Emerging markets out of recession

Developing countries have come out of the recession stronger
than anyone had expected. Thiswill have profound
consequences for therest of theworld

Dec 30th 2009 | From The Economist print edition

THE political and socid consequences of the worst economic crisis since the Great Depression
have been milder than predicted. In developing countries, a least, governments have not falenin
aheap, asthey did after the Asan criss of 1997-98. They have not battled their own people on
the Streets, as happened in Europe during the 1930s. Socia-protection programmes have
survived relatively unscathed. There have been economic-policy shifts, naturaly, but no panicky
retreet into isolation, populism or foreign adventures. The good news has not been spread evenly,
of course: some countries have ridden the storm more successfully than others. And these are
only fird-round effects: things could il get worse. So far, though, resilience has been the order
of the day.

This was notexpected a year ago. Then, it seemed likely that norma rules would gpply—that
when the rich world sneezes, developing countries get swine flu. In the fourth quarter of 2008,
when rich economies were contracting by 5% to 10% ayear, red GDP fell a an average
annudised rate of around 15% in some of the world's most dynamic economies, including
Singapore, South Koreaand Brazil. Thefal in Tawan'sindustrid output—down by athird
during 2008— was worse than America sworst annud fal during the Depression.

Emerging markets seemed likely to suffer disproportionately because of their trade and financiad
links with the West. Exportsin that dreadful last quarter of 2008 fell by hdf in the Asan tigers at
an annudised rate; capita flows to emerging markets went over acliff as Western banks
“deleveraged’. The Indtitute of Internationa Finance (11F), athink-tank in Washington, DC,
forecast that net private capitd flowsinto poor countriesin 2009 would be 72% lower than at
their pesk in 2007, an unprecedented shrinkage.

As people peered ahead into 2009, no forecast looked too dire. “The end of globdisation” was a
common refrain. Some thought emerging markets would turn inward to protect themsdves from
the contagion of the West. Others forecast that hundreds of millions of people would be tipped
into hunger. The IMF s managing director, Dominique Strauss Kahn, fretted that unless
governments did the right things at the right time, there was a “threet of civil unrest, perhgps

even of war”.

At the start of 2010 there are indeed a billion hungry people, for the first timein 40 years. But

the other forecasts now look excessvely gloomy. Whereas the last three months of 2008 saw one
disaster after another, the end of 2009 was a period of healthy recovery, as measured by capitad,
bond and stockmarkets.
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During 2009 the largest devel oping- country stockmarkets recouped most or dl of the losses they
had suffered during 2008 (see table). October 2009 saw the largest monthly inflow into
emerging-market bond funds since people started tracking the numbersin 1995. Russa s centra
bank estimated thet the country would attract $20 billion of capitd inflows during the fourth
quarter, compared with capita outflows of $60 billion in the first nine months. The [IF now
reckons that net private capita flows to developing countries will more than double in 2010 to
$672 hillion (dill along way below their peek). So much new money is flooding into emerging
markets that callsfor capitad controls are echoing around the developing world.

This craze for emerging market paper could perhaps prove a bubble. But as a measure of
reputationa change, it is accurate. Countries that were disaster zones at the start of 2009
achieved gold -rush gtatus by the end of it. This turnaround reflects aresilient economic
performance during the recession. It aso reflects a stunning degree of politicad and socid
cohesion.

The most important economic reason for thisis that emerging markets were less affected by the
richworld' s recession than seemed likely early in 2009. Big populous countries—China, India,
Indonesia—did not tip into recession; they merely suffered dower growth. Brazil and the Asan
tigers saw output fall but bounced back. The pattern, though, was varigble. The Bdtic states
endured a depression; Mexico suffered from its dependence on America; eastern Europe was
harder hit than Asa; poor African countries suffered more than middle-income Asian ones.



I A bigger bounce [E1]

GOP, % change on previous year
10
Developing FORECAST 5
countries
(7]
World
T -I‘i
\ . / -
¥ ] . . G
Rich countries -
s
T T T T 4
2007 2008 2009 2010
Source: IMF

Overdl, theloss of output in emerging markets during 2007 was somewhat greeter than it had
been in the Asian crisis of 1997-98, but |ess than had been expected and much less than the fall
in world gdp (see chart 1). Emerging markets benefited from their own economic-simulus
programmes and from policy activiam in rich countries. Rich-country bail-outs and monetary
loosening semmed worldwide financid panic and helped stoke an gppetite for emerging- market
exports and assets. |n addition, some developing countries built up big cushions of foreign-
exchange reserves after the Asancriss which afforded them some protection.

Surprisng gability

This economic resilience has had big politica and socid benefits. Politicaly, the most triking
feature of the crigsis how little ingtability it caused. The worst dump in decades has so far led to
thefdl of just one emerging-market government: Latvia's (Iceland’ s government aso collgpsed).
Other east- European governments have come under pressure, notably Hungary’s.

But two of the biggest emerging markets— India and Indonesia—hed nationd dections in 2009,
and both were won by the ruling party. Thiswas unusud in India, which traditiondly votes
agang incumbents. In another emerging giant, Brazil, the outgoing president islikely to leave
office in 2010 with poll ratings in the stratosphere (L uis Inécio Lulada Silva s favourability
ratings stayed above 60% for most of 2009). The globa crisis seems to have consolidated, not
undermined, the popularity of large developing-country governments, presumably because the
economic crigs was perceived to have begun € sewhere and been dedlt with efficiently.

Contrast that with what happened during the Asian crisis of 1997-98. Widespread rioting in the
wake of abrupt devauation led to the fal of Suharto’s 30-year dictatorship in Indonesia.
Devauation added to popular discontent in the Philippines, culminating in the overthrow of
President Joseph Estrada. There was mass discontent in Thailand as millions of urban workers
logt their jobs and wandered back to their villages. Financia collgpse in Russia produced a
political crissand led to the sacking of the prime minister, Sergel Kiriyenko. A couple of years
later, Argentina defaulted on its debt and ran through three presidentsin ten days at the turn of



2001-02. (“What did you do for Chritmas?’, ran the contemporary joke. “| was president.”) In
country after country, governments reacted to financia stress and plunging currencies by
imposing emergency auderity measures which brought them into conflict with rioters on the
dreets. That has been much rarer thistime.

The second striking feature of the crisis has been that, with one or two exceptions, it seems not to
have caused any fundamenta shift of popular opinion. There has been no upsurge of angry
pessmism, nor any sgnificant backlash againgt capitalism or free markets. That doubtless
explains much of the politica composure.
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Compared with people in the West, those in big emerging markets seem in almost sunny mood.
In China, India and Indonesia, according to the Pew Globa Attitudes Project in Washington, DC,
more than 40% of respondents say they are satisfied with their lives (in Chinathe figure is 87%).
In France, Japan and Britain, the share is below 30% (see chart 2). Thisis unusua: measures of
“life satisfaction” tend to rise with income, so you would expect levelsto be lower in emerging
markets, asthey were in 2002-03. The reversd of that pattern may reflect a sense in those
countries of their quick recovery.

It istrue that the overall levels hide some disturbing trends. A study of Bangladesh, Indonesia,
Jamaica, Kenya and Zambia by the Indtitute of Development Studies a the University of Sussex
found that people there said they were saving less, celebrating together less often and thought
that neighbourly support was declining. People aso thought children and old people were being
abandoned more often. But, overdl, such concerns are as great or greater in rich countries.



The mood in emerging marketsis both unusua and consequentid. To see how, compare what is
happening there with trends in parts of the West. Americans, for example, seem to be hankering
for isolationism. According to Pew’s palling, 49% of Americans now think their country should
mind its own businessinternationaly. That is more than 30 points higher than when the question
wasfirg asked in 1964. Jm Lindsay of the Council on Foreign Relations points out worrying
pardlds between what is happening now and America s reaction to the Great Depression, which
sparked aperiod of introspection that ended only with the second world war. Developing
countries are not suffering such anger or frudration.

That same resilience informstheir attitudes to markets. Arvind Subramanian, of the Petersen
Ingtitute for International Economics in Washington, DC, argues that the recession has st off
“no serious questioning of the role of the market” in developing countries. It is true that China
has seen a disproportionate rise in lending to state- owned enterprises, but thisis not necessarily
regarded with favour. China’s media have been flooded with reports of abuses by state firms, al
feeturing anewly popular, negative- sounding term guojin mintui, which means “the Sate
advances and the private sector retreats’.

Asked “Are you better off under free markets?’, people in emerging markets are more likely to
say yesthan those in rich ones. The share of respondents who think they are better off fdl in
2009 by between four points (Germany) and ten points (Spain). In most emerging markets, the
share ether rose (in Indiaand China) or stayed flat (in Brazil and Turkey). No sign of an anti
capitalist backlash there.

The combination of political stability and popular compaosure has given emerging markets what
might be called “policy space’ in which to act. They have usad it to the full—and mostly for the
better. This, in turn, has enhanced their reputations for economic management.

Little big spenders

At the dart of 2009 fdlsin foreign-trade taxes, remittances, aid, commaodity prices and capita
inflows dl threstened developing countries fiscd positions, and their socid spending especidly.
For afew, the threat materidised: 20 countries, many in eastern Europe, signed standby
arrangements with the IMF and tightened fiscal policy. But by and large, the dashrand-burn
approach to criss management associated with previous bouts of economic trouble was avoided.
For the firgt time in agloba recession, emerging markets were free to loosen fiscd policy.

Some produced big stimulus programmes. China s is the best known, but Russia, Hong Kong,
Kazakhstan, Mdaysia, Vietnam, Thailand, Singapore, Brazil and Chile dso unveiled large anti-
criss budgets or counter-cyclica spending programmes. As ashare of GDP, simulus spending
by the emerging-market members of the G20 was larger than spending by the rich members. In
that sense, emerging markets did more than their Western counterparts to combat global
recesson. Even countries that could not afford emergency programmes like China' s let ther
fiscal balances deteriorate as counter-cyclica spending got under way. In Africa, il importers
let their budget deficits rise from 2.2% of gdp in 2008 to 6% in 2009.



By ring-fencing socid spending, developing countries managed to protect some of their poorest
people. Brazil expanded the coverage of its assstance programme for the poor, caled Bolsa
Familia, by over 1m households to 12m. India expanded to the whole country a programme that
guarantees 100 days employment on public works each year to any rurd household that wants
it. China' s massive simulus programme may have forestdled disaster in the migrant-Iabour
force. HaAlf the 140m labourers working in Chinese cities returned home in early 2009; afifth
stayed there, and another fifth could not find work when they returned to the cities. But as
spending on infrastructure started to kick in, employment surged; by the middle of the year,
joblessness among rural migrant workers was down to less than 3%. Beyond China, fear of
socid unrest associated with jobless migrants (asin 1997-98) has not materidised. A
forthcoming study of 11 countries by Oxfam, a British NGO, found that migrants took new jobs,
often a lower wages or with longer hours. In Vietnam some were even given money to say in
the cities by their familiesin the countrysde—a kind of reverse remittance. But there was no
mass return to the villages.

Flexibility is strength

The Oxfam study describes the myriad waysin which countries resisted the recession.
Remittances held up better than expected. Parents refused to take their children out of class, or
else switched them from private to public schools. Some even cut down on their own food to
keep children in education. There were outright job lossesin some parts of countries’ economies,
such as export sectors and mining. But the commoner reaction to faling demand was to cut
hours and wages, reduce benefits and insist on more flexible working conditions. In other words,
the main result of the dowdown was not unemployment (though there was some) but amove
towards more flexible labour markets.

How long this can go on is unclear. Cash-transfer and make-work schemes are expensve: most
poor countries cannot afford them. Worse, the poorest were more vulnerable than middle-income
countries anyway because of the food-price spike of 2007-08: hence the rise in the number of
hungry peopleto 1 hillion, the highest figure snce 1970. In generd, the informal sector (home
workers, ragpickers, street vendors) has been hit harder than the formal sector and is beyond the
reech of government anti- poverty programmes. Although developing countries have done what
they can, it would be wrong to think their people have escaped the recession entirely.

It isworth adding that not al the actions of devel oping-country governments have been equally
erlightened. Emerging markets have been the worst sinnersin anew round of protectionism.
Whether you look at the number of new trade-damaging measures tracked by the World Trade
Organisation, or the numbers of sectors or trading partners hurt, Russia, Chinaand Indonesia are
al among the top five protectionists; Argentinaisin the top ten. Rich countries have been

dightly less destructive. Still, as Simon Evenett, a professor of trade at the University of Saint
Gdlen, Switzerland, points out, thisis not as dreadful as it might have been, or asit wasin the
1930s. Only four countries have implemented restrictions affecting more than a quarter of their
product lines: across-the-board tariff barriers are not the fashion. But as growth picks up and
fightsfor market share increase, these restrictions could lay abasis for further trade disputes.



Thetectonic consequence

When the Earth’ s tectonic plates grind against one another, they do not aways move smoothly;
sometimes they dip. A year after the West’ sdump began to spread to emerging markets, it has
become clear that the recession has been a moment of tectonic dippage, abrief but powerful
acceleration in the deep- seated movement of economic power away from rich nations towards
emerging markets.

Since 2007, according to Goldman Sachs, the biggest emerging markets— Brazil, Russa, India
and China—have accounted for 45% of globa growth, dmost twice as much asin 2000-06 and
three times as much asin the 1990s. It used to be said that athough emerging markets were
contributing an expanding share of world growth, they could not clam to be the red engine for
the globa economy because find demand for their exports lay in America. But that argument is
wesker now that China has overtaken America as the main market for the goods of the smaller
Asian exporters. The recesson showed that economic power isleaching away from the West
fagter than was thought.

Previous recessions have left most developing countries with their reputations for economic
management in tatters, and with credibility to regain in capita markets. Thistime, it istherich
whose reputations have been damaged. Thefiscal response of many emerging markets has
enhanced their credibility, and they find themsalves with an unexpected reputation for fiscal
prudence. The debt-to-gdp ratio of the 20 largest emerging marketsis only haf that of the top 20
rich nations. Over the next few years rich countries” debt will rise further, so emerging markets
indebtedness will be only one-third of theirsby 2014. Already there are Sgnsthat financia
markets are rewarding them for good behaviour. Sovereign-risk spreads have been lower in the
biggest emerging markets than in some euro-zone countries; in 2009, Hong Kong did more
initid- public offerings than New Y ork or London.

At the start of the crisis, a Mexican minister Sghed: “At least thistime it' s not our fault.” The

comment was laden with sad irony: like everyone ese, he expected that Mexico' s innocence
would make no difference and that emerging markets would be hammered anyway. But they
have not been. So far the story of globa recesson in emerging markets has had that rarest of

themes: virtue rewarded.



