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Global financial conditions have improved substantially since July 2012, a 

reflection of the cumulative steps taken by high-income countries’ central banks. 

Major monetary policy announcements by the European Central Bank in the 

third quarter of 2012 led to a marked decline in borrowing costs and the cost of 

insuring against sovereign default (as measured by sovereign CDS rates) in high

-spread Euro Area countries. Together with measures to increase liquidity in the 

United States (QE3) and Japan, the easing of the risk environment in Europe 

contributed to a drop in CDS rates in developing countries. 
  

Gross capital flows to developing countries, which weakened in mid-2012 

due to Euro Area turmoil, bounced back in the second half of the year.  
Gross capital flows—international bond issuance, cross-border syndicated bank 

loans and equity placements—to developing countries reached their highest 

monthly total since 2007 in September 2012. Flows for whole year totaled $531 

billion, 17 percent above the 2011 level. The year-end figure was bolstered by 

stronger bond issuance mainly by investment grade borrowers. Increased bond 

issuance partly compensated for the weakness in bank lending and accounted for 

more than half of cross-border debt flows in 2012.  
 

Syndicated bank lending has shown some tentative signs of recovery since Au-

gust 2012, perhaps reflecting less intense Euro Area deleveraging. Intense delev-

eraging by international banks since the beginning of the crisis mostly cut into 

lending for acquisitions and trade finance purposes in developing countries.  
 

Foreign direct investment (FDI) inflows to developing countries are ex-

pected to have declined slightly in 2012 following increased uncertainty in 

global financial markets. The impact of the uncertainty was comparatively pro-

found for high-income economies, where FDI inflows were almost halved. The 

relative resilience of  FDI in developing countries mostly reflects the stable re-

invested earnings and intra-company loans. As a result, the trend rise in the 

share of developing countries in global FDI inflows reached its highest level at 

45 percent in 2012.  
 

Gross capital flows have remained strong so far in 2013, with January and 

February flows 47 percent higher than in the same period in 2012. Develop-

ing-country international bond issuance was especially strong in January at 

$36.9 billion, which was the largest monthly volume on record.  
 

Global equity markets have continued to gain value in 2013 with close to record 

peaks in the United States. Stock market indexes in Indonesia, Malaysia, Philip-

pines, Thailand, and Vietnam reached record highs this year. 
  

The level of net capital flows going to developing countries is set to rise 

through 2015. After declining by an estimated 9 percent in 2012 to $1 trillion 

(4.1 percent of developing countries’ aggregate GDP), net capital inflows to the 

developing world are expected to increase to $1.35 trillion by 2015. Relatively 

better medium-term growth prospects and improved risk profiles vis-à-vis high 

income economies will contribute to the increase. While the accommodative 

monetary stance in major high-income countries is expected to support capital 

flows to developing countries in the near-term, continued uncertainties related to 

the Euro Area debt crisis and fiscal challenges in the United States and Japan are 

likely to generate volatility on the way.  
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Recent developments in financial markets 

Global financial market conditions have 
improved significantly since mid-2012 following 
decisive actions by the European Central Bank 
(ECB), U.S. Federal Reserve, and to a lesser 
degree Japan 

The announcement of the ECB’s intention to  
defend the euro in late July and subsequent the 
launch of the institution’s bond-buying program, 
together with and the Federal Constitutional 
Court of Germany’s favorable ruling on the 
European Stability Mechanism in September, 
have lowered the risk of an acute European crisis 
(box 1). September also marked the start of the 
third round of quantitative easing (QE) by the 
U.S. Federal Reserve, under which the central 
bank will purchase $40 billion per month in 
mortgage-backed securities. A few days later, 
the Bank of Japan added ¥10 trillion ($129 
billion) to its asset purchasing program.  

Since July 2012, yields of high-spread Euro Area 
sovereigns have narrowed substantially and 
financial markets’ assessment of risk has 
improved considerably. The cost of insuring 
against sovereign default on high-spread 
European countries has also fallen sharply. 
Credit default swap (CDS) rates for most high-
income countries are now below their January 
2010 levels (prior to the initial bout of Euro Area 

tensions). Rates for developing countries have 
declined an average of 54 basis points since the 
end of June, with the largest declines recorded 
for developing European economies (figure 1). 
Romania, Ukraine, and Venezuela experienced 
the largest improvement in CDS rates—although 
Argentina was a market exception.  

The reduced likelihood of an acute European 
crisis and increased global liquidity contributed 
to a recovery in global equity markets in the 
second half of 2012. After losing about 10 
percent of their value between mid-March and 
mid-May, stock markets in developing countries 
experienced a full-year gain of 13.9 percent; 
markets in developed countries rose by 12.7 
percent (figure 2).  

Developed country equity market index has 
continued to gain value in 2013 with a 9.3 
percent year-to-date increase as of mid-March. 
The benchmark S&P 500 index for the United 
States approached its historic high reached in 
2007 as improving economic data reports 
signaled that the U.S. economy is gaining 
momentum. In contrast, investor appetite in 
Europe was less robust due to the weak 
economic outlook.  

The gain in developing country equity market 
index has been limited in 2013, with only a 0.6 
percent year-to-date increase. The limited 

Figure 2.  Global equity markets have rebounded 
since June 2012  

Source: Bloomberg. Last observation is March 12 2013. 
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Figure 1.  Developing country CDS rates have tight-
ened as risk aversion eased  

Source: Bloomberg and World Bank. Last observation is 
March 12 2013. 
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Box 1. Recent developments in the Euro Area  

Policy responses to the Euro Area’s sovereign debt crisis response progressed significantly during the second half 
of 2012. As of mid-July, markets reflected growing uncertainty surrounding several key events scheduled for the 
first half of September, while investors worried that thin August markets would provide limited opportunity to 
hedge against possible downside risks. 

Market concerns eased significantly, however, when ECB president Mario Draghi delivered a forceful speech in 
London on July 26th, in which he stated that “the ECB is ready to do whatever it takes to preserve the euro.” This 
was followed by a decision at the ECB Governing Council meeting on September 6th to introduce a new facility 
for Outright Monetary Transactions (OMT). The promise and follow-through actions not only succeeded in calm-
ing nerves, but also contributed to a significant rebound in key markets. Most significantly, 10-year sovereign 
yields for Italy and Spain fell by 148 and 146 basis points between late July and December, to 5.27 percent and 
4.49 percent, respectively  (box figure 1.1).  

In addition to the ECB’s actions, several other positive developments in the latter part of 2012 helped improve 
global financial markets. The German Federal Constitutional Court recognized the legality of the European Sta-
bility Mechanism (ESM), paving the way for the ESM to begin operations in October. This was crucial, as the 
ECB’s OMT will operate alongside a precautionary ESM facility. The solid vote for centrist pro-euro parties dur-
ing Dutch elections had an additional positive market effect. Finally, there has been some progress in a key insti-
tutional reform—the European Commission’s establishment of a single Euro Area bank supervision mechanism. 

By late November, the “Troika” (the ECB, European Commission, and IMF) and the Greek government had 
agreed on a package of measures, including a reduction in rates on bailout loans and suspension of interest pay-
ments for a decade. In December, the Greek government completed a debt buyback program from its private sec-
tor creditors in an effort to cut the country’s public debt level. The country was also cleared to receive a €34.4 
billion loan installment in December 2012.  

In addition, during the EU summit in December 2012, an agreement was largely reached respecting outlines and 
timetables for a Single Supervisory Mechanism (SSM), which will be composed of the ECB and national authori-
ties. While no fixed deadline was included for the ECB to take oversight of specified banks, it would acquire full 
supervisory authority no earlier than March 2014, a slight delay to what was originally envisioned. 

Positive developments in the Euro Area continued during early 2013 with the early repayment of debt by several 
European banks. On January 30th, 278 European banks repaid €137 billion in 3-year loans to the ECB borrowed  
through the first long-term refinancing operation (LTRO) in December 2011. This was followed by the repay-
ment of €61.1 billion in 3-year loan borrowed under the second LTRO on February 22nd. As a result, banks have 
repaid about 21 percent of the €1 trillion in ECB loans provided under the LTRO1 and 2, which is a sign of banks 
becoming less dependent on crisis loans as their access to market funding improved  in recent months. 

Most recently, these trends have reversed partially. Yields on Italian 10-year government bonds rose in late Feb-
ruary due to inconclusive election outcomes. Political uncertainties have raised concerns about the  governments’ 
ability to accept the necessary conditionality to activate the OMT in case it is needed.  

Box figure 1.1. Borrowing costs for Spain and Italy 
declined amid ECB announcements  

Source: Bloomberg. Last observation is March 12 2013. 
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increase in MSCI Emerging Market Index 
reflects weak performance in large developing 
countries. Recent curbs on property markets in 
China and weak GDP growth in Brazil, India, 
and South Africa have all contributed to the loss 
in share values in their respective stock markets. 
Several East Asian countries, however—
Indonesia, Malaysia, the Philippines, Thailand, 
and Vietnam—have seen their stock indexes 
reach record highs in early 2013, helped by 
strong foreign private capital inflows. 

Improved sentiment was accompanied by a 
recovery in gross capital flows to developing 
countries  

Gross capital flows (measured here as 
international bond issuance, cross-border 
syndicated bank loans, and equity placements) to 
developing countries have fluctuated with 
investor sentiment over the past few years 
(figure 3). After rebounding during the first 
quarter of 2012, flows fell by about 40 percent in 
May and remained subdued in June following 
the heightened uncertainty related to the Euro 
Area debt crisis. The inflow in August reflected 
a temporary seasonal lull, however, and capital 
flows to developing countries rebounded 
strongly in the remainder of 2012 as ECB 
measures reduced the perceived probability of an 
acute Euro Area crisis and monetary easing by 
the U.S. Federal Reserve and Bank of Japan 

increased global liquidity. Gross inflows in 
September reached their highest monthly total 
since 2007, while gross flows for 2012 as a 
whole, at $531 billion, were 17 percent above 
the 2011 level.  

Bond issuance by developing countries reached a 
historic high in 2012 at $255 billion, almost 50 
percent higher than last year’s strong flows. 
Issuance between September and November  
was particularly very strong, around $30 billion 
in each month. While corporate issuers in Brazil, 
China, Mexico, and Russia in the financial and 
oil & gas sectors continued to dominate the 
market, there were also several sovereigns and 
developing country corporate borrowers that 
came to the market for the first time, attracted by 
the low borrowing costs that were in turn 
brought about by the environment of 
unprecedented global liquidity and investors’ 
intense search for yield. Bond issuance has also 
been boosted by the relative weakness of bank 
lending and volatility in equity markets (box 2), 
both of which are symptoms of the financial 
turmoil of the past few years.  

The surge in bond flows in 2012 benefited 
mostly investment grade borrowers in 
developing countries, however. Investment grade 
borrowers issued  two-thirds of the international 
bonds in 2012, accounting more than 70 percent 
of the total value of  the bonds (figure 4). On the 

Figure 3.  September marked the highest monthly 
gross capital flows to developing countries since 
2007  

Source:  Dealogic and World Bank. Last observation is 
February 2013. 
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contrary, both the number and value of bond 
issuances by sub-investment grade borrowers 
declined in 2012.  

Equity issuance by developing countries was 
weak for much of 2012 as companies shied away 
from initial public offerings due to volatility in 
equity markets. Nevertheless, issuance has 
picked up slightly since September. The 
oversubscribed equity placement by Sberbank—
one of the Russia’s largest banks—for $5.2 
billion in September was followed by several 
large deals by companies in China, Russia, and 
Turkey in November and December. The 
increase in activity during the latter months of 
2012 pushed up total equity issuance for the year 
to $103.4 billion, 17 percent higher than in 2011.  

Syndicated bank lending by developing 
countries remained subdued in 2012, at $172 
billion, a 12 percent decline versus 2011. While 
it is difficult to disentangle effects, deleveraging 
by high-income country banks and the low cost 
of bonds are among the factors behind the low 
level of flows in the form of bank loans. That 
said, bank lending has shown some tentative 
signs of recovery in recent months, perhaps 
reflecting less intense Euro Area deleveraging. 
Syndicated bank lending to developing countries 
between September and December was higher 
than the same period in 2010 and 2011. Notably, 
the mega loan to Russian oil company Rosneft 

($16 billion) pushed the volume of December 
bank lending to $33.5 billion, the highest 
monthly level by developing countries since 
September 2007.   

Gross capital flows have remained strong so far 
in 2013, with January and February flows 47 
percent higher than the same period in 2012. 
Developing-country international bond issuance 
of $36.9 billion was the largest monthly volume 
on record. There were several large bond 
issuances by sovereigns (Chile and Turkey) and 
corporates in banking and natural-resource 
sectors from Brazil, Mexico, and Russia. 
Issuance in February was not as strong at $15.7 
billion. 

Equity issuance has remained relatively steady, 
while syndicated bank lending got a boost from a 
second mega loan (of $14.1 billion) to  Rosneft, 
bringing the company’s total cross-border 
syndicated borrowing to $30 billion in over the 
last three months to finance its acquisition of 
TNK-BP.   

Foreign direct investment inflows to developing 
countries fell slightly during the first nine 
months of 2012, following a period of heightened 
uncertainty 

The first nine months in 2012 saw foreign direct 
investment (FDI) inflows to developing 

Figure 5. FDI inflows to developing countries 
slowed in 2012  

Source:  World Bank estimates based on data from central 
banks. 
Note:   Countries include Brazil, Bulgaria, Chile, China, 
India, Indonesia, Kazakhstan, Latvia, Lithuania, Malaysia, 
Mexico, Peru, Romania, Russia, Serbia, South Africa, Thai-
land, Turkey, Ukraine, and Venezuela. 
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countries decline by 4 percent (year-over-year) 
following increased uncertainty in global 
financial markets due to Euro Area problems in 
late 2011 (figure 5). The impact of the 
uncertainty was much more profound for high-
income economies where FDI inflows were 
almost halved (figure 6). While most developed 
countries experienced declines, Finland, 
Netherlands, Norway and Germany experienced 
net disinvestments as of 2012Q3. The relative 
resilience of  FDI in developing countries mostly 
reflects the stable re-invested earnings and intra-
company loans. As a result, the trend rise in the 
share of developing countries in global FDI 
inflows reached its highest level at 45 percent in 
2012.  

FDI performance during 2012 varied across 
developing regions. Flows were very weak for 
most Eastern European countries, including 
Latvia, Lithuania, Russia, and Serbia, as these 
countries continued to be affected by economic 
weakness in high-income Europe. East Asian 
countries also experienced a decline in FDI 
inflows, with the exception of the Philippines 
and Vietnam. In contrast, FDI inflows to most 
Latin American countries rose supported by high 
commodity prices and increased investment 
from the United States, especially to Argentina 
and Colombia. 

The weak FDI performance is expected to have 
continued during the last months of 2012, 
despite the improved global financial conditions. 
While several countries in emerging Europe, 
including Russia and Turkey, have announced 
plans to accelerate privatization efforts, there 
have already been several postponements and 
less successful sales, suggesting  that investor 
appetite for these assets may still be limited. In 
addition, inflows to large middle- income 
countries such as China and India are estimated 
to have declined in 2012. East Asia is 
experiencing a sort of structural adjustment in its 
FDI flows—namely, the shifting of FDI to labor-
intensive and low-end manufactured goods from 
China to neighboring countries. In India, slow 
growth and regulatory uncertainties are holding 
back investment flows.  

FDI inflows to developing countries for 2012 as 
a whole are estimated to have fallen around 6 
percent, to $600 billion.  

Despite the upturn in gross capital inflows to 
developing countries, net capital inflows ticked 
downward 

Net private capital inflows (net of equity 
disinvestments and debt repayments) to 
developing countries are estimated to have 
declined to $1 trillion (4.1 percent of GDP) in 
2012, from $1.1 trillion (4.7 percent of GDP) in  

Figure 8.  Spreads on all types of syndicated lend-
ing remain wider than before the global financial 
crisis 

Source:  Dealogic and World Bank. 
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Box 2. The changing landscape of international financing: rising bond issuance amid declining bank lending 

Historically, developing countries have relied more on bank credit rather than bond financing for external financing 
needs, as cross-border bank lending tended to be cheaper and high-risk developing countries had limited access to bond 
markets. Information asymmetry plays an important role in the mode and costs of financing: because banks have closer 
customer relationships with borrowers than bond issuers do with bondholders, banks have an advantage in monitoring 
creditworthiness and assessing revenue streams, which has traditionally resulted in lower costs and better access for 
bank loans. Another impediment to accessing international bond markets are the institutional and legal benchmarks re-
quired by bondholders—perhaps most notably in the form of a minimum sovereign credit rating. As a result, high-risk 
borrowers, including  sub-investment-grade sovereigns and companies and most low-income countries, have tended to 
have access only to bank financing.  

Since the 2008/09 financial crisis, several factors—the injection of liquidity into global financial markets, quantitative 
easing efforts of high-income central banks, and continued improvement in developing-country credit quality (both in 
absolute and relative terms)—have made conditions for bond financing more favorable for developing countries. As a 
result, developing countries have issued increasing quantities of international bonds. Total bond issuance by developing 
countries reached $724 billion during the 2009-12 period, compared with $374 billion during the boom years of 2005-08 
(box figure 2.1). These improvements came about as syndicated bank lending to developing countries fell to $632 billion 
during 2009-12 compared with $793 billion during 2005-08. While many factors were at play, deleveraging pressures as 
well as tighter regulations contributed to the contraction in international bank lending. As a result, international bond 
issuance now accounts for more than half of the international debt flows to developing countries since 2009, compared 
to less than one-third between 2005 and 2008.  

As access to bond markets has improved, the cost international bond issuance has declined considerably since the peak 
of the crisis in late 2008. The average cost of bond financing (proxied by 10-year U.S. Treasury bond yield plus the  
EMBIG cash bond spread) fell to a record low of 444 basis points in December 2012, down from 680 basis points in 
January 2010. Most of the reduction in cost was due to the fall in benchmark 10-year U.S. Treasury bond yield, while 
very low policy rates and quantitative easing in high-income countries have kept the price of risk and spreads low for 
developing countries (Hartelius et al. 2008). Though the cost of bond financing remains higher than financing via syndi-
cated loans, the gap between the two (with the cost of syndicated lending determined by the underlying benchmark, usu-
ally the six-month Libor rate, plus the average spread) has narrowed (box figure 2.2). The comparable costs have en-
couraged large developing-country companies to rely on bond financing as a substitute for bank lending.  

Unprecedented investor demand—supported by G3 monetary easing and increased search for yield—has enabled fron-
tier-market and infrequent issuers to tap the international bond market in recent years, especially since September 2012 . 
For example, Angola and Zambia for the first time ever and Bolivia in 90 years issued sovereign bonds. Others govern-
ments such as Kenya, Paraguay, Rwanda, Tanzania, and Uganda, as well as numerous companies with sub-investment 
grade credit ratings are preparing to issue bonds for the first time in coming months.   

Box figure 2.1. International bond flows to develop-
ing countries have increased in recent years 

Source:  Dealogic and World Bank. 
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2011 (figure 7). Despite the volatility in market 
sentiment throughout the year, significant 
progress in the Euro Area crisis response and 
continued monetary easing by major high-
income economies ceased the downward trend in 
capital inflows to developing countries as of the 
middle of the year. Nevertheless, with the 
exception of bond and portfolio equity inflows, 
net flows of other types declined. The largest 
drop was in net bank lending (disbursement 
minus repayments), which fell by 33 percent. 
For short-term flows, the decline also reflects 
slower trade growth and reduced demand for 
trade finance. 

Deleveraging by international banks cut into 
acquisitions and trade finance 

One of the ongoing fallouts of the 2008/09 
financial crisis has been deleveraging pressures 
on global banking system. Banks have been 
forced to cut their loan portfolios to offset 
balance sheets losses from loan and capital 
losses. The pressures have been particularly 
strong among high-income European banks as 
faltering growth prospects and debt problems 
undermined the value of their sovereign and 
other assets. Funding conditions were 
exacerbated toward the end of 2011, when new 
regulations tightened capital ratio requirements, 
and financial market volatility increased dollar 
liquidity constraints. Deleveraging was achieved 

through a combination of reduced lending, sales 
of non-strategic assets, and exit from riskier 
businesses subject to tighter capital buffer 
requirements.  High-income bank deleveraging 
and tightened credit standards cut directly into 
capital flows to developing countries—most 
notably those countries and regions with close 
ties to European banks.  

Since 2008, spreads on various types of 
syndicated bank loans extended to borrowers in 
developing countries have widened, from a range 
of 100 to 150 basis points to a range 250 to 350 
basis points (figure 8). Despite the sharp increase 
in spreads, borrowing costs have declined due to 
sharp compression in the underlying pricing 
benchmark, the six-month Libor rate (box figure 
2.2). Most of the reduction in syndicated bank 
lending to developing countries concerned loans 
for acquisitions purposes (figure 9), which are 
usually given to a company to buy specific assets 
and are typically of a short-term tenor. Some of 
the 70 percent fall  in acquisition loans likely 
reflects a decline in demand for loans due to 
weak economic activity and the cancellation or 
postponement of expansion plans given 
increased economic uncertainty. Such loans fell 
most sharply in Europe and Central Asia (93 
percent), the developing region hardest hit by the 
crisis, and in Latin America (73 percent), a 
region with close ties to the European banking 
system. Loans to South Asia were broadly 
stable, however.  

Syndicated lending for trade finance purposes 
has also dropped considerably in the post-crisis 
years, by 35 percent compared to pre-crisis 
levels. The decline mostly reflects retrenchment 
by European banks, which previously played a 
pivotal role in global trade finance provision. In 
addition to their need rebuild capital, European 
banks suffered from severe dollar funding 
challenges during the crisis, and limited access 
to dollar funding during the second half of 2011 
after U.S. money market funds withdrew some 
of their investment in response to the European 
debt crisis. Trade-related funding shortfalls were 
sharpest for Sub-Saharan Africa (70 percent) and 
European countries (50 percent), followed by 
Latin America and Middle East and North Africa 

Figure 9. Syndicated lending for acquisitions and 
trade finance has declined in the post-crisis period  

Source:  Dealogic and World Bank. 
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Box 3. Deleveraging in the banking sector: progress has been made but pressure to do more remains  

The more comprehensive yet less up-to-date data on all types of bank lending (the previous discussion referred 
only to the syndicated portion of bank lending) indicates that the pace of deleveraging began slowing in 2012. To-
tal international claims (including all cross-border and local claims in foreign currency) by banks reporting to the 
Bank for International Settlements (BIS) declined by $616 billion (3.2 percent) in the second quarter of 2012. 
While the cut reversed the short-lived rebound of $956 billion (5.2 percent) in the first quarter, supported by 
ECB’s large liquidity provision in December 2011 and February 2012, the reduction was still much lower than 
$1.3 trillion (7 percent) decline in international claims in the fourth quarter of 2011. In addition, international 
claims on developing countries decreased by only $8 billion during the second quarter, with all of the decline com-
ing from short-term claims (debt with an original maturity of one year or less). The fall in short-term debt to devel-
oping countries, most of which occurred in trade finance, partly reflects the sharp decline in trade activities in the 
second quarter of the year and partly reflects tension in trade financing market.  

Several factors contributed to the slowed pace of deleveraging. For banks based in the EU, an important factor was 
the completion of the process of meeting capital ratio requirements by European Banking Authority (EBA) by 
June 2012. More than 75 percent of EU banks had met the 9 percent Tier 1 capital ratio requirement by the end of 
June, mostly through asset disposal and reduction in lending (EBA 2012). In fact, most of those 75 percent of 
banks reached the requirement of earlier than the deadline. Second, extraordinary liquidity injection under the 
ECB’s long-term refinancing operations in December 2011 and February 2012 eased funding pressures by boost-
ing confidence in the interbank market and helped European banks to reduce their dependence on U.S. money 
market funds. Several European banks were faced with dollar funding challenges during the second half of 2011 
after U.S. money market funds withdrew some of their investment as the European debt crisis escalated.  

There are some indications that the slowdown of the deleveraging process continued in the latter half of 2012.First, 
syndicated bank lending  to developing countries was 67 percent higher in the second half of 2012 compared to the 
first half of 2012. Second, a recent Institute of International Finance survey indicates sharp improvement in fund-
ing conditions for in the third quarter of 2012 (particularly in emerging Europe) for the first time since 2010 
(Institute of International Finance 2012). 

Nevertheless, deleveraging pressures on all international banks are expected to continue in the medium term with 
strict regulatory changes ahead. Global banks will soon start operating under Basel III which will gradually be 
phased in through 2019 with a range of provisions and tightening of conditions including higher capital require-
ments and the introduction of a non-risk weighted leverage ratio. Most banks have been deleveraging to adjust 
their balance sheets in response to the enhanced recognition of counterparty risk that will lead an increase in risk-
weight of certain lines of business (such as fixed income trading) and to reach capital ratios faster in response to 
market and regulatory pressure. Concerns have been raised about possible unintended consequences of Basel III 
on developing countries, however. According to a recent report prepared for G20 countries, in addition to higher 
capital requirements, some Basel III rules related with counterparty credit risk, the measurement of risk between a 
parent bank and its subsidiaries, and capital requirements for certain business activities may lead to further delev-
eraging and increase global banks’ cost of operating in developing countries, thereby reducing credit and financial 
market liquidity (FSB 2012). The report also suggests Basel III rules may significantly increase the cost of trade 
finance and project finance, two forms of credit that are particularly important in the developing countries. The 
other highlighted concern is the possible home bias for banks that operate globally as a result of either the design 
of the reforms or the way that they are implemented in other jurisdictions.  

Any change in lending strategies of international banks may have an important impact in many developing re-
gions. As of June 2012, international claims by the BIS-reporting banks were $2.4 trillion in developing countries. 
The significance of these claims in relation to economic size is still the highest for the Europe and Central Asia 
region ($504 billion, 13 percent of GDP) and the Latin America region ($632 billion, 12 percent) followed by the 
East Asia and Pacific region ($855 billion, 9.5 percent).  The claims in other regions are smaller but still signifi-
cant with the Sub-Saharan Africa region ($131.9 billion, 5 percent) and Middle East and North Africa ($52 billion, 
4.2 percent). 
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(25 percent). Anecdotal evidence suggests that 
other international lenders (mainly Asian 
financial institutions such as Japanese banks) 
and domestic banks (mostly in Latin America) 
filled the trade financing gap in their 
corresponding regions. Among official lenders, 
the World Bank Group has increased its support 
to trade finance in low-income countries through 
the IFC’s Global Trade Finance Program and a 
program to support commodity trade for low- 
income countries.  

Despite the decline in total syndicated lending to 
developing countries, the average maturity on 
loans remains at pre-crisis levels, around five to 
six years. Even for project finance, which tends 
to be funded by longer-term loans, maturities 
have remained more or less stable, at around 
nine years, since 2005.  

Another trend, one that can be viewed as 
cautionary, is the increased concentration of 
bank loans since 2009. Investment-grade 
borrowers have accounted for 80 percent of bank 
loans since 2009, up sharply from 72 percent 
during 2005-08. This increasing bias toward 
investment-grade borrowers may partly reflect 
preparation for upcoming regulatory changes—
most notably, the range of requirements under 
Basel III. Banks may have been adjusting their 
balance sheets in response to the enhanced 
recognition of counterparty risk and an increase 
in the risk weight of certain lines of business. 
There are concerns, however, that some of the 
provisions under Basel III may lead to further 
deleveraging (box 3) and increase the borrowing 
costs for trade finance and project finance. 

Even without the burden of additional regulatory 
measures, the cost of borrowing for both bond 
and bank financing can be expected to increase 

Table 1.  Net capital inflows to developing countries ($ billions) 

Source:  World Bank 
Note:  e = estimate, f = forecast.  
a.   Combination of errors and omissions, unidentified capital inflows to and outflows from developing countries. 

           2008 2009 2010 2011 2012e 2013f 2014f 2015f
Current account balance 412.9 240.5 187.5 152.1 12.6 -8.0 -65.4 -80.4

Capital inflows 812.6 701.7 1,219.1 1,112.4 1,007.2 1,134.1 1,250.9 1351.5

Private inflows, net 782.2 620.7 1,145.9 1,082.4 993.1 1,123.4 1,244.2 1348.4
  Equity inflows, net 583.3 542.0 710.8 647.8 644.5 761.2 856.1 902.9
    Net FDI inflows 636.9 427.9 582.7 638.8 600.1 693.2 756.5 782.96
    Net portfolio equity inflows -53.6 114.2 128.2 8.9 44.4 68.0 99.6 119.90
  Private creditors, net 198.8 78.7 435.1 434.6 348.6 362.2 388.1 445.50
      Bonds -8.6 61.0 129.7 123.8 143.3 126.1 108.4 110.50
      Banks 223.3 -11.9 37.2 108.2 71.5 80.6 88.9 105.10
      Short-term debt flows -17.1 17.8 257.6 189.3 126.7 146.3 180.4 220.10
      Other private 1.3 11.7 10.7 13.3 7.1 9.2 10.4 9.80
Official inflows, net 30.4 81.0 73.2 30.0 14.1 10.7 6.7 3.10
    World Bank 7.2 18.3 22.4 6.6 4.6
    IMF 10.8 26.8 13.8 0.5 -3.9
    Other official 12.4 35.9 36.9 22.8 13.4

Capital outflows -321.4 -174.5 -310.0 -320.0 -370.6 -373.4 -414.3 -463.6

    FDI outflows -211.8 -144.3 -213.9 -213.1 -238.0 -275.0 -325.0 -370.0
    Portfolio equity outflows -32.3 -75.2 -46.5 -15.9 -17.6 -19.4 -22.3 -28.6
    Private debt outflows -78.3 50.7 -57.3 -81.0 -103.0 -72.0 -61.0 -56.0
    Other outflows 1.0 -5.7 7.7 -10.0 -12.0 -7.0 -6.0 -9.0

Net capital flows (inflows + outflows) 491.2 527.2 909.1 792.4 636.6 760.7 836.6 887.9

Net unidentified flows/a -78.3 -286.7 -721.6 -640.3 -624.0 -768.7 -902.0 -968.3
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in the medium term as high-income countries 
eventually begin a cycle of monetary tightening. 

Prospects: Going up but might be a 
bumpy ride…   

Medium-term prospects for capital flows to 
developing countries are for continued modest 
increases. With more upgrades than downgrades 
in 2012, the risk profile of developing countries 
continued to improve relative to that of high-
income countries, which experienced further 
deterioration—suggesting that they will continue 
to attract a growing share of international capital 
flows.FN1 Despite the weak growth environment 
in high-income countries, developing countries 
are expected to grow between 5 and 6 percent 
annually in coming years, more than twice as 
fast as high-income countries. Flows are also 
likely to be attracted by these higher growth 
prospects and risk-adjusted interest rates (despite 
the recent easing of monetary policy in many 
developing economies, interest rates in these 
economies are expected to remain higher than in 
rich countries).   

Under the baseline scenario presented in the 
World Bank’s January 2013 Global Economic 
Prospects, which assumes no major set-back in 
the resolution of the Euro Area crisis and U.S. 
fiscal challenges and no significant loss of 
confidence in global financial markets, net 

private capital flows to developing countries are 
projected to increase to $1.1 trillion (4.2 percent 
of their GDP) in 2013 and to gradually increase 
to $1.4 trillion (4.1 percent of GDP) by 2015 
(figure 10 and table 1). Capital inflows are 
expected to increase for all regions (see the 
annex for the regional capital flows tables). 

Increased global liquidity and a continued 
accommodative monetary stance in major high-
income countries (the U.S. Federal Reserve 
indicates its policy rate will remain low until 
2014) are expected to keep high-income country 
interest rates low, prompting search for yield and 
supporting capital flows to developing countries 
in coming years.  

Bank lending is expected to rise gradually in the 
coming years, particularly now that intense 
deleveraging pressures are easing. Nevertheless, 
the growth in private bank flows to developing 
countries in the medium term may be hindered 
by a more strict regulatory environment. 
International bond flows are expected to remain 
strong but fall slightly in coming years as the 
expected gradual transition toward monetary 
policy tightening after 2014 in high-income 
countries likely to increase the cost of 
borrowing.  

FDI inflows to developing countries are 
expected to increase through the forecast period, 
reaching $783 billion (2.4 percent of GDP) by 
2015. Despite the considerable real-side 
uncertainties in the short term, multinationals 
corporations continue to be attracted to 
developing countries’ medium-term growth 
prospects, large and growing consumer base, 
natural resources, and still low labor costs. In 
addition, many developing countries are 
loosening barriers on foreign investment. For 
example, following its recent World Trade 
Organization accession, Russia has committed to 
reducing restrictions on foreign investors in a 
number of services industries. Other countries in 
Eastern Europe have been pursuing privatization 
in their services sector. Similarly, India may 
attract an influx of investment in the coming 
years now that the cap on foreign ownership in 
multi-brand retail and aviation businesses has 

Figure 10. Net capital inflows to developing coun-
tries  

Source:  World Bank. 
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been raised. Although wages and production 
costs in China continue to rise, multinationals 
are investing in China to serve its growing 
middle-income population. For developing 
countries as a whole, FDI inflows will be 
supported by increasing South-South flows as 
capital outflows increase over the years.  

The rise in South-South FDI and resource-
related investments can be expected to increase 
FDI inflows to low-income countries. FDI is an 
important source of external financing for these 
economies, as they have limited (or no) access to 
other types of capital flows. Private flows for 
low-income countries will become relatively 
more important given that the outlook for net 
overseas development assistance (ODA), which 
has been a stable source of development 
financing for the low-income economies, looks 
gloomy. As discussed in the June 2012 edition of 
Global Economic Prospects, many high-income 
countries continue to struggle with fiscal 
sustainability, and it is unlikely that they will  
meet the Monterrey target of providing 0.7 per 
cent of their national income in ODA except in a 
few instances.  

Despite the expectation that private capital flows 
to developing countries will increase, the 
outlook is subject to significant downside risks. 
First, despite the recent progress towards a 
resolution for Euro Area debt crisis, considerable 
uncertainties remain related to the 
implementation of the ECB’s announced but not-
tested OMT plan, its ability to resolve the debt 
issues of high-spread economies, the speed of 
economic adjustment in high-spread countries, 
and the establishment of a single bank 
supervision mechanism. Any major set-back 
could lead to a renewed crisis of confidence and 
potentially a freezing up of financial markets.  
Lack of progress in dealing with fiscal 
challenges in the United States and Japan has 
similar potential to generate confidence issues. 
These uncertainties are likely to generate 
volatility on the way even if they do not get to a 
level to reverse the upward trend in capital 
flows.    

 

Notes 

1. Market assessment of the credit quality of 
developing countries improved in 2012 with 
26 upgrades and 17 downgrades of their long
-term foreign currency sovereign debt 
ratings by three major credit rating agencies 
(S&P, Moody’s and Fitch). A number of 
Latin American countries were upgraded, 
including Bolivia, Ecuador, Grenada, 
Panama, Paraguay, Peru, Suriname, and 
Uruguay. However Argentina, Belize, and El 
Salvador experienced downgrades. Outside 
Latin America, Indonesia, Turkey, and 
Latvia were upgraded to investment grade, 
while notable downgrades occurred for 
Belarus, Egypt, Serbia, South Africa, 
Tunisia, Ukraine, and Vietnam with most 
downgrades occurring since September. In 
contras t ,  h igh- income countr ies’ 
creditworthiness continued to deteriorate in 
2012 amid the lingering European debt 
crisis, with Greece, Italy, Portugal, and 
Spain suffering multiple downgrades. 
Overal l ,  h igh- income sovere igns 
experienced a total of 20 downgrades, with 
no upgrades in 2012.  

2. EBA has initiated backstops for four, while 
the remaining nine were excluded from 
further requirements (three banks are in the 
process of deep structuring and the capital 
shortfall in six Greek banks is being 
addressed by the Greek program). 
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Table A1. Regional capital inflows tables  

Net capital inflows to East Asia and the Pacific ($ billions)

           2008 2009 2010 2011 2012e 2013f 2014f 2015f

Capital inflows 206.8 255.9 516.9 450.2 359.6 421.8 493.1 547.8

Private inflows, net 207.2 252.0 513.9 448.7 359.4 421.9 494.4 549.7
  Equity Inflows, net 203.6 184.7 329.8 283.3 262.4 302.8 361.5 375.4

    Net FDI inflows 211.2 154.5 290.0 274.9 253.9 284.8 332.0 339.2

    Net portfolio equity inflows -7.6 30.2 39.8 8.4 8.5 18.0 29.5 36.2
  Private creditors, net 3.6 67.3 184.0 165.4 97.0 119.1 132.9 174.3

      Bonds 1.2 8.4 20.8 18.9 19.6 21.4 22.3 19.3

      Banks 17.9 -6.1 13.2 1.8 -4.3 6.7 8.3 11.3

      Short-term debt flows -13.3 65.0 148.9 144.9 85.1 90.7 102.1 143.2

      Other private -2.3 0.03 1.1 -0.2 -3.4 0.3 0.2 0.5

Official inflows, net -0.4 3.9 3.0 1.4 0.2 -0.1 -1.3 -1.9

    World Bank 1.2 2.2 2.7 0.9 0.3

    IMF -0.1 0.1 -0.02 -0.03 -0.2

    Other official -1.5 1.6 0.3 0.6 0.1

Net capital inflows to Europe and Central Asia ($ billions)

           2008 2009 2010 2011 2012e 2013f 2014f 2015f

Capital inflows 288.0 98.5 180.9 200.1 173.1 209.7 224.2 224.9

Private inflows, net 276.0 62.9 157.3 194.6 174.8 211.0 226.4 226.1
  Equity Inflows, net 153.8 96.7 87.2 108.6 102.0 137.4 149.8 142.6

    Net FDI inflows 169.0 90.4 88.0 118.7 98.4 131.2 138.7 129.1

    Net portfolio equity inflows -15.3 6.4 -0.8 -10.1 3.6 6.2 11.1 13.5
  Private creditors, net 122.2 -33.9 70.1 86.0 72.8 73.6 76.6 83.5

      Bonds -18.0 2.9 21.3 13.6 22.5 27.3 21.4 19.3

      Banks 151.6 -14.3 -5.8 33.2 23.4 15.4 16.3 18.5

      Short-term debt flows -16.9 -34.9 45.9 24.5 16.5 23.5 29.7 40.0

      Other private 5.5 12.4 8.8 14.7 10.4 7.4 9.2 5.7

Official inflows, net 12.0 35.6 23.5 5.5 -1.7 -1.3 -2.2 -1.2

    World Bank 0.7 3.0 3.5 2.4 -0.1

    IMF 7.0 20.5 9.4 -1.0 -5.0

    Other official 4.3 12.1 10.7 4.1 3.4

Net capital inflows to Latin America and the Caribbean ($ billions)

           2008 2009 2010 2011 2012e 2013f 2014f 2015f

Capital inflows 186.0 179.6 328.5 303.9 320.3 326.2 327.1 342.3

Private inflows, net 179.3 161.6 306.1 299.1 318.4 327.1 327.8 344.7
  Equity Inflows, net 127.5 126.5 166.6 165.6 177.4 198.0 200.8 214.5

    Net FDI inflows 137.2 84.9 125.3 158.3 165.3 182.4 176.3 184.2

    Net portfolio equity inflows -9.7 41.6 41.3 7.4 12.2 15.6 24.5 30.3
  Private creditors, net 51.8 35.1 139.5 133.4 141.0 129.1 127.0 130.2

      Bonds 8.9 45.9 72.9 85.2 95.1 72.2 57.7 60.2

      Banks 40.8 -1.7 21.7 51.7 41.4 42.7 45.2 51.4

      Short-term debt flows 2.6 -8.6 43.8 -3.0 4.3 12.7 23.4 16.5

      Other private -0.5 -0.5 1.1 -0.4 0.2 1.5 0.7 2.1

Official inflows, net 6.7 18.0 22.5 4.8 1.9 -0.9 -0.7 -2.4

    World Bank 2.4 6.6 8.3 -2.9 0.4

    IMF 0.04 0.4 1.3 0.2 0.1

    Other official 4.3 11.0 12.9 7.5 1.4

14



 

Financial Market Outlook                   March 2013 

 

Table A1. Regional capital inflows tables (continued) 

Source:  World Bank; Note:  e = estimate, f = forecast.  

 Net capital inflows to Middle East and North Africa ($ billions)

           2008 2009 2010 2011 2012e 2013f 2014f 2015f

Capital ininflows 23.7 30.9 31.4 15.8 13.1 19.0 24.4 32.4

Private ininflows, net 25.4 28.4 30.2 14.8 12.5 17.3 22.0 29.5
  Equity Ininflows, net 30.0 27.5 24.2 15.2 13.3 16.0 19.2 24.9

    Net FDI ininflows 29.6 26.3 22.3 15.4 14.3 15.5 17.9 23.0

    Net portfolio equity ininflows 0.4 1.2 2.0 -0.2 -1.0 0.5 1.3 1.9
  Private creditors, net -4.6 0.9 5.9 -0.4 -0.8 1.3 2.8 4.6

      Bonds -0.8 0.1 3.2 -0.6 -1.1 -0.7 0.5 1.8

      Banks -0.6 -1.3 -0.9 -0.02 -2.0 -0.8 0.8 1.4

      Short-term debt inflows -1.9 3.0 4.5 0.9 2.3 2.8 1.5 0.9

      Other private -1.3 -1.0 -0.8 -0.6 0.0 0.0 0.0 0.5

Official ininflows, net -1.7 2.4 1.3 0.9 0.6 1.7 2.4 2.9

    World Bank -0.3 0.9 0.8 0.9 -0.2

    IMF -0.1 -0.1 -0.001 -0.1 0.1

    Other official -1.3 1.6 0.4 0.1 0.7

Net capital inflows to South Asia ($ billions)

           2008 2009 2010 2011 2012e 2013f 2014f 2015f

Capital ininflows 64.7 89.8 100.4 78.3 75.2 89.1 105.9 117.9

Private ininflows, net 55.9 78.9 90.7 72.5 72.6 87.3 104.7 117.3
  Equity Ininflows, net 35.0 63.4 60.3 30.9 41.1 53.3 63.5 76.4

    Net FDI ininflows 50.8 39.3 30.4 35.7 29.7 36.9 42.9 51.8

    Net portfolio equity ininflows -15.8 24.1 29.9 -4.8 11.5 16.4 20.6 24.6
  Private creditors, net 20.8 15.5 30.4 41.6 31.5 34.0 41.2 40.9

      Bonds 1.7 1.9 10.1 0.7 0.2 0.9 1.5 2.9

      Banks 11.2 10.9 8.6 18.4 12.1 15.4 16.5 19.6

      Short-term debt inflows 8.0 2.7 11.8 22.5 19.4 17.8 23.1 18.3

      Other private -0.05 -0.1 -0.05 -0.03 -0.2 -0.1 0.1 0.1

Official ininflows, net 8.8 11.0 9.6 5.8 2.6 1.8 1.2 0.6

    World Bank 1.4 2.4 3.3 2.0 0.9

    IMF 3.2 3.6 2.0 0.0 -0.2

    Other official 4.2 4.9 4.4 3.7 1.9

Net capital inflows to Sub-Saharan Africa ($ billions)

           2008 2009 2010 2011 2012e 2013f 2014f 2015f

Capital ininflows 43.4 47.0 61.1 64.2 66.1 68.3 76.2 86.1

Private ininflows, net 38.4 37.1 47.8 52.7 55.6 58.8 68.9 81.0
  Equity Ininflows, net 33.4 43.2 42.7 44.1 48.5 53.7 61.3 69.0

    Net FDI ininflows 39.1 32.5 26.7 35.7 38.9 42.4 48.7 55.6

    Net portfolio equity ininflows -5.7 10.7 16.0 8.4 9.7 11.3 12.6 13.4
  Private creditors, net 5.0 -6.2 5.1 8.6 7.1 5.1 7.6 12.0

      Bonds -1.6 2.0 1.4 6.0 7.0 5.0 5.0 7.0

      Banks 2.3 0.5 0.5 3.1 0.9 1.2 1.8 2.9

      Short-term debt inflows 4.4 -9.5 2.8 -0.5 -0.9 -1.2 0.6 1.2

      Other private -0.1 0.8 0.5 -0.05 0.1 0.1 0.2 0.9

Official ininflows, net 5.0 9.9 13.3 11.4 10.5 9.5 7.3 5.1

    World Bank 1.9 3.1 4.0 3.2 3.3

    IMF 0.7 2.2 1.2 1.4 1.3

    Other official 2.4 4.6 8.2 6.8 5.9
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