Emerging
Mar kets
Forum

Global Imbalances and Capital Flows
to Emerging Market Countries

Jack Boorman

Discussion Draf t

Part of the EMF Series of papers on International Capital Flows, Domestic
Capital Markets and Growth and Development in Emerging Markets Countries

2006 Global Meeting









GLOBAL IMBALANCESAND CAPITAL FLOWS TO EMERGING MARKET COUNTRIES
CENTENNIAL GROUP: EMERGING M ARKETS FORUM

JAKARTA, SEPTEMBER 20D222006

JACK BOORMAN'?

|. OVERVIEW

The U.S. current account deficit continuestiexorable rise, set to hit US$900 billion
thisyear.However the steadyrisein thatdeficit masks a change in its composition, with
the growing surpluses of oil exporting countries, mirroring the increasen oil prices,now
accounting for nearly half of #rcounterparto the U.S. deficit. This paper will raise a
numberof issuegelatedto this changingprofile of the globalimbalancesandaskwhat
implications they may hold for the adjustment process and for global capital flows,
especialy to the emerging market countries (EMCs).? On the adjustment process:

. The (probablyappropriateautionof many of the oil exporting countries in
increasingspendingasoil revenuesiselikely increases the burden of adjustment
on the U.S.; and

. Similarly, the decreasing share of Ugkportsin the slowly growingimport
basket of oil exporting countrieseans furherpressurentheU.S.to correctits
trade imbalance.

These macroeconomic effects of the shifting profile of the U.S. deficit towards the oil
exporters may also have miications for tke ease with which the U.S. can fund both the
current account deficit aswell asits still sizeable fiscal deficits:

o The investnent preferences of the alporting countries appear to be quite
different from those of theountriesthatrecordedhe counterparsurplusesn the
earlier period of the growing U.S. deficit;

! Jack Boorman is former Counsellor to the Managing Director and former Director of the Policy
Development and Review Department, International Monetary Fund. Thanks are due to Krishna Srinivasan
and Ivetta Hakobyan, both of the IMF, for their very helpful assistance with this paper.

2 The definition of EMCs used in this paper includes Argentina, Bolivia, Brazil, Bulgaria, Chile, China,
Colombia, Coga Rica, Croatia, Czech Republic, Dominican Republic, Ecuador,Egypt, El Salvalor,
Hungary, India, Indonesia, Jordon, Malaysia, Mexico, Morocco, Pakista, Panama, Paraguay, Peru,
Philippines, Poland, Romania, Russia, Slovak Republic, South Africa, Thailand, Tunisia, Turkey, Ukraine,
Uruguay,Venezuela,and Vietnam



. In particular, U.S. treasuries and otheBUssets may be less attractive as a
destination for the resources generated by the bsurpluses,

. Depositsatinternationabanks,asin earlier periods of oil exporter surpluses,
appearelatively more attractive to these countries;

o And, with increased deposit inflows, thanks nay have sought new outlets for
their lending, contributing tthe change in global assetocation.This appearso
haveled, interalia,to arapidrisein lendingto selectedEMCs, includingin
Eastern Europe.

All of this has coincided with a broad bdsecreasean theattractiveness of EMCs to
foreign investors. This appears to haeem driven by an underlying improvem in the
fundamentals in nany of these countries, batsoby thelong periodof easymonetary
conditions in nuch of the industrial world,rall the consequent search for yield created by
such policies. The result has been:

. An increase in private capital flows to EMCs to record levels,

. A shift in the composition of capital flows, with foreign direct investent (FDI)
andcomnercial banklendingshowingmajor gains;and

. A changen the conpositionof FDI, with south-south flows, i.e., FDI from
emergingmarketanddevelopng countries to other courgs within those groups,
sustainingoreigninvestnent evenasFDI from industrial countries has declined.
This development has been coincident with a scramble to secure natural
resourcesNenergyndothercommoditiesNneded to feed the rapid growth of
countries such as Indi€hina, Brazil, and others.

These | atter developments raise questions about the sustainalilof these capital flows:

o Will the recent surge in bank lending end badly as it did in previous episodes of
OrecyclingO?

o Will equity investors in the EMCs maintain their commitments to those markets if
yields elsewhere improve? and

o Are there political and other risks associated with the increase in south-south FDI,
at least that component driven by the scramble for natural resources?

This paper will try to present evidence on some of the factors behind each of these
changesn theglobalfinancialsystemand to speculate on their jiications.



1. INTRODUCTION

1. A dominantfactorin theinternational monetary and financial system over the

last seven to eight years has been the almost continuous rise in the current account
deficitin the balanceof paymentsof the United StatesFromanaverageof about
US$90billion ayearthroughoutmuch of the 1990@, the deficit has increased dmost
every year fromust over US$200 billion in 1998 to over US$800 billion in 2005 and,
undercurrert projectionswill reachUS$900hillion, or 6.5 percert of GDP, this year.

2. As the U.S. deficit has widened, teéravebeenongoingdebatesboutthe
forces driving this phenoenon. Someanalystgput the blame primarily onthe U.S.
fiscal deficit and on the
|OW, and recenﬂy negative, Figure 1. United States: External C;;rlz:tc:ccount Balance and Overall Fiscal
household saving rate in (in percent of GDP)
thecountry.Ontheformer, )
however, the link between | | TN
fiscal and current account L 0 W—
balancegs ratherweak 1t J/ \ 1
across most devel oped 2| K \ 2
countries, including the N \

U.S.In particular,while the |

U.S. fiscal balance has N K
moved from large deficits |*[ . v
to surplusesandbackover |} - o
thepad fifteen years the
current account balance has el curont aceount balance — — - Overalfiscal balance
m ostly beenin atrend Source: World Economic Outiook, International Monetary Fund.

decline (Figure 1).
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3. This lack of relationshipbetweerthe U.S. budget deficit and the current
account deficit is used by some to argue that global imbalances merely refl ect the
classic case of comparative advantageN emerging markets specidize in global
manufacturing and commaodity extraction waihe U.S. specializesin global capital
allocation.It is arguedthereforethatin the contextof rapidgrowth,EMCsare
providing bigger and bigger savings spillovers to the rest of the world and, thus,
contributingto awideningU.S. currentaccountdeficit.?

4, Thereis, no doubt,sone validity to this view. However,with the U.S. deficits
aslarge as they are, the global economy isin uncharted territoryThe sustainabilityof
boththe currentaccountdefiat and the fiscal deficit dependson thewillingnessof
foreignersto increasesubstantiallytheir holdings of U.S. assets, including U.S.
governnent securities, and thaillingnessof theU.S.to see greater foreign control

% OGlobal Imbalances: Economic Myth and Political Reality: The U.S. Current Account Deficit, 16"
Century Spain and 21° Century China,O Stephen King, HSBC Global Research, May 2006.



overthoseassetsBut how redistic is this?Theever-widening current account deficit
portends exchange rate adjustits thatcould produce substal capital losses on
such holdings. Similarly, the recent debate overdirectinvestnentin certain industries
in theU.S.,from ChinaandDubai,amongothers, at least raises questionsaaboutthe
welcome that some of the needed investment may receive in the U.S. Thus, the
apparently benign historical relationshigweenthe currentaccountandthefiscal
deficit should be of little comfort.

5. Theincreasingdeficitsin the U.S. current account appear to be much more
closely related to the decline in the savings-investnent balance of U.S. households

(Figure2). Many factors
h avebe ensu g g eSte d{sth e Figure 2. United States: External Current Account Balance and Net Household Savings
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Source: World Economic Outlook, International Monetary Fund.

unsettled, debate on the role
thatmonetarypolicy shouldplay in countering erarging asetbubblesA related
issue in this context concerns the implications for energing market financing of the
low interestrateenvironnentin the U.S. (and in muchof theindustrialworld) andthe
disposition of current account surpluses accumulating in the oil exporting countries.

6. Finally, someobserversin explainingtherise of the globalimbalancesput
emphasis on the GexcessiveOsavings rates and the insufficiency of investment or of
consuner spending in other parts of the wehéspeciallyin Asia, andto structural
rigiditiesNi ncluding inflexible labor narketsNin Europe. In both cases, the lower
ratesof growthin thosepartsof theworld, or the biastowardexport production that
may exist, aggravate the U.S. current accounicitef

7. Obviously, there will need to be gteaagreement on the relative importance
of these forces, and the prospects going forward, if an effective multilateral policy
responses to becraftedto fosteranordealy adjustment to what is agreed by wst
observerd¢o beanunsustainablsituaton. This is anissuewell beyondthis paper:

“Thisisthe task recently charged to the IMF in the multilateral consultations that are now underway and
that will be reported on at the IMF@ Annual Meetings in Singapore. The conclusions coming out of those



8. But, thereareotherquestiongaisedby these global imbalances that are also
important for the workings of the international monetary and financial system that are
as yet receiving lesgtention.In particular,thechanging profile of the current
account surpluses that are tloeigterparto the U.S. defidt, andtherelatedpatterns
of reserve accuaiation by the surplus countriesppeato begiving rise to important
changes in financial flows in the glokedonony, including flows to the esrging
market countries.

9. Themostimportantfactorbehindthes changingpatternss, of coursethe
risein oil pricesoverthe past
few years. Such price increases Fgwred. el Curt ccun Blr
have exacerbated the U.S. trade | e« 600
and current account deficits, a0 | {40
accountingor betweerone 20t M/ 20
half and three fifths of the T —arr—— e [
furtherdeterioratiorthathas o Y 0
taken place over the last few “wr Dl N o
years.® At the same time, the o Y
. . . -800 ~ -800
higher oil prices have produce :i_1000 -
sharplyhighercurrentaccount 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005
surplusesn theoil exporting e I o AT T
countriesNwhich at around Soure: WordEconomic Outock, it oretry Fnd.
US$400 billion in 2005 e e, oG et Doricn i, s,

Egypt, EI Salvador, Hungary, Jordan, Morocco, Pakistan, Panama, Paraguay, Peru, Poland, Romania, Slovak Republic, South Affica, Tunisia, Turkey, Ukraine,
Uruguay.

amounted t0 about half Of the | i s o s e o st s o o o
U.S.deficit of

US$800 billion(Figure 3). The higher oil prickavealsoreducedhe surpluse®of
otheroil importingcountriesjncludingsomne countries in Asia in which the largest
shareof the counterparto the U.S. deficitshad been recordeaéfrom which alarge
proportion of the U.S. fsal deficitappears to have been financed.

10.  Against this background, this paper will examine three aspects of the changing
profile of the global imbalances:

i. The inplications of the growing surpdesandthe spendingpatternsof theoll
exportingcountriesfor the globalimbalancesandfor the burdenonthe U.S.
to correct its current account deficit;

ii. The possible irpact of the investent preferencesf the oil exporting
countries on global capital flows, ingling the ease with which the U.S. is
ableto financeits fiscal and currentaccountdeficits;and

discussions and the policy choices made thereafter will have important implications for the extent to which
the needed adjustment in the global imbalances will be more or less orderly.

®>World Economic Outlook (WEO), International Monetary Fund; and Fathom, OWhoOBuying
Treasuries?OMay 16, 2006.



iii. How the profile of capital flows to éhenerging narket countries is being
affected by these and other recent develapmia

11. Eachof theseissueswill betakenupin the subsequent seati® of this paper.
It isimportant, however, to note that the examination of theseissuess hinderedby
severe data problems. These problems will be identified and dealt with to the extent
possible. But the data problems that remain temper the conclusionghatcanbedrawn
with confidence on these issues.

I11. SOME IMPLICATIONS OF THE SPENDING AND INVESTMENT PATTERNSOF OIL
EXPORTERSFOR THE GLOBAL IMBALANCES

12.  Thelargeandgrowingsurpluse®f the oil exporting countries, even if they
were only substituting for the earlier surpluses of some of the Asian and other
emerging market countries, may have importantimplicationsfor the prospectgor
global imbalances and the policy adjustments neededo addresshoseimbalanceslin
particular, in the period 2001 (when oil ggsbegantherisethatbroughtthemto
their current levels) through 2005, the U.S. current account deficit more than doubled
from US$390billion to US$805billion while the surpluse®f the oil exporting
countries increased abmt five-fold fromUS$72billion to US$348billion (Tablel).
Over the same period, the current account surpluses of Asian countries increased

from about US$120 billion to US$320 billionNmore than accounted for by the rapid

increasan the surpluse®f Japarand,especially, Chinathatoffset the disappearance
of the surpluse®f othercountriesn the region. Elsewhere, the emerging market
countriesn EasterrEuropesawtheir current account balances deteriorate rather
sharplyoverthis period,while thoseof countriesn otherparts of the world actually
improved, largely reflecting the boom in commaodity prices.
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13.

This patternsuggestshatthe U.S. (in contrast to many other countries,

notablythosein Asia) hasbeenunableto tap into the higher import demand that
oil producersdhavegeneratedThis s reflecied in the decline in imports from the

U.S. as a share of the

total imports of the ail
exporting coutries.
Along with amore
broad-based decline
in the share of

imports from the U.S.
in total imports for
several Asian
countries since 1999
(Figure 4), this has
contributedto the
continued worsening
of the U.S. current
account balance. In
the context of a

Figure 4. Imports from United States
(as a share of total imports)
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long-termdecline in the oil exporters@nginal propensity to import (Table 2), the

declining share of

imports from the U.S.
in their total imports

Table 2. Marginal Propensity to Import 1/

hasreducedhe offset

to higheroil pricesin
the trade balance of
the U.S. To the exten
that imports have

been redirected to
Europe and
elsewhere, gwth in
thoseareasvould be

1973D75 1978881 2002805
GCC states 0.34 0.25 0.15
OPEC 0.52 042 0.24
Russia 1.37 1.08 0.2
Norway 0.3 013

increased with
positive implications
for U.S. exports. But,
that impact, too, has

Source: International Monetary Fund.

1/ Change in imports (net of non-oil exports) + investment income as
percent change in oil export revenues.

been limited as the

overall propensity of the oil exportirgpuntries to import has declined. The net
effectthenwould seento suggest morediffi cult process of adjustment for the
U.S.thanwould otherwisebethe case.

14.

More generally the oil exportersappearto be more cautiousin judgingthe

permanence of the recent price increases, not leas perhaps, because of the
unhappyexperience# earlierepisodesvhereintheyexpandedgpendingoo
rapidly, couldnotreversethatspendingyuickly, andsufferedlargefiscal and
current account deficits and painful adjustment. This behavior,in particular,is




likely to furtheraffectadverselythe U.S. current account balance, and the impact
could be substantial.

15.  For example, the cumulative current account surplus of oiexportersn the
Middle EastandCentralAsia® during2003D05vasUS$400billion. During the
sane period, US$210 billion was sadéy these countries through the
accumulation of

.. Table 3. Oil Exporting Countries: Current Account Balance and External Financing 1/
official rexrves, (In billions of U.S. Dollars)
which reached
HIH 2000 2001 2002 2003 2004 2005 2006
US$360 billion at Profecions
ndb2 . An
e d i 005 Current account balance 156.6 926 752 1325 2206 397.0 480.9
additional o
o External financing 780 358 524 815 1296 1488 139.1
US$200 billion or
. From official sector 57 -106 -207 -19 -99 -36.8 -11.9
more was regi stered From private sector 723 464 731 834 1394 1856 151.0
. > FDI 374 519 393 496 706 728 80.6
in ther asset Portfolio equity 04 02 01 09 44 23 08
. Z. Bonds 47 03 05 80 271 404 7.8
accumulationOin the Bank loans 23 09 56 -26 28 -28 09
. Suppliers' credit and others 422 41 400 293 490 729 64.3
official sectof
H External Asset Accumulation 2346 1284 1276 2140 350.2 5458 620.0
(Table 3) Slmarly! By official sector, reserves 738 331 261 773 129.7 2108 197.8
By official sector, other 442 225 87 66.9 105.0 1245 202.3
the governments Of By private sector, FDI 14.7 6.3 102 135 229 453 46.9
Oi | exporti ng By private sector, other 1020 665 827 563 925 165.1 173.0
countriesn the Source: WEO.
Mlddle EaStand 1/ Oil exporting countries from the Middle East and Central Asia region including Algeria, Azerbaijan,
H Bahrain, Iran,Kazakhstan, Kuwait, Libya, Oman, Qatar, Saudi Arabia, Syria, Turkmenistan, and
Central ASIa Sa‘ved’ the United Arab Emirates.

onaveragethree-
guarters of the increase in oil reveraccring to their budgts sice 2®2 2 while

® Oil exportersrom the Middle EastandCentral Asiaregion include Algeria, Azerbaijan, Bahrain, Iran,
Iraq, Kaze&khstan Kuwait, Libya, Oman, Qatar, Saudi Arabia, Syria, Turkmenistan, and the United Arab
Emirates (UAE). These oil exporters have witnessed particularly rapid increases in their current account
balancesofficial reservesandin otherasseticcunulationin theofficial sector.

" Regional Economic Outlook, Middle East and Central Asia, May 2006 and the WEQ Thisisamurky
areabut Ooher asseacaimulationGs believedto include oil stabilization funds, so-called funds for future
generations, and the like.

8 Measuredasthe ratio of the increasen the fiscal balanceto theincreasan the governmentCsl revenues.
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governnent spendingasa shareof GDP hasdeclined? As a result, the overall
fiscal position of these courgs changed frorbroad balance in 2002 to a surplus

of 12 percentof GDPin 2005

(F | g u re 5) . Figure 5. Oil Exporting Countries from th:ul\;llii(idsle’)s:tjsi;z;:%()entra\ Asia: Overall Fiscal Balance and
(In percent of GDP)
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Source: World Economic Outlook. : " Pl Spendng
1/ Oil exporting countries from the Middle East and Central Asia including Algeria, Azerbaijan, Bahrain, Iran, Kazakhstan, Kuwait, Libya, Oman,
Qatar, Saudi Arabia, Syria, Turkmenistan, and the United Arab Emirates.
16.  The corollary to the
Changlng pattern Of Ccu rrent Figure 6. External Current Account Balance
(In percent of GDP)
account surpluses frosome |, ’ 5
of the Asian countries and || , 0
other non-oil exporting 5l ;
emergingmarketcountriesto | | ,
the ail exporters (Fi gure 6)is | .| .
the changing pattern in the ol “
disposition of accumulating | | .
official international reserves, .
i ure . iS 00, Cou 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005
Figure 7)® This, too, could
. . R — = United States —%—China . .
ha\/e i mpl i le ons for the fgﬁsgigiﬁggzaz(:ge‘rgmg market countries 2/ Other emerging market countries 3/
aj_] ugment proc% A s an Source: World Economic Outlook, Interational Monetary Fund
and other surplus countries | i
rath e r re I | ab Iy bo u g ht U . S . Nigeria, Oman, Qatar, Russia, Saudi Arabia, Turkmenistan, United A,aglg:g.?a‘izui/[:::‘z&\‘;nevaeri:m ores e Kazasen Kol Lo Heto

securitieshelpingto finance

® In this context, it should be noted that policy advice from the IMF has underscored the importance of
increasing spending on projects with high returns, particularly infrastructure, including with aview to help

reduceglobalimbalances.

%A s noted, estimates of oil exportersCforeign exchange reserves do not generally give afull and fair

accounbf thecurrentaacount surpluses that are accruing. Thisis because, while they include accralsto
formal central bank reserves, they do not include increased holdings in oil stabilization or investment funds
or accounts of other official agencies or institutions.
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the U.S. current account deficit (without significant depreciatin of thedollar) and
the fiscal deficit (without significant increasesin U.S. interest rates). In the current
environment, both

Figure 7. Gross International Reserves
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Source: World Economic Outlook.

17.  Major data problem confront the angsis of these changing patterns, but
sone conclusionsalbeittentative can be drawn. The commonly used source of
information on official holdings of shetermU.S. treasurysecuritiedy country

isthe so-called TIC data

Figure 8. Major Foreign Holders of Treasury Securities

Collectedby the U . S . (holdings at end of period, in billions of dollars)
800 800
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Increase in current o P 0
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H H Other Asian countries 1/ Other developed countries 2/ Other developing countries 3/
oil exporters Is not Ghersoten
. . Source: Department of the Treasury, Federal Reserve Board (www.treas.govilic), 7/6/2006.
ml rrorm I n the 1/ Other Asian countries include Hong Kong, India, Korea, Singapore, Taiwan, and Thailand.
; 2/ Other developed countries include Belgium, Canada, France, Germany, Ireland, Israel, Italy, Luxembourg, Netherlands, Sweden, and Switzerland.

accunulation of U.S. 10 oporars meose Eador, Venszs, mdoness. Bahra. o, e, vl O, QA Sauc i, e Uned s Emirts. e, Gabon,

Libya, and Nigeria.

treasury securities by
thosecountries.Thatsaid,howe\er, these data appear suspect.

18. In particular,JapanesandChineseholdings of U.S. treasury securities
riserapidly in the early years of the emerging U.S. (fiscal and current account)
deficits but then reain flat after 2004 The patterns for some of the other country
groupings look reasonable and correlatd weh other data. However, the
patternfor theU.K., which regstersa surprisindy largeaccunulationof U.S.
securities in recent years, and for the oil exporters, which registers only avery
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modest increase in the face of rapidly increasing surpluses, raise signifi cant
guestions.

19.  Atleast two problems surface in reviewing these data. First, the coverage
is too narrow. For example, the flattenioigChinese holdings of short-term U.S.
treasuries appears to coincide with a shifting preferencen the partof the Chinese
awayfrom increasingsuchholdingstoward higher yielding and longeraturity
securities, including mrtgage-backedral otherU.S. agencysecuritiesnot
included in these data.** Secondthe datado nottrack well the holdings of
securities registered individual country data anare challenged by anecdotal
evidence. Taking such data at fackue akoraisesguestiors abouthow muchof
the U.S. fiscal deficit has effectivelyeen financed by officialNas opposed to
privateNsources fronmoverseas. Soerhave speculatedhatthe continuedfunding
of the U.S. deficit with little pressur@ interestratessuggestedhat private
investors overseas were steppingin asofficial purchases leveled off. This
argument was bolstered by the high level of purchasedy U.K. entities.However,
this interpretation my have overstated thappetiteof privateinvestorsoverseas
for acquiring U.S. assets.

20. More recently, data have becemvailable based on a new custody survey
which shows the ultimate owner of securities. Thesecustodialdatashowthatin

the 12 nonths through June 2005, for exalm official purchases of U.S.
treasuriemmountedo US$339%billion. Thisis significantly highe thandatafrom

the TIC serieswhichindicatedthatofficial buying of U.S. gcurities over the

same period amounted to only US$162 hillion. The custodial data appear to
explain most of the discrepancy between reported official reserve accumulations

by individual countriesandthe accuulated nonthly TIC data.

21. At the sametime, while the custodial datashowmuchhigherlevelsof
official accunulationof U.S.assetsthe broadtotal of foreigninvestnentin U.S.
securitieds roughly comparablein thetwo sets ofdata. The higher levels of
official investnent in the custodial dataere offset by lower private investnt
when compared with the accumulated monthly flows. Also, foregn investment in
highly liquid instrunments, includingtreasuy securitiesjs lower in the custodial
data in favor of less liquid bonds (inding nortgage backed securities and
corporate bonds). The new data would aksn to solve the mystery behind the
large increas in holdngs of U.S. securities byrppate parties in the U.K. In fact,
analystssuggesthattheseprobablyreflectholdingsby official agenciesmost
likely of theolil exportersn the Middle East, purchased through London dealers.
This may be an example of a more pervasive problem in interpreting these data on
the allocation of reservaoldings. Sora countries have outsourced reserve
management to specialized institutions, s@ting in the securities held being
recordedasbelongingto those institutions.

1 Global Financial Stability Report, World Bank, April, 2006.
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In short, the custodial data appear to give a more accuratepictureof U.S.

securities accuniation by foreign offtial holders.But theydo not provide

anything like a complete

picture of the disposition
of reserves by the oil
exporting countries. BIS
data help here. These da
show a significant rise in
oil exportersO deposits in
BIS-reporting banks
roughly coincident with
thesharprisein oil prices
(Figure9). Thiswould
Seem to suggest a
similarity between this

and the earlier episodes

of rapidly rising oil

prices. During the earlier
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Figure 9. Gross External Loans and Deposits of BIS Reporting Banks and Oil Prices
(In millions of U.S. dollars)
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Source: Bank for International Settlements, International Financial Statistics.
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increaseén thepriceof oil, particulaty in the19700s largeportionof the
reserves of the oil exp@arstook the form of bank depositghatwerethen
Orecycled@sbanklending,muchof it to emerginganddevelopingecononies,
especialy in Latin America. Thisisthe familiar story of the prelude to the debt

crisisof the 19800s.

23.  Thistime around,
however, te evidence is
not conclusive. On the on¢
hand, the net liabilities
(deposits rmus lending)
of BIS-reporting banks
accruing to the ail
exporting countries has
increasedapidly in recent
years (Figure 10)N indeed
the increase in deposits of
oil exporting countries in
BIS-reporting banks
accountdor morethan

1%

-200000

Figure 10. Net External Loans and Deposits of BIS Reporting Banks
(Inmillions of US dollars)
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during2001through2005* On the other hand, net clasniending nmus
deposits) of BIS-reporting banks to the emgjroupof emergingmarket countries
appears to remain almost flat. At the sanme time, howeverJendingby BIS-
reporting banks to a selected group of EM@zsticularlyin EasterrEurope has
increased sharply over the same time frame. Furthermore, it is possible that the
rapidrisein netclaims of BIS-reportingbankson the UnitedKingdomis
indicativeof institutionsin thatcountrybeinga conduitfor oil exporterdo secure
greater exposure to EMC

24.  Tosummarize, the U.S. current account balance is likely to worsen further
and the adjustment process made even more difficult as aresult of the combined
impact of the increasein oil prices and the relative decline in the propensity of ail
exporters to import from the U.S. Thisisfurther aggravated bine cautionof most
oil exporters in increasing overall sgkng,includingonimports.This, then,
raisesgquestionsasto whetherthefinancing of the U.S. current account balance
and the U.S. fiscal deficit will continue unabated without an increasein U.S.
interestrates notablybecausef thechanging pattern in the accutation of
official reservesandthelower proclivity of oil exporters to hold their assets in the
form of U.S.treasurysecuritiesTheboom in equity markets in many of the
emerging market countries, as Wasthe sharprisein realestate prices in scgof
thosecountriesmay alsoberelatedbothto the flow of resources frothe oil
exporting countries throughetbanks, as well as to direct purchases by entities
within the oil exporting countries.

25.  Moreover,to theextentthatoil expaters (and EMCs) are more inclined to
use their reserves to purchase realtaggeacquiringequity stakeghroughFDI,
for example, it would be highly problematic for the unwinding of global
imbalancesf advancedcononies,notablytheU.S.,wereto succuni to
pressures of economic nationalism and limit access to real assets. For msgs of
diversification, oil exporters and emerging market creditors will want to invest in
assets other than government or corporate debt, such as Osouth-north®. Fdhat
is not politically feasiblen the U.S. on the scale reqed,oil exporterandEMCs
arelikely to exploreothermature markets and also pursue greaterOsouth-southO
FDI. It is to thechangingworld of capital flows to EMCs that we now turn.

V. CAPITAL FLOWSTO EMERGING MARKET COUNTRIES
A. RecentTrendsin Overall Capital Flows

26. A by-product of the low interest ragmvironnent, and generous liquidity
conditions,in theU.S. (andmostof theindustrialworld) and,morerecently,of

12 The remainder has likely taken the form of greater holdings of U.S. treasury and agency securities,
including through dealersin the U.K. (as noted above), avariety of other investments, including in regional
equity markets, and debt repayments.
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the rapid asset accumulation of oil exporters, has been arapid risein private
capital flows to EMCs over the past several years.

Private
Capltal ﬂOWS Figure 11. Total Capital Flows to Emerging Market Countries, 1990-2004
to EMCs are (In billions of US dollars)
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Asiancrisis,morerecerly, debtflows havebeenincreasingapidly,
coincident with therisein oil prices and the growing surpluses of the oll

exporting
countries.
(Figurel2).

Net bond
issuanceis
only asmall
fraction of net
external
financingN
suggesting,
inter dia, that
the
vulnerability
of EMCs to
market
sentiment has
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Figure 12. Total Capital Flows to Emerging Market Countries, 1990-2004
(In billions of U.S. dollars)
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Source: Global Development Finance, World Bank.

beenreducedandacces of many EMCsto international capital markets
couldclosewithout significantimmediateeffectson the balanceof
payments. The potential near-term vulnerability of these countries appears
to have been further reduced throtlgé significant prefinancing that has
been arranged. In addition, EMCs havadmlarge debt payemts to the
official sector in the past two yearacluding to the international financial
institutionsandofficial bilateral creditors, especially the IMF and the Paris
Club. This presuiably implies increased access to such financing,
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especially from the IMF, should conditions in the global economy become
less benign.

27. Therapidrisein capital flowsto EMCs, driven,interalia, by the questfor
yield and the windfall gains associated with the risein oil prices, has been
supported by fundaental improvements in @ny of these countries. In particular:

. Since the Asian crisis, many EMCs have strengthersedamconoric
policy frameworks and improved their assegsthand mnagenent of
vulnerabilities. Moves toward oneflexible exchange rate reges,
strengthened surveillance over finah@gstems, including in the context
of effortsled by the official sector(FSAPsandFSSASs),mproved
understanding of balansheeinterlinkagesandtherapidaccunulation
of foreign exchange reserves haoatributedto making econonesmore
robustandlessvulnerableto crises.

. Fiscal management and overall fiscal performance has improved
substantially in
many EMCs
(Figurel3).

Figure 13. Emerging Market Countries: Overall Fiscal Balance and Total International Reserves
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accompanied by
better and more | Soee: Wor Economic Outook nemaiosl onetary Func
timely data
provisionandgreateitransparencyAt the same time, regulation and
supervisiorof financialsectorsNand the assessmt thereofNhave
improved markedly in many countries. These changgstmanong the
most inportant achieveents of theinitiatives taken to improve the
international financial architecture that begann the wakeof the Mexican
crisis a decade ago.




28.  Collectively,
these devel opments
have improved the
credit ratings of EMCs
and compressed their
sovereign spreads
(Figurel4),which,
together with low
global interest rates,
have helped reduce
their debt and debt-
service burdens
(Figure 15).
Capitalizing on these
favorable trends, amy
EMCs have improved
their overall debt
managenent operations
and capacity with a
view to reducing
exchange rate, interest
rate,androlloverrisks.
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Figure 14. Number of Sovereign Upgrades/Downgrades and JP Morgan Emerging Market Global Sovereign Spread
1990-2005 1/ 2/
(By Moody's, S&P, and Fitch Ratings, including changes to positive/negative outlooks)
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Figure 15. Emerging Market Countries: External Debt and Debt Services
(In percent of GDP)
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29.  In particular, sovereign debt as a share of GDP for alarge (albeit not
exhaustiveub-groupf EMCshasdeclined from 44 percent in 2002 to

39 percenin 2004 (butthisis still highe thanthe pre-Asian crisislevel of

27 percent}? Similarly, based largely on experiences gained from previous crises,
EMCs have actively sought to reduce expeso foreignexchangeisk, notably

by retiring/repaying intertional bonds and increasiissuance of domestic
currencydebt.As aresult,for thesub-goup of EMCs, external debt has declined
to 10 percent of GDPfer peaking al6 percentin 1999.At thesametime, the
share of local-currency denamated bonds marketablesovereigrdebtof EMCs
in thesanple increasedy 9 percentge points between 1996 and 2004, to around
82 percent. Furthermore, the maturity of EMCsO sovereign debt issues has
increased in recent years. While international issuance hastypically been in the

form of fixed-rate medium-term bonds, the average maturity of international
issuance by the EMCsin the sample has increasedurtherto 13 yearsin 2005

from about eight years in 2001.

30. These positive develomnts notwithsinding,it needgo be notedthat
benignexternalconditionsmay mask undelying balancesheetvulnerabilities.
The recent turbulence in the equity markets, first in early-May and subsequently

in June, has been areminder on this score. The associated sell-off in EMCs
appearsnainly to havereflectedanadustment in the pricing of risk, nota
wholesale reassessment of the fundanentalsin thesecountriesin particular,in the
first phase of the recent correction in markets, EM Cs with significant investment
flows and valuation gainsnd local markets with concentrated foreign investorsO
positions, corrected strongly; however, in the second phase of the correction, some
EMCswith better fundamentals suffered muchlessthanthosewith weak
fundamentals. In particlar, EMCs withlarge current account defi cits, refl ecting
domestic consurption-led growth, that we financedby portfolio inflows, were
the nost seriously affected.

31. Clearly some EMCs ay be at risk A number of countries in Eastern
Europe, including the Baltic countries, haetatively largeNand, in somcases,
worseningN external imbalances that appear to be driven primarily by rapidcredit
growth to the private sector (a develagmincharacteristic of soeof the countries
in EastAsiabeforethecrisisof 1997).A few of thesecountriesalsohavelarge
fiscal deficits and have built up large short-term external debt positions, most of it
in foreigncurrency,andlargenetinterrational investment liabilities. A key
guestion here is whether these developments have made these countries vulnerable
to sudderstopsin theflow of foreigncapit. It is worth remembering that before
the Asiancrisis, sone of the countriesmost seriously affectedNlike rny of
those currently in Eastern EuropeNeggd good credit ratings, which then
dropped sharply as foreign capital flows reversed.

13 SeeGlobal Financial Sability Report, International Monetary Fund, April 2006.
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32.  Going forward, external risksN including anabruptor unexpectedisein
globalinterestrates,supplysideshocksto the oil narkets, or a disorderly
unwinding of global current account imhatesNcould prove challenging. In the
face of such developments, investors may increasingly differentiate anong EMCs

In particular,asexternalfinancialconditions becomless benign, EMCs with
macroeconomic imbalances and that still rely heavilyon eterral financingfacea
narrower nargin for policy slippages. Siitarly, EMCsthat still have sizeable
vulnerabilities in the fiscgbositionand/orpublic sectorbalancesheetsaaremore
susceptibleo pressure their externalaccounts and to crisesone generally.

33. In addition, policy nakers in both rature narkets and in EMCs face
renewed challenges. Central banks neeabmmunicate effectively to financial
markets their assessment of inflation risks andtheir resolveto containinflation.
Moreover,supervisor@andfinancialinstituions needto redoubletheir efforts to
monitorandmanagerisk, especiallycounerpartyrisk vis-"-vis hedgefundsand
those salling credit default swaps. Active debt nanagenent policies should
continueaspartof anoverall planto developandstrengthen local capital markets
and deepen the institutional base.

Foreign Direct Investment in Deeloping and Emerging Market Countries

34.  Notwithstanding the ever-present risks, most of the recent trends in
emergingmarketfinancing areclearlywelcore. They haveimprovedthe
attractivenes of EMCs as an asset classdhavehelpedbroadertheinvestor
basetowardmorededicatecandlonger-terminvestors. This is best reflected in the
dramatic increase in FDI inflowsto EMCs. In particular:

) FDI flows to EMCs have increased more than ten-fold feomodest
US$20 billion in 1990 to mre about US$237 billion in 200%his trend,
however, masks the sharp decline FDI flows to EMCs in the period
following the Asian crises througt®o@3andthe equallydramatic rebound
in 2004and2005.
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o The increase in FDI flows to EMCs frob5$162 billion in 2003 to
US$237billion in 2005waspartof theglobd increase in FDI to
US$959billion in 2005.However the more noteworthyelenentin this
context isthat FDI (as well as capital flows more generally)between
EMCsNsouth-south flowsNare growingnore rapidly than north/south
FDI.

Figure 16. Selected Emerging Market Countries: Stock Market Indices
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35. A nunberof factorsunderpinthe overall expansion of FDI,r&d equity
flows moregenerally,nto EMCs.The® include the continued robust global
econonic growth and its offshoot in the conmatity price boomstrong corporate
profitsin EMCsandthe consequenteinvestnent of a large proportion of those
profitsin thehostcountry;the changng nature of the multinational corporation
from home-country centric to what some call Othe globally integrated enterpriseO
(reflected, for examle, in the geater wilingness of multi-national companies to
fund R&D in subsidiaries in the EMC$)the much improved macroeconomic
climate in many of the EMCs, and the generallyimprovedinvestnent climate.
These positive developmnts have been cgilenmented by significant financial
innovations, including structured finankiastruments, such as credit default
swaps and other derivatives, that haaglitated the management of risk exposure
in the EMCs; the development of local financial markets that have created a
synergy with FDI inflows; increasedipatization and cross-borderengers and
acquisitions; and the ongoing scramble for natural resources.

36.  Notwithstanding the rapid increase in FDI flows to EMCs there remains a
significant concentration of flows to thap ten recipient countries, which account
for about 65 percent of total FDI flows EMCs (Iess than the 75 percent of the

1 palmisan (IBM).
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late 19900k While East Asia and the Pacificremein thelargestregional
destination &r FDI, both Latin Anericaand,evenmoreso,thedevelopingand
emerging countries of Europe and Centraladsaveseena surgein FDI inflows,
in the latter from about US$30 billion earlierin this decadeo overUS$75billion
in 2005. The Middle East, South Asia, akfdica continueto attractonly a
modest share (about 15 percent of the total), but thagharehasincreasedy over
50 percent since 2000 and looks set to increase further.

37. As noted, an iportant feature of reo¢developnentsis therapidincrease
in Osouth-southO FDI flows. It is, hereimportant to underscore that the
paucity of data, and itsimprecision, limits the extentto which thetrends,andthe
factorsbehindthem canbe preciselyidentified. The 2006 Global Develpment
Finance Reportoes a good job in gatheringanmation from nunerous sources
to try to describe recent developmentsin this area.™

. South-south FDI flows increased from US$14billion in 1995to
US$47 billion in 2003, partly offsettingeidecline in ndh/south FDI
(from US$130billion in 1999to US$82billion in 2003), and raising the
shareof south-south-DI in total FDI to developingcountriesfrom 16
percent to 36 percent over that peribd@hese flows easily domate both
syndicatedanklendingandcrossborderequitylistings between
developing countries.

. These changes are driven by many of the same factors that have led to
closerintegrationacrossmuchof the globe in the last decade.*” For
example, the mgjority of developingcountriesNledby the EMCsNhas
becone more opento foreigninvestnent over the past 10 years. But these
changes a so reflect the increasing share of world trade that takes place
between developing countries (up frdm percent to 26 percent of total
world tradebetweernil991and2004)andthe even more rapid growth of
trade between developing countnieishin the same regionbspurred, in
part, by the explosion in regional trade arrangemerntslhe evidence
suggestshatFDI follows, or atleast runs parallel with, trade?

15 As dataare scarce the reportcalculatesouth-south FDI as a residual, subtracting FDI outflows from
high income to devel oping countries from total FDI inflows to developing countries.

18 paucity of data does not enable a further disaggregation to analyze South-South FDI flows, athough the
bulk of the flows appear to beto EMCs.

"By one measure, the vast mgjority of developing countriesN 76 out of atotal of 84 rated developing
countriesN have become more open to FDI, both inward and outward flows, in the past 10 years.

18 From 2000 to 2004, south-south trade grew at an annual rate of 17.6 percent, faster than south/north and
north/south exports (12.6 percent and 9.7 percent, respectively (GDFR, 2006)).

19 By way of example, while 30 percent of all FDI in telecommunications in developing countries was
south-south, more than 85 percent of that was inter-regional.
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. It is alsolikely that,asthe 2006Global Develoment Finance Report
notes, (Devel oping country multinational s enjoy some advantages over
industrial caintry firms when investing in devgding countries becausé o
their greater familiarity with techndogy and business practices suitalde f
developing-country @arkets.O In factheforcesdriving south-southFDI
appear sufficiently powerful to overcenthe greater ipedinments
sometimes faced by developing country multinationals in their home
country,includingbureaucrati@ndfinancial constraints on outward
investment.

38.  While south-south=DI hasincreasedapidly in recent years, it has, like
FDI more broadly, remained fairly highly concentrated anmg a group of
countries that account for the bulk of such flows. Moreover, it has generally been
the case that south-south FDI tends tb&sveerdevelopingcountrieswithin the
sane region. More recently, however, Chirindia, andsomne otherdeveloping
countries are breaking thisahd as thesearch for naturaksources becoea a
more and more iportant notivation for FDI. In 2004, for exapte, fully one-half
of ChinaOs outward FDI was directed talsaaturalresourceprojectsin Latin
America. In China, and increasingly in otherdevelopingcountriestheseresults
arebeingdriven,in part,by theincreasingole played by state enterprises, or by
inducements provided by export-import banks and various subsidyeghanisrs,

in the search for natural resources. As the search for oil and for resources in the
non-oil mining sectors increases, this broadeningf south-south FDI beyond the
usual regional constraintsligely to continue further increasing the competition
by investorsn thesesectorsMoreover,countries that are significant oil and gas
producers are investing heavily in otherdevelopingcounties as they integrate
their downstreanoperations such aefining, distribution, and retailing.

V. |SSUESFOR CONSIDERATION

39. The changed profile of capital flowisducedin partby theinvestrent
preferences of the oil exporting countriesandby their apparent caution in
increasing spending in pace with the higheraoil revenuesposesa nunmber of
critical questions:

. Will the ability of the U.S. to finance its fiscal deficit with only modest
changesin interest rates and in the exchangeateof the dollar be
conmpromsed by the apparentnvestnent preferences of oil exporters?

. Has the adjustment required to reduce the U.S. current account defi cit been
made more difficult? Has this increased the possibility ofa hard landing in
the global economy?

40. The energing pattern of capital flowia the global econow including the
substantial increase in flovtlsrough the international hks,raisesthe specteiof

a repeat of the problesrthat developed ithe wake of the recycling of the 19700s
or thecrisesin EastAsia following the credit boom of thenid-19900s. For sure,
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the fundamentals in many of the EMCsappear much stronger now than was the
case during those earlier periods but there are regiotigatlook vulnerable,
including Eastern Eurag and there arrisks that may be little understood,
especially fronthe exploding use of meand innovative financial instrumnts.

. Should these develomnts be viewed with concern?

. Are the monitoring mechanisms in place sufficient to encourage better risk
analysis than was the casein earlierperiods?

. Again, are there e ements in these developments that could increase the
possibility of a hard landing if thhneeded adjusints to the underlying
imbal ances are not made quickly andin anorderlymanner?

41.  While the increased flows of FDI to EMCs,includingtherapid growth of
south-southlows, areto be welcomed from many perspectives, the possible risks
in these developents should not be ignored.

. Are there political/strategic risks from the increasing competition to secure
natural resources? For example, will the kind of tensions and competition
that was seen between the U.S.Nor thesty nore generallyNand the
former SovietUnion, which gaveriseto somuchproxy conflict in Africa,
arise again as the countries seeking natural resource supigls confront each
other in the (0il and non-oil) resource-rich sates?

. Are thererisks to theinitiatives of recent years to pressure developing and
emerging market countries to prove their governancd=or exarple,
doesAngolacareany more aboutthis pressureNif it ever didNwhen
Chinaalonehasloanedthe countryUS$3billion in just the last two years,
and as most oil companies continue to resist calls for greater transparency
in their operationsn thesecountries?
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