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International financial flows include public and private lending:

‘Rublic lending comes from governments or from government-funded interna-
- tional financial institutions (e.g., a World Bank loan to the government of
- Honduras for road construction). This is sometimes called “official” lending.
The main sources are the World Bank, the International Monetary Fund, regional
development banks, and government aid agencies.

Private financial flows fall into three main categories:

1. FOREIGN DIRECT INVESTMENT (FDI) involves a corporation purchasing
a lasting interest in, and degree of influence over, the management of a business
in another country (e.g., General Motors and Ford purchasing plants in Mexico).

2. PO RTFOLIO INVESTMENT is the cross-border purchase of stocks, bonds,
derivatives, and other financial assets. It differs from direct investment in that the
investor is generally not seeking management control of local companies (e.g., a
U.S. citizen's purchase of a few shares of stock in a German-owned company).

3. DEBT FLOWS include commercial bank loans and bonds (e.g., a Citicorp
~ loan to a Brazilian firm to purchase new equipment).
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Financial Flows to Developing Countries ($ billions)20
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The Chain Reaction of Global Financial Crisis

In mid-1997, jittery Western investors began pulling billions of dollars worth of
short-term “hot money” out of Asian countries whose economies were strapped
by huge external debts. This began a chain reaction of currency devaluations and
stock-market plunges throughout Asia and into other countries, including
Russia and Brazil. By the end of 1998, numerous countries showed negative eco-
nomic growth while their citizens struggled with rampant unemployment, bank-
ruptcies, and in some cases, political unrest. Two years into the crisis, an esti-
mated twenty-seven million workers had lost jobs in the five worst-hit Asian
countries alone (Philippines, Indonesia, Malaysia, Thailand, and Korea).2!

Although these countries have begun to regain what was lost in the crisis, none
have attained the cpp levels they enjoyed in the year before the crisis.
Compared to 1996, 2002 GDP (in U.S.$) was 30 percent lower in Thailand, 24
percent lower in Indonesia, 8 percent lower in Korea, and 6 percent lower in
both Malaysia and the Philippines.22

Financial Crisis Struck Lasting' Blow
to East Asia (GDP, 1996-100)
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Sigms of Financial Crisis Description

When a government increases the amount of its currenc

y it will exchange with other
currencies at current exchange rates. For exam

ple, three weeks after Brazil devalued
in January 1999, the amount of its currency (the real) needed to purchase $1 had

jumped from 1.25 to more than 2. Most governments try to avoid sharp devaluations |
by hiking interest rates and using foreign reserves to buy up the local currency.
However, big-time speculators can undermine these efforts by selling off vast

amounts of a currency considered to be shaky.

€

: : Fearing that the decade-long flood of investment into Asia had created a bubble
G PLUN’GIKG that v«{as about to burstj investor:s began selling off stocks with -values. thought
S to be inflated. Markets in the United States and elsewhere outside Asia also
: S,:'.’I,'.,O,QK experienced record one-day plunges. Some anal
~ MARKET was partly due to worries that U.S. firms would
S : desperate Asian nations.

ysts said the U.S. market's volatility
be hurt by an import surge from

SR The standard measure of growth is the rate of increase in the Gross Domestic
NEGATIVE Product (GDP), which is the value of goods and services produced by an economy.
R G In 1996, the Asian region had the world’s highest GD P growth rates, averaging
~ ECONOMIC : . h
R s about 8 percent. But in 1998, many of these former stars fell into the negative.
. : GROWTH 2 The most dramatic drop was in Indonesia, which had 8 percent GDP growth
e e in 1996 and a 15 percent drop in 1998.
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Over time, the devaluation should make the country’s
éxports more competitive, but only if markets

for the products exist. Yet, because it takes more

of the local currency to buy foreign goods and make
payments on foreign debt, prices rise and government
budgets are strained. Also, debtors suffer from
interest rates kept high to prevent further devaluation.

Stock market plunges quickly erode domestic
and foreign investor confidence,
often leading to greater capital outflows.

Crisis nations import less, causing a decline in world -

commodities prices. For example, from June 1997
to August 1998, prices for oil dropped 30 percent,
coffee 43 percent, and gold 17 percent.?3




