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Recoupling or Switchover:
Developing countries in the global economy

Otaviano Canuto*

Developing countries as a whdied beengrowing faster than advanced econonfieesseveral

yearsprior to the current economic crisis. & signs of increasing financial fragility and

forthcoming economic slowdown majoradvanced economies became cla®007 and the

first three quarters of 2008, muchwhens poken about a possible fAdec
markets.This wagustas ppmptly followed by talksb a downwar d fAwherver se c
theseand other developingconomies were also impacted by the redlapse of finance and

international trade during the last quarter of 2608 in early 2009.

More recently, though, developing countries as a group have been recovering faster than
advanced economies while also maintaining the positive growth premium that emerged prior to
the crisis. Indeedgrowth in developing countries is projectied the WorldBankto reach 6.%
in 2010 and 5% in 2011, while corresponding figures at22% and 2.46 for high-income
countries Almost half of global GDP growth is currently coming from developing countries.

The currentecovery in advanced economissnow exhibiting several signs of fragilitand the
mediumterm growth prospect®r these economies aléooks difficult (World Bank, 2010)In
this environment two questions arise. Wdkeveloping economiegxperience a renewed
downwardf r e cirmaap & result o low-growth scenario in advanced econorfi€s, on the
contray, could developing countriegi s wi t ¢ hto becoraedloéomotives in the global
economyprovidinga countervailingdrceagainst an otherwise slowitpwn train?n this note,
we try to sketch wat would be the factors pushing these two opposite directions.

Cyclical coupling and trend decoupling

As can be seen ifilgure 1, there has long been a close correlation between economic cycles in
advanced and developing economi2sveloping countrgrowth has fallen sharply in 2009

through several channels: declining exports to developed countries, steep falls in private capital
inflows and domestic financial freeze as a form of contaggmnthere has been no decoupling in
the cyclical component afeveloping country growth.

On the other handpbking only at global aggregates may obscure an emerging storytedalit
decouplingbetween advanced and developing countrdsre recently, since the early 2000s,

the cyclical synchrony has been combined with systematically higher growth rates in developing
relative to advanced economies. As the exercise of-rgclé decomposition depicted in figure

2 revealswhile beforethe early 2000s the trend growth in developing countries was close to that
in advanced countries, since then it has become substantially hagfiwrclical coupling has
arguablycontinued as in the pastgether with some trend decouplimgunderlyingrates of

growth
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Figure 1

World Output Growth 1961 - 2012
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Figure 21 Trends and cycles
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The mproved growth performance in developing countries is not just a reflection of strong
performance by the two largest developing countries, China and Figlise 3shows the
frequency distributionsf individual country growthrates in2009, the expected trough of the
crisis.Mediangrowth in developing countriegas substantially higher (2.13%) than in advanced
economies-B3.72%). And anuch larger proportion of geloping countries have continued to
enjoy positive growth than among advancetiigh income countries

Figure 3

Frequency Distribution of GDP Growth in
2009- Developed and Developing
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Most of the developing countries situated at the gt tail of the corresponding distribution
benefited frombetter macreconomig structural and other policies adopted over the last couple
of decadesThey had the capacity to resort to fiscal, monetary and financial cawyateral
policies, as well a® useforeign-exchange reserves and exchargge fluctuationgs elements

of their response® the shockLin & Canutg 2010) On the opposite side of thigstribution

one can find those countries that ltadnhbined finaniog viafi b u b b lhighsrigk lendimg in
advanced economiegth shaky domestic growth foundationss inseveral Eastern Europe

and Central Asian countrieghere one can also find some cases in which trade and financial
integration led to severe impactsuch as Mexico and some Central American and Caribbean
countriesIn any case, one may associatedtierallhigh performance of developing countries
as a whole before and during the crisis to an improvement of quality of economic policies in the
previous decade or so.



Legacy of the crisis on growth trends of advanced economies

High-income countriegare facing strog headwinds the wake of the crisisnot to speak of

new unexpected shocks such as the one derived from the Greewbitti€rupted at the end of

2009 It is still an open bet whether the promptness and strength of recovery in private absorption
(consumption and investment) will be sufficie
provided by aggressive monetary and fiscal policies, beforeuh@inding becomes inevitable.

If postwar recessions in OECD countriegy serve as a templateesgwitchoverfrom publicto

private sectors will not be automatic,rasessions associated with credit crunches, house price
busts or equity price bustrd to be both deeper and longer than narindhct, \ery few

OECD recessions in the pastr period- 4 out of 122 have occurred with a combination of a

credit crunch, a housing bust and an equity bust. The prasgaentaikedall three in a seve

form (Claessens, Kos& Terrones, 2008

Several factorpoint toa reduction of both actual and potential growth inrtteglium term

First,sooner or latefiscal consolidation will become a majssueamong advanced economies
oncei or even before recovery idully established Many advanced economies entered the

crisis with weak structural fiscal positions, and these have been eroded further, not only by anti
crisis measures but also by underlying spending pressures. Strpdiugaly deficits in

advanced countries are expectetiaweworseredby 4 percentage points of GDP between 2007
and 2010.

Even with reversal of temporary aietisis measures, public debt in advanced G20 economies is
expected to reach 118 percent of BBy 2014(Figure 4) According to the | M
the stimulus expire would still leave the government debt of many advanced countries on an
explosive path (IMF, 2009) Stabilizing debt at pogtrisis levels will also not be enough

because it Wi reduce the ability of fiscal policy to deal with future shocks and will push post

crisis real interest rates much higher.

On averageaccording to the IMAyringing government delto-GDP ratios in advanced
economies to a prudent level below 60 pertsn2030 would require steadily raising the
structural primary balance from a deficit of 3%z percent of GDP in 2010 to a surplus of 42
percent of GDP in 2020 an 8 percentage point swing in one deéadad keeping it at that

level for the following decadéigure 5showsthe most recentMF estimates of both the factors
likely to beresponsible for debt increases until 2014 and those thresholds of primary structural
balances required to stabilize public debts.

Thus,evenconsidering thatlifferent features ofiationalfiscal packagewill have corresponding
different consequences in terms of lelegm growth drivers, sonfeture fiscal contraction
negativelyaffecting the private sector will be the price paid for the oblescal stimulus in
rescuingadvanced economies from the brink of the alogssg the crisisAnd even if monetary
policy maintains itscurrent accommodative stances$ome timg managing to sustalmasic
shortterm interest rates at low levetbeyield curve on public debhay dill steepen.

Secondlythe process of US hoash o | d s 6shdetad¢levaragisgnd adjustment is far from
complete Consumption spending growth is likely to remain weak and/or wablihe absence
of large reewedhikes in asset priced$n the past song US consumer spending was buttressed
by rising housing prices, allowing rising household debtraddcedpersonal savings (§ure6).
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Lower savings were reflected in a rising US current account deficit, a major solse of
domestic demand and expat demand for the rest of the worldow, ashousingand other
household assefsiceshave fallen substantiallgleeply indebted households ardikely to
undertake a new spending spree any time soon. Rebulidigghold balance sheets will be a
lengthyprocess.

A third aspect to weigh against a return to a fggbwth path is the likely jobless nature of the
current recovery in many highcome countries. Figure 7 shows that the recent evolution of
unemployment in advanced economies can only partially be attribubed Ok uni 6 s Law
relationships between output fluctuations and unemployment. Were these relationships to
prevail, the current GDP recovery would bode well in terms of a positive feedback loop with
labor markets. However, slete-reverse shocks a financialcrisis combined with a house price
bust crosssector differentiated jobreation/destructionhave also beeim play andcontinued
macroeconomic uncertainty is also countering employment growth (IMF, 2010: ch.3). The share
of temporary workers has been the rise in most advanced economies for years (right side of
figure 7), reflecting institutional changes in labor markBiscencrisisrelated increasein
temporary employmemntill tend to have a limited effect in enhancing expendituaie

uncertanty regardingnacroeconomiand sectoral prospeatsmainshigh.

Figure 4
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Figure 5
Bumpy road to fiscal stability in advanced economi
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Figure 6
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Figure 7

Jobless recovery in advanced countries
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Fourth, all financial sector seegulation proposals under discussion point to higher costs of
financi al intermediation. After all, the
I i qui di tanddxeessivedavaragfeat ded to widepread asset bubbligsthe rurup to

the economic crisi@Canuto, 2009)Regardless ahelong-run payoffs of such moveaccess to
long-term finance including R&D and ventureapital funding couldstay hardeto obtainand
costlier as compared to prito the crisisno mattehhow accommodative monetary policies
remain.New bouts of pressure on bank balance shaetalso likely as new sources of financial
stress emerge, for exammlerporate restructurings (Dubai), sovereign debt stress (Southern
Europe) and so on.

Therefore, it is not by chance that most analysts expect theicasbits responsieto leave
advanced economies with a legacy of lower growth of both potential output and aggregate
domestic demand.
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Recoupling or switchover

Two questiors follow from the previousections

) Howreallysust ai nabl e is the Atrend decoupling
figures 1 and 2how high canboth actual and potentigrowthratesof developing
countrieremainas advanced economiiese headwindsand

(i) To what extent caa highgrowthperformancdy developing countrigsrovide a
positive feedback loop for advanced econontiefping toavoida situation where,
even though developing countries continue to grow faster than advanoedges,
both do so at relatively low rates.

Figure 8 on the growth interdependence between the two groups of economies may provide a
simplified illustration of what we have in min@hannels for growth interdependence may be
interpretechere as trade arabrresponding investment prospeets well as factor incomes

abroad (return on foreign assets, remittances)

The steepness of the lines for Advanced Countries (AC) reflects the heretofore smaller weight of
Developing Countries (DOpr their performancewhereas thgreatersensitivity of DC to

variations in AC growth rates is expressed in the slop#s odrresponding lineShelegacy of

thecrisis on AC is exemplified by the shift from A® AC;. The adverse impact of slower

advanced country growttn developing countrisswh i ch we cal lcoupé¢ i mggabif
developing countriekis reflected ina global move from point A to point Blowever, f new

Aaut onomo u srendgowth n DEcanbeotdpped and DyShifts to DG, thenthe

global economyan settle gpoint C Here not onlycandeveloping countries escape frone
negativerecoupling, buthere caralsobe ail s wi t ¢ \Wwhere devetoping countries become
theglobalgrowthlocomotives and partially rescue advanced economies.

Figure 8

Growth interdependence

Developing countries DG

(growth rates) DG

A== BReverse coupling
B === CLocomotive switchover

Advanced countries (growth rates)



The weight of developing countries as a whole in the global ecohasigeen risingteadily

since 2000 and the continuation of ttrajectorycomes out imost GDP projectiongn terms

of levels, the size d&7 countries at market prices is still 60% of GDP and the major potential
new poles of growth (China, India, and Brazil) might count no more than 88%ime passes

by, however, the absolute size of the voups of countriemay reverse positionsost

recently, IMF forecasts for global GD#th PPRadjusted exchange rates indicate developing
countries as a grougsbypaseg advanced economies before 20A8hough developing Asi

has the lead in that dynamicsing shares in global GDP are also adeaof other regiond. e t 6 s
thensuggessome of theailroadtrackson which the struggle betwebdackwardrecoupling and

switchover powers will be defined.
Autonomous sources of potential growth in developing countries and their challenges

Scopefor higherdegrees of leverage in private and public balance sheets

The fast recovery in many large emerging markets has reflected the good shape and

sustainability of their national balance she&tse recentfinancial frenzy inmanydeveloped

economieglid not lead to aseriousdeterioration of local financial conditions in emerging

markets as a whole (with several well known excepftioesgeciallyin Eastern Europe). It

suggests that the boomnmostemerging marketprior to the crisis wasot too depndent on the
Abuywblf i nanci al c¢condi t iFarthermorenthe dvailatality of gcend fiscalbo u n't r
space, as well dargeforeign-exchange reserves and scope for monetary relaxation were

fundamental for the implementation of policy resporiegbkefinancial and trade crunches of

late 2008 and early 2002i & Canuto,2010).

Returns onifiancialassets iremerging economidsaveshown remarkable resilience during the
current crisis. Sovereign spreads spiked much less than in previoussm$agtbbal financial
stress, and have come down substantsatige the peak of financial stresghe standard
deviation of spreads across counthasalsomaintainedunexceptional levels.

The IMF in its WEOof October 2002alculates mindex of financial market stress, covering

foreign exchange, sovereign debt, banking sector and equity miarketerging marketsAfter
adjustment for the higher level of stress in advanced economies during the current crisis, the IMF
finds that: (1) energing market financial stress rose much less than in previous episodes and (2)
financial market resilience was observednostemerging marketountries

What explainghegreater resilience imostemerging financial marke? Threefactorsmay be
highlighted (i) improved macro conditions in emerging economies, including better fiscal
positions and higher foreign reseryég declining foreign currency exposure among borrowers
and (iii) in many casedpw levels of financial leverage in corporate dmlisehold balance

2Though not approached hetiee discrepancy in population growth will be one factor contributing to
divergent potential growth between developed and developing countries. Population under 24 represents
almost half of the total in developing world, whereas in industrial countrieguisti a third. On the other

hand, some Emerging Markets (China, Russia) will face aging similar if not worse than developed
countries.
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sheetsThe share of local currency lending in overall lending by foreign banks rose dramatically
during the 20008 with the exception of eurdenominated loans in Eastern Eureperhaps
reflecting the development bektter regulatetinancial systems and stronger macro policy
frameworks.

Low-income countries displayed a more heterogenseusf cases, nonetheless with an overall
picture better than many expect®dhetherdue to debteduction processes in the recent past,
sound macroeconomic frameworks being put in plactheorelative resilience of primary
commodity prics, orother factors, the fact is that the average situatidow income countries
has remainedeasonably favorable from a fiscahonetaryand growthstandpoint.

Looking forward, there is in principke wide range ofreenfieldinvestment opportunitieis

developing economies that may benefit from higher financial leveragethpublic and privée

sectors. Take thebviousexampleof infrastructureGiven its relative scarcity, social marginal
returns as measured in terms of Atotal factor
the many existing bottlenecks. If projects are weHligned, the partial monetary capture of

those returns by either publior privatesector entities may well constitute feasible vehicles for

asset creation and finance.

Nonetheless, potential pitfalls obstaclewill have to be faced:

(a) Public sector management capacities and appropriate governance mechanisms must be in
place so as to guarant use of adequate critemaproject choices and designs, as well as to
avoid misappropriation of returns. While this principle applies toipigglctor operations and
budget in general, the lostigrm and risky nature ohfrastructure investments puts an especially
high premium on its due following.

(b) Thereare limits beyond which increasing leverage on developing cobatayce sheetsill
alsoleadto increased financidragility. Euphoria with recent successnay well lead to a
careless walk on such a slippery slope, particularly-tfi@clunconventional measures recently
adopted as part of the response to the crisis are not unwound.

(c) The incoming flood of sovereigiebt issues bfiscally strappeddvanced economies may
crowd-out corresponding issues by developing countries. This is one of the mechanisms through
whi bdtkwardrec ou p !l i n gnaybeo wer s

(d) Higher overall costsfdinance in advanced countries will also charge a toll on developing
countriesjn both public and private sectors. Estimates presented by the World Bank in the latest
Global Economic Prospects suggest that US base interest rates 100bp highexc¢hais

levels combined with spreads prevailingattober2009 levelsvould lead ta-0.7% as a

transitioral impact on potential GDP grow{NVorld Bank, 2010)

(e) The current combination eblid growthin many developing economiesind ensuing
upwardpressuren domestic interest ratesvith prolonged monetary laxity in advanced
economiess likely to remain for some time. This is already leadingriother surge in private
capital flows toemerging marketwith a profilepotentiallyconducive tdosteringasseimarket
bubbles, rather tharto building greenfield asset$he pathway towasfunding longmaturing
investment projectsiay then becomerpgblematic with increasedvolatility and overvaluation
of existingassets.
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However, careful economic management should help address at least some fifablosard
rec oupl i namd risksalowing cantries to tap inta highgrowth potential with
infrastructure and corporate investment leverage

Convergence gap and nowmal useof existing technologies

A two-fold feature oftechnologies in genera worth remembering(Nelson & Winter, 182)

(Canuto, 1995)Notwithstanding the fact that any specific technology application requires some
tacit and idiosyncratic componeuoitknowledge, as well as some degree of embodiment
hardware or blueprintshére isalso usuallysome degree of transferability and possible
replication.By the same token, the use of thainsferable technology is naival, i.e. one
application doesot preclude others.

With some country and sector exceptions, most developing countries face a technological
convergence gap relative tiwe frontier level of knowledge in advanced economi€ere is thus
a wide scope for technological learning aadichingup, with correspondingositiveimpacts on
local productivity. Unexploited latecomer advantagesa venue for local productivity
improvements via technology transfer and adaptation that remainswogevideeven if the
advance of technologydntiers slows down in higlmcome countrie§Rodrik, 2009) Recently
flourishingpossibilities oftechnologytransfer among developing countrieayfurtherfacilitate
such technological diffusion.

The obstacleto more rapid technology diffusicare the same that ultimately have often

hinderedt in the pastinformation asymmetrieand uncertainties plaguing investments in
technology that are common in advanced economies often appear more intensively in developing
economiescomplementary factorsuch ageliable infrastructure, access to finanaed

provision offormally educated labor force asemetimesiot available institutional factors that
negativelya f f ect t he i tand osatmimgestinents in techrotogy@énmore
institutional barriers to competition curb the selection protessvould operatan favor of

good technology performerstc.

On the other hand, global changes in recent years haverta@mgtechnological transfeeasier
than befordCanuto, Dutz &Reis, 2010)fincreased international trade in goods and services,
FDI, Intellectual Property and technology licensing floiv# increases in data storage and
transmission capabilitiegll in costsand uptake of information and communication
technologes; etc.

Again, the balance in favor of high potential growth will tip depending on domestic policy
action In this casethe removal othose barriers toreativetechnological absorption and
diffusion mentionedbovewill be of theessence
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Tradeand structural change as vents for surplus labor

The extraordinary growth performance of some Asian economies and China in paitiikdar
some other past experiences of long periods of growth in the developingi vearidot be fully
understood withoutaking into account thab a large extertheyexpreseda peculiar process of
Astr uct u(abdast at theastag & the proceslsg dislocation ofargecontingents of
low-skilledworkersfrom stagnaneaindlow-productivityactivities to othersvhosevalue at world

prices is significantly higheand whereherealsoexists a wide scope for productivity increades.
Theseworkersmoved from occupations in which thé&iphysical and monetarymarginal
productivity was close taero, as in production for subsistence in many rural aredghte
manufacturing productiowith much highemarketvalug a move generally accomplished
without the need for major increases in worker sKillgs is the movelepictedn the pioneer
work by Lewis (1954) and Fei & Ranis (1964)their stylized model of transition from
traditional surplugabor rural economies to modern industrial omésre recently Rodrik (2009)
refersto adislocation fromthe production ofi t r anal, iprimarg products thantrailitional
tradableactivitie® .

Those structural changes and corresponding increases of (value) productivity tend not to be well
captured in conventional total factor productivity (TFP) analyses, as increased wages and
investment outlays that accompany such processes absorb what otherwise would be positive TFP

Aresi dual so. Nevertheless, such structur al c h
increasing.

This kind ofstructural change is not a linear, smootlautomatic procesEven at i ts Al i
stages,ndustrialization s Al umpy o i n product s, mrnuaecalesand t i

and scope of productipagglomeration gaingndminimum thresholds of competitivenes®
neededo start operating-urthermore, some basic market institutions must be functioning. As

Rodrik (2009, p.&7) puts ittheretendtob&8 var i ous mar ket failures an
with modern activities, such as | easning spil
Ainstitutional weaknesses that are felt more
protection of property rights and weak contra
activity and investment are underprovided in

It is worth noticing that thve is a globabpportunity cosin terms of foregone productivity

increasesn not having the structural change from traditional to-traditional activitiesn

developing countriedt corresponds toglobalfi mar k ee &s,f ackut he shift in
occupations is naubstitutabldy equivalent increased productionin advanced economies.

Risinginternational trade antthetechnological changesraadymentionedn this papehave

made such structural changasierAmong technology trends, da tre
standardization, modularization, and codification of technologies, especially in the electronics

and auto industries [and in some services, we aikGhani & Kharas (2010)] nka it easier to
deverticalizeand offs hor e pr o du ct iWith fbtagnieMatienwffprodu@ionGed) .

trade in tasks, as well as decreasing costs o
barriers beamerelativelyeasier to surmounkocal market size becomes less of astmaint on

$1tis important to frame the question in terms of value, as it is not appropriate to rank physical
product ihvigthicbeoradilfowo: how lewlsictermspfice andskoe®) . pr oduc
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requisites of scale and scop#hile learning spillovers and coordination ne@dsy be found
through integration in crodsorder networks of productiohocal institutional requirements
remainhowever

To takeadditional stepsip the ladder ofechnologicakophisticationmoving on beyone@arly

fi e a prgdoction of tradableshe economy has to increasingly develop sonpaliities that
transcengarticular existing lines of production at a given moment in:tifme requires the

ability to learn, master and adapt technologies in a creative way; to manage complex processes of
design, production and marketing; edgain, recentrade and technologyendshave been

favorable to latecomers from a c@simpetitiveness standpoint, as long as estm

complementary factofisobserved in the section on technology convergemace in place.

Therewasa second source of opportunities created by trade in recent gearthat isiot likely

to return with a similar intensity after the crisisetgbbal market created liebtfuelledover
absorptiorand massive curreiccount deficitsn severaladvanced economiéaspecially the
US)that incurred in massive curreatcount deficits ithe last fewyears(Figure9). The

likelihood that growth in ou&ll world market size will slow because of the reduction of global
imbalances in the wake of the crisis highligiisargument about a possibilef al | acy of
c 0 mp o sputtfartrooniginallyby Cline (L982)i and revisited in Cline (2008)

Figure 9

Overabsorption in Advanced Economies supporte
growth-cum-structural-change in Developing
Countries

Global Imbalances!
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Source: IMF staff estimates (WEO, April 2010)

CHN+EMA: China, Hong Kong SAR, Indonesia, Korea, Malaysia, Philippines, Singapore, Taiwan Province of China, and

Thailand; DEU+JPN: Germany and Japan; OCADC: Bulgaria, Croatia, Czech Republic, Estonia, Greece, Hungary, Ireland,
Latvia, Lithuania, Poland, Portugal, Romania, Slovak Republic, Slovenia, Spain, Turkey, and United Kingdom; OIL: Oil

exporters; ROW: rest of the world; US: United States.
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Back in 1982, Cl i ne oftesperts of mahufdctares ifthe thekgeryo f a A
special exported success of the East Asian tigers (gi&ong (China), Korea, Singapore, and

Taiwan (China)) were to be generalized to other developing econdrhiEe might be limits to

such a generalization, particularly if done at high spetterdy generating protectionist

reactionin advanced econoesi C| i mairdcenceri araceto-the-bottomin price

competitionor quantitative crowdingut among exporters

The later emergence ofthesca | | edg d&dd ¢ d nmodel seemed to be |
exporters as earlier exporters evolved towandse sophisticated productdevertheless,

although tlesesuccessie movementalongt h e f p r o ddiminishedithe risks efat 0
protectionistbacklashor predatorycompetition at sector leveleyrequired risingaggregate

import-GDP ratiosamong mgor advanced country importeas newdevelopingcountries joined

the exporled group

The fact thamore recentlhseverakexportled developing countries integrated into value chains
with Chinaat the sales enpointdid not alter the requisite of amcreasing totatate ofmarket
penetration at the aggregate le®len without protectionism, such a trend wouldrguelly

f ace 0 mar k atthe aggregate levdherefar@the huge recent curreatcount

deficits depicted in Figure 9 helpedoid totalmarketsize limits to become bindings well as
Chinabds expor tostothepexdonsr t her c¢cr owd

Now, what will be the consequences of a less exubpear@ ofdomestic absorption in advanced
markets incomingyears? Will that unwindiitherto successful expeltd growth model® Will
thatmake it impossible for newewcomerdo undergo structural change and grow by exploiting
tradecumtechnology windows of opportunity?

Note that

() Theexportled, high-growth experience has stilebn limitedin terms of both geographic

and sectocoveraggYusuf, 2010). There are many developing countries yet to benefit from

trade and technology transfer as a vent for surplus labor. Such a labor surplus may also be found
in current contingents dbw-paidinformal urbanworkers;

(i) The present level of imbalances are relatively recenphenomenon of the 200@sgure 9)

Yet developing counies were able to pursue exporiented strategigsreviouslywith

relatively limited global imbalanee In other wordsexportled growth does not necessarily

mean curreraiccountsurplusled growth. This suggests that in the longer term countries could

continue to pursue balanced outwariented strategies with strong gri in both exports and

imports, availing themselvesdofr ade as a means tincscaleandscomeo me Al ut

(iif) The magnitude of the contribution of the recent great cuaieabunt deficits should not be
oversold. It was teomeextent the counterpart of very high oil prices (Figjg

(iv) Most developing countries exports aesmallthatthere should be plenty of room for them

to expand despite broad global rebalancing shiitsless exuberant absorption in OECD

counties Chi na and just 7 other developing countr
exports. These 8 countriesd exports are equi
another 130 developing countri esexmismpri se onl
equivalent to just 2.5% of OECD imports. The typical country in this group could increase its

exports by 40% iit could capture another 0.0186 OECD import market share.
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(v) Itis true thaChina as a major counterpart of the OECD deficitschas a peculiar channel

for thetransmission of growtlC h i rhagé sade surplus made feasiitdehigh-growth

combination of high investmemnd-GDP and low consumptieto-GDP ratios Gi ven Chi nad
size, its high growtlgeneratedonsiderabletimulusto regional manufacturing neighbors and to
commodity exporters. But in principle such a rolgyasvth pole can be maintained without

gigantic trade surplusel.domestic absorption rises faster than output in developing countries as

a whole, especiallyniChina, and SoutBouth trade is further opened andintaingts rising

trend of recent years (Canuto, HaddaHansen, 2010)Figure 11)a new round of export

oriented and growthia-structuralchange can be envisagéd.

(vi) As for exchange rate realignments, one must remember that real exchange yate=r are
longer periods of timayltimately endogenous the levels oflomestic absorption w&vis
production.Unless domestic consumption, private investment or public expeesliadjust
downward (upward), real exchangge undervaluation (appreciation) sooner or later lead to
inflation (deflation). Of course, whether or not real exchaatgs are ultimatelyendogenous is
beside the point if the transition time is very loBgt our argument is that in the medium tatm
is conceivable that exchangate realignments may follow policy interests dictated by needs of
adjustments between domestic absorption and production.

As in the previous itemsodhestic policy actions withgain be otheessence, with respect to
investment climateyade facilitation and logisticén this contextijt is worthhighlightingthat as
trade tariffs and notariff barriers have diminished in recent decades, there is increasing
perception of t hetheabeolredveannc ea geefndtahe Ai nsi de

Figure 10

Most developing country exports are negligible
compared to OECD imports

Cumulative Developing Country Exports in 2007
20 (As Percent of OECD Imports)

15

One country (China)
accounts for 10.5%

10 of OECD imports
5 7 more account for another 4.5% /
o 130 developing countries account for 2.5% of OECD imggg&ﬁ

Mali
Swaziland
Zimbabwe
Cuba
Bolivia
Honduras
Guatemala
Chile
Indonesia

Haiti
Togo
Macedonia, FYR

Comoros
Nepal
Guinea
Georgia
Morocco
Azerbaijan
Romania
Ukraine
Malaysia

Marshall Islands

St. Vincent and the X
Costa Rica

Sao Tome andX
SierralLeone
Uzbekistan

Solomon Islands

* An important dimension not approached here is what would be the likely implications of such a
rebalancing in global demand, in terms of types of products and production processes. Gn natural
resource based commodities, we shall say something below.
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Figure 11

Rising SoutkSouth trade: toward an exported
growth v2.0?
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Social trickledown of growth

After World War I, Europe and Japan sustained a long growth cycle through a process of
technological and massonsumption catching up with the US frontfhereasfrom the 1990s
onward as we observednany developing economies achieved high grdatiiitated by
innovations in IT and other fields (including finance), combined with globalizatainwith an
important role left taleveloped countries for absorption of their outflie time may now have
come for better matching of increases in production and consumption within developing
countries.That rebalancing in itself could become a poweidol to fasten the speed of reducing
poverty and inequality.

As we also remarkedhis is not to be confoured with pursuing isolationism through higher

local integration per se. Channels for international trade and investment need to be kept wide and
open, so that growthpurts, includinganeventual revival of economic dynamism in developed
economies, can corfgment each other. As long as countries stay committed to economic
openness, gains of scale and scope can be accrued, and such a process might take place in all
economies regardless of their size.

Programs of investment in infrastructure and human capdsgrty reduction, and social

inclusion in developing countries would stimulate local consumption and investment, producing
positive feedback loop#\ higher role for effective networks of social protection and for active
povertyreduction policies in defoping countries has therefore become a component of
sustainable global growth.
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The argument for building effective networks of social protections should not be underestimated
because of the recent overall growth performance of developing countaeghate.First and

foremost, the impadaif eventual negative shoclslikely to be very largen the absence of such
networks, as shocksfect the poorest and most vulnerable most, because they, by definition, live
on smaller margins and have weaker safiets to draw on. But there are also efficiency reasons
thatjustify that protectionEven short lived crises may elicit responses and dynamics that have

|l ong term negative implications. The way hous
long term abilities, and the impact on firm creation and firm destructiommtjcs are all

examples of thishouseholds may be forced to make choices that stave off the crisis over the

short term but that have negative long term consequences on human capvidlahearnings

potential and economyide growth. They may be obliged to take children out of school, or

spend less on health and caloric consumption. They may have to run down productive assets, e.g.
sell or kill livestock(Paci et al, 2010)

Naturalresources as a blessing or a curse

How about countries whose economic dynamics depends substantially on-restouate
commodity prices is notable that, while commodity prices have fallen significantly from their
peak in 2008, as a result of tbxsis, many prices remain higher than previous recession lows,
often as high as in 2007, a period of robust world growffigure 12.

Figure 12

Whither the prices of natural resources’

Crude Oil Price: 1900-2011
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Source: Through 1900-2009: BP Statistical Review of World Energy * Indexes, 2000 =100. Deflate:
and through 2010-2011: World Bank estimates

Source: World Bank
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Are there plausible fundamental economic factors to expect a sugpained of high
commodity prices? Some consideratiBsahmbhatt & Canuto, 2010)

A Relative demand for commodities could be strong in the medium term to the extent world
growth after the crisiwill be more dependent on developing countries and demand in
these countries is more commodity intensive than elsewhere.

A There is also evidence that real commodity prices are affected by monetary conaitions
low interest rates reduce the costs of carrying long positions in commodity markets
(Canuto, 2008)Commodty pricesreceive a boost from financial marketken real
interest rates are low and monetary conditions lax, as at present.

A investment in new capacity in energy and minerals was cut substantially when prices
were low in the 1980s and 1990s and is reciog only slowly due to skill shortages,
technical difficulties in developing new reserves (e.g. deep offshore) and political
uncertainty in regions with new reserves.

So there are both supply and demand factors that could support the current stdllyedagh

level of real commodity prices in the medium term, although these factors will tend to dissipate
in the longer term. Current World Bank forecasts are consistent with this scenario, projecting
only a gradual easing in real commodity prices fromment levels by 2018-igure 12)

If a period of secular commodityrength is now in prospedpesit bode well, acommodities

still comprise a little over 60 percent of the merchandise expotte @verage developing
country(Figure B)?I s t here a natur al r f@secshort ansgwerfiSmdi r s e 0
or rathert dependé 6 ( Brahmbhatt & Canuto, 2010, p. 3)

Figure 13
Developing Countries: Commodity
Exports Share (%) in 2048 *
80.0
70.0
60.0
50.0
40.0
30.0
20.0
AFR LAC MNA All ECA EAP SAS
* As % of merchandise exports. Simple averages for country
groups. Source: World Bank World DevelopmentIndicators.
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First, any negative long run growth effects of high natural resource prices on commodity

exportersare mostly related to oil and minerdls oncentrated Apoint sour c
easily become the object of resgeking. Second, high oil and mineral prices only have a

negative impact on long run growth in exporting countries with bad govern@heg.have a

significant positive impact on growth in exporters with good governance.

There is much that countries can do to ensure that natural resources provide a foundation for
broadly based and increasingly diversified economic growth strategy:

A Globd efforts like the Extractive Industries Transparency Initiative and domestic
governance reforms are needed to tackle problems of rent seeking and corruption.

A Careful fiscal policy management (for example by saving an adequate portion of
resource reveras through a Natural Resource or Wealth Fund) can help address problems
caused by real exchange rate appreciation (Dutch DisesseeBrahmbhatt, Canuto &
Vostroknutova, 2010and commaodity revenue volatility.

Commodity revenues need to be carefully maagHere the role of reforms to strengthen

budget processes and institutiogspd costbenefit analysis, public sector management and
evaluation are all crucialn a nutshell, pending on domestic policies and reforms (as in the other
topics approachedouo herg, the incoming period of reasonably attractive commodity prices
mayalso help developing countriesgow.

Concluding remarks

The birdos iethistextieads ws totcandluelenthat, yes, there is a scope for a
switchoverwheredeveloping countries as a whole take on a greater role as global locomotive
and move global growth forwardffsettingforces toward aegativerecouplingderiving from

less buoyaoy in advanced countries. Nevertheless comprehensive homework in terms of
domestic policies and reforms will lendamentato accomplish that mission.
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