factors. - These are referred to-as '

“push™ factors (e.g., lower international interest rates in mdt.stnahzed countries, institutional

and regulatory changes in industrial countries) and “pull” factors (e.g., improved developing |

“country creditworthiness, hberahzed codes of inward direct mvestment) If the latier are most

important, then developing countries that perform well can be assured continued financing |

- even if the international economic environment deteriorates. If, on the other hand, the “push” .
~ factors dominate, then recipients of the flows are at the mercy of the elements, 0 to speak.
- Some observers have in fact argued that push elements are the prime drivers of private capltal.

- ﬂows to developmg countries; - others that push and pull have both been 1mportant

S The view taken here is tbat while hlstoncally low mteruanonal mterest rates are an
1mportant precipitating factor behind the increased flows, other equally important “push” -
factors have been at work which reflect structural changes in industrial countries, unlikely to-

B reverse quickly. In addition, “pull” factors such-as policies of trade reform, privatization and

 Iiberalization in developing countries have been a vital ingredient. Recently, it has become -

- better appreciated that “pull” and “push” factors are in fact interdependent. For example, low -

~ international interest rates have enabled developing countries to pay a large premium to investors

‘seeking to earn yields prevalent in the industrial countries in the 1980s.  But they are also. a .

o pnme cause of lower debt service rattos and 1mproved credn:worthmess of developmg countnes
- II SUMMARY OUILINE

- A Our main coucluswu is thm‘ while pnvate ﬂows fo developmg countnes wdl rnot
- continue fo grow at rates seen-in recent years, a generalzzed reversal m capztal ﬂows s
, unlikeb for the fallowmg three reasons: . : o

A.l. A lm'ge proporhon (over 40 percent) of the prlvate ﬂows are accounted for by
~ foreign direct investment. The acceleration in FDI is driven by the intensified pursuit of

worldwide production, sourcing, and marketing strategies by international businesses. These

firms are respondmg to _the market potential offered by rising developing country incomes, to

3 Fernandez-Anas Eduardo, 1994 “'I"he New Wave of Private Capital Flows,” mimeo, in process for



~more welcommg trade and mvestment regunes in these countnes and to dramatic changes in
~ telecommunications technology and transportation costs. These factors are largely structural,
" not cyclical, and are llkely to be remforced by unplementatron of provxsnons of the Uruguay

Round

, 'A 2 The sources of l'mance are much more dwersrf' ed there is greater nsk sharmg'
between creditor and debtor, the private sector: is mcreasmgly mportant as recipient, and

L - developing countries still account for a disproportionately small share of the portfolios of -

OECD investors. Commercial banks have been supplemented by bondholders, equity

~ investors, and money market funds. Within private flows, equity now predominates over -
~ debt, and borrowers - are predommantly private sector. Portfolio equity investment in -
- —developmg countries accounts for an estlmated less than one. percent of Ol:.CD mvesnnent 7

: porﬂ'ollos

A3, A Iarge and prolonged mcrease in mternatronal mterest rates would Jeopardrze

- _continuation of these flows at current levels, but the probability of such an increase is
-~ small in the next three to five : years. Despite recent concerns on overheating in the US-

‘economy, the consensus is still that an increase in real interest rates over the medium term will

~ be modest since inflationary pressures are muted The rise in interest rates will largeiy reflect

rising credit demand resulting from hrgher economic activity which will benefit the cxports of
developing countries. In the medium term, monetary policies in the G-3 seem set on a prudent

- course, and budget deficlts in the mdustnal countries are expected to decline modestly as a

- percentage of GDP. - Although commodity- prices have surged in the past six months measures |
- of core mﬂatmn, including unit labor costs, are at a historic low. This is a very different

 scenario from the hike in interest rates and economic recession combmatlon that hit the

developing world in 1980—82 as hlgh and nsmg mﬂatlon mduced monetary pollcles to nghten ; -
. suddenly. , - _

a l 'B There'are two important caveats to this overall positive ouilook. ' 7

B ,B 1. Even with sustained overall prlvate capltal ﬂows, mdmdual cormtnes are hkely to L

experience volatility in financial flows and changing terms of access to capital markets.
Private investors respond with alacrity to a worsening of economic prospects or to the threat of

pohtrcal mstablhty (e g a reputed $10 hn had flown out of Mexico i in the second quarter of
1994). : , . . | '

o Take the 18 countries whrch between them, account for over 80 percent of these o
" inflows (see Table 2 later in the text). Among them, vulnerability, as measured by a wide

. _range of indicators, varies considerably. For example, based on the trend of the last five
' ,years, three of these counmes—lndla Mexxco, and to a smaller extent, Argennna would

4 Hungary Poland, andtheRepubhcs of the FSU, whrchhaveam'actedIOpercentofpnvatecapltal ﬂows. -
: couldbeaddedtothlshstthoughtheyareclearlyaspeclalcasemmanyrespeets '

3



, raccumulate forelgn lrabthtres at a rate whrch greatly exceeds the growth of their exports
" These countries, which account for 21 percent of prrvate inflows to developing countries, will

o 'probably need to engineer a soft landing of their current account deficit in the not too distant
future, or at least to show a siep progressron m exports that would enable them to carry' o

mcreased foretgn ltabtltttes comfortably

Two other countrtes, Turkey and Venezuela, _whreh together account for 6 percent of
: ﬂows have seen a marked deterioration in economic performance in the last two years on

* account largely of domestic policies. . - High fiscal deficits, appreciation of the real exchange - -

. rate, and deteriorating current account positions, have combined to force a retrenchment in

~ demand and a deceleration in output Venezuela is, m addrtron, suffermg from the sharp fall_ R

f in orl pnces in the last year.

B.2. Portfolro eqmty, wlnch in 1993 represented about 30 pereent of total pnvate ﬂows
‘but gets the lion's share of media coverage, is likely to display more volatility both across
“countries and in the aggregate. Although the fundamental reasons. for investing in emerging

markets are sound, many analysts believe that penods of extraordinary appreciation have

n ~ induced a herd instinct amongst investors—one that holds within it the seeds of subsequent -

disillusion. Some correction has already taken place in recent months, but a few emerging. -
markets remam overbought Recent P/E ratios in Argentma Columbta, India, Hungary and -
Poland were more than double the average for US and European markets. More generally,

o emergtng markets suffer from limited quutdrty and poor regulatton and infrastructure. A crisis

~_ in one market or the other may well develop as these markets mature; but the volanhty in asset - "
prrces wrll to some extent, mttrgate the volatthty in overall developmg count:ry ﬁnancmg

. A pohey response is needed m cases where large cun'ent accaunt deﬁetts are'
'unsustmnable. : : : _ o ,

Governments cannot anuclpate some. adverse developments such as those m Mexrco '

. earlier in the year, but they can take steps to reduce their vulnerabrhty to sudden reversals in .

market sentiment. - All large recipients should strengthen the institutional and regulatory

. framework of capital markets and the banking sector, and build firewalls as needed to - B
- strengthen the solvency and liquidity of the banking system in the face of unantrcrpated large -

external shocks. Among vulnerable countries, situations differ greatly and policies have to be
specifically tailored. "An important first step is to estimate whether large current account
- deficits are sustainable in the longer term Especrally if the answer is a likely 1no, subsequent -

steps to consrder are: '

5 Exportsof[ndrahavegrownbym%mthelastyear,bnttttstooearlytoconeludeﬂtatthtsrepresems

' _theafﬁrmanonofanewu'end



Rcducmg large budget deﬁetts and hlgh real mter-st rates where they are the factors
prtmanly responstble for mducmg the mflows o o :

e Ensunng that the polney and mcenttves structure encourages both the use of eapttal

- (domestic and external) to support investment and the growth of exports, which will
" provide the basis for sustained creditworthiness, = This requires an open trade regime,
- - eliminating regulations and unnecessary tax or bureaucratrc burdens to exports and
_ _avordmg overvalued exchange rates ' " : o

. Restnctmg chprtal mﬂow is unlrke]y to be an. effectxve long-term measure, but may serve at’ o
- times to forestall spoculatwe inflows." Ltkewrse, widening exchange rate bands may serve .

to discourage speculation. Opening up opportunities for residents to inves: abroad also 5

helps to. buy the beneﬁts of asset dwersxﬂcatron while relxevmg pressure on tbe exchange o
- rate. , , , _

: The current mternattonal economic envuonment is more favorable than it has been for _
20 years. World output, weighted by the share of developing country exports, is growing at
~ close to 3% a year, and inflation and oil prices are at near historic lows. This provides a-
~ window of opportunity for countries to adjust their domestic imbalances and achieve a soft
landing. Policy measures to achieve this are likely to be much less dlsrupnve ‘while the
- countries have the conﬁdence of mternatronal mvestors. and the extemal envn'onment 1s .
favorable, than when a crisis is at hand. :

o I IHE SUSTAINABILITY OF PRIVAIE CAPITAL FLOWS

a A. Our mam concluswn is that wlule pnvate ﬂows to developmg countms w:H noti -

_continue to grow at rates seen in recent Yyears, a generahzed reversal m ca_mtal ﬂows is

'uulrkelyforthefollowmgthreereasons o

AL A large Pproportion (over 40 peroent) of the pnvate ﬂows are aocotmted for by forelgn'r
' dnrect mves!ment (See Table 1) ' , '

| vaen the 1mportance of FDI in net pnvate flows, understandmg its charactensucs is
_ central to the analysis of sustainability. FDI to developing countries has grown at a fairly steady

rate of 30 percent a year since 1987. Behmd the surge is the increased pursuit of globalization -
~ strategies' by companies. These strategies' have included investment in Iow-cost locations,

~ building distribution channels in untapped markets, development of new sources of raw

 materials, and preemptive acquisition of privatized companies. Underlying the strategies have -
* been improvemeats in communications and transportation, and a growing tendency of companies

to focus their busmesses on htghly speclahzod niches Wthh can, and need to be, explolted ona
global scale.

5



Table | Aggregate Net Long—Term Resource Flows to Developmg Countnes

(U.S.$ bill,)
BT EE— T
 Tom 1021 s 2090
~ Totalless grants ',73,.67_ . __141.1?

‘of which grants o e 285 SR ""3;.1
Povatelows (edandbanks 129 T
Bt %3 o 650

| Ponfblioequity(esmted) i ass
Totalpnvateﬂows o . o 430 1570

-~ Preliminary estimates; mmcmmghmthanlhemummgw:anorldDethablm 1993-1994 by
o morcthanUSSBflO 'Iheupwardmvmon"pnmarilymtheporﬁohodebtmiegory cvcntheabove
Source: World Bank: World Debt Tables 1994-1995 (draft).

In recent yenrs devclopmg countries have attracted a hlgh share of FDI ﬂows as
: mdustnalcountmssufferedrecessmn. ThesharehasnsenfmmlwsthanlSpementmthe'"
- second half of the 1980s to 31 percent in 1992, about equal to the proportion of world GNP
unted for by developing countries (although the share of GNP is higher on the basis of ICP

~ prices which use purchasing power parity exchange rates) The spread of economic recovery to
- Japan and Europe will probably- reduce the share ofFDIgomgtodevelopmg countries

- somewhat. Butltwﬂlalsomprovethcconﬁdenceofcompamesandmcreasethelrcashﬂow, o '
 available for foreign investment. Reflecting the structural forces discussed above, the underlying =
. trend rate of growth of worldwide foreign direct investment is very high, well in excess of that -

~ . of world trade. Even before the onset of the latest recession in industrial countries, mthepenod_ -

- 1987-89, the growth rate of FDI flows to developmg oountrm was in excess of 20 per::ent a year - .

".mrealterms

Clwly,necessarycond:honsforFDItoconnnuetogrowarethatltlsproﬁtahleandthat'r :
dmdendpaymentsandcapmlcanberepamatedmforelgncmency A rough estimate of the
~ expected cost of servicing these flows can be derived from data about the outstanding stock of



FDI in developmg countries and the flow of repamated proﬁts In. 1992 the stock was about
'US$201 billion and the flow of remitted and rejnvested profits about $23 billion, implying a-
~ return.on mvestment of about 12 percent, This is a lower than average on equity investment in

 industrial countries, and, on the face of it, does not adequately compensate for the higher risk

. associated with foreign investment. A possible reason might be that many of these investments

~~ are of recent vintage, and their book value may reﬂect market valuatlon more accurately than B

o measures of thc mvcstment stock in mdustnal countnes

. Profits (remltted or. remvested) amounted to 42 percent of new net mﬂows of FDI mf'

1993, and are likely to grow as a proportion of new inflows. Typically, remitted profits gow
rapidly in the early years following new investment.. But even if net FDI flows were to grow-at

one-third the rate seen Lefore the recession, that would be in line with the growth of developmg' -

" country imports. In the 1980s, in the industrial countries the share of FDI in their domestic
capital formation increased substantially, reachmg for example, 16 percent in Belgium, 12

_-percent in the Nethetlands, and 10 percent in the UK. (reflecting, in part, factors associated
- with the Eurcyean Union). FDI still usually represents only a sma]lfracuon(2 to3 percent, or
~ even less for some countnes) of the mvestment in developmg coumtnes .

Ofallthesources ofpnvateﬁnance FDIlslikelytobetheleastaffectedbyamem"

international interest rates. As in the case of domesncmvesunent,lttsdlfﬁaﬂttoesmbhsha* |

direct empirical link between these variables.. To the extent that FDI flows are interest-sensitive
theymllbemoreaﬂ'ectedbylongthanshorttennmterestrates “This is in contrast to
- commercial bank loans which still represent the bulk of liabilities of middle income developing
countries. - Economic activity variables and liquidity constraints, as well as confidence factors,

” _'appeartobemuchmorennpomntdetermmmnsofforelgndlrectmvesunem ‘Only through the '

indirect effects of interest rates on FDI (e.g through remplent counn'y credttworthmess) are: f
hnkslikelytobes1gmﬁcant o '

- Inolangtothelongertenn,FDIoﬂenentaﬂsathhproporuonof*wo-waymtraﬁrm.,f-'
. trade, sometimes in the neighborhood of 50 percent of final sales. It is not surprising, therefore,
'thateﬁortsbyalargemtmberofdevelopmgcounmestoopenupthelrtradeandmvesunent
regimes in recent years have coincided with the acceleration of these inflows. At the same time

| " regional initiatives in industrial countries, notablymesmglemarketprogrammEuropeandthe_ o

'US-Canadian Free Trade- Agrerent have stimulated foreign investment flows within the
- OECD.  On a priori grounds, preferential agreements among industrial countries mlght have
- been expected to divert foreign investment away from developing countries. In practice, greater -
presmnesmreducecostsandachevescaleecommmascompeuuwmtthECDhas

o intensified, may well have mcreased mterest in developmg countnes '

- The complctxon of the Uruguay Round of GATT on Dber 15 1993 is w1dely o
expected to reinforce the adoption of globalization strategies in the near term even though its .
provisions are not yet ratified and would only be implemented over a ten year period. =
Multilateral liberalization increases the expected return of foreign direct investment and reduces

s risk.. ThoughFDImsomeprotectedmarketswﬂlsuﬂ'erﬂommcreasedcompenuon,thecost:.' N

T



| of cross-border transactions between multrple manufactunng sxtes and markets wﬂl be reduced as
tariffs are cut. The risk of reversal in policies of liberalization is reduced, and the like[ihood that, .
: forelgn exchange will be available to fund remrttances mcreases

' The North American Free Trade Agreement ‘between Canada Mexrco and the United -

States came into effect on January 1 1994 “To a large extent it recognizes an almdy existing
situation of intense cross-border activity. =But it is, nevertheless, the first example of a far-

- reaching regional integration arrangement involving industrial countries and a large developing

country. Mexico has a population of 90 million and income per capita one-fifth that of its two -
_partoers to the North. - The prospect of its rauﬁcauon has ‘been an 1mportant factor encouragmg
caprtal mﬂow to Mexico.

- While complenon of the Uruguay Round is lilcely to lead to enhaneed levels of FDI for' -

most parts of the developing world, as far as NAFTA is concerned, there is some concern that is -

* often expressed that it might adversely affect FDI flows to other developing countries. The - |

~ concerns are valid to the extent that, on the first instance, NAFTAlsexpeetedtoconnnuetolead '
" to a modest amount of investment diversion away from other developing countries. But, if it is
successful its longer term nnphcatrons may have the opposue effect for the followmg reasons:

1. "CompamesmEuropeandIapanhavealrwdyreactedandwﬂlconmmemreacttothe’
' 'prospeetthattheerorthAmencancompentorsaregalmngtheadvantageofalarger,
~ "home" marketandeasyaecesstolow—costproducnonsrtes Because the competition is
for global, not just regional markets, the reaction will go beyond increased European and -

_ J’apanesemvestmentheneoandmthelargerNAFTAregron. Astheyevaluatethelr
- ‘pext investment, companies will seek-out the lowest cost/largest market location with

whrchtheyaremostfamihar Thus, Frenchcompamesmaybeeneouragedtolookto
--Morocco JapanesecompamestoIndonesxa andGermaneompamestoPoland IR

2. -TheexportsoftheUmwdStatesareexpecwdtobecomemoreconcentrawdmhrghvalue- .
: - added-per-worker activities. European governments will become increasingly concerned
_ that the United Statesrsgammgmhrgh—technology industries. ‘They may then press
ahead with more far-reaching regional integration arrangements with lower-income -
- countries to their South and East. Worryaboutmxgratronwrllplayasnnporlnntarolem o
f’-_JustlfymgthesetradmgarrangementsastheydlddtmngthedebateonNAFl‘Amthe' '
-U.S. Congress .

3. OtherLannAmencancountnes spurredby theprospectsof the;argegamswhmhare_'_
o jexpectedtoaocruetoMexrco arealreadypmsmgtojomNAFl‘A The experierce of

- the European Union since 1956 suggests that there is a strong bandwagon effect in -
~ regional integration. This is in keeping with trade theory, which predicts that small =
countries gain disproportionally from a move to free trade. In the Americas, already = -

' over 90% ofthereglonsGNPlsprodlmdwrthmthefreetradearea IfNAFTAls.
‘l’enlargedforergnmveshnentwﬂlbesnnnﬂatedfurther o '



. The '-possibthty that NAFVI‘A'mlght in the long"tcntn encourage investment in other -
developmg countries, instead of diverting it to Mexico, contradicts the standard theory. In this
case, the theory's main weakness is its failure to account for the response of parties excluded

' fromthetradmgarrangement thoseofgovemments aswellasthoseofcompames operat:mgm—' o

ohgopohstxc markets

T A2 ‘The sources of ﬁnance are much more. dxversnt‘ed, there is grmter nsk sharmg_
~_between creditor and debtor, the private sector is increasingly important as recipient, and

developing countries still account for a dlsproportmnately small share of the portfohos of

OECD mvestors.

Smce 1989, there has been a strong shtft in the composmon of pnvate-soutce ﬂows from'r a
bank to a varied set of non-bank sources. They have included transpational corporations-

- investing directly, managed portfolio investment, money market funds, pension funds, and

Imsurance companies. Ithasbeenatguedthatthesemvestorsareengagedmaonce—for—all ,
portfolio shift and are, therefore, likely to cause much greater short-term volatility than
commercial banks. - The preceding section has argued that Foreign Direct Investment is likely. to -
-~ be Iess volatile, despite the typically strong reflow of profit remittances. Most important, there -

can be little doubt that the diversity of the new sources of funds, and the large mumber of - = .
investors involved, lessens the probability of a sudden and simultaneous drying-up of voluntary =

-~ lending, as has happened in the past with bank loans. Areversalofcapltalﬂows across the
~ board is now more likely to be caused by a country-specific deterioration in creditworthiness
- ratherthanby mtemattonal develoPments over whtchthe country has o control :

- ) 'I‘wonnportantdevelopmenlsbehmdthedlvemﬁcattonofsourcesofﬁnancehavebeen o
the internationalization of U.S. institutional funds and the growth of the mutual funds industry.

~ U.S. Pension fund legislation in the 1970s, the socalled ERISA law, substimted prudemtial

: ”standards for quantitative guidelines resulting in a secular upward trend in the proportion of
,assets held in foreign securities. Mutual funds, too, have experienced a secular trend. The
assets of the mutal-funds industry were only one-tenth the size of bank deposits in the United
States in the early 1980s, buthadgrowntobeSSpercentaslatgeby1992  Mutual funds allow
small investors to hold a much' d1vers1ﬁed set of instruments by sharing the cost of information
gathering and of effecting transactions. Onetesulthasboentogrwﬂyexpandthemarketfor:-
equmesandbondslsmedbysmaﬂmdmedmm-smedcompamesmmdusmﬂcomm The

 more creditworthy developing countries have becn only one group of borrowers among many |
~_.that have been able to take advantage of the new investment vehicles. Many studies have shown -
~that OECD investors can get d1vers:ﬁcat|on gains from investing in emerging markets, since -

their correlation with stock markets in industrial countries is relatively low. . Nevertheless,

~ emerging markets account for no more than one percent of pension fund holdings, even though o

‘they account for a six percent share of world stock market capitalization, and developing
- countries are expected to aocount for over one-thttd of the growth in world trade and output in
. the next 10 years. , . ,



7 Another structural factor that has facilitated the new flows to developing countries is
mcreased integration of the global capital markets, mcludmg those in developing countries. -

Financial integration is measured by the extent to which ﬁnanclal assets are traded goods. An -

accompanying concept is the degree of capltal mobility—that is, the degree of substitutability
_between domestic and foreign assets in investment portfolios (both domestic and foreign).

- Developing countries that have opened up their capital markets have participated in the greater -

: global ﬁnanclal integration arising from reduced communications costs and a variety of other
- factors (e.g., changes in securities regulatlon and taxation, development of derivatives markets).

~ Although cases of strong financial mtegranon are rare, the majonty of developmg ‘countries -
, should be regarded as de facto ﬁnanclally open o :

o In the early years of the new private flows, repatnatlon of ﬂlght cap1tal some of it
~ through managed funds, played an important role in Latin America. It probably accounted for

~ more than half the flows. More recently, in 1993, the propomon appears to have dropped as

 institutional investment has gained in importance. Some have suggested that the limits to the
“ amount of flight capital imply unsustainability. Two points suggest otherwise. First, the stock
-of flight capital is very great, amounting to roughly nine times the annual private inflows to

developing countries-according to World Bank estimates. Second, it can be argued that this

- source represems the "smart money of mmders, first to recogmze fundamenml reforms.

B hasa]sobeenarguedthattherecent eqmtyﬂowsarednvenbyopporhmrhestobuy' ,
newly privatized public assets and that, hence, it is a transitory phenomenon. In fact, in the vast -

- majority of developing countries the process of privatization has at best just started. In any case,

 future availability of investment vehicles would depend on growth prospects and the deepemng of
 financial markets to cover many private as well as pubhc corporatlons. . '

- Debt, asopposedtoequxty,snllaccountsfor33peroentofallmtemat|onalpnvate S
flows, but unlike the generalized commercial bank loans of the 1970s, this is mainly in the

form of bond issues by about 20 of the more creditworthy developing countries. Bonds are

. mot inherently more stable than bank loans, but the creditworthiness requirements for issuing

~ bonds in the major financial centers reduce the risks of subsequent default. Underlying this

- renewed- access is the fundamental reform in economic and financial policies these countries
rhave undermken over the 1980s. :

Thoughbondlssuancehas surged, accompanymgthesh:ftfmmbanktonon—banksoumes B
hasbeenashlftmthemmofﬁnancmgfromdebttoeqmty 'I'hlshastakenthefonnofforelgn,

direct investment (as noted above) and equity portfolio flows. Equity is more expensive than -~

debtandnsremrnnseswnhgrowthandmﬂanon. Ontheotherhand, equnypermmsbethernsk
- sharmg since proﬁts vary with the fortunw of the corporate sector

h 6 Monnel Peter J. 1992. “Capnal MobihtymDevelopmg Countnw Some Measmementlssuesand :
. EmpmcalEsumatw Workmg Paper Series 1103 World Bank. - B
' _ S 10 coe



: There Thas also been a stnkmg revival of pnvate ‘sector borrowmg in the mternatlonal N
'capltal markets. Private to private flows now account for nearly 65 percent: of net long-term
- flows to developing countries. About half of all bond issues in the past year (1993) have
- originated in the private sector, and dlrect and eqmty portfoho mvcmnents accrue ennrely tothe
' pnvate sector ' '

, - Some have argued that, SO long asa hlgh propomon of capltal flows is pnvate to pnvate
and the government's own accounts are balanced, policy should be indifferent to the size of the -
current account deficit. In view of many unfortunate experiences with speculative bubbles in the
- past, the argument seems specious. Indeed, the negative externalities of external borrowing -
- point to an inbuilt tendency to overborrow. Nevertheless, incentives have certainly improved
since the 1970s: lenders need to scmhmze the creditworthiness of private sector borrowers

 carefully, and the borrowers themselves are subject to market disciplines. The implication is =

~ that, over the long term, resources are likely to be allocated more productively than if the -
. dominant borrower is the public sector.. Though the pos31b1hty exists that both lenders and

borrowers are discounting an eventual socialization of private sector liabilities, (as occurred, for "

example, in Latin America during the debt crisis; .and this possibility has implications for the
- appropriate policy framework to deal with the inflows), on balance the role played by the pnvale ,

R sectorseemstoenhancetheproSpectsforsuslamablhty

| 'A.3.f A large and prolonged increase in mternanonal lnterest rates would Jeopardlzer
continued growth in these flows, buttheprobabihtyol‘suchanmu'easelssmallmthenexty
threeto ﬁveyears , :

o AsdmmsedlowmtemahonalmterestmteshavebeenanmpoMmebemndthe
surge in private capital flows to developing countries. Since the sharp rise in interest rates in the
-~ carly 1980's was a precipitating factor of the debt crisis, there is a serious concern that the
.scenario might recur. - But whatever form a new financial crisis might take, it is unlikely, at
: prsent,toemanateﬁ'omthlssource The debt crisis followed two large oil shocks which
: conu'ibutedtoalargensemmﬂauonmmdusmalcoms Italsoconm'buiedtolargecuuent
account deficits in  oil-importing countries. = Some oil - exporting developing countries
- overborrowed against future oil €XpoIts. The decision to shift to much tighter monetary policies -
in industrial countries in 1980 was designed to stem inflation. ‘Tight money coincided with

looser fiscal policies and led to a series of very large real interest rate shocks. Six-month LIBOR -
rosefmm64percentperyaar1n1977to 16.7 percent in 1981. Thedeﬂanonarypohcyﬂ

succeeded, btnmducedafaﬂmdemandﬂntconttibutedtoalargefaﬂmcommodnypncesand

~ developing country export volumes. As can be seen in Figure 1, the years preceding the debt
cns:sweretheonlycasemthelastZSyearswhenlargemterestraxeshocksoomcldedmthlarge

"alls mexport volumes andafa]l mcommod1ty pnces -

In contrast, althoughmost commodny pnces have gone up in recent months mﬂatlon in
the industrial countries is now at a historically low level, and industrial country output is well
. below potential though on its way to recovery. Programs of medium term fiscal consolidation

have been legislated in the United States and enshrined in the Maastricht Treaty inangurating the



- European Union. Short-term interest rates are likely to rise in the United States as recovery -
‘progresses by perhaps as much as 100-200 basis pomts In Europe, they are likely to stabilize
near current fairly high levels. In light of the growing importance of FDI and bond financing at
fixed rates of interest, long term interest rates are becoming more important determinants of the
- cost of borrowing of developmg countries. Long term interest rates are, expressed in real terms, -
already close to consensus equilibrium levels, and have arguably exceeded these following the -
* recent turning point in U.S. monetary policies. Provrdedmﬂauonremamssubduedtheyarenot
- expected to rise significantly from current levels. Thensemmterestratesrslikelytobemore
: 'than offset by hlgher export demand for developmg country exports :

_ To ﬂlustrate suppose hagher mterest rates result from a rap:d mveslment—led recovery '
~ that spreads to other industrial countries from the United States. Model simulation suggests that
“growth in the industrial countries would be higher by one percentage point a year for 1994-96,
. compared to the current World Bank baseline forecast. In that contingency, the rise in
international interest rates would combine with hrgher growth in world trade of 1.7 percentage
' 'pomts a year. Prices of primary commeodities would i improve by 1.1 percentage point a year and -
foreign direct investment would (probably) rise or remain near current levels. If, under this
scenzrio, interest rates rise by, say, 300 basis points, the debt-service ratios of the 18 large
 private capital importers would stay unchanged provided their exports, in current dollars, rose by -
' 8percentabovethebasehneattheendofthreeyears Suchansewouldbe fully consxsnemwrth" '
the assumpuon of thls stronger recovery ' : :

B. There are two mportantcaveats to thzs overaaposunre oatlaok.

“B.L. Evenwuhsustamedoverall pmatecaprtalﬂows mdl dualcounmesarelikely
',expenmcewlaﬂnymﬁnanaalﬂowsmdchmgmgtumsofmmmprtalmrkas :

On the pull” side, ﬂlemajordehenmnamsofsustamabﬂnyaretherecrprentcomlrys :
- domesnc policies, and its overall growth and export performance. Private capital inflows are
- more likely to be sustainable if they reflect a structural improvement in the country's ability to
. grow its exportsandmlpon-compenethanrftheyareamactedbyanghlenmgofcredrtr
~conditions, or a bull run on its currency or stock exchange In assessing sustainability, we can
distinguish in principle between changes in the real economy (arising from e.g., improved
productivity, higher rates of investment,. depreclatlon of real exchange rate, fiscal consolidation,
.~ tariff reform, privatization, etc.) and changes in financial conditions (e.g-, availability of credit
, andthelevelofrealmterestrates) Reviews of country experience (e.g., Corbo and Hernandez,
. 1993) suggest that the dominant factors attracnng capltal mﬂow have been structural changes

T Tlus1sasmndardrstﬂtofeconomemcslmlﬂauonsofﬂreeﬁeetsofademandexpensronofmdusu'ral'
- countries on developing countries. Espemanylfﬂremmalcondmomslowcapamtyunlmnon,demandexpansxon
hasamorepowerﬁﬂfavorableeffectthantheadverseeffectofthesubsequenrnsemmnerestrams

8 SeeSchadler etal. “RecentExpeneneesthhSurgesmCapmlInﬂows

2



such as trade hberahzanon pnvanmtxon, tax reform and ﬁnanclal sector hberallzatlon A
, proper assessment requires a country-by-country analysis that world replicate the work of credit
- agencies and is beyond the scope of this paper. Thls sq:rtmn,rand theraccpmpanymg Appendlx 2,

Y V. Corbo and L. Hemandcz (1993). "Macmeoommchdjusuncntto CapltalInﬂows Portfoho
Invesunut in Developmg Coumnes World Bank Discussion Paper, ed. S. Claessens and S. Goopm 353-371
, : ' 13 . _ ,



Figure 1. Shocks to Short-Tem Interest Rates versus
.Shacks to Real Commodity Prices and Export Growth
{Shaded arons show periods of highside interesivale shock)
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aims to provide a birds-eye view of sustainability among major recipients by focusing on a few o i

key variables: export growth, current account deﬁclts debt-ranos and investment performanoe

 Asnoted in the introduction to this note, the distribution of private capital flows has been
~ uneven. For the most part, low-income countries have not benefited from increased private

capital flows. Excepting China, India and Indonesia, the 18 that have accounted for 90 percent
-of the flows in the last three years are middle-income countries (Table 2). Judged by traditional -

measures of creditworthiness, the ability of these countries to attract and service capital inflows
has improved markedly since the height of the debt crisis. From 1987 to 1993 their median
debt/export ratio fell from 2.6 to 1.9, and their median debt-service/export ratio improved -

"markedly. from33pementto23percem Chmahasbeenbyfarﬂlclargestrecnpxentofany_

developing country, accounting for 24 percent of the flows of private capital. Judging by the
~ trends of the last 15 years, China's exportpotenuallsveryhlgh,and smcelthas until
- recently, run current account surpluses. its forexgn liabilities are low S

owe DuetodatahnnmnonswﬂhrespecttotheFSUemmma someofthestatxsncsquotedmtherestofdle
7 paperarefortlmremmmngﬂcmmtnw : o -

T



, Table 2, anate Capual Flow Sustamablmy Analyszs

1 8 Sclected Cawzmes

, Sharem ,
- Priveae Flows S ST
 toLMICs (%) | = Debt/Export Ratio | Debt-Service/Export

a991-93¢ | 1987 1993 | 1987 1993

~ Chima — 24.0 0.9, — 09 | 10 . 1
Mexico - 124 36 24 | 40
 Korea . 12 , 0.7 05 | -

 _USSR/FSU . - AT 05 22 | 2

- Argestia- . . 66 70 39 | ™

- Malaysia - - 60 L1 s | =
Portugal - 57 | 11 13 | 3
Brazil = a1 | 43 21 | . &
 Thailand . 40 | 13 10 | 02
Turkey . 33 | 25 19 | 3
Venezuela ~ = 25 - - | . 27 23 |0 3
" Hungary 23 LT 20 33
kran - 22 as o o9 4
nda 0 - 16 |- 30 28 | - 31
Chile 13 33 17 36
Indonesia .12 | 26 . 22 | 31
 Philippines - 12 | 31 19 S35
Poland - s . 2.7 24 | 13 .

g“

Median ' 37 . 26 19 | 33
Medianofal IMICs 0.0 2.7 2.3 L n

BT T T T TN e

. * The country numbers for 1993 are derived from Werld Debt Tabies 1993-1994 ‘Their sum is smaller than
: aggregate 1993 esumate in World Debt Tables 1994-1995 (draff) by U.S. $30-40 bllhon. '

' Source World Bank. World Debt Tables 1993—1994

However tradmonalmeasures of credltworthmess suchas thedebtle;q)ort ratio andthe '
debtserwcelexportrat:o are of only hmltedusemaddressmgthequesnonofsustamabﬂnyofg g

- private capital inflow since most of the new inflows take the form of equity. Furthermore,

B - traditional creditwortiiness ratios measure levels of indebtedness rather than trends. For

~example, mketwocouMesthathaveadebtlexportrauoon theexporttrendmoneshows.”
growth at 10 percent a year, but is flat in the other. Which can sustain the larger deficit?

Clearly, the first country can sustain larger current account deficits than the second. Exports of B

‘'many developing countries have accelerated markedly since around 1986-87, and measures =
,capableofaccounnngforthlsfaetorarerequned :

 16 |



| Toaddressﬂnspmblem.weproposemusetechmqueswmcharecommonlyapphed
~assess the sustainability of another type of deficit, that of governments. Those techniques hs
led to what are by now familiar results. For example, that a country can run -a prim:
- government deficit (i.e. adeﬁcxtexcludmgnetmterestpaymcnts)mdeﬁmtnly,butonlylf
- GDP growth rate exceeds the interest rate it pays on its debt. Analogous results can be obtair
fmtherelauonshlpsgovermngclmentaocountdeﬁmts forengnlnbxhuwandthegrowth
| mom(seeAppendlxl) | : o | |

Applymgthxslmcofthmkmg wecandeﬁnethe asymptonchabxhneslexportrau
A.(ALE)astheranotowh:chformgnhabihhmlexpnnsmllconvergeonthebasmofexlsn
~ trends in exports and the current account.”” We measure trends over a five-year interval to it
outmeeffectsofthebusmesscycleandothcrshort-termdxsmrbames AsshownmAppenchx
_theALEcanbeoompmedsnnp]yas | - , o 4

erentAcoowzthiat GlangemExpom

©or, alermatively,

SN CurremAccounrDeﬁcit._; ChangeinExparts '-
Exports Exports |

mhuerexprss:onhasﬂ:eadvantageﬂmbothmnmmtoranddemm:mmrareu
free, allowmgustocompareeachacrosscomandoverm . : |

WhatnsamsonablelevelofthcALE oneﬂntdo&snotnnplyexmsrvelyd:ﬂic
problemsmsermngforelgnhabilm:s" Theruleofthnmbwecanapplylsthesmneast
- commonly adopted in the case of the debt/export ratio, and that number is 2. This is roug)
- equivalent to a rule that the cost of servicing foreign Habilities should amount to no more th:
- 40 percent exports, assxmnngthatﬂ:eforelgnmvesmrsupectampercmtannnalreunna
tm'n-overt]:nelrtruprlale.very1{)yem's12 : ‘

: WemnusechLEmuacksustamabﬂnyofpnvateﬂowsmhrgereclpxems(Fxgue

- The central observation is that the median rate of growth of exports of the 18 large recipients |
risen markedly since the debt crisis, and the median current account deficits has declined. A
. remkﬂnmedmasympmnchabﬂnylcxpon(ALE)muoofﬂwISMgerecnpmntSofpnv
- capital flows has improved markedly.. Comparmgﬂlehelghtofﬂledebt-cnsxsmmmelasttm
~ years, therauomlowerbyafactoromexllsnowclosetonshlstomlow The median curr



“account deficit, expressed as a ratio to exports is lower than at any time since 1960, and less than

* half that during the run-up to debt crisis in 1982. The recovery in export growth rates in the -
second half of the 1980's and its persistence in recent years is especially noteworthy. Jthas

occurred agamst the background of recesslon in the mdustml countries and wealmess m, .
commodtty prtces , .

Given a target habxhty/export ratto, the sustamable capttal mﬂow is dtrectly propornonal_ )

,to the difference between the export growth rate and the mterest rate Let us say that the target = |

ALE is 2 then the followmg relattonshlp holds:

" Sustainable Net Transfers _=1 2 x (GrowthofExports tmemmate)
B ' -~ Exports -
" For example, since around 1987, the fall in mterest rates and the acoeleratlon in exports of

B developing countries has amounted to about 0.03 in each case. This has meant that sustainable

net transfers have risen by 2x0. 06 = 0. 12 of developlng counuy exports or about $120 btlhon

. -ayear.

, Flgure 3 shows how sustamable net u'ansfers have evolved for the 18 large rectplents of E
private capital inflow, and how they comparemthacmalnettransfers Ithasbeenassumedthat
* the interest rate facing these countries is 300 b.p. above LIBOR. The charts show that, until

- about 1989, sustainable net transfers were negative reflecting the fact that the average export h

~ growth rate of these countries was below the interest rate. - Actual net transfers were, in fact,
- npegative though still higher than the sustainable level. Since 1989 actual net transfers were ,
- - below susmmable net tra.nsfers, though they have converged recently reﬂectmg a deceleratton m

B LetLdenoteforelgnhablhuesXexportsofgoodsandnonfactorsemces,M mportsofgoodsand
' nonfactorsemees,andr,themterestrateonforetgnhabﬂmes ‘I'hetargetL/thsetatz Itfollowsthat

L=2Xx
- A-zax
o | M+rL—X_%2AJt' o
-0
| (M—Xj;zAX;'rz)f. |
X X X

ey
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exports Overall the model-generated sustamable net transfers tends to t.rack actual rransfers : o

| falrly well in ovcrall u'end though deviations are often largc
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~ . 'Which countries are most vulnerable to external or domestic shocks that would induce a
reversal of private capital flows? As already mentioned, even for the 18 large recipients of
private capital flows a comprehensive review of vulnerability is well beyond the scope of this
paper. - Nevertheless, in Appendix 2, we provide a summary assessment for 8 countries in the
sample of large recipients. Based on a first pass review of some 10 indicators of vulperability,

. including the ALE, these countries ranked in the bottom half of our 18-country sample. The
~ countries are: Argentina, Brazil, Hungary, India, Mexico, Poland, Turkey, and Venezuela.
o Some republics of the FSU would have been mcluded had adequate data been available.

- Thereassunngfact:sthatonlySofthe 18 coumnes mthe sample—FSU Hungary,lndla
_' Mexico, and Poland—exhibit ALE ratios - above the benchmark of 2, and of the remaining
';countnes,onlyArgennnahasarauosomewhatclosetOZ(Table3) The countries of the FSU,
- like Hungary and Poland clearly a special case, have seen exports fall by 22 percent a year in

. the last three years. The ratio for the FSU (infinity) simply tells us that if the recent experience

R of falling exports persists, some of these countries cannot service liabilities of any level.

Hungary(S1)andPoland(136)a1sohaveunacceptablyh1ghALErauosandneedtoproceed—
steadily with their reforeas if they are to reduce their vulnerability. Mexico’s ratio is 3.6.- This
means that Mexico needs to cut its current account deficit by well over half or more than double
its export growth rate if it is to avoid future difficulties in servicing its external liabilities.
Without such adjustment, it will, on the trend of the last five years, need to devote more thana
~ third of its exports to interest and dividends alone if the average expected return of investors in -
- Mexico is, say, just 10 percent. India’s ratio at 2.1 is also high and it needs to consolidate the
 gains made by the export sector last year in order to bring down the ratio. The ALE ratio for

" Argentina, at 1.6, is also on the high side. In the last three years, Argentina and Mexico have
-suffered real exchange rate appreciations of 19. 1percentand86percentmpecuve1y The mere

: passageofnmemeases&evdmrabﬂnyofmesemmmamemﬂshmksormnmgmus'
amencycnseswhlchmxghtbegmmotherooumrm o
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Table 3. Asymptotzc Ltabtlzty Export Ratw and Its Components
18 Selecred Countries = ,
- Current Account = - - A.syn;ptaric
, Export Growth . Deficitto . Liability to
" (%pa)  ExportRatio (%)  Export Ratio
(1989-93) = (1989-93) - (1989-93)

Chima 125 60 05
~ Mexico . 87 - 37 - 36
 'Korea 65 . 22 03
USSRFSU 0 120 .. @
 Argentina 90 141 - 16
~ Malaysia 156 40 03
Portugal -~ - 86 .00 -0.0
Brazil = 42 S04 01
* Thailand . 15 173 - 12
Tukey = 87~ .58 - 07
Veneela -~ 60 54 . 09
~ Hungary = - 13 63 51
- Jran w7155 13
Inda -~ - 83 - - 173 - - 21
Chile -~ 715 12 B 1.0
- Indonesia . 134 - 18 - 06
. Philippines 109 122 o 11
Poland = - 08 . 102 - 136

. Median . 87 12 10
Median of all 13 153 1.8
 Source: World Bank: World Debt Tables 1993-1994 and IMF: International Financial Statistics.

: There are two countnes in the sample 'I‘urkey and Vemela that through 1993
‘continued to exhibit favorable ALE’s but where economic performance has deteriorated
- markedly in the last two years. Venezuela’s ALE is highly volatile reflecting its reliance on oil
- exports. Both countries are suffering from the progressive spﬂlover of- mtcmal mbalances

_ especlaLy budget deficits, onto external performanoe

Ten other coumnes in the sample representmg 60 percem of pnvate capml flows to

.developmg countries. exhibit' ALE Tratios well below 2. Assuming prudent macroeconomic = - "

* management, their sitnation should prove robust to ‘plausible - adverse  scenarios in the -

international -reconomy.rForexample underthe[.owCasescenanoofGlobalEcononuc_ _ o
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" Prospects 1994 (GEP ‘94), the World Bank’s annual prospects' publication, the growth rate of
- exports of these countries drops to 6 percent from 10 percent p.a. in the baseline. Their current

- account deficits, expressed as a percent of exports, increase from 5 to 6 percent in the baseline to -

7. 9 percent, implying an asymptonc hablhtylexport ratlo of 1 25 sull within reasomble bounds

- : Lookmg to the longer term, the hlstory of the last 30 years suggests that the possrbrllty of
~ a renewed build-up of inflationary pressures in the industrial countries as recovery consolidates is
considerable. Recent examples can be drawn from the expenenc_e of recavery phases in the -
United States. Consumer price inflation accelerated from 1.1% in 1986 to 4.5% in 1988, and
the federal funds rate peaked at around 10%. In the run up to the debt crisis inflation rose from
 4.9% in 1976 to in excess of 10% three years later. The risk of a surge in inflation increases if;

" in an attempt to sustain or stimulate demand, monetary policies in the industrial countries remain
loose over an extended period. If, in conjunction, plans to achieve fiscal consolidation are not
_ implemented, the risk rises further We will come back to ﬂlJS contmgency in the concludmg

g sectlon S , o

_ Rising mﬂatlon eSpeclally when accompamed by a short-lived boom in commodny
_prices, may give developing countries a false sense of security as the nominal value of their

exports increases in comparison to external debt and the real value of debt declines. The.f -
element of surprise clearly was a factor in the severity of the debt crisis. Inthemn—uptothe' '

~ crisis, export growth in developing countries was mtherangeonOpercentayear combined
~ with very high current account deficits, which were in the range of 15 percent of exports. Most
of the e:mortgrowthwasduetopncemcreaseswhxchcolﬂdnotbesustamedoncethetrghter ,
“monetary policies had their effect. Mexico, Argentina and India have current account deficits
- which are proportionally mnchhrghertoday than the median country at the start of the debt crlsls: -
and their export growth is lower." They also exhibit less favorable ratios today than they did in
1982. Unless these countries take corrective measures they will be very vulnerable to a scepario
of rising inflation followed by a monetary correction, or to other adverse scenarios such as a
protmcted demand recession in mdustnal countries. '

_ B.2. Portfolio equity, wlnch in 1993 represented about 30 percent of total pnvate ﬂows
- but gets the lion's share of media coverage, is likely to dlsplay more volahlrty both across
" countries and in the aggregate : S ,

Itis possible to lmagme a series of balance—of paymems or exchange rate crises Sprwdmg -
- from country.to country, triggered by problems in one or two large rec1p1ems ‘The Latm
Amermn debt crisis in 1982 is an example S , '

" Inthelastywlndrasexportgwwthhasprckeduptoarateofzo% ayw suggestmgthantspohcresof _ 7

h'beralrzanon are begmnmg o work
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R Longer term, as portfoho eqmty become's. more mpormnt it could become the most
, probable source of a contagious crisis. ‘The expected return on equity investments is, because of
 their risk, much higher than that on bonds or commercial bank loans. Their volatility is high -

reflecting the behavior of stock markets and the relatively liquid nature of these investments.

- Stock markets are strongly prone to overshoot and develop speculative bubbles. This is likely to
be even more true of developing country markets, which are characterized by comparatively thin
trading volumes, cumbersome settlement procedures, often weak disclosure requirements, and

-inadequate investor protection laws (e.g., against insider trading). Thus, it would not be

- surprising ﬁﬁomumetonmesomeofthesemarkem sufferedsharpeorrecuons In that event,
there might be a contagion effect on stock markets in neighboring countries, though the empirical

evidence of the past few years suggests that it would not necessarily be the case. Probably some

" investors would withdraw entirely from equity invesiment in developmg coumnec But such

o consequenees would not constitute a generalxzed ﬁnancml crisis.

The probability of a contaglon crisis increases grmtly 1f the percenf'_.on develops that: ,
" many countries have become vulnerable. Omwaymmcanhappenmxfmemunmﬁrepmnta_
- "risk cluster” mﬂlesensethattheyareexposedtothesamevanable andthatvanable(eg oil
: pnces interest rates) moves in a direction adverse to them.

- Memonesofthedebtcnsnsaresullﬁeshandmanymexpenencedmvestorshavereeenﬂy"-—
~ entered emerging markets. As discussed above, a few large recipients of funds are vulnerable to

shocks. In the event ofagenemhzedreversal ofprrvate capltalﬂows,theeﬂ’ectonmany'-

developing countries would be severe, though less dramatic than at the time of the debt crisis. -
- IhlsmbecausecunemmdeEuBarepropomomﬂyaboutone-thndashrgeasm1982'—
~ and because of the greater equity component in outstanding liabilities. The effects on the world -
financial system would also be less pronounced than the debt crisis. This is, first, because the
risk is much more widely shared among a-wide range of investors, including non-bank
'corporanonsandmdmduals And, second, because few investors will have staked a large

a _ proportiou of their assets in developing country markets, especlally in the hlgh-nsk equity
mstmmentswhlchrepresemmema_]ontyoftheﬂows '

, ItmnalsobearguedtlmtherapldrestoranonofcredxttoMesthatmfferedﬁomthe
,debtcmmmpresenmamasmnngfemueofmecmemmmonﬂﬁnmmlenmmm.h
 this regard, the aftermath of the debt crisis of the 1980s differs sharply from that of the 1930s.

- Then also, acombmauonofcollapseofeommodltypncesandsharpdechneofworldlradeledto

major debt defaults.  But, although most of the defaults were settled, other factors, such as a
prohferatlonofcapltalconu'olsanﬂlackofacoordmatedapproach, led to a virtual extinction of
~ the international capital markets. Consequently, it took nearly four decades for the defaulting

_countnestoregamaccesstomtematmnalsourmofﬁnance Bycontmst,themanagementof -
'therecentdebtcrlslswascharactenzedbymnenswecooperamnonthepartofthemajoractors— '
creditors, debtors, policymakers, and international organizations. The trend of capital and trade
 liberalization, which had been a salient feature of the post-war period, soon resumed. Thus,in

' 'the19905,therelspmbablygreateroonﬁdememthemechamsmsofﬂ]emtemauonalﬁnmal
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system to alleviate free nder problems and to weather - debt serv:cmg dtfﬁculues wnhout .

~ enormous dtsruthon.

C. A poltcy response is needed in cases where large current accaunt deﬁczts are
- unsustainable. - S

Private capital flows bring impbrtant beneﬁts, including lower cost of capital, improved
reserve position, and, in the case of FDI flows, enhanced access to foreign technology,
marketing channels, and management know-how. Beyond a certain point, however, private -
- capital flows present considerable challenges. Most important among these are overvaluation
of the real exchange rate, inflationary - pressures, ‘unsustainable current account deficits
-(induced through both price and income channels) and loss of monetary control assoclated with
-rapld monewry base growth. R . : .

, Thus a fine line is tread between extractmg maximum beneﬁts from capml inflows
and losing control over key policy targets. Several recent studies have explored what does and-

~does not work in the presence of “ excesswe capital infiows--though there does not appear to -

be any accepted definition of “excessive.” There is general agreement that, in the event of
“excessive” capital inflow, reducing budget deficits is the most effective way of alleviating
pressure on the domestic interest rate and exchange rate, thus accommodating the inflow. And
there is also agreement that attempts to sterilize the mﬂows or to control them dlrectly are
meffecmal measures except in the short term ' _ : ,

, In_developmg policy recommendauans, it is useful to try to be more precise about what - '
. -Tepresents an “excessive” level of capital flows, and how policies should differ when the flows

- are below or above that level. Though there are no magic formulas, it is possible to clarify
~ policy options by distinguishing among cases where the current account deficit is thought to be -

sustainable or not, and where the current account deficit is over- or underfinanced. For the

purposes of this analysis we will say that the current account deficit is under-financed if long- |

term capital flows are less than the current account deficit, that is, the basic balance is in
- deficit. Implicitly, therefore, short-term capltal flows are v1ewed as “hot money andlor as
7 'compensatmg for the financing shortfall. - , ,

Frgure 4 sets out the four possible combinations and in each case, the broad policy
‘measures to comsider on a first-pass. Figure 5 _indicatively - applies the schema to 39
developing countries selected on the basis of their exports in 1993. . For this purpose, countries
with an ALE ratio less than 2. 0 over 1989-93 are classified as baving sustainable current
account deficits. On the financing dimension, countries with aggregate net resource flows less
than their current account -deficits over 1989-93 arc ‘heuristically characterized as
“underfinanced.'® While the focus of the paper is on countries receiving sizable private capital
, flows, for the sake of completeness, the following discussion mcludes brief comments on
- mdlcated pohcy measures for other combmatrons as well. :

S See Warld Debt Tables for the World Bank’s definition of net resource flows.



F'gure 4. Pohcles To Manage Capntal Inflow o
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o _ An 1mportant observauon suggested by Frgure 5 is that countrres whose current account"

o deficit is defined as unsustainable (ALE > 2) were generally not able to finance sizable . -

deficits with long-term capital inflow alone, Hungary being a clear ‘exception and India to-

_ some extent. More than 20 countries whose current account deficit is defined as sustainable =
~_(ALE < 2), on the other hand, were able to attract long-term capital in excess of their current

account deficit, nine of them bemg large recipients. This suggests that markets “work”;
investors are reluctant to commit long-term funds in countries that are prima facie suffering a
,fundamental current account deficit problem. ‘Countries such as Peru, Cote d’Ivoire, and
_ Poland represenf extreme cases of underﬁnanced and unsustamable current account deﬁcrts '

Where the current account deficit s judged sustamable but is mnevertheless

' underfinanced (the bottom left-hand quadrant), policies should be geared to encourage new -
long-term capital inflow by liberalizing the inward investment regime. Other policy responses

~will depend on initial conditions, but might include a looser fiscal (e.g., through tax cuts) and

tighter monetary policy to simultaneously induce a rise in interest rates and stimulate short- _
- term growth both of whtch wrll tend to attract more inflow of capml o :

' - The- bottom nght-hand quadrant ﬂlustrates the unsustamable and underfinanced case.
Thrs is a contingency where the choice of policy is usually clear-cut, though painful: a mix of o
- expenditure-switching and expenditure reducing. policies, possibly ‘taking the form of
devaluation, combined with restraints domestic absorption, usually in the form of reductlon in
govemment spendmg tax mcreases, and encouragement of wage moderatron . '

- The case where the current account deﬁcrt is within sustainable hmrts but averﬁnanced
- (the top left-hand quadrant) is in many ways the least problematic. A mumber of countries fit
- this class, including Chile and Malaysia. The effects of the capital inflow on demand, the -
: exchange rate, anG the money supply are offset to some extent by the current account deficit.

- Appropriate policies in this case may include further hberalrzatron of the current and caprtal .

~ account and/or an apprecratron of the real exchange rate.

: The fourth case is where the current account deficit has reaehed unsustainable: levels
‘but is, nevertheless, overfinanced by long-term capital alone (the top right-hand .quadrant).
~ Especially where the inflow of long-term capital is accompanied by sizable short-term inflows,
~ which sometimes constitute “hot” money, this is the contingency that presents policy makers
with the greatest challenges. On the basis of the last 5 years’ data, among the rectprents of
- significant privaate flows, Hungary clearly belongs in this category, and Argentina, India and .
‘Mexico are borderline cases (although India’s exports have staged a strong recovery recently).
‘Because of the tendency of the exchange rate to become overvalued, the situation has often
- been compared with Dutch disease. The comparrson is inappropriate, however. Since foreign

 loams have to be repaid, this is actually Dutch disease without the boom of natural gas finds! -

‘The precariousness inherent in an- unsustainable yet overfinanced current account deficit
suggeststhatthecausersertherthatthemarketsarereacungtoherdmsuncts (e.g., a bull run
on the stoclc market or an overheatmg economy) or that pohcy is amﬁcrally drstortmg pnvate
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- sector behavior. The solution in either case is to deal directly with the distortion or-anomaly— .
~ be it excessive growth expectations, large government spending, overly tight monetary policy,

- or rationed domestic credit. There will be cases where the government simply needs to take
stepstodampenexpectatlons, and to make sure that, as a minimum, it is not encouraging the
- inflow directly by its own actions (e.g., borrowing abroad by government enterprises). Since,

~ by definition, this is a case where the surge in capital inflows is temporary, it would not seem

appropriate to incur the large adjustment cost implied first by revaluation then devaluation of |

the exchange rate. In fact, revaluing the exchange rate in this case is an implicit admission of
- policy failure to deal with the underlying source of the problem. Allowing the exchange rate
to revalue may be the most expedlent course but also the most damaglng longer term L

o Provrded ‘the problem of - unsustamable/overfinaneed current - account deﬁclts is
- diagnosed early enough, the solution can take the form of multi-year plans of adjustment,
designed to achieve a soft-landing. Policies will often place the emphasis on gradually

' removing various hindrances to export growth, rather than painful and faster—workmg'f_'
- measures to restrain imports. Government deficits can be reduced gradually. The prescription

is to ensure that the policy and incentives structure encourages the use of capital (domestic and -
external) to support investment, and the growth of exports that will provide the:basis for

~ sustained creditworthiness. This requires an open trade regime, eliminating regulations and .

unnecessary tax or bureaucratlc burdens to exports and avord.mg overvalued exchange rates.

Evenmaﬂy,counmwmthetopnghthandquadrantwﬂlshrftgraduallyerther

. downwards, towards a currency crisis/devaluation scenario, or, if their current account and/or ,
~ export position improves, Jeftwards to where policies of current account and capital aecount o

- liberalization become clearly appropnate

: Should a country in the top right-hand quadrant (unsustamableloverﬁnanced) engage
~ directly in liberalization of the current account (or even the capital account)? Further
-~ liberalization would relieve pressure on the exchange rate, on growth of money: supply, and on
~ domestic demand. However, since the initial condition is an unsustainable current account
deficit, further liberalization in this.instance can be a high risk slrategy, which, in an

environment of unstable expectauons could accelerate a forelgn exchange cnsrs (movement to

the South-East in the ﬁgure) . '

: There may, of course, be cases where what looks like unsustaunble current account
deficits turns out to be a shift to a new higher growth path of exports. For example, new, and

- better, policies may induce a large inflow of capital which represents a one-time adjustmentto
a perceived improvement in competitiveness. In these cases one would expect to see a fairly

rapid increase in investment (rather than consumption and government spendmg) and an
- improvement in proﬁtabrlrty and acceleration of output growth in the economy’s tradable -

sector. All this underlines the importance of looking at a wide set of indicators to form a view
about sustainability of current account deficrts but does notdetractﬁ'omthe need to formsuch -

a v1ew before decldmg on pohc1es' :
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. CONCLUSIONS

. This paper argues that the surge of pnvate capxtal ﬂows is beneficial for mveslment and
growth and that these flows are likely to continue. However, there is a clear need to recognize -
- the necessity of eventual adjustment in certain countries who are large recipients of these flows.
Andtherensaneedtoperseverev\nthpohcyreformsmcepohcyslrppagecanleadtoaqu.uck

" reversal of investor sentiment (as evidenced by Turkey and Venezuela, for example) Thisis - .
especially opportune now since the current favorable international economic environment

- provides developing countries with a window of opportunity to take corrective measures while

 retaining the confidence of investors. Alargensemmﬂatmnmmdustnalcounmes in the mext -
few years would provide the most important warning of deterioration in international risk factors
affecting sustainability of private capital flows. - A modest rise in short-term interest rates as
- recovery in the industrial countries consolidates is to be expected. Its effect on developing
~ countries is likely to be more than offset by improved demand conditions, as well as by the

B f.prospect of more sustained growth and continued low inflation. Periodic, possibly large, o

-mnecuommeqmtymmke&aﬁechngomorseverﬂemergmgmukemueaImeeexpecmd
The probability that these will enml a contagious reversal of ﬂows is modest—so long as the
fundamentalsarerobust. ' : ,

Sustammgpmatecapﬁalﬂowsmthelongertemrequnesaneconomcandpohcy”‘

, Venvn'onmem: where developing country exports continue to grow rapidly. Creating the stable
- environment where foreign direct investment in developing countries is more profitable than in

: -industrial countries, tooompensatefornsk,rsanothernecessarycoMonforsustamabﬂrtyofa '
ilargepartoftheseﬂows L

_ Fmaﬂy,althmlghmeqmsuommhhngmappropnmpohcymsponsemmasedcapml , |
-inflows are outside the scope of this note, their importance should not be underestimated. As
~noted earlier, borrowing abroad by private agents involves negative externalities. Further,

developing countries generally have managed exchange rates as well as many nnperfecuons in

. the domestic credit markets. In view of these considerations, a sound policy framework, on the

paﬂoftherempmﬂmumymgardmgmemmnmumexposumnshOMdcanyaswenasmepace
- and composition of mﬂows would 1tselfbe an mportamdetemunant of sustmnabﬂlty of capital
, ﬂows S .
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ITte reIatwnstq; between sustamable capual inflow, the aqwrr grawrh rateand

the mterest rate

In this appendlx we will apply techmques denved in the hterature on sustatna.bthty o

- of government deficits .to- show that the size of susta.mable capital inflows depends

cmcrally on the difference between the growth rate ot‘ exports and the interest ra.te.‘ S

Let x,m, I.. r denote exports, unports, forexgn habrlmes, and the re return on foretgn'
'liabllmes respectively. ,Let % denote the change in x over tlme [:) and the |

- p?f?"f“t?ge changeinx, %

In the. steedy state,

o (f)=i-2=0
Tmsin_rplies )
@ %{%]

where (*y ) is the steady-state hablhty export ratio. 'l‘he expressxon on the leﬁ-hand 51de
is the ALE as deﬁned in the text. 'Ihus, the ALE i is the steady-state ratro It is easy 10 ,

' show under the assumptron tha.t £ and i;- ' are constant, that the steady—state'

- equih'briurnis stable, by noﬁngthaxifL/x>[§] then

1 See for e:temple; C. Wyplosz and M. Burda, Macro_economig 51993,




and, provided L is positive

P
[ v ' ' '
R LT A8 -

unplymg that T/ <= (provrded % ns posmve) and 1/ is therefore declmmg. The |

conversexstruetfy ( ]
| The cteady-state condition ) Canbewriﬁen as -7 o
Ry
rir Jx \x)

: where the numerator on the leﬁ-hand srde is the current account deﬁcxt, L Moving the
B expressron (r_é_)_ to the nght hand srde and reanangmg, thrs canbe wntten as |

";; ol

A number of useﬁ:l proposmons can be denved from (3) above

Letus ossurne that L > 0 ) i.e. the country isa borrower., Then We have the following:

Propdst'tibn 1

B In the steady-state net transfers (equal to the non-mterest current account deﬁcrt)
'areposmvelfandonlylfpr theexportgrowthratershrgherthanthemterestrate '



o . Proposition2 -

S Gwen a target lrabrhty/export ratto the size of net transfers that the country can
. attract mdeﬁmtely is dn'ectly propomonal to the dtfference between the export growth rate L
- and thei mterest rate. . S : '

For example if (—‘5—) is2, £ is 10 percent ayear and r xs 3 percent ayear then S

E sustamablc net transfer expressed as a percent of exports, is 4 percent a year It" N
-~ however, £ accelerates to 15 percent a year, or, alternatively, £ stays at 10 percent, r |

, 'fa.lls ta 3 percent, but the sustamable net transfers expressed asa percent of exports rises
.to 14 percent . ' o S : '

o PropoSitian 3

1 “Ani increase in the world inflation rate that is fully included (dtscounted) inrand a
- % does not aﬁ'ecttheALE Ifthemﬂattonm X tsgreaterthanthemﬂahonprexmumm

) 7, the ALE falls. Ttnsembemterpreted as an unprovementmthecounnystems of

. trade. - , , 1



| Appanﬁix 2 |

~ Sustainability Analysis for Selected Countries

: : Thrls ap.pendbt presents c'ountry'— at;a-gtance pngasrfor 8 sélaéted countrlos Eat:h ,
country page provides key indicators for recent years, charts, and a brlai exposltlon of apoclal
clrcumstances relevant for evaluatlng country prospects ,

X Argentina o
" i Brazil
7' it ,Hungnry '
' Iv Intlia, ,
v Mexico
\n Poland"
vil Tur-keyrr .
vl Venezuela
Snltrcest Bank Economlc and Sociat Databaée (BESD). o
World Debt Tables 1993—1994, '

~ March 1994 forecasts used in Global Economic Prospects. 1994. and
7 ,IMF |ntemahonal Financial Statistics and Research Department
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Key indicators - '
'gannual gercentage chﬂu and rahos)
1980-90 1992 1993 1994
Real eﬂechveexchmge rate’ . 2 -6.9 - 136 - 9.3
GDPgrowth =~ - B =09 86 6.1 82
Investment/GDP ratio (%) 192 196 21.0 199
Export growth (value) 1/ o ' 37 . 139 - 90 : 9.4
Debt export ratio : S 4.9 - 40 - 39
. Debtservice export ratio (%) - . 543 . 310 352 :
. Current account deficit export ratio (96) i/  22B 8.5 14.1 ‘218
~ Asymptotic liability export ratio 1/2/ - - 6.34 - 0.61 -1.58 241

' 1/ Averages with four—year lags.

2/ The 1980—90 value is the median of the 11 annud ﬁgum

Based on five—year moving. averages ‘the counry s clirrent account duﬁcil cqu:ll 10 20 percent of the exports, is forecast to rise
throug,h 1996 and decline gradually thereafter. Recent data show a marked i increase in cxports msplle of sharply appreciating
_ real exchange rates, but a large proportion of Argenunas cxpons appears tobe 10its nl:lghbonng countries. Though the
investment ratio has recovered to reach 20% from a low of 14% in 1990, it is still lower than the pre—debt—cns:s levels. Debi—
service ratio (35%) and debt/expost ratio (4.00) are very high. The asymptotic Hability—export ratio has been going up sincc 1992
Itis likely to.remain high for mast of the forecast period. Argentina is expecied 1o increase its expons o olher regions, espenally :
Europe but this expccmuon is fraught with uncertainty in light of the currcncy nppmc;ation -and the forecast relatively high growth
of GDP. The. country will commue tobe very wvulnerable 10 :lny cxtemal or mlemnl shock, wh:ch adversely affects lhe conﬁdence

-of mvestors.

"+ Souree: World 4 Bank: BESD. World Debt Tables 1993—1994_ and March 1994 forecasts and IMF.
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. {annual percentage changes and rmms)

‘Real effective exchange rate
GDP growth :
InvestmemJGDP ratio (%)

Expon growth (value) 1/
Debt export ratic L
Debt service export ratio (%)

Current account deficit export ratio (%) 1!

Asympto‘bc liability expcit ratio 1/ 2/

1980—90

1992 1993 1994

1/ Averages with four—year iags.

" 2/The 1980—90 value is the median of the 11 annual fi gures :
Braznl along with Venezuela, lngs behind many of its ncughbors inthe regnon in structural adjusrmenl and, glvcn its
‘Jow ALE ratio, sust:unab'llly of captial flows is, in Brazil's case, more purely a function of macroeconomic management.
Export growth has been feeble as real ellective cxch:mge rate has apprecialed. m:unly as a result of inflation. ‘GDP growth
been very low for the past three years and invesiment ratio has been declining since 1986, In the near term, Brazil is llkely-
10 go through a recession as a result cither of unchecked inflation or of fiscal belt— ughlenmg,. The debl—export ratio -
has been declining, but the dcbl—scnncc ratio went up-in 1993 and, conclusion of a DDSR deal would increase its debt~
* service obhgmmus on acash basxs. ItsALE ratio has hcen rclalnrc]y low mamly asa resuls of import compression. -

40° . —87 . 19 -

1.5 -09- - 53 .07
224 192 - 197 " 198
.75 81 . 4.2 36
36 28 27 :
43,6 220 © 296
- 26.7- - -29 .. -04 . -15
3.01 ~ —-036_ . -—D.09

- —0.40 .

‘Source: World Bank: BESD, World Debt Tables 1093~ 1994. and March 1994 forecasts and IMF. -
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_ | Key mdlcators -
. (annual percentage changes a.ncl raﬁos)

1980-90 1992 1993 1954

"~ Real eﬂechve exchange rate - . -—04 79 10.8
~ GDP growth - T 11 -48 - 21 22
InvestmemlGDP ratio (96) - .22 176 246 . 232
Export growth (value) 1/ - 44 ‘5.4 - 13 0.7
Debtexportrato N 14 1.5 20 .
Debt service export ratio (%) : 30.7 336 375 :
Current account deficit export ratio (%) 1/ - 65 - 03 - 63 © 130

" Asymptotic liability export ratio1/2/ - . 165 0.06 - 5,05 ~19.87

_ 1/ Averages with four—year lags.
) 2!The 1980-90 value is the median of the 11 annual figures,

Hungu-y’s debt—service ratio (37.5%) is quite high, and the dcbllcxport ratio has also been increasing. Based on fi ive—year E
averages, its current account deficit to export ratio and the ALE ratio. which had been quite low in the carly 1990s.
hnve worsened sharply in recent years. Further, in view of the steady appreciation of the. real exchange rate since 1987 i its ability
to promote exports to meet the obllgallons will be under scruuny There also h:wc been serious lapses in fiscal dlsclplme,
" and structural, banking and publlc-emcrpnse reforms have been slow. Main unoeruumy from the external environment is
" regarding recoveryin the EU. Without decisive action. Hungary risks sliding into a vicious cycle ¢ ot‘ l‘n:mcmg &P and = -

" loss of creditor confdenoe inspite of the favorable image it has enjoyed so far.

 Source: World Bank; BESD. World Debt Tables 1993~ 1994. and March 1994 forccastsand IMF. .
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Key indicators
" (annual percentage changes and ratlos) - : -
) 1980-80 1992 1993 : 1994
Real effective exchange rate o - =54 . -155 C =22 :
GDP growth ' - 58 . 486 - . 38 . 45
* Investment/GDP ratio (%) ) . -242 257 250 219
Export growth (value) 1/ - ' . e8 72 83 - 88
Debt export ratio . . 24 29. 28 .
Debt service export ratio (%) - 230 . 38B8 @ . 263 : _—
Current account deficit export ratio {%) 1/ 17.9 o237 173 127 -
Asymptotic liability export ratio 1/ 5.04 3.30 S209 144

1/ Averages with four~year lags.

- India exhibits a high Asymptotic Liability Export (ALE) ratio (above 2.0), based on five—ycar averages. The ratio has been on
a declining path since 199091, when the country faced a currency crisis in the wake of the Gulf War. Thei lmprovemenl, however,
has been achieved against the background of rclalwcly slow GDP growth. reflecting a recession in lh: industrial sector, which
- has persisted, and of a sharp decline in the investment ratio, which is currently at a 15—year low., Slack domestic demand,
combined with a large real dcprceinlion of the c:h:hangc rate in recent years have contributed to an acceleration of cxports -
in 1993. The debt/export ratio (..8) and the debt~service ratio (26%) are high. These, and the high ALE ratio, are expected
to decline very rapidly over the next2103 years. The main uncestainty in the forecast lies & in the continued current account:
' improvement as the growth rate accelerates 1o India’s trend level. The uncertainty is exacerbated by the possibility of cun'cncy
appreciation as capital inflows surge. and the possibility of the elasucny of imports with respect o GDP bemg lng.hcr than
ant:clpatcd, in lhc wakc of the trade l‘bcrahzanon. i

Source: Wprld Bank: BESD. World Dc:th::hlt:c 1993— 19 94, and March 1994 forécas;s and IMF. -
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_ Key indicators
(annual percentaga chan, anges and ratios) - ’ -
. 1980—90 1992 1983 1994
Real effective exchangarate - o -28 75 75" .
GDP growth - R P 4 3.0 .05 . 21
Investment/GDP ratio (%) o 286 264 254 264
Export growth (value) 1/ - 0. 89 = 87 74
Debt export ratio L o B % | : 24 24 e
Debt service export ratio (%) = - 474 438 340 . D
Current account deficit export ratio (%) 1/ 1238 - 238 - 317 - = 338
- Asymptotic liability export ratio 1/ 2/ - 1.41 268 - . 364 - 557

"1/ Averages with four—year lags.
- 2/ The 198090 value is the medlan ahha 1 1 annua! ﬁgures.

Mexico's ratio of current account dcﬁc_il to expnns h:is been su:adily g,rqwing. reflecting the steady appreciation of the
real exchange rate. The turnaround is expected to be around 1996, assuming a 259 real depreciation, phased in over 5 years, -
beginning after the elections later this year, leading to an export growth of 4 to 6 percent a year. The GDP growth has been
«declining for the past three years, but is expected to recover gradually, reaching the trend level by 1996. ‘The investment

_ ratio has gradually recovered from the low reached in 1986, 10 reach 25%. “The Giscal stance is likely to conlinue to be
stnngem. despite recent political events. The nature of external liabilities has | shifted from the publlc o the private
‘scctor. The debt—service ralio (34%) and debtlexpon ralio (2.4) arc on the high side. but declining. On the other hand,
the ALE ratio, at 3.6, is high and i increasing, pointing up the importance of adjustmg the real exchange mtc so as 10 boost -
exports. - Fa:lure ta mnnagc the real exchange rate also constitutes the mais source of downs:dc nsk. along wnh lhe anendant
possibility of a speculanvc amu:k on the pwo. Thc aumonues. however., have ably det'ended lhc pesoso far nnd the reserve

- sitnation is sausl':u:lory. o

' Soun:e. World Bank:. BESD.World cht Tables 1993— 1994 and March 1994 forccasts and IMF
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Key mdlcators . o
- (annual gercenlgge chan g es and rahos) - : : - :
, , 1980—90 1992 1993 1994
. Healeﬂectweexchangera!a . S -3.7 0B 6.3 C e
" GDP growth - . =02 : 1.8 40 42
lnvestmentIGDP ratio (%) ' - 208 . 240 ) 249. . 233
Export growth (value) 1/ : o 24 41 08 22
Debtexport ratio - 18 25 - 24 T e
Debt service export ratio (%) - 92 78 - 9.2
Curmrent account deficit export ratio (36) 1/ . B R ¥ ) 43 = 102 123
Asymptatic liability export ratio 1121 : 391 1.04 13.56 557

1[ Averages with four—year lags. :
2/The 1980--90 value is the median of the 11 annual figuras. )

The outlook for Poland i_s quite posilive, especially in the short~to—medium term, but with significant downside
- risks. Given continued Government commitment for internal and external adjustment and privatization, it is likely that
there will be healthy growth driven by export and investment. In addition 10 a faltering of the policy; uncertainty
" centers on the extent of import demand for Polish products in the EU. especially Germany.- The debt—service ratio (92%) is’
" quite low, but may go up depending on the extent of debt reduction worked out with the London Club. The debi/export
ratio (2.4) is somewhat over the borderline. The ALE ratio has heen high: but is perhaps acceptablyso, given the
restructuring needs of the economy and the high import content of exports; further the ALE ratio is likely to imprave so -

' longas'thc expectations regnriiing export growth are-met. Thus. provided pickup in economic activity in [Europe and maint'e;— 7
~ mance of cost-cmnpchlwcncss by Polish cxportcrs the outlook for Poland, in terms of growth :md continued extemal '
" financing, is promising.” . ) : : : ‘

Soume' World B:lnk BESD. World DchtTablcs 1‘)93—]994 and March 1994 forecasts and IMF
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- Key indicators = :
. {annual percentage changes and ratios) ) ) - -
- 1980-90 - 1992 1993 1994
Real effective exchange rate - " =30 . 51 . - 96
-~ GDP growth . . 53 . .55 6.6 19
) Inva;tmenlIGDP ratio (%) S o 245 - 183 197 180
Export growth (value) 1/ - : 149 108 - 87 - B2
Debt export ratio ' . 21 19 19 ..
Debt service export ratio v J ’ 323 . Hs8 - - 284
“Current account deficit export ratio (%) 1I 179 - 6o . S8 78 -
Asymptotic liability export ratio 1/ 1.15 0.00 068 - -0.95

- ,1I Averages with four—year lags.

Turkcys debt—service ratio (28%) and debllexporl ratio (1 9) arc samewhat high. but have been improving, The ALE -
ratio has been very low, but there has been a recent surge in its current account deficit, which is masked by the lags
utilized in the ratio. The surge represented a spillover of fiscal imbalance into the external accounts. The fiscal
deficit has also been the cause of high real interest rates, which have resuited in very low investment muos since thc
late 1980s. It appears that the government lacks pnlmcnl will for serious fiscal action and reform of siate owned S
enterprises.. Disappointment with the tax reform bill mlroduocd earlierin 1994 led to an exch:mge rate turmoil, culmi—
. nating in a depreciation. Turkey’s export markets ar¢ mainly in Europe and, so far, management of exchangc rates has '
been able to keep export growth at a stc:tdy rate, despite competition in textiles; thisis hkcly to conlmuc. "n:us,
the critical issues for Turl.ey are fiscal rcrorm and the recovcry of pnvate mvcslment. :

Soumc_ World Bank. BESD World chl Tablcs 1993-—1994 :md Marc.. 1994 l'orcc:lsls and lMF
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Key indicators
(annual E}Me changes and ratlos) : : - : .
o 1980--90 1932 - 1993 - 1994
Reai effective exchange rate - | ~75 . 45 81 : -

- GDP growth B . o8B - 62 = -11. 19
Investment/GDP ratlo (96) R - 229 251 25 244
Exportgrowth (value)t/ - - 08 . 54 60 30
Debt export ratic i o2y - 22 . 23 .

Debt service export ratio (%) - - - 308 . 19.7 - 24.8 T e
Current account deficit export ratio (%) 1/ -1.3 122~ -54 - 25
Asymptotic liability e:q:ortratio 172/ - -1.10 022 -0.90 - =0.84

1/ Averages with four—year lags. :
2/ The 1980-90 value is the median of the 11 annual ﬁgures

" With declining oil prices, external environment is lcss favorable to Venezuela relative to oil—imporling middle—

incme countrics. It is also a country where policy slippages are very evident. Lower oil prices will decrease the -
room for maneuver on both internal and extemal accounts and may further act to lower foreign investment iz the oil

' sector. The debt ratios have been within accepuable limits. but are rising. The ALE ratio has been low, even negative recently.
The latter, however., is thly to worsen as oil revenues remain low. While a precipitous decline in oil pnces isnota hkely
source of downside risk. failure on the policy front is. The latter can range from failure. to deliver on the 1994 budget
premises of raising domesuc oil price and implementing value—added tmuon 10 revelsal of trade reforms and reimposition
of exchange controls, While rcserves are presently adequate. Venezuela is Ilkcly to expericnce a financing gap in the
short 10 medium term. Thus. j ]ml as Brazil. the prospects for long—term g.rowth and continued extemal ﬁn:mcmg. depend

“essentially on staymg the course so far as reforms are concerned. -
. Source World Banl:: BI"SD.WorId Debt Tables l991-1994 and March 1994 forecasls and IMF
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