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Overview 
 

Capital flows to emerging market economies seem well 
placed to withstand the pressures caused by the recent 
turmoil in the U.S. credit market.  Indeed, the early 
indications are that the interruption in flows to emerging 
markets in August was very short-lived.  As a result, net 
private sector capital flows to emerging markets are poised 
to hit yet another record for 2007 as a whole of $620 billion 
(Table 1).  

 

 
Three important factors have helped contain the damage 

done to emerging markets from recent turmoil.  First, the 
epicenter of the recent crisis has been debt problems 
primarily in sectors of mature rather than emerging 
markets.  Second, improved policies and financial positions 
in most emerging economies have put them in a far better 
position to withstand external capital market shocks than in 
the past 25 years.  Third, the response of the G3 central 
banks—especially recent (and prospective) Fed easing 

moves—have provided an important cushion for all asset 
markets, emerging markets included.  Supportive G3 
monetary policies also make it likely that global growth will 
proceed at a steady, albeit unspectacular pace in 2008, with 
growth in emerging economies leading the way. 

  
This is not to say that recent turmoil will not have an 

impact on the financial environment facing emerging 
economies.  While the IIF estimate of net private sector 
capital flows to our sample of 30 large emerging market 
economies has been revised up since May, when flows were 
estimated to be $545 billion, the upward revision would 
undoubtedly have been more significant had it not been for 
recent disruption.  First half inflows were remarkably strong; 
Q3 flows will have been weaker.  Helped by recent Fed 
easing and a return of more normal market conditions, a 
revival in capital inflows is in prospect for Q4. 

  
Our first estimate of net private sector capital flows 

for 2008 shows a $27 billion decline in flows, to $593 
billion (Chart 1).  This decline in overall private flows is 
more than fully accounted for by a projected $43 billion 
decline in net lending by commercial banks, to $146 billion.  
The recent global market turmoil has probably had its 
greatest fallout on the appetite and capacity of 
commercial banks to lend.  External debt spreads have 
risen from their lows in mid-year as global credit has been 
modestly repriced.  This is likely to lower net bond market 
issuance, especially by low-grade corporate borrowers. 

  

 
For a number of countries heavily dependent on external 

borrowing and where economic expansions have been fueled 
by rapid credit growth to households (such as Russia) the 
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Chart 1:  Net Private Capital Flows to Emerging Economies
billions of dollars percent of GDP

Table 1
Emerging Market Economies' External Financing
billions of U.S. dollars

2005 2006 2007e 2008f

Current account balance 274.1 380.2 419.5 374.0

External financing, net:

  Private flows, net 519.6 572.8 620.3 593.1

    Equity investment, net 254.3 229.3 265.1 277.3
      Direct investment, net 200.6 167.3 212.9 223.2
      Portfolio investment, net 53.7 62.0 52.2 54.0

    Private creditors, net 265.3 343.6 355.2 315.9
      Commercial banks, net 145.7 202.3 188.5 145.8
      Nonbanks, net 119.5 141.3 166.6 170.0

  Official flows, net -64.2 -65.0 3.3 9.5
    IFIs -38.6 -32.9 1.9 6.8
    Bilateral creditors -25.6 -32.1 1.3 2.7

  Resident lending/other, net1 -287.3 -334.1 -286.8 -269.6

  Reserves (- =  increase) -442.2 -554.0 -756.2 -707.0

e = estimate, f = IIF forecast
1Including net lending, monetary gold, and errors and omissions.
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environment has become quite challenging in the past few 
weeks, and is likely to remain so into 2008. 

 
For most emerging markets, a reduction in the pace of 

capital inflows from their hectic pace in the first half of 2007 
is not entirely unwelcome.  For one thing, it would reduce 
upward pressure on key asset prices, including exchange 
rates.  More generally, a reduction in debt-related flows 
(especially short-term flows associated with carry trades) 
would promote a better balance in overall flows. 

 
Having come through recent turmoil relatively 

unscathed, and with U.S. monetary policy now easier, 
there is a risk, however, that capital inflows into higher-
yielding emerging markets will accelerate unduly into 
2008.  This could push local asset prices to levels that would 
leave them vulnerable to substantial correction later in the 
year or in 2009. 

 
Despite the projected modest decline, net private capital 

flows to emerging economies are expected to be well above 
$500 billion for the fourth straight year in 2008.  While the 
volume of such flows far exceeds what would have been 
thought as normal just a few years ago, it is helpful to put 
these flows into two contexts: 
 
• They are more than offset by massive net accumulation 

of external assets by emerging markets as creditors and 
investors, mainly in the official sector.  China’s huge 
foreign exchange reserves will grow even larger, 
possibly reaching $1.9 trillion at the end of 2008.  
Emerging economies are thus net providers of capital to 
the global markets and this state of affairs should be 
expected to persist in 2008.  There will likely be a 
modest reduction in the aggregate current account 
surplus of our sample group in 2008, but the total will be 
about $374 billion (more than fully accounted for by 
China alone).  In general terms, the large growth in both 
external assets and liabilities of emerging economies can 
be seen as part of a process of global financial 
diversification and integration. 

 
• Recent and prospective flows do not look so large when 

appropriately scaled by GDP.  Our forecast of net flows of 
$593 billion in 2008 would be 3.8 percent of GDP, which 
is about the average for 1989-2006 (Chart 1).  The 
previous peaks in the flows had been about 5.5 percent of 
GDP in 1996 and 2005.  The dollar equivalent to this 
share in 2008 would be $850 billion. 

 
Key features of the main categories of net private capital 

flows to emerging markets in 2008 are as follows: 
 
• Net direct investment is projected to rise to $223 

billion in 2008, from $213 billion this year.  While 

China will continue to attract the largest absolute 
amount ($55 billion), others are catching up, albeit from 
significantly lower levels.  Flows to both India and 
Turkey are likely to reach $19 billion, net.  Sustained 
flows to Emerging Europe will also persist, especially to 
the new EU members in Central Europe. 

 
• Portfolio equity investment is likely to remain robust, 

as global investors continue to diversify into emerging 
market stocks.  Net flows are projected to be $54 billion 
in 2008, up from $52 billion in 2007. 

 
• Net lending by commercial banks is expected to decline 

to $146 billion in 2008, from $189 billion in 2007.  This 
decline is a reflection of greater caution on the part of 
banks and will thus be fairly evenly spread.  Flows to the 
region with the heaviest borrowing from banks—
Emerging Europe—will decline by the most ($28 billion, 
almost all of it to Russia), followed by Emerging Asia 
($14 billion) and Latin America ($3 billion). 

 
• Net non-bank private lending (mostly bond flows) is 

expected to hold fairly steady in 2007, at about $170 
billion.  Underlying this stability, however, is a 
continued rotation away from net bond issuance in 
external currencies (e.g. U.S. dollars) towards net 
foreign purchases of local currency debt.  Excessive 
corporate borrowing may also be trimmed somewhat 
(especially for LBOs). Emerging Europe will remain the 
largest borrowing region with net non-bank flows 
reaching $110 billion in 2008, some 40 percent of which 
represents intercompany loans. 

 
• Net lending by official creditors will continue to be 

positive in 2008.  Repayments of emergency financing 
packages accounted for huge net outflows in 2005-06 
and now that these have been completed, net official 
flows have returned to their more normal modest levels. 

 
 

The Global Economic and Financial 
Environment 

 
The dominant theme in global financial markets has 

been, and remains, the spread of the U.S. subprime crisis 
through both the global financial system and the real 
economy. 

 
The global economy had seemed in very robust shape in 

the middle of 2007.  The U.S. economy was rebounding 
from a phase of weakness.   In 2007Q2, the economy grew at 
a 3.8 percent, saar, clip, well above the 1.6 percent average 
rate of the previous year.  At the same time, bullishness 
about Japan and the Euro area was on the rise.  Global 
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business surveys were pointing to uniform strength.  Since 
mid-summer, however, the outlook has changed in two 
important ways: 
 
• The worsening of the U.S. subprime mortgage 

market through 2007H1 underlined that the effects 
of the Fed tightening phase of 2004-05 were still 
working their way through the economy.  Moreover, 
the financial disruptions resulting from this mortgage-
related turmoil seem likely to act as an additional 
influence acting to slow growth in the quarters ahead, 
primarily by raising the cost (and rationing the 
availability) of credit to risk borrowers. 

 
• Both the Euro area and Japan began to disappoint 

through the second quarter and were thus weaker on 
the eve of recent financial turmoil than was earlier 
perceived.  While Japan’s weakness looks to be more 
noise than signal (GDP actually fell 1.2 percent q/q, 
saar, in Q2, but looks set to rebound strongly in Q3), 
recent political uncertainty is both a reflection of 
generally less favorable economic developments, as well 
as a potential ingredient into future weakness.  In the 
Euro area, the economy seems to have been hurt by the 
combination of a strong Euro and ECB tightening.  More 

tendency to assume mean-reversion is not unusual 
among forecasters. 

 
• Ex-post IIF capital flows data are more stable than 

our ex-ante estimates.  Comparing the latest 
information on flows for year T with the estimate 
that we provided in September/October of year T+1, 
the annual average absolute error is $14 billion. 

The IIF has been compiling unique data on capital 
flows since the beginning of its operations in 1983.  
Since April 1997 we have been summarizing these flows 
in this note, and providing year ahead forecasts.  With 
ten years of history, it is possible to make the following 
observations about those forecasts: 
 
• Projecting capital flows is hardly an exact science. 

The annual average absolute error on year ahead 
forecasts (i.e. the forecast made for year T in 
September/October year T-1) is $126 billion. 

 
• The three largest absolute errors have come in the 

last three years, when the IIF consistently under-
estimated the strength of flows.  This period has 
been one in which capital flows into local markets 
have accelerated sharply.  The magnitude of such 
carry trades is evidently difficult to forecast, which 
is not that surprising given the volatile nature of 
such short-term capital flows. 

 
• IIF forecasting errors are typically procyclical. 

When flows are rising, our error is typically to 
underestimate flows; when they are falling, our 
initial estimate ends up too high (Chart 2).  Such a 

Box 1: Assessing the Accuracy of IIF Capital Flow Forecasts 
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Chart 2:  IIF Net Private Capital Forecasting Errors and 
the Trend in Private Flow

recently, European banks have been at the leading edge 
of global financial difficulties, with European inter-bank 
lending conditions remaining strained many weeks into 
the mortgage mess. 

 
As a result of these developments, our forecasts for 

growth in mature economies for 2007-08 have generally 
been revised down in recent months.  In May, we had 
projected the U.S. economy to grow 2.4 percent y/y in 2007.  
Our current estimate is now for 2 percent (Table 2).  In 
recent weeks, we have trimmed about 1¼ percent points off 
quarterly growth in both 2007Q4 and 2008Q1.  As a result, 
our forecast for U.S. growth in 2008 has been cut from 3 
percent y/y to 2.5 percent.  Both our Euro area and Japanese 
growth forecasts for 2007-08 have been cut more modestly. 

 
We are nonetheless still projecting steady growth for the 

mature economies over the next 18 months.  This reflects a 
key judgment call that the recent effective easing from G3 
central banks (and lack of assumed 2007H2 tightening in the 
cases of both the ECB and BoJ) will provide an important 
offset to the tightening in global financial conditions imposed 
by inter-bank money and credit markets.  Judging from the 
recent run up in global equity prices, this seems to be the way 
that stock market participants are reading the situation. 
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In contrast with the somewhat more downbeat 
situation that has developed in the mature economies in 
the past few months, growth conditions in emerging 
markets have consistently outstripped our expectations.  
Our growth forecasts for all emerging market regions for 
2007 have been revised up since May, most notably in 
Emerging Asia, where growth has been revised up to 9.4 
percent, from 8.2 percent (Table 2). 

 
Our forecasts project the maintenance of solid growth in 

emerging economies into 2008, both absolutely and relative 
to mature economies.  There has been something of a 
tightening in credit spreads in emerging markets in recent 
months.  But relative to the rise in equity volatility in the 
United States, and the historic relationship between these 
variables, this credit tightening has been remarkably modest 
(Chart 3). 

 

Table 2
Global Output
percent change from previous year

2005 2006 2007e 2008f
Mature Economies 2.3 2.8 2.4 2.4

  United States 3.1 2.9 2.0 2.5
  Euro area 1.5 2.8 2.6 2.4
  Japan 1.9 2.2 2.1 2.2
  United Kingdom 1.8 2.8 3.0 2.1

Emerging Markets 6.5 7.2 7.5 7.1

  Latin America 4.2 5.2 5.0 4.3
  Emerging Europe 5.7 6.4 6.6 5.9
  Africa/Middle East 4.6 5.2 5.2 4.9
  Emerging Asia 8.2 8.9 9.4 9.2

World 3.2 3.8 3.5 3.5
e = estimate, f = IIF forecast

Moreover, the interruption of capital flows to emerging 
economies through August looks to have been remarkably 
brief.  One illustration of this is the trend in accumulation in 
foreign exchange reserves by a sample of four key emerging 
market economies that report their FX reserve data on a 
timely, high-frequency basis (Brazil, India, Russia and 
Thailand).  Reserves had been rising steeply in these 
countries through July as a reflection of very strong net 
capital inflows.  Reserves leveled off in August (but did not 
decline); they have resumed a strong upward move through 
September.  Note that these developments contrast 
dramatically with liquidity conditions prevailing in the U.S. 
asset-backed commercial paper market, which has suffered 
from a withdrawal of capital by short-term investors 
reminiscent of emerging market crashes in 1994-95, 1997-98 
and 2001 (Chart 4). 

 
 

 
Another factor suggesting that the fallout from recent 

turmoil for most key emerging markets will be limited is the 
renewed broad strength in commodity prices.  This is both a 
sign that global growth is holding up, as well as a direct 
ingredient into the external health of important commodity-
producing emerging economies. 

 
Given all the recent turmoil, there are (as always) 

significant risks around these forecasts.  While the risks are 
two-sided, the skew is to the downside (i.e. the risk of a 
much worse outcome outweighs the risk of a much better 
outcome).  Our presumption that central bank action to date 
has been enough to ward off a serious downward financial 
spiral may simply be wrong:  more shoes may drop as 
strained financial institutions are forced to recognize losses. 

 
From an emerging market perspective, there are three 

other key risks to highlight: 
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• The risk of excessive asset price appreciation.  
Emerging market currencies have generally appreciated 
and currencies have strengthened in recent weeks, 
largely in response to optimism that the Federal Reserve 
will do whatever is necessary to avoid a liquidity crunch.  
With investor faith in emerging market resilience 
improved by their ability to hold up through August, it is 
possible that flows will strengthen by far more than we 
envisage in 2007Q4 and 2008, pushing EM asset prices 
up excessively.  Regional real effective exchange rates 
have already appreciated significantly in recent months 
(Chart 5), and local equity market price-earnings ratios 
are generally no longer that cheap (Chart 6).  Excessive 
flows and/or asset price appreciation in coming months 
could set a number of key emerging markets up for a 
hard landing later in 2008 or in 2009.  

 

• Growing inflation concerns resulting, in part, from 
booming commodity prices.  The current global 

environment has rapidly become a very favorable one 
for many emerging economies in the past few weeks, 
thanks to a combination of easier U.S. monetary policy, 
rebounding global equity markets, and strong 
commodity prices.  The breadth of recent commodity 
price strength is most notable, since it is spread across 
oil, food, metals and even extends to shipping rates.  So 
far, expectations about inflation in the major countries 
remain benign.  Should inflation measures begin to 
move up sharply, however (especially in the United 
States), then this could lead to another rapid regime shift 
in global financial markets. 

 
• A disorderly environment for the dollar.  The pattern 

of recent developments is positive for the continued 
narrowing of external imbalances.  The credit shock has 
been centered on the United States and seems likely to 
weaken U.S. consumer demand somewhat.  By contrast, 
financial conditions remain generally favorable 
elsewhere, which should promote demand abroad.  
Progress in reducing the U.S. current account deficit 
should thus continue into 2008 (Chart 7).  One concern, 
however, is that the recent easing by the Fed has led to a 
broad decline in the dollar, that could become more 
disorderly if foreign confidence in U.S. asset markets 
were eroded further.  A substantial portion of the 
financing of the U.S. current account deficit has been 
provided by credit flows into asset-backed securities—
the very flows that have suffered the most in recent 
weeks.  Another dollar-related concern is that U.S. 
adjustment to date has been concentrated against 
countries and currencies in the rest of the Americas and 
Europe (Chart 7 and Table 3).  Looking ahead, more is 
needed against Asia, where external surpluses have 
actually risen in the past year.  If this were to begin to 
happen, this could encourage Asian investors in U.S. 
assets (where the holdings are huge) to look to hedge, 
which could accelerate the dollar’s decline. 

 
 

Chart 7:  Current Account Balances
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Outlook for Capital Flows by Region 

 
Net private flows to Emerging Europe have moved 

ahead of those to Emerging Asia in 2007, and this is 
expected to persist into 2008 despite a modest slowdown 
due mainly to smaller inflows of acquisition-related 
borrowing by state-owned Russia companies and more 
limited foreign financing for Russian banks (Table 4).   

 

Table 3
Emerging Market Economies' Current Account Balance
billions of U.S. dollars

2005 2006 2007e 2008f

Current account balance 274.1 380.2 419.5 374.0

  Latin America 41.1 51.6 26.5 8.7
  Emerging Europe 35.8 23.7 -45.2 -139.2
  Africa/Middle East 16.2 14.8 15.0 15.8
  Emerging Asia 181.0 290.1 423.2 488.6

Current account balance
    (% of GDP) 2.9 3.5 3.2 2.4

  Latin America 1.7 1.9 0.8 0.2
  Emerging Europe 1.9 1.0 -1.6 -4.1
  Africa/Middle East 3.2 2.6 2.4 2.3
  Emerging Asia 4.0 5.5 6.4 6.1

e = estimate, f = IIF forecast

Financing needs will grow as Russia and Ukraine slip 
from current account surpluses into growing deficits while 
already outsized deficits increase further in Bulgaria and 
Romania.  Including borrowing from parents, FDI inflows 
look likely to continue to account for more than 40 percent 
of the aggregated net inflows of private foreign capital, 
helping to limit near-term financial risk.  Inflows of portfolio 
equity investment should be buoyed next year by IPOs for 
several state-owned banks and companies in Turkey and 
Russia.  Carry trade related inflows should remain strong 
where domestic interest rates are already high—as in 
Hungary and Turkey—and where further hikes are likely to 
be necessary to contain inflation. 

 
Emerging Asia’s current account surplus is almost all 

accounted for by China.  Excluding China, the regional 
current surplus would be $43 billion in 2007 and $39 billion 
in 2008 (Table 6).  Strong equity flows provide substantial 
additional resources, implying the need for Asian 
policymakers to continue to accumulate vast foreign 
exchange reserves, unless they suddenly become more 
willing to allow their currencies to appreciate substantially 
further. 

 
There has been a surge in equity-related inflows into 

India in recent months—both FDI and portfolio equity. 

Table 5
Emerging Europe:  External Financing
billions of U.S. dollars

2005 2006 2007e 2008f

Current account balance 35.8 23.7 -45.2 -139.2

External financing, net:

  Private flows, net 204.1 234.0 276.1 274.2

    Equity investment, net 48.1 52.7 62.6 74.8
      Direct investment, net 45.3 49.6 60.8 64.9
      Portfolio investment, net 2.7 3.1 1.8 10.0

    Private creditors, net 156.0 181.3 213.5 199.4
      Commercial banks, net 85.4 100.2 118.2 89.8
      Nonbanks, net 70.7 81.2 95.3 109.6

  Official flows, net -28.9 -28.4 -6.2 -1.9
    IFIs -7.5 -3.8 -3.6 0.3
    Bilateral creditors -21.4 -24.6 -2.7 -2.2

 Resident lending/other, net1 -94.6 -100.4 -86.9 -73.2

  Reserves (- =  increase) -116.5 -128.9 -137.7 -60.0

e = estimate, f = IIF forecast
1Including net lending, monetary gold, and errors and omissions.

Table 4

billions of U.S. dollars

2005 2006 2007e 2008f

Private flows 519.6 572.8 620.3 593.1

  Latin America 70.0 52.6 106.0 88.1
  Emerging Europe 204.1 234.0 276.1 274.2
  Africa/Middle East 25.0 25.8 29.8 33.6
  Emerging Asia 220.5 260.5 208.3 197.2

Official flows -64.2 -65.0 3.3 9.5

  Latin America -28.5 -23.7 5.5 5.5
  Emerging Europe -28.9 -28.4 -6.2 -1.9
  Africa/Middle East -1.7 -9.6 -2.5 0.1
  Emerging Asia -5.1 -3.3 6.6 5.8

e = estimate, f = IIF forecast

Financial Flows to Emerging Market Economies by Region, 
Net
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Equity-related flows will average $40 billion in 2007-08, 
more than double the average of 2005-06.  While 
encouraging as a sign of foreign investor optimism in India, 
these flows have presented the authorities with a few policy 
headaches in recent months (e.g. a strong rupee and rapid 
domestic liquidity growth) and these problems do not seem 
likely to go away quickly. 

 
 
Brazil dominates Latin American trends.  The region 

should experience significant erosion in its current account 
surplus in 2007, despite still buoyant terms of trade (Table 7).  
Two factors account for this decline.  First, domestic demand 
is strengthening across the region (helped by the lower local 
cost of capital), and this boosting import demand.  Second, 
significant real currency appreciation is biting into 
competitiveness (Chart 5).  Carry trade flows, especially 
into Brazil, should remain robust.  With the central bank 
signaling a pause in its easing process just as the Fed 
enters one of its own, conditions for a resumption of 
strong carry trade flows have developed in recent weeks 
(Box 3).  Net flows from official sources have turned positive 
once again and are likely to remain so in 2008, as the heavy 
prepayments made to the IMF in 2005-06 are now complete. 

 
Financing flows to our sample of five African/Middle 

East countries exhibit the greatest stability of any 

Table 6
Emerging Asia:  External Financing
billions of U.S. dollars

2005 2006 2007e 2008f

Current account balance 181.0 290.1 423.2 488.6

External financing, net:

  Private flows, net 220.5 260.5 208.3 197.2

    Equity investment, net 132.7 127.7 114.7 116.0
      Direct investment, net 94.0 86.1 85.2 88.5
      Portfolio investment, net 38.7 41.6 29.5 27.5

    Private creditors, net 87.9 132.8 93.7 81.2
      Commercial banks, net 52.1 86.9 59.4 45.7
      Nonbanks, net 35.8 46.0 34.2 35.5

  Official flows, net -5.1 -3.3 6.6 5.8
    IFIs -2.8 -6.6 2.2 2.4
    Bilateral creditors -2.2 3.2 4.3 3.4

  Resident lending/other, net1 -125.9 -206.2 -150.2 -150.8

  Reserves (- =  increase) -270.6 -341.1 -487.9 -540.8

e = estimate, f = IIF forecast
1Including net lending, monetary gold, and errors and omissions.

regional group1.  The region is projected to enjoy a solid 
current account position, helped by favorable terms of trade 
(Table 8).  Behind this total, Algeria’s current account 
surplus is huge ($28 billion, or 22.4 percent of GDP, in 
2007), while South Africa’s current account deficit is large, 
but stable ($17 billion, or 6.1 percent of GDP, in 2007).  
Financing flows to South Africa are strong, and withstood 
recent market volatility well (as did the rand).  Although 
gold accounts for a small proportion of both goods 
production and exports, the recent buoyancy of precious 
metals prices—particularly platinum—(which seems set to 
last into 2008) has helped boost equity-related inflows. 

 
 

Outlook for Major Components of Capital 
Flows 

 
Direct Investment: Down from the peak 

 
Prospects for foreign direct investment remain solid.  IIF 

projections show net FDI flows picking up from $167 billion 
in 2006, to an expected $213 billion in 2007, and a projected 
$223 billion in 2008.  The estimate for 2007 has been revised 
up from $193 billion since May. 

Table 7
Latin America:  External Financing
billions of U.S. dollars

2005 2006 2007e 2008f

Current account balance 41.1 51.6 26.5 8.7

External financing, net:

  Private flows, net 70.0 52.6 106.0 88.1

    Equity investment, net 52.2 29.7 59.8 58.2
      Direct investment, net 47.1 24.9 49.8 49.2
      Portfolio investment, net 5.1 4.7 10.0 9.0

    Private creditors, net 17.8 22.9 46.2 30.0
      Commercial banks, net 8.6 13.7 12.3 9.1
      Nonbanks, net 9.2 9.2 33.9 20.9

  Official flows, net -28.5 -23.7 5.5 5.5
    IFIs -27.5 -21.8 3.2 3.6
    Bilateral creditors -1.0 -1.9 2.4 1.9

 Resident lending/other, net1 -52.9 -30.2 -42.9 -35.5

  Reserves (- =  increase) -29.7 -50.3 -95.2 -67.0

e = estimate, f = IIF forecast
1Including net lending, monetary gold, and errors and omissions.

1Algeria, Egypt, Morocco, South Africa and Tunisia.  Note that our sample 
does not include the GCC countries. 
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Expressed as a share of GDP, however, net FDI flows 

have slipped from their highs in the late 1990s when the 
privatization boom in emerging economies (especially in 
Latin America) was at its peak (Chart 8).  A similar picture 
is true when FDI inflows are expressed as a share of gross 
domestic investment, where the ratio is projected to fall 
below 6 percent in 2008, down from a peak of about 12 
percent in 1999. 

Table 8
Africa/Middle East:  External Financing
billions of U.S. dollars

2005 2006 2007e 2008f

Current account balance 16.2 14.8 15.0 15.8

External financing, net:

  Private flows, net 25.0 25.8 29.8 33.6

    Equity investment, net 21.4 19.2 28.1 28.3
      Direct investment, net 14.2 6.6 17.1 20.7
      Portfolio investment, net 7.2 12.6 11.0 7.6

    Private creditors, net 3.6 6.5 1.7 5.3
      Commercial banks, net -0.3 1.6 -1.4 1.3
      Nonbanks, net 3.9 4.9 3.2 4.0

  Official flows, net -1.7 -9.6 -2.5 0.1
    IFIs -0.8 -0.8 0.1 0.5
    Bilateral creditors -0.9 -8.8 -2.7 -0.4

  Resident lending/other, net1 -14.0 2.7 -7.0 -10.2

  Reserves (- =  increase) -25.5 -33.7 -35.3 -39.3

e = estimate, f = IIF forecast
1Including net lending, monetary gold, and errors and omissions.

One factor lowering net FDI flows as measured in the 
IIF database is that net outward FDI by companies domiciled 
in emerging economies is counted as negative net inward 
FDI (Box 3, for more details).  In recent years, there has been 
rise in such outward FDI.  For example, the IIF measure of 
net FDI flows into both Brazil and South Africa in 2006 was 
substantially reduced by sizeable external acquisitions of 
foreign businesses by companies based in those countries. 

 
Solid profit growth across most emerging economies 

provides a supportive backdrop for foreign direct investment 
(as well as portfolio equity investment).  Another important 
factor boosting flows is the rise in real commodity prices, 
especially oil prices.  Net FDI into our sample of five Middle 
East/African economies is projected to top $20 billion in 
2008, up from an average of $5.5 billion in 2002-05.  Net 
FDI in Russia is forecast to be $9 billion, compared to an 
average net outflow of about $200 million in 2002-05. 

 
One of the most important recent FDI developments has 

been the rise in flows to countries where net inflows had 
previously been conspicuously weak, especially India and 
Turkey.  In 2008, net inflows of FDI are projected to be $19 
billion to these countries.  The buoyancy of flows to India 
and Turkey reflects the pay-off from reform efforts that 
have fostered a more open, FDI-friendly investment 
climate.  Moreover, previous FDI weakness means that these 
countries have a considerable way to go before cumulative 
FDI/GDP ratios match those seen in other regions, especially 
in Latin America (Chart 9). 

Partly buoyed by sizeable flows into Turkey, net FDI 
into Emerging Europe remains largest relative to GDP of any 
of the main emerging market regions.  In 2008, net FDI 
flows into the IIF sample of nine Emerging European 
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countries are projected to total about $65 billion, or 1.9 
percent of combined regional GDP.  Flows into Latin 
America and Emerging Asia are projected to total 1.1 percent 
of their respective regional GDPs in 2008.  The vigor of these 
FDI flows represents a continuation of a stock adjustment 
process as capital is redeployed from the West to the East, and 
is providing an important means of financing the region’s large 
current account deficits.   

 
As has been the case since 1989, China will be the 

largest absolute recipient of FDI flows both this year and 
next.  On a net basis, Chinese flows have leveled off in 
recent years, however.  This development reflects two 
factors.  First, Chinese companies have become increasingly 
significant FDI investors abroad (Box 3).  Second, China is 
no longer the investment bargain that it seemed to be a few 
years ago.  The currency has appreciated somewhat.  But, 
more significantly, there has been a burst of asset price 
inflation which has raised the cost of both greenfield and 
M&A-related FDI. 

 
As previously noted, one of the most significant FDI 

developments of recent years has been the relative weakness 
in FDI flows to Latin America.  This is somewhat surprising 
in view of the recent buoyancy of commodity prices, which 
might have been expected to attract more investment to the 
region.  To an extent, this relative weakness reflects policy 
changes.  The FDI climate has become materially less 
favorable in Argentina, Ecuador and Venezuela in recent 
years leading to virtually no net inflows.  This is projected to 
continue into 2008 (Chart 10).   

Net flows to other countries in the region have been 
substantial, but remain below the peak of the late 1990s.  
This is somewhat disappointing, and may be partly a 
consequence of the relatively slow pace of the reform effort 
in some key countries in the region.  It also reflects the fact 
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that the stock of FDI assets in Latin America (scaled by 
GDP) is already large relative to that of other regions: in a 
sense, much of Latin America was “globalized” quickly 
and early.  Indeed, the regional corporate sector is now far 
healthier, and is thus better placed both to fund investment 
spending locally, as well as invest abroad on its own account.  
Net inward FDI accounted for about 16 percent of total 
domestic investment spending in the period 1997-2001.  By 
2008, this share is projected to fall to about 9 percent.  
 
Portfolio Equity Investment: Rich valuations could be 
stretched further 
 

Portfolio equity flows into emerging economies remain 
substantial, and are expected to reach $54 billion in 2008, up 
about $2 billion from the likely outturn in 2007. 

 
Net inflows have slipped somewhat in 2007, to $52 

billion, from $62 billion, net, in 2006.  As with FDI, these 
inflows are reported net of outflows (i.e. the acquisition of 
foreign portfolio equity by institutions or individual resident 
in emerging economies), and such net outflows have 
strengthened in the past year, especially from Asia.  Four 
countries (Brazil, China, India and South Africa) account for 
about $70 billion on net inflows in 2007 (i.e. more than 100 
percent of the total).  Other countries thus combine to show 
net outflows, with Korean net outflows in 2007 likely to be 
the largest ($25 billion), followed by Poland ($4 billion) and 
Chile ($3.5 billion), as investors there diversify their 
portfolios. 

 
Equity valuations in many emerging economies are 

high by historic standards, but these need to be seen 
against the backdrop of two important developments integral 
to any standard model of equity pricing.  First, there has been 
a large decline in the long-term real discount rate to be 
applied to future earnings growth in most emerging 
economies over recent years, as illustrated by the huge drop 
in bond yield spreads.  Lower long-term real rates justify 
higher earnings multiples.  Second, the reduction in 
emerging market growth (and financial market) volatility 
justifies a reduction in the equity risk premium. 

 
While these valuation issues are important, emerging 

equity markets are liable to remain heavily driven by 
momentum.  In both Latin America and Emerging Asia, 
aggregate equity market indices generally rise when net 
portfolio inflows are accelerating (Chart 13; note that the 
relationship is statistically robust in Emerging Asia, but not 
so in Latin America).  Since net portfolio equity inflows are 
projected to accelerate slightly in 2008, it would not be 
surprising to see emerging market equity prices push to new 
highs. 
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Box 2: Carry Trades 
 
The growing development of local markets in emerging 

markets, low interest rates in Japan (and some other major 
countries), and the impressive resilience of many emerging 
market currencies have made carry trade strategies 
attractive and highly profitable for many investors, 
especially hedge funds able to leverage their bets. 

 
Many investors adopt carry trade strategies by 

borrowing a low yielding currency from within a region 
(such as the Czech crown or Chilean peso) and investing in 
a higher yielding currency in the same region (e.g. 
Hungarian forint or Brazilian real).  In theory, at least, this 
provides a degree of insulation against regional shocks 
(e.g. an EU institutional development or a general fall in 
commodity prices). 

 
One concern ahead of recent turmoil was how resilient 

these positions would be in the face of increased market 
risk. As has been seen in a number of areas of the 
structured credit business in recent months, popular 
strategies can suffer from problems of illiquidity when all 
investors rush to unwind positions at the same time. In the 
week ahead of the Fed’s discount rate cut on August 17, 
there were signs of widespread and dramatic unwinds in 
carry trades, as reflected in key cross rates (Chart 11). 
Since the Fed eased, however, carry trades appear to have 
been reestablished—a development highlighted by the 
relative weakness of the yen. 

 
Given this recent price action in the yen, foreign 

investors remain very involved in the carry trade, funding 
themselves in yen. Japanese investors also retain a healthy 
appetite for foreign investing, as reflected by the success 
of EM local market bond funds in Japan. Another 
indication of the Japanese penchant for carry trades is the 
regularity of issuance of so-called Uridashi bonds: foreign 
currency denominated bonds sold into the domestic 
Japanese market. In the late 1990s, there was very heavy 
Japanese investment in East Asia. Issuance of Uridashi 

bonds has been concentrated in the currencies of 
Australasia (AUD and NZD), however, underlining that 
this has been the bias of Japanese investors in the more 
recent period (and not Latin America, for example). The 
other favorite destination of Japanese investors is South 
Africa (Chart 12). 
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Non-bank Private Sector Debt Flows: Steadied by the 
Fed 
 

When recent global financial turmoil was at its greatest 
in August, it seemed that there could be a sizeable outflow of 
capital sparked by sales of marketable (local and external) 
debt securities by non-bank private investors, as well as a 
significant unwind in carry trade positions (short-term 
positions in local emerging market instruments funded by 
short-term borrowing in a low-yielding foreign currency; 
Box 2).  The aggressive action of the Federal Reserve in 
cutting the discount rate and, later, the Fed funds rate helped 
stem these pressures. 

 
As a result, we expect debt-related flows from non-

bank private sector sources to remain steady in 2008, at 
$170 billion, about the same as 2007 ($167 billion).  These 
flows have been dominated by flows to Emerging Europe, 
and this should be expected to persist in 2008:  about 2/3 of 
total flow is destined for Emerging Europe ($110 billion), of 
which $42 billion is projected for Russia mainly bond issues 
by domestic banks and corporations.  Flows to other 
countries in Emerging Europe are also expected to remain 
substantial, reflecting mainly continued large intercompany 
flows and investor expectations of continued convergence 
between local fixed-income markets in a number of countries 
such as Turkey, Hungary and Poland with those in the West. 

 
The shares of the total accounted for by net flows to 

Latin America (10 percent, or $16 billion) and Emerging 
Asia (21 percent, or $34 billion) are well down from their 
levels in the late 1990s.  While investors looking for debt 
securities in those regions may still have a healthy appetite, 
borrowers there have a much-diminished need (and/or 
preference) for external finance. 

 

Chart 13:  Changes in Net Portfolio Equity Flows and RegionalEquity 

While the overall annual total of non-bank flows may 
not be much affected by recent turbulence, there has been a 
major impact on bond issuance in international markets by 
emerging market borrowers, which has slumped since July.  
As a result, Q3 issuance by borrowers in the IIF sample of 
30 countries was the lowest amount since 2002Q4 (Chart 
14).  A weak July and August was to be expected for 
seasonal reasons.  What is interesting was the lack of any 
significant revival in September (international bond issuance 
in September was a paltry $7.4 billion, bolstered by the debut 
issue of $750 million for Ghana).  Three points should be 
noted.  First, this drop in overall international bond issuance 
has come despite overall sovereign bond spreads tightening 
back towards historic tight levels (contrast with the issuance 
slump of 2002Q4; Chart 14).  This reflects the availability of 
finance for borrowers in other markets, especially local 
markets.  Second, the Q3 slump came after record issuance 
in Q2, implying some degree of prefinancing.  Third, an 
extended slump would be worrisome, especially for 
corporate borrowers in Russia.  Implicit in the non-bank 
private sector flow assumption discussed above is a rebound 
in corporate issuance to levels more in line with the average 
of 2005-06 (about $10 billion per month), than the $2.5 
billion average of the past 2 months. 
 

Commercial Bank Lending: Entering a Retrenchment 
Phase  
 

Commercial bank lending to emerging economies is 
the component of private capital flows most likely to be 
reduced by recent financial turmoil in the year ahead.  
Indeed, our projections show that net flows from banks are 
likely to fall quite sharply in 2008, to $146 billion, from 
$189 billion in 2007 and a peak of $202 billion in 2006.  
This projected $43 billion decline is likely to be spread 
across regions, but concentrated in a number of countries: net 
flows to Brazil and Korea are forecast to drop by $12 billion, 
while net flows to Russia are projected to be down a sizeable 
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$26 billion following a jump in 2007 to fund a number of 
acquisitions by large state-owned energy sector companies.  
For commercial banks as a whole, the current reduction in 
net lending flows would be the third retrenchment phase of 
the last thirty years (Chart 15).  The previous two—1981-
1988 and 1997-2003—were abrupt at the outset and 
extended in duration.  The current phase is so far shaping up 
a little differently, with flows to emerging markets 
moderating without (so far) any obvious stresses. 

 
 

The projected reduction in net bank lending reflects a 
combination of three factors.  On the one hand, demand for 
borrowing from banks has declined.  In Korea, for example, 
local banks borrowed heavily from banks abroad in 2006, but 
had pulled back from such carry trades through 2007, even 
before the outbreak of U.S. subprime difficulties in the 
middle of July (this retrenchment is projected to continue 
into 2008).  On the other, banks themselves have become far 
more cautious, especially since the onset of recent turmoil.  
Part of this downturn has been a drop in lending for 
acquisition.  Lending to Russia has been especially restrained 
by this effect.  A final factor that will come into play in 
coming months will be the balance sheet constraints that 
banks in the major money centers are faced with across the 
board as they are required to expand their assets rapidly as a 
result of commitments to fund both LBOs and asset-backed 
conduits and SIVs.  This will reduce credit availability to all 
borrowing, emerging market borrowers included. 

 
Despite this retrenchment phase, some countries are 

projected to remain heavily dependent on borrowing 
from commercial banks in 2008.  Most notably, flows to 
Emerging Europe, excluding Russia are projected to 
remain at $60 billion in 2008—a similar amount to both 
2006 and 2007.  Most of this reflects borrowing from 
foreign parent banks to fund the expansion in local bank 
lending. 

“XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX
XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX
XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX
XXXXXXXXXXXXXXXXXXXXx.” 

Official Flows: Prepayments Diminish 
 
For the first time in six years, net inflows from official 

creditors were positive in 2007, and this trend should be 
expected to persist in 2008.  That said, the amounts are very 
small, reflecting the diminishing role in recent years of the 
official sector in the process of financing high and middle-
income emerging market economies. 

 
Official money for the middle-income countries comes 

in two forms.  Relatively modest, but steady long-term 
amounts are provided by multilateral development banks and 
export credit agencies, as part of their regular business 
activities.  Since the mid-1990s, however, far more 
substantial amounts have been provided and then repaid in 
the form of short-term emergency balance of payments 
packages, and it is these that dominated net official flows 
between 1995 and 2006.  Net outflows to official sector 
agencies were especially large in 2005-2006, as there were 
substantial prepayments of emergency finance by a number 
of countries, especially to the IMF by countries in Latin 
America and to the Paris Club by countries in Emerging 
Europe (Chart 16).  Although not in our 30 country sample, 
Nigeria cleared $18 billion with the Paris Club in April 2006 
(mostly interest arrears). 

For now, however, the pattern of net official flows has 
returned to a more traditional state of affairs, and significant 
pre-payments do not seem on the cards for 2008.  The only 
country with a substantial amount of emergency financing 
outstanding is Turkey, where the IMF program comes up 
for renewal in April 2008.  It seems most likely that this 
program will be renewed, and that Turkish net repayments to 
the Fund will continue at a steady, rather than accelerated, 
pace. 

 
By region, Latin America and Emerging Asia are 

projected to be net recipients of official finance in 2008 (both 
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Box 3: FDI and Portfolio Equity Outflows 
from Emerging Economies 

 
The IIF presentation of the capital account focuses on 

external flows by source (as distinct from destination).  
Debt flows into and out of an emerging economy have 
always been tracked separately: the net change in debt-
related liabilities is measured by creditor source; the net 
change in debt-related assets is divided into either resident 
lending abroad or FX reserves. 

 
By contrast, equity-related flows are measured on what 

might be called a “net-net” basis. Net inflows of FDI (i.e. 
the acquisition of FDI assets in the emerging economy by 
non-residents) are offset by net outflows of FDI (i.e. the 
acquisition of FDI assets in another country by firms based 
in the given emerging economy).  The same “net-net” 
treatment is applied to portfolio equity flows. Moreover, it 
is these “net-net” equity flows (both FDI and portfolio) that 
enter our calculation of overall private sector net capital 
flows. 

 
When net equity outflows from emerging economies 

were modest, this approach made little difference.  Now, 
however, equity outflows have increased significantly, and 
the result is that the IIF aggregate private sector flows 
series increasingly underestimates the “true” number: i.e. 
the series that would result if debt and equity were treated 
on a common basis, with net inflows and net outflows 
separately identified. 

 
In an effort to measure this bias, we have collected FDI 

data for nine large emerging economies, for which we 
believe the decomposition of the data to be robust 
(Argentina, Brazil, Chile, Mexico, China, India, Russia, 
South Africa and Turkey).  These countries account for 
about two-thirds of the (“net-net”) FDI flows in our 30 
country sample over the period 2002 to 2006.  For these 
countries combined, there has been a sharp rise in net 
outflows of FDI that have served to offset the increase in 
inflows (Chart 17). 

 
Taking 2006 as an example, the IIF estimate of net 

private flows of $573 billion for that year includes an 
estimate of “net-net” FDI for these nine countries of $103 
billion. If net FDI outflows were measured separately from 
net FDI inflows, however (as is shown in the chart), the net 

private flow number would have included a net FDI inflow 
estimate of $186 billion, pushing the net private sector 
capital inflows estimate up to $656 billion.   

 
For portfolio flows, we have separate net inflows and 

net outflow data for seven countries (Brazil, Korea, China, 
Russia, Turkey, South Africa and Chile; Chart 18).  In 
2006, “net-net” portfolio inflows into these seven countries 
totaled $44 billion (out of a total of $62 billion for our full 
30 country sample.)  Net portfolio inflows totaled $65 
billion, however, while net portfolio outflows (i.e. net 
purchases of foreign equity by local investors) were $21 
billion.  Korea ($15 billion) and Chile ($3 billion) were the 
largest buyers of foreign equities.  
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$6 billion each).  Africa, Middle East and Emerging Europe 
are expected to make very small combined net repayments. 
 
Emerging Markets as a Source of External Finance 
 

Emerging markets remain significant net capital 
exporters.  Large current account surpluses, combined with 
the sizeable inflows of funds discussed, above mean that, in 
aggregate, emerging markets are significantly over-financed.  
This excess financing is deployed, on the one hand, by 
official agencies in the form of foreign exchange reserve 
accumulation and, on the other, by an increase in net lending 
abroad by residents of emerging economies. 

 
In 2008, we expect FX reserve accumulation to continue 

at a very rapid pace ($707 billion, versus $756 billion in 
2007).  Lending abroad by EM residents other than reserve 
management agencies is likely to be $270 billion in 2008, 
down from $287 billion in 2007.  By the end of 2007 the 
total FX reserves of our sample of 30 emerging economies 
($3.46 trillion) will, for the first time, exceed total external 
debt ($3.36 trillion). 

 
A number of factors are promoting this acquisition of 

external assets by emerging market investors: 
 
• A healthy diversification of risk.  For small-open 

economies, the promotion of external investments can be 
a very healthy way to diversify risk.  As more emerging 
economies build private pension funds, for example, it 
will become increasingly important that these funds are 

 Questions or comments regarding this report may be directed to Philip Suttle or Catalina Krauss  
via telephone (202-857-3639), fax (202-775-1430), or e-mail (CKrauss@iif.com). 

 
 
 

 Emerging Asia  Latin America  Emerging Europe Africa/Middle East 
 China Argentina  Bulgaria   Algeria 
 India Brazil   Czech Republic  Egypt 
 Indonesia Chile   Hungary   Morocco 
 Malaysia Colombia  Poland   South Africa 
 Philippines Ecuador   Romania  Tunisia  
 South Korea Mexico   Russian Federation 
 Thailand Peru   Slovakia 

  Uruguay   Turkey 
  Venezuela  Ukraine 

allowed to diversify internationally in order to hedge 
against shocks that might severely damage both the local 
economy and the health of government finances. 

 
• The lifting of outward FX controls.  There has been a 

notable trend towards relaxation in previously quite tight 
controls on capital outflows by a number of key 
emerging markets in recent quarters (Brazil, China, 
South Africa). 

 
• The emergence of sovereign wealth funds.  Sovereign 

wealth funds come in two forms: those tied to 
commodity earnings; and those deploying more general 
excess saving in the economy.  Commodity-related 
funds are understandably seeing a major boost to their 
investible resources.  China’s new SWF—the China 
Investment Corporation—will begin its operations in 
2007Q4. 

 
• Resistance to currency appreciation.  If currencies of 

emerging market countries were allowed to float freely 
then, by definition, FX reserve accumulation would be 
zero.  The persistent accumulation of massive FX reserves 
by emerging economies to levels that are now, in most 
cases, well above that needed for prudent self-insurance, 
is thus an indication of official sector unwillingness to 
accept the currency outcome that would be generated by 
the balance of all other flows.  This is most conspicuously 
the case for China, where we project FX reserves to rise 
by a further $437 billion in 2008, which would be a 
continuation of the recent monthly pace. 


