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OVERVIEW

A CRISIS ACR0OSS THE REGIONS

The five Regional Commissions come together at a time in which the world’s
economies face some of the most difficult challenges presented in the past century:
from climate change effects to extreme food/fuel price volatility to the worst global
recession since the Great Depression. The effects these are having on developing
countries’ efforts to meet the Millennium Development Goals are worrisome.

This report focuses on the economic crisis. What started as a financial crisis in the
United States has quickly unfolded into an economic crisis that now threatens to roll
back the development gains of the last decade and may precipitate a human tragedy
in many parts of the developing world. The issues are global: this affects every
developing country from every region requiring that each country devise a strategy for
addressing the challenges. At the same time, intergovernmental cooperation, both
globally and regionally will be central towards ensuring that the solutions are equita-
ble and efficient.

The analysis presented in this report provides a regional perspective on how this crisis
is impacting the member states of the five Regional Commissions of the United
Nations, and examines the type and adequacy of responses at the national and regional
levels. It suggests ways in which the Regional Commissions can use their collective
strengths to prevent the economic crisis from becoming a human crisis.

Each region, not to mention each country,
has its own unique set of challenges, but
the report finds many commonalities and,
based on these, it identifies further opportu-

All regions have suffered declines
in growth

According to World Bank estimates, the

nities for policy coordination and coopera-
tion at the regional and inter-regional levels.
The report concludes that the regional di-
mension provides an important and effective
framework — not just for mitigating the
impact of the current crisis but also for
reducing the chances of similar crises in the
future.

global economy is expected to contract by
1.7 per cent in 2009, the first decline on
record in world output (World Bank, 2009).
The crisis will plague economies all over the
world — but the impact will differ in scale
and severity from one country and region to
another (Figure 1). The epicentre is the ECE
region where economic growth in its ad-
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Figure 1 — Real GDP growth by region, 2009
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vanced economies turned negative between
late 2007 and 2008. Annual real growth in
the region as a whole is forecast to fall from
+1.5 to —3.5 per cent between 2008 and
2009. The emerging European economies in
particular have been hit hard — suffering
from a sudden halt in capital inflows while
lacking the policy space to implement ex-
pansionary monetary and fiscal policies.

In the ESCWA region, between 2008 and
2009, GDP growth is expected to fall from
6.1 to 2.1 per cent. The Gulf Cooperation
Council countries, which are now suffering
from large declines in oil prices and de-
pressed real estate markets, will see growth
fall from 5.8 to 1.1 per cent. The econo-
mies in the ECLAC region are also experi-
encing falls in commodity prices, which for
some countries make up a large part of
GDP, as well as from declining flows of
remittances. This will depress economic
growth across Latin America and the Carib-
bean where, after six consecutive years of
steady expansion, ECLAC estimates GDP is

0 1 2 3 4

Per cent

expected to contract to —0.3 per cent. In the
ECA region, preliminary evidence also indi-
cates slower growth. Despite earlier predic-
tions that African economies, with relatively
low levels of integration with the global
economy, would, to a certain extent, be
insulated from the brunt of the crisis,
growth forecasts for 2009 are being reduced
by between 2 and 4 percentage points. In
the ESCAP region the developing econo-
mies initially showed resilience since, fol-
lowing the Asian financial crisis in 1997,
they had implemented wide-ranging finan-
cial and regulatory reforms. Now, however,
they are feeling the effects through declin-
ing trade, on which the region is heavily
dependent. As a result, compared with 5.8
per cent growth in 2008, the ESCAP region
is expected to grow in 2009 by only 3 per
cent. This is nevertheless faster than in
many other parts of the world so, given that
the region’s developing economies account
for 16% of World GDP, Asia and the Pa-
cific is likely to be the locus of global
growth in 2009.
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Despite banking sector rescue
plans, risks remain

When the United States property bubble
burst, dramatic increases in mortgage de-
faults brought insurmountable consequences
for the world’s banking sector and financial
markets. Many banks were over-exposed to
bad loans or the complex financial assets
derived from them. As a result, market par-
ticipants became risk adverse and when
questions arose about the solvency of major
financial institutions; this triggered a severe
credit crunch which ultimately affected the
real economy.

The IMF estimates that toxic assets held by
banks and financial institutions, most of
which are in the developed ECE economies,
could reach $4 trillion (IMF, 2009a). Since
their exposure is on such scale as to
threaten systemic failures in banking sys-
tems, governments have been assembling
rescue plans — unloading the toxic assets
from bank balance sheets as well as
recapitalizing the banks so they can resume
normal lending operations. This may be es-
sential but it is also risky, for if the plans
to ‘fix’ the banks fail, and require large
additional sums, this will continue to ab-
sorb funds that are urgently needed for
stimulating the real economy and addressing
the world’s other pressing problems.

A further source of vulnerability in many
places, including the emerging European
economies, is that foreign capital is drying
up. This is not yet a severe issue for the
major economies in ESCWA and ESCAP
regions, which have relatively low levels of
non-performing loans — currently under the 8
per cent threshold. But if the credit crunch
gets worse many other enterprises and banks
will come under stress. In the ECA region

many of the banks are foreign owned, ex-
posing them to a risk that their owners may
choose to offer less support to operations in
Africa or sell their assets with serious conse-
quences for Africa’s financial sector.

Falling equity prices

All regions first felt the impact of the eco-
nomic crisis through rapidly declining eq-
uity markets — in some cases coupled with
massive outward capital flows and an asso-
ciated depreciation in exchange rates. The
ECE region, especially the emerging mar-
kets in Eastern Europe, has substantial ex-
posure to foreign capital, and since Septem-
ber 2008 markets have declined by over 40
per cent, while stock markets in the
ESCWA region witnessed a sharp decline of
nearly 50 per cent in 2008, pushing them to
their lowest level since December 2004.
Most African countries, on the other hand,
with less-developed financial markets and
limited links with the global financial mar-
kets, have been insulated to some extent
from the global financial crisis. Neverthe-
less, countries like Egypt and Nigeria, with
more developed financial markets, have
taken a hit: between March 2008 and
March 2009, their stock market indices de-
clined by around 67 per cent. Some coun-
tries in the ESCAP region have also re-
corded sharp declines since the crisis,
though the losses in Asia and the Pacific
have generally been lower than elsewhere
(Figure 2).

Capital flows have been
drying up

The global economy has seen a reduction in
all categories of capital flows including
overseas development assistance (ODA),
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Figure 2 — Regional emerging markets equity indices, 19 September

2008-16 April 2009
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Source: ESCAP calculations based on data from MSCI Barra.

foreign direct investment (FDI) and remit-
tances. This has affected developing coun-
tries in all five regions, though to varying
extents. Over the past decade, all five re-
gions have seen dramatic increases in capi-
tal flows (Figure 3). These are now under
threat. Countries in the ECLAC region and
the CIS, for example, have already seen a

drop in FDI. Here one of the triggers has
been a fall in commodity prices since most
of the region’s FDI comprises investment in
natural resources. The ESCAP region has
also been affected: after rising dramatically
during the past decade, FDI inflows have
started to decline. The ESCWA region is
expected to have witnessed a decrease of

Figure 3 — Net private capital flows to developing country regions, 2002 and 2007
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21 per cent in FDI in 2008, largely due to
a sharp setback in the last quarter.

Many developing countries also depend
heavily on remittances to combat poverty
and meet basic needs, such as food, housing,
health and education. As migrant workers
lose their jobs, remittances are expected to
fall. Indeed there are already reports of an
increase in the return of unemployed mi-
grants in Asia as well as the ESCWA region.
This will affect some of the poorer countries
in the ESCAP region as well as countries in
the ECLAC, ECA and ESCWA regions.

ODA commitments are increasingly shaky.
Pressures are mounting in major donor
countries to recapitalize financial institu-
tions, support other ailing industries and
revive domestic demand - leaving less
available for ODA. Among the recipients
likely to suffer most from falling ODA are
the least developed countries, of which
many are in the ECA region and vulnerable
populations in conflict-affected member
states throughout the world.

Sharp falls in commodity prices

Following the slump in global demand, the
commodity price boom has turned to bust.
Since their peak in mid-2008, oil prices, for
example, have fallen by more than 70 per
cent, energy prices by 60 per cent, and food
and metals by nearly 36 per cent. This is
hurting many developing countries in Africa
and Latin America and the transition econo-
mies of the CIS that are heavily dependent
on primary exports. OPEC members have
now cut production, but oil prices are ex-
pected to remain below $60 per barrel for
2009 with serious consequences for oil ex-
porters, not just in the ESCWA region but
also in North and Central Asia (IMF, 2009b).

On the other hand, many non-oil producing
countries and regions will benefit from the
relatively low prices of oil and other com-
modities, and a consequent easing of infla-
tionary pressures. The volatility of oil prices
in 2007 and 2008 has made it difficult
for countries to make the necessary plans
for meeting basic energy and subsistence
needs.

Contracting global trade

Falling global demand and the drying up of
trade finance have dramatically reduced
trade. The World Trade Organization
projects that in 2009 the volume of world
merchandise trade could plunge by 9 per
cent (WTO, 2009). The ESCAP region will,
given its high trade-orientation, be hit par-
ticularly hard — especially in some of the
export-oriented South-East Asian economies
where, during 2008, exports switched from
double-digit growth to double-digit decline.
These countries are particularly exposed be-
cause they have focused on meeting con-
sumer demand in developed countries. And
while in recent years they have also in-
creased exports to developing Asian mar-
kets, this is unlikely to serve as much of a
cushion because a lot of this intra-regional
trade, especially with China, consists of
manufactured parts and components which
are assembled in China but destined for
developed country markets. Many African
countries also depend on a few key exports,
such as textiles and cut flowers, and have
seen their trade income fall. The export
declines have also been large even in the
advanced economies of the ECE whose ex-
ports are extremely diversified in manufac-
turing, while the ESCWA region will be
deeply affected by contractions in oil ex-
ports to developed countries.
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Figure 4 — Total trade as a percentage of GDP (constant 2000 prices)
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Source: IMF statistical databases, http://www.imfstatistics.org/imf/, as of 5 May 2009.

Rising protectionism

There are rising concerns that governments
in recession-hit countries will give in to
protectionist pressures. The pending conclu-
sion of the Doha round of WTO negotia-
tions has left trade more vulnerable to gov-
ernment impulses for protectionist and other
trade-distorting measures. Many countries
are, to a certain degree, already introducing
either covert or explicit forms of protection-
ism through their fiscal stimulus packages.
Since September 2008, countries across the
world have implemented 47 trade-related
measures and have proposed an additional
33 (Newfarmer, 2009). In the ECLAC re-
gion there were five cases of increases in
tariffs or import restrictions. Such restric-
tions have also been seen in the ESCAP
region, where, for example, China and India
have imposed more stringent import meas-
ures while Indonesia requires special li-
censes for imports of some products. The
sectors typically affected are textiles, foot-
wear, toys, electronics, food and beverages.

Protectionism while palatable for dealing
with immediate pressures, only exacerbates
the downturn and makes it more difficult to
achieve strong growth during the subse-
quent recovery. This makes it all the more
important to conclude the Doha round in a
manner that institutionalizes the trade and
development linkages through a rules-based
system of multilateral trade.

Rising unemployment, increasing
poverty

Sharp declines in aggregate demand across
all five regions are taking their toll on
industrial production and leading to rising
unemployment. Factory closures and layoffs
will hurt the working poor, especially
women and youth, as the manufacturing
industry employs large numbers of unskilled
workers. This will place an enormous eco-
nomic burden on many developing econo-
mies. In the ESCAP region, the 1997 crisis
showed that when people are hit by sudden
shocks, those most at risk are the poor, the
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youngest and oldest people, and socially
excluded groups. In the labour force, the
main casualties are those with flexible em-
ployment- low skilled, temporary, casual
workers. Women often constitute the major-
ity of these workers. The damage also lasts
much longer than the crisis itself. After the
1997 Asian financial crisis, for example,
economic  growth  resumed relatively
quickly, but some countries took up to 10
years to recover the ground they had lost in
the struggle against poverty (ILO, 2008a).
In 2008, the employment impact was felt
most in the export manufacturing sector,
including garments, electronics and automo-
biles, but the crisis is also expected to hit
construction, tourism, finance, services and
real estate. The least developed countries
have less exposure to the financial crisis,
since their financial sectors are less inte-
grated into the global markets, but the poor
in these countries will nevertheless be af-
fected through lost exports and remittances
and reduced donor assistance.

The ILO is predicting that 50 million people
will likely lose their jobs during the current
crisis as world unemployment increases
from 180 million in 2007 to 230 million.
Over the next year, 23 million workers in
Asia and the Pacific could lose their jobs. In
the ECLAC region unemployment in 2008
was 7.5 per cent but in 2009 it is expected
to rise to between 8.5 and 9.0 per cent. In
the ECE region, by 2010, unemployment
rates in the United States, Europe, Turkey
and the CIS are likely to reach double digits.
In sub-Saharan Africa, ILO estimates that in
2009 as many as 3 million workers could
lose their jobs. In Western Asia, it is antici-
pated that 10 percent of unskilled workers
will return home from the Gulf Cooperation
Council (GCC) countries, thus worsening
unemployment in their home countries in

other parts of Western Asia and beyond.
According to the latest ILO estimates,
the Middle East and North Africa had the
highest unemployment rates — at 10.3 and
9.4 per cent respectively — in 2008.

The crisis is disproportionately affecting the
groups that did not benefit much from the
earlier expansion of the global economy. In
most regions the economic crisis will push a
large number of workers into vulnerable
employment in the informal sector — which
already absorbs a high proportion of workers.
Youth, women and migrant workers — groups
which already face labour market discrimina-
tion — would feel the effects most intensely.

Unemployment can threaten many hard-won
social achievements, particularly in educa-
tion. During times of economic crisis, the
poorest families may pull their children
from school and require them to work to
supplement the family income resulting in
losses in human capital that undermine
prospects for future economic and social
development. The majority of people who
become unemployed do not get unemploy-
ment benefits. About 80 per cent of the
world population is not covered by social
protection. Supporting households helps
sustain domestic demand and thus acts
countercylically to promote macroeconomic
stability, if such systems are in place before
the crisis hits. It is clear that effective sys-
tems of social protection to make societies
more resilient will need to be given higher
priority and be implemented with more ur-
gency than in the past.

To meet the employment challenge, the
United Nations supports a “Global Jobs
Pact” to generate decent work as a mainstay
of any global stimulus (United Nations,
2009a, ILO, 2009a). Such an approach
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takes account of the interlinkages between
the financial, trade, economic, employment
and social roots of the global crisis and the
required policy responses.

Expansionary monetary and
banking policies

Around the world, most countries have re-
sponded to the economic crisis by cutting
interest rates and injecting more liquidity
into financial systems. In the ECLAC region,
for example, several central banks, in addi-
tion to cutting key interest rates, have low-
ered reserve requirements. Also in some
cases in the ESCAP and ESCWA region
guarantees for bank deposits have been pro-
vided. Similarly, in the ECA and ESCAP
regions, governments have established loan
guarantees for domestic firms in order to
facilitate lending and improve the flow of
credit. But not all countries have the flexibil-
ity to implement such policies. In the
ESCAP region, some countries have already
implemented historically low interest rates.
However, for many emerging markets there
are concerns that further cuts in interest rates
could destabilize their currencies by trigger-
ing capital outflows; for example, this would
be a risk for Egypt and Lebanon and for
many of the emerging European economies.

Moreover, if the downturn deepens and in-
flation is replaced by deflation, conven-
tional monetary easing will lose its effec-
tiveness. For this reason, the advanced
economies in the ECE region that already
have near-zero interest rates, such as the
United States, the United Kingdom and
Switzerland, have found it necessary to in-
crease their money supplies through quanti-
tative easing. In the ESCAP region, devel-
oping countries experiencing deflationary

pressures may have to consider similar
measures if the macroeconomic environ-
ment deteriorates further. Expansionary
monetary policies do, however, create the
risk that excess liquidity, if left unchecked,
may find its way into speculative markets,
triggering, once again, volatility in com-
modity prices and, in the aftermath of the
crisis, inflationary pressures.

Combating recession with fiscal
stimulus

In light of the relative ineffectiveness of
monetary policy caused by already low in-
terest rates and dysfunctional financial mar-
kets, much of the attention has focused on
fiscal policy. Many governments have con-
cluded that the best way to combat reces-
sion is to introduce fiscal stimulus packages
that can boost domestic demand and help
counteract losses in confidence. To date, the
major industrialized countries, and some de-
veloping countries, have devised fiscal
stimulus plans totalling about $2.6 trillion,
or 4 per cent of world gross product
(WGP), to be spent between 2009 and 2011
(UN-DESA, 2009). In some countries this
will lead to massive budget deficits, but
even so it may still fall short of what is
needed. The United Nations estimates that
the world needs a stimulus of around 3 per
cent of WGP per annum (IMF, 2009c).
Also, to maximize the multiplier effects
globally, there is an urgent need for policy
coordination.

Most agree that the stimulus packages
should be front-loaded and commensurate
with the size of the crisis, but debate contin-
ues over their contents — on whether govern-
ments should devote their resources to in-
vestment in infrastructure, or to direct trans-




OVERVIEW

fers or on tax cuts. The packages also have
to be tailored to national priorities and cir-
cumstances. Some countries, for example,
are in a better position to embark on exten-
sive stimulus packages while others are im-
peded by large existing fiscal deficits. In the
ESCAP region, strong macroeconomic fun-
damentals and high savings rates have ena-
bled some countries to introduce large fiscal
stimulus packages. China for example has
announced a package amounting to $586
billion, the second largest in the world (US
being the largest) amounting to around 13
per cent of GDP. Overall, fiscal stimulus
packages have been focused on macroeco-
nomic stabilization and infrastructure spend-
ing, with relatively less attention having
been given, particularly at the beginning, to
the social consequences, and the dispropor-
tionate burden of the crisis on the poor and
women. Putting in place social protection
systems is a centrepiece of the policy re-
sponses required. Not only does it create
more inclusive and harmonious societies, it
also mitigates the depth of the economic
crisis. By increasing income security, the
spending power of middle and lower income
people is freed up, thus increasing domestic
demand and macroeconomic stability.

An uncertain economic outlook

In the second quarter of 2009, the economic
situation appears to have plateaued and
some countries are showing tentative signs
of recovery. However, there is also the risk
that the global economy could take another
plunge. The uncertainty has been exacer-
bated by the outbreak of influenza A, and
the ongoing uncertainties on how virulent it
will turn out to be. It could impose enor-
mous economic costs — as have already
been witnessed in Mexico.

Regional responses for
early recovery

Most responses to the economic crisis will
take place at the national level, while others
ideally should be globally coordinated. But
many can best be undertaken at the regional
level. Even in a globalized world, the strong-
est links — whether for trade, finance, remit-
tances or migration — are typically with
neighbours. Countries in the same region or
subregion are also more likely to share com-
mon problems and have a clear self-interest in
arriving at mutual solutions. Equally impor-
tant is that policy-making at the regional level
promotes consensus that can serve as building
blocks for multilateral policy coordination.

In all of this they can take advantage of the
expertise and activities of a large number of
regional institutions, with Regional Com-
missions presenting an institutional blend of
multilateral and regional approaches that is
unique.

Regional financial cooperation

Regional financial institutions have been ac-
tive in providing support. Many have been
extending their credit lines and lending fa-
cilities to help member states overcome
short-term difficulties, and in certain cases
have been providing access to long-term
finance. Additionally, regional and sub-
regional organizations have been playing an
important role in cross-border anti-crisis
measures. In the ESCAP region, for exam-
ple, one of the major regional groups has
created a multilateral foreign exchange
pool: in May 2009 the ASEAN+3 Finance
Ministers reached an agreement which
paves the way for converting an existing
bilateral fund of $80 billion to a multilat-
eral pool of $120 billion (ASEAN, 2009).
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Efforts at regional coordination

Across all five regions, governments have
been coordinating their responses to the cri-
sis through policy dialogues. For example,
following their meeting in Tunis in Novem-
ber 2008, the African Ministers of Finance
and Planning and Governors of Central
Banks agreed on measures to be taken at the
national, regional and international levels to
mitigate the effect of the crisis on African
countries. Similarly, in Kuwait, in January
2009, the First Arab Economic Summit
called for a coordinated policy response
among the Central Banks in the region and
endorsed  several ~major infrastructure
projects to strengthen regional cooperation
among Arab states and mitigate the impact
of the crisis. The EU leaders have been in
close consultations throughout the crisis in
attempts to coordinate their countries’ fiscal
and regulatory responses, while in the first
Latin American and Caribbean Summit for
Integration and Development, held in Brazil
in December 2008, countries agreed to dis-
cuss creating a regional and subregional
financial architecture for further integration
of financial markets in the regional and sub
regional sphere, to develop or strengthen
regional mechanisms for balance-of-pay-
ments stabilization, promote further coopera-
tion between national and regional develop-
ment banks, and consider the installation of
a mechanism for trade payments in local
currencies. In the ESCAP region, at the 65th
Session of the Commission, held from 23 to
29 April 2009, governments adopted resolu-
tion E/ESCAP/65/L.7 (ESCAP, 2008). While
expressing concern about the financial crisis
which had become a global economic crisis
that could complicate efforts to achieve
energy and food security in the region, the
Commission urged implementation of re-
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gional cooperation initiatives. To this end
it requested the Executive Secretary to
continue to assist countries through indepth
analysis, policy dialogue and advocacy
and increased capacity-building activities
(ESCAP, 2009).

The way forward: the role of
regional policy-making

As the Secretary-General of the United
Nations said to the leaders of the G20, “a
genuine solution of the crisis requires a
new international financial and economic
architecture that reflects the changing reali-
ties in the world and gives greater voice to
emerging and developing economies”
(United Nations, 2009b).

Developing countries are contributing ever
larger shares of economic output in the
globalized economy — and are thus deeply
affected by decisions taken in developed
countries. They must therefore have a
greater voice in the global debate, through
participation in the bodies charged with
economic recovery and regulatory reform.

For this purpose, they could use existing
regional platforms, more effectively. The
secretariats of the Regional Commissions
can support governments and their partners
to consider policy options, sharpen their
common positions and put in place the
building blocks for essential multilateral re-
forms. They should be able to use these
platforms to argue for the most positive
long-term solutions — including policies on
trade, finance, and overseas development
assistance. For finance, the area where
policy coordination is still at a nascent
stage compared to other areas such trade,
this would mean measures to reform the
international system to make it more inclu-
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sive with developing countries assuming a
more influential voice on the reforms
needed to avoid the depth of boom-bust
cycles and encourage the stable flow of
capital to developing countries. For trade,
for example, this would mean an expedited
conclusion of the Doha Round that would
discourage protectionist measures and pro-
mote international trade for development.
For overseas development assistance, this
would mean encouraging developed coun-
tries to follow through on their declaration
at the G20 Summit in London in April
2009, which reaffirmed all existing commit-
ments to provide more aid and debt relief
to the poorest countries and promised $300
billion in support.

Developing countries will also play a cen-
tral part in the United Nations global vul-
nerability monitoring and alert mechanism.
This country-driven mechanism will be light
in structure and build on existing alert and
monitoring  capacities and mechanisms
across the United Nations system in an
inclusive manner. In this regard, the Re-
gional Commissions can support developing
countries through their existing well recog-
nized analytical and statistical capabilities.
Their distinctive region-specific analysis
could make an important contribution in
filling the large information gap that exists
between when a crisis hits vulnerable
populations and when information reaches
policy-makers through official statistical
channels (United Nations, 2009c). The
rapidity and depth of the current crisis
underlines the importance of real-time and
compelling analysis. Looking forward, what
will be needed is faster and improved pre-
emptive analysis and advocacy.

Regional Commissions can also provide an
important platform for deeper regional eco-

nomic and financial cooperation. In this cri-
sis, the current international architecture has
demonstrably failed to respond with suffi-
cient speed or force to the distinctive prob-
lems faced by developing countries. Instead
regions can work together to marshal their
own resources and “insulate themselves
from regulatory and macroeconomic failures
in  systemically  significant  countries”
(United Nations, 2009d). If countries coordi-
nate their policies at the regional level they
will gain greater credibility, helping to shore
up confidence while enhancing regional and
global multiplier effects. This should not,
however be regarded as an alternative to
full participation in global economic rela-
tions but rather as a complement to it, by
filling in the gaps in the global system.

Future intraregional financial and economic
cooperation can include, for example, pool-
ing funds to respond to balance-of-payments
and liquidity crises, cooperating more
closely on monetary issues such as ex-
change rates, integrating equity and debt
markets, coordinating financial regulation
and supervision, and promoting intra-
regional trade, such as by providing trade
credit. This enhanced cooperation will also
mean complementing international financial
institutions by upgrading the existing re-
gional financial architecture.

Of particular importance in the current cri-
sis is the coordination of fiscal policies
because they provide an excellent opportu-
nity for promoting the idea that economic
recovery should be based on a more inclu-
sive and sustainable development paradigm.
The Regional Commissions could provide
the institutional infrastructure for an inter-
governmental fiscal policy regional coordi-
nating mechanism.
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A global crisis demands a global response.
But action will be much more effective if it
is built on strong regional foundations, as
groups of developing countries with similar
problems share their experiences and
coordinate their activities. Rather than com-
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THE EcoNomIC COMMISSION FOR AFRICA

Africa might have expected to be less affected by the crisis, being less integrated into
the global economy and having smaller financial markets. But the contagion from the
developed countries has already reached most African countries, reducing growth and
threatening hard-won achievements in human development. Of great concern is the

effect of the crisis on ODA.

The global financial and economic crisis
represents a serious setback for Africa, taking
place at a time when the region has been
making progress in economic performance
and management. Since 2000, the Africa
region has achieved an average growth above
5 per cent per year and has seen inflation
decline to single digits. The region has also
made significant improvements in govern-
ance and has reduced armed conflicts, mak-
ing it more attractive to private capital flows.
Between 2002 and 2007, net private capital
flows to Africa increased from $17.1 billion
to $81 billion (ECA and APF, 2008). The
current crisis is also taking place at a time
when the region is slowly recovering from
the fuel and food crises.

The global financial and economic crisis
threatens these gains. The key challenge
facing African countries is to manage the
current crisis so as to ensure that it does
not reverse progress made since the begin-
ning of the new millennium and reduce the
prospects for achieving the Millennium De-
velopment Goals (MDGS).

The following sections identify the key
channels of transmission of the financial

crisis to Africa, as well as the quantitative
impacts. They also consider recent policy
measures taken by African governments and
regional organizations to cushion the effects
of the crisis on regional economies — as
well as the policy measures and actions
needed at the international level to ensure
that in Africa the economic crisis does not
develop into a humanitarian crisis.

The impact of the crisis

In the first few months, it was widely as-
sumed that the crisis would have minimal
impact on this region. African countries
have a low level of integration into the
global economy, most have very small inter-
bank markets, and several countries have
restrictions on new financial products as
well as on market entry, which would
shield them from the direct effects of the
financial turbulence.

Recent developments have shown, however,
that the Africa region is after all experienc-
ing the negative effects of contagion. For
example, the crisis will reduce economic
growth. The extent of the decline will de-
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pend on the availability of external finance
to the region as well as on the effectiveness
of measures taken by the advanced coun-
tries to boost global demand, but in 2009
the reduction in growth could be between 2
and 4 percentage points. Given the hetero-
geneity of African countries, the crisis is
certainly going to affect some countries
much more than others. For example, the
decline will be more severe in Angola, Bot-
swana, Equatorial Guinea, South Africa, and
Sudan. These countries are expected to lose
more than 4 percentage points of growth. In

Cape \erde, Democratic Republic of
Congo, Egypt, Ethiopia, Ghana, Kenya,
Lesotho, Namibia, Nigeria, Mozambique,

Sierra Leone and Tunisia, the decline in
growth in 2009 is likely to be between 2
and 3 percentage points.

It is also important to note that the crisis is
affecting countries of all categories. It is
having an impact on those considered to
have good economic policies and govern-
ance, as well on those with poor macroeco-
nomic records, and those considered as
fragile states. It is affecting both small and
large economies, and both oil and non-oil
exporting countries. This implies that the
real effects of the crisis in the region are
not simply due to the nature of macroeco-
nomic policies and governance in particular
countries. It will thus be important to pro-
vide assistance to countries in the region to
enable them to weather the global
slowdown and protect vulnerable groups.

Stock markets, banks and exchange
rates

The crisis is affecting Africa through both
direct and indirect channels. The direct ef-
fect has been felt mostly in the financial
sector. Since the onset of the crisis, stock
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markets have lost value and become more
volatile. Between March 2008 and March
2009 the stock market indices in Egypt and
Nigeria, for example, declined by about 67
per cent, and there were also significant
losses in Botswana, Kenya, Mauritius and
Zambia.

The turmoil in African stock markets is
beginning to have significant negative ef-
fects on the financial sector and on aggre-
gate demand. For example, there is growing
evidence that it has been affecting bank
balance sheets and, on present trends, the
banking sector could see an increase in
non-performing loans, with dire conse-
quences for the region’s financial stability.
Between 2006 and the third quarter of
2008, in Ghana, for example, the ratio of
non-performing loans to gross loans in-
creased from 7.9 to 8.7 per cent, and in
Lesotho from 2.0 to 3.5 per cent (IMF,
2009d).

So far, the region has not had any bank
failures, since few African banks have had
any significant exposure to the subprime
mortgage market or asset-backed securities.
They are however vulnerable to contagion.
In several countries in the region a signifi-
cant number of banks are owned by foreign
companies who may decide to reduce their
support of local banks, or sell their assets —
with serious consequences for Africa’s fi-
nancial sector. Countries that are susceptible
to this form of contagion include Botswana,
Cape Verde, Central African Republic,
Chad, Cote d’lvoire, Equatorial Guinea,
Lesotho and Zambia.

The crisis has also put enormous pressure
on African foreign exchange markets. In the
first quarter of 2009, the Ghanaian cedi
depreciated against the US dollar by 14 per
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cent, the Nigerian naira by 10 per cent and
the Zambian kwacha by 13 per cent. Table
I-1 presents data on expected changes in
exchange rates for selected African coun-
tries in 2009. Significant depreciations are
expected in Ghana (21 per cent), Uganda
(22 per cent), Democratic Republic of
Congo (23 per cent), South Africa (27 per
cent), Nigeria (27 per cent), Zambia (43 per
cent), Comoros (45 per cent), and Sey-
chelles (84 per cent). Several of these coun-

tries have high foreign debt so these depre-
ciations will impose serious debt service
burdens. They will also increase the cost of
imported intermediate inputs, with conse-
quences for production, output and employ-
ment. Exchange-rate depreciation will also
increase the exchange-rate risk faced by
domestic firms and increase the likelihood
that they will default on loans owed to
domestic banks and thus also make these
banks more vulnerable.

Table 1-1 — Expected exchange rate depreciation in Africa against the US dollar, 2009

Expected depreciation

Seychelles
Comoros
Zambia
Nigeria
South Africa
Congo, Demaocratic Republic of
Uganda
Ghana
Ethiopia
Mauritius
Madagascar
Tunisia
Kenya
Namibia
Sierra Leone
Mauritania
Cape Verde
Botswana
Tanzania
Guinea
Lesotho
Swaziland
Morocco
Mozambique

Currency g
rupee 84.2
franc 45.2
kwacha 43.4
naira 27.3
rand 27.1
franc 23.7
shilling 22.4
cedi 21.1
birr 19.8
rupee 19.5
ariary 17.9
dinar 17.1
shilling 16.5
dollar 15.0
leone 14.7
ouguiya 14.3
escudo 13.8
pula 135
shilling 13.3
franc 13.1
loti 12.8
lilangeni 12.8
dirham 114
metical 10.7

Source: Based on data from the Economist Intelligence Unit.
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Currency depreciation also has implications
for food prices. Several countries in the
region are net food importers so currency
depreciation will raise prices and reduce
access to food by vulnerable groups.

The financial crisis has also increased risk
premiums for African countries raising
funds in international markets. Indeed there
is evidence that several countries in the
region are already having difficulties.
Kenya, Nigeria, Tanzania and Uganda, for
example, have had to cancel plans to raise
funds. If international capital markets dry
up there would be serious consequences for
development in the region because the
money raised would have financed infra-
structure development and boosted growth.
The private sector is also facing challenges
in raising funds in international capital mar-
kets.

Commodity prices and trade

The financial crisis is also affecting trade.
In particular, since the second half of 2008
African countries have seen a significant
decline in the prices of key commodity
exports. Figure 1-1 tracks prices for four
major commaodity groups of export interest
to Africa, showing a downward trend since
the second half of 2008. The most affected
commodity has been crude oil: between
February 2008 and February 2009 the price
fell by more than 50 per cent. Over the
same period, the prices of copper, coffee,
cotton and sugar, also declined by more
than 20 per cent.

The crisis has also reduced Africa’s export
volumes, as a result of the slowdown in
economic growth in three key export mar-
kets — Europe, the United States and China.

Figure 1-1 — Price indices of major commodity groups, 2007-20092
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Between 2007 and 2008 the growth of Afri-
ca’s exports fell in real terms from 4.5 to
3.0 per cent, while import growth fell from
14 to 13 per cent (Table 1-2). Although
trade figures for 2009 are not yet available,
the World Trade Organization has forecast a
drop of 9 per cent in global trade which
will certainly harm Africa’s exports.

Table 1-2 — Africa’s merchandise trade,
annual percentage change at constant
prices, 2006-2008

Exports Imports

2006 1.5 10.0
2007 4.5 14.0
2008 3.0 13.0

Source: World Trade Organization.

These declines in commodity prices and
export volumes have significantly reduced
export revenues. In Burundi, for example,
between October and November 2008 coffee
earnings fell by 36 per cent. Between 2008
and 2009 export earnings are expected to
decline in Angola, for example, from $67
billion to $23 billion, in Cape Verde from
$90 million to $84 million, and in Cote
d’lvoire from $10.4 billion to $7.7 billion. A
reduction in export earnings will make it
more difficult for governments to finance the
import of inputs necessary for production
and limit governments’ ability to cushion the
negative effects of the crisis on the economy.

Workers’ remittances

Since the beginning of the new millennium,
development finance in Africa has bene-
fitted from increasing flows of remittances
— which finance household consumption
and help reduce poverty. Between 2000 and

2008, remittance inflows to Sub-Saharan
Africa, for example, increased from $4.6
billion to $20 billion (Figure 1-2). Now
however, African migrant workers in Eu-
rope, North America and the Gulf States are
being laid off and returning home - so the
flow of remittances will slow. The World
Bank has estimated that as a result of the
financial crisis, between 2008 and 2009 re-
mittance inflows to Sub-Saharan Africa will
fall by $1 billion to $2 billion. Gambia,
Lesotho, Liberia, and Seychelles are highly
vulnerable to reductions in workers’ remit-
tances because these inflows represent more
than 10 per cent of their GDPs. North
African countries are also vulnerable since
they receive a significant amount in remit-
tances though these represent smaller pro-
portions of their GDPs.

Figure 1-2 — Remittance inflows to Sub-
Saharan Africa ($ billions), 2000-2008
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Sources: Ratha and Zu (2007) and World Bank
database.

Private capital flows
The financial crisis has also diminished
prospects for private capital inflows. In re-

cent years, there had been significant in-
creases: between 2007 and 2008 foreign
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direct investment, for example, increased
from $53 billion to $62 billion. Now there
are indications that FDI flows to the region
will decline. But since FDI often responds
to growth with a lag, the impact of the
crisis will be felt more in 2009 and beyond.
Other forms of private capital have also
been affected. Prior to the crisis, companies
in Ghana and Gabon, for example, success-
fully issued bonds in international capital
markets. Now, as a result of the crisis, this
source of external finance has dried up and

firms in several African countries, including
Nigeria and Kenya, are finding it more
difficult to issue bonds. In Burkina Faso,
mining companies have delayed new ven-
tures because of difficulties in obtaining
finance. Similarly, in the Democratic Re-
public of Congo, BHP Billiton, a major
foreign investor, has suspended nickel pros-
pecting because of low mineral prices. The
drying up of these sources of external fi-
nance is thus constraining the region’s
growth and development.

Table 1-3 — Net ODA disbursements to key African recipients, 2000-2007
(Percentage of GNI)

Average
2006 2007 2000-2007
Liberia 17.4 96 114 304 57.1 555 b56.2 1204 447
Burundi 129 214 280 394 555 469 478 495 37.7
Guinea-Bissau 395 328 308 646 295 228 276 354 354
Sierra Leone 294 429 423 350 361 296 248 327 341
Eritrea 27.7 420 368 550 424 368 119 13.0 332
Congo, Democratic Republic of 45 57 224 988 29.1 264 252 141 283
Mozambique 225 255 551 235 232 212 261 263 279
Sao Tome and Principe . . . . . 293 180 250 241
Rwanda 18.7 184 221 192 253 244 205 215 213
Malawi 26.1 241 144 216 195 206 219 208 211
Zambia 258 159 223 178 220 173 144 9.7 181
Mauritania 198 250 278 186 117 96 6.9 125 165
Uganda 145 148 128 163 182 140 16.7 157 154
Cape Verde 181 142 152 183 158 16.7 122 119 153
Gambia 124 132 174 180 145 137 16.1 121 147
Ethiopia 85 135 168 188 181 156 129 125 146
Niger 117 131 139 170 180 153 139 128 145
Mali 150 145 153 132 124 138 149 154 143
Tanzania 116 136 131 170 158 106 129 174 140
Madagascar 84 82 8.6 101 29.2 184 138 123 136
Burkina Faso 13.0 140 145 122 126 129 151 139 135
Ghana 124 123 109 130 162 109 93 75 116
Djibouti 126 9.6 128 117 88 98 137 123 114

Sources: OECD (for ODA) and World Bank, African Development Indicators (for GNI).
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Official development assistance

To finance government programmes, several
African countries depend significantly on
official development assistance (ODA). In
2002, the world’s governments adopted the
Monterrey Consensus, and donors subse-
quently increased their ODA to Africa; be-
tween 2002 and 2007 flows increased from
$21 billion to $39 billion. Now, however, in
response to the financial crisis donors may
reduce ODA flows to the region. While
there is no evidence yet that donors plan to
do so, history and econometric evidence
suggest that their ODA flows tend to be
procyclical and so it seems likely that do-
nors will reduce them, especially when they
face pressures to recapitalize their banking
sectors and provide support for their own
ailing industries. Table [-3 shows the 23
countries that are most vulnerable — those
in which ODA during the period 2000-2007
represented over 10 per cent of gross na-
tional income. Burundi, Eritrea, Guinea-
Bissau, Liberia, and Sierra-Leone are par-
ticularly exposed, with extremely high ra-
tios of ODA to GNI.

Social development and the MDGs

One of the important consequences of the
financial crisis for Africa will be the reduc-
tion in both internal and external finance —
which will reduce the ability of African
countries to boost growth and achieve the
MDGs. With less fiscal space, they will
find it difficult to fund health, education,
infrastructure and nutrition programmes.

The expected decline in ODA will have a
devastating effect on aid-dependent econo-
mies. In several of these, ODA accounts for
more than 30 per cent of the government
revenue or budget. Across the region many
governments are heavily dependant on aid-

funded social protection programmes, SO
any reduction in aid could harm the poor
and make them more vulnerable. Donors
will therefore need to honour their existing
commitments to enable governments in the
region to protect the vulnerable and prevent
more people falling into poverty.

The financial crisis will also have an indi-
rect effect on poverty by increasing unem-
ployment. Before the crisis, unemployment
in Sub-Saharan Africa was on a downward
path: between 2003 and 2008, the unem-
ployment rate fell from 8.5 to 7.9 per cent
(Figure 1-3). The rates came down both for
males and females though generally remain
higher for females. There are concerns that,
as a result of the crisis, the rate will in-
crease in 2009 as firms cut production or
shut factories. Preliminary forecasts by the
International Labour Organization suggests
that in the worst case scenario the unem-
ployment rate for Sub-Saharan Africa will
increase from the 2008 figure by about 0.6
percentage points. This implies that between
2007 and 2009 the number of unemployed
people will rise by three million.

Figure 1-3 — Unemployment rates in
Sub-Saharan Africa, 2003-2008
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Country policy responses

African countries have taken several steps
to mitigate the economic impact of the cri-
sis. They have, for example, reduced inter-
est rates, recapitalized financial institutions,
increased the liquidity available to banks
and firms, enacted fiscal stimulus packages,
made changes in trade policy, and carried
out regulatory reforms. The measures
adopted differ from country to country de-
pending on available fiscal space as well as
on the degree of vulnerability to the crisis.
For example, the region’s oil-exporting
countries have more fiscal space because
during the recent oil price hikes they accu-
mulated huge foreign reserves of which
they can take advantage to conduct coun-
tercyclical policies. The non-oil exporting
economies, however, are less able to adopt
countercyclical policies so in these econo-
mies fiscal stimulus measures are not wide-
spread. In addition to the above measures,
some countries have set up task forces or
committees to monitor the financial crisis
and advise governments on how to respond.
Democratic Republic of Congo, Kenya,
Nigeria, and Rwanda, for example, have
adopted this approach.

Interest rate changes

Since the onset of the crisis, 18 countries
for which information is available have re-
sponded by changing interest rates. For ex-
ample, in December 2008, the central bank
in Botswana reduced interest rates by 50
basis points and followed this with a one
percentage point reduction on 27 February
2009. In Egypt, the central bank cut its
overnight and lending rates by 50 basis
points on 26 March 2009. The Central
Bank of Nigeria also cut its interest rate,

22

from 10.25 to 9.25 per cent. Other coun-
tries that reduced interest rates include:
Kenya, Mauritius, Namibia, South Africa,
Swaziland, Tunisia and the six countries
that use the CFA franc controlled by the
Banque des Etats de I’Afrique Centrale.
Democratic Republic of Congo, on the
other hand, in an attempt to fight inflation
has responded by raising its policy rate —
four times since December 2008.

Liquidity injections

Some countries have taken action to in-
crease liquidity both for the banking system
and for domestic firms. For example, in
Benin, Burkina Faso, Cote d’lvoire, Guinea-
Bissau, Mali, Niger, and Togo the common
central bank - the Banque Centrale des
Etats de I’Afrique de I’Ouest — injects li-
quidity on a weekly basis into the regional
money market. In Cameroon and Liberia, a
support or guarantee fund has been created
for firms. In Tunisia, the central bank has
set up new deposit and credit facilities to
improve the flow of credit and increase
liquidity in the banking system.

Recapitalization of banks and
regulatory changes

Some countries have taken specific meas-
ures to recapitalize domestic banks. In Mali,
for example, in order to increase finance for
housing, the government has decided to
recapitalize Banque de I’Habitat du Mali. In
Tunisia, in order to boost domestic invest-
ments, the central bank doubled the capital
of the bank that finances small and medium
enterprises. In Algeria, the Credit and Mon-
etary Council has issued instructions to
commercial banks to increase their capital
from 2.5 billion to a minimum of 10 billion
Algerian dinars ($142 million) within 12
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months. The council has also put in place a
series of banking reforms to strengthen the
financial system. The government of Kenya
has enacted legislation that would increase
the minimum capital requirement for banks
from 250 million to 1 billion shillings by
2012,

Fiscal policy measures

In order to cushion the effects of the crisis
and boost growth, a number of countries
have introduced fiscal stimulus packages. In
Cape Verde, for example, to provide a fis-
cal stimulus the 2009 budget projects a 17
per cent rise in public spending. In Egypt,
the government has announced a fiscal
stimulus package of 15 billion Egyptian
pounds. Gabon, Morocco, Namibia, Nigeria,
Sdo Tome and Principe, South Africa and
Tunisia have also adopted fiscal stimulus
measures. Most of these packages empha-
size infrastructure development. In Namibia,
on the other hand the fiscal measures in-
volve a 24 per cent public-sector pay raise.
The South African stimulus plan, announced
in February 2009, is quite broad and has
four aspects: a $69 million, three-year pub-
lic investment programme; expansion of
public-sector employment opportunities; an
increase in social spending; and assistance
to the private sector. Morocco’s stimulus
plan includes measures to improve access
to credit, offer tax incentives, increase vo-
cational training for workers, and reduce
red tape and corruption.

Several countries have also responded by
exercising fiscal restraint. For example, in
Kenya the government plans to cut expendi-
ture by 25 billion shillings. In Benin, in
order to free up financial resources, the
government plans to cut subsidies on food
and oil imports. Botswana has imposed re-

strictions on travel budgets, vehicle pur-
chases and the creation of new posts. In
Angola, the government plans to revise its
budget downwards to take account of the
anticipated decline in oil revenue.

Trade policy measures

For several countries, an important compo-
nent of their response plans is to try to
boost economic growth by encouraging
trade. Cameroon, for example, has reduced
or waived import taxes on equipment, tools,
and goods required for research and oil
exploration. In Liberia, the President has
announced plans to reduce trade tariffs as
well as the ECOWAS trade levy. Tunisia
has increased allotments for export business
travel, and Mali has introduced measures to
refund to mining companies the value
added tax and import duty due on 2006/
2007 gold operations. In Madagascar, the
central bank has devalued the local cur-
rency to restore export competitiveness,
while the government has also launched a
drive to boost exports.

Improving domestic resource
mobilization

Some African countries have also used the
current crisis as an opportunity to introduce
reforms aimed at boosting domestic re-
source mobilization. In Burkina Faso, for
example, the government intends to under-
take a comprehensive reform of its tax
policy in 2009 so as to increase the tax
base and boost revenue collection. Cape
Verde, Senegal and South Africa have also
taken measures to boost tax revenue. The
government of Kenya intends to privatize
some state-owned firms. It has also
launched an 18.5 billion shillings infrastruc-
ture bond in the local capital market.
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Regional responses

Coordination and consensus-building

In November 2008, in Tunis, Tunisia, at a
meeting jointly organized by the Economic
Commission for Africa, the African Devel-
opment Bank, and the African Union Com-
mission, African Ministers of Finance and
Planning and Governors of Central Banks
met to discuss the implications of the finan-
cial crisis for Africa and identify appropri-
ate policy responses. The Communiqué
from the meeting emphasized the need for
bold and decisive action through key policy
responses which would include:

* Regulatory reform — Countries need to
undertake comprehensive reviews of
their regulatory and supervisory regimes
in order to identify areas for further
improvement. In particular, all sectors of
the financial industry should be sub-
jected to proper regulation and oversight
to avoid excessive risk-taking by finan-
cial institutions.

* Macroeconomic policy — Over the last
two decades African countries have im-
plemented macroeconomic policy and
structural reforms that have served them
well. Now, however, they need to fur-
ther deepen their economic reforms, to
help minimize the effects of crises and
lay the foundation for sustainable
growth.

» Social protection — While governments
need to respond with measures to re-
store growth and financial stability, they
also need to take measures to minimize
potential social damage. This will mean
giving priority to social protection and
pro-poor expenditure.
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» Official development assistance — Across
the region, governments are faced with
shrinking domestic resource bases aris-
ing from falling exports, remittances and
tourist receipts. To help offset this they
should be able to rely on official devel-
opment assistance. Donors must there-
fore, consistent with their Monterrey and
G8 summit commitments, increase aid
to Africa.

» International financial institutions — The
increasing globalization of financial mar-
kets has made it even more important to
reform the governance of the interna-
tional financial institutions — particularly
by strengthening the voice and represen-
tation of developing countries.

These recommendations were discussed by
African Heads of State and Government at
their summit in Addis Ababa in January
2009. At the Tunis meeting, African Minis-
ters and Governors of Central Banks also
set up a Committee of Ten to monitor
developments, provide regular follow up,
advise Ministers and Governors on propos-
als and contribute to the international dis-
course in relation to the economic impact
of the financial crisis and the necessary
mitigating measures. The Committee held
its first meeting in Cape Town, South Af-
rica on 16 January 2009 and its second in
Dar es Salaam, Tanzania, on 11 March
2009. These coordination meetings have
helped build an African consensus on the
crisis and on how the international commu-
nity could help countries in the region to
respond.

Research support

In order to design and implement effective
policy responses it is vital to assess the
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potential impact of the crisis and identify
the transmission channels. Since the onset
of the crisis, the Economic Commission for
Africa (ECA) has therefore been providing
African countries with technical and re-
search support. ECA has also played a key
role in facilitating an African consensus on
the crisis by organizing high-level meetings.
For example, ECA organized the Ministerial
meeting in Tunis in collaboration with the
African Development Bank (AfDB) and the
African Union Commission (AUC). ECA,
AfDB and AUC are also providing support
to the Committee of Ten Ministers and
Governors of Central Banks. These techni-
cal assistance support and advisory services
have played a crucial role in ensuring that
African views and concerns are adequately
presented to the international community,
particularly the G20.

Liquidity support

As credit markets dry up and risk premiums
rise, African countries are facing difficulties
in accessing international financial markets.
The AfDB has therefore taken several
measures to help countries in the region
gain more access to long-term finance, par-
ticularly for essential economic infrastruc-
ture. For example, the bank has established
a $1.5 billion Emergency Liquidity Facility
to provide fast and exceptional support to
AfDB eligible countries. It has also set up a
$1 billion Trade Finance Facility to improve
access to trade finance. In addition, in order
to improve access to finance it has put in
place a number of short-term measures.
These include: restructuring portfolios and
pipelines in favour of faster disbursement
instruments; seeking additional funding
through co-financing; reviewing trust funds
to direct activities and funds towards coun-
tries in need; and, for African Development

Fund countries, supplementing existing re-
sources with a catalytic trust fund.

The way forward

At the national level, African countries have
taken many important steps to mitigate the
impact of the financial crisis on their
economies. But their range of policy meas-
ures is limited by financial constraints. The
international community will therefore need
to provide appropriate assistance to prevent
the financial crisis turning into a regional
humanitarian crisis. The main areas for in-
ternational action will involve enhancing
the availability of resources and reforming
international financial institutions.

Enhancing resource availability

The developed countries have adopted fiscal
stimulus packages to boost their own
economies, but have paid little attention to
the need to boost demand in Africa and
how to finance such a boost. In fact, their
own fiscal stimulus plans would be a lot
more effective if they were accompanied by
similar packages in low-income countries.
In order to increase global aggregate de-
mand Africa must therefore be fully inte-
grated into the coordinated effort (ECA,
2008). Possible sources of finance for in-
creasing demand and growth in Africa in-
clude:

- Ensuring that advanced economies meet
existing commitments on aid and debt
reduction;

- Improving access to existing finance fa-
cilities and accelerating disbursements;

- Urging the IMF, during this crisis, to
put in place a new facility with relaxed
conditions to support African economies;
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- Increasing the capital of the African
Development Bank to enable it to scale
up its support of African development;

- Selling IMF gold reserves to release ad-
ditional resources to help developing
countries deal with the financial crisis;

- Issuing new Special Drawing Rights.

Reforming the international financial
system

African countries, and developing countries
in general, have long voiced their reserva-
tions and criticisms of the existing interna-
tional financial architecture and of current
aid delivery frameworks. Even so, the fi-
nancial architecture has remained funda-
mentally the same since the Second World
War. With respect to the reform of the
Bretton Woods Institutions and of the glo-
bal financial architecture, African countries
would like some key changes.

e Increasing policy space - African
policymakers have been concerned about
aid delivery and the imposition of policy
conditionalities that have constrained
their freedom to choose their own policy
mix and paths. The Country Policy and
Institutional Assessment (CPIA) of the
World Bank, for example, limits the
choices available to African govern-
ments, giving a disproportionately high
weight to policy performance relative to
development outcomes. Under the CPIA,
countries are ranked according to the
quality of their policies and institutional
arrangements. This focus on policies
rather than outcomes is problematic be-
cause there is no general consensus on
what constitutes good policy. African
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countries want the CPIA to be rede-
signed to include a category significantly
weighted towards country-specific out-
comes and to measure progress in
governance using the African Peer
Review Mechanism governance indica-
tors.

Debt sustainability framework — Given
its methodological limitations, African
countries are also concerned about the
increasing use in aid delivery of the
Debt Sustainability Framework (DSF).
The DSF need to be redesigned to ad-
dress its shortcomings and eliminate the
judgmental element of what constitute
good policies and institutions.

Voice and participation — African coun-
tries are unrepresented in many key fo-
rums that taken important decisions that
affect their economies. The redesign of
the financial architecture should provide
an opportunity to address this issue.
Africa would like to participate in the
Financial Stability Forum and have
increased representation on the Boards
of the IMF and World Bank. Africa also
to have permanent representation in the
G20, in addition to South Africa which
is there as an emerging economy.

Promoting trade — In Africa, trade is an
important source of development fi-
nance. The G20 must therefore refrain
from trade protectionism and resist the
creeping economic nationalism that un-
derpins the developed countries’ rescue
and stimulus packages. In this regard,
Africa would like a speedy conclusion
of the Doha Round with appropriate
provisions and emphasis on the develop-
ment dimensions.
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CHAPTER 11

THE EcoNomIic COMMISSION FOR EUROPE

The ECE region includes the major economies that were responsible for creating the
crisis, but many others will also be severely affected. While the richer countries have
been able to respond with dramatic bank bail-outs and fiscal stimulus packages, the
European emerging economies have had limited options.

In 2009, each subregion of the ECE is
experiencing or anticipating negative growth
accompanied by rising unemployment and
large declines in international trade and
capital flows, along with significantly dete-
riorating government fiscal positions. The
declines in economic growth are likely to
be greatest in the ECE’s emerging econo-
mies where there also remains a small pos-
sibility of a systemic financial meltdown,
along with social and political instability.

The 56 economies of the ECE region form
a very diverse group that includes ad-
vanced, emerging economies along with a
few rather poor developing countries. The
crisis will enter these countries in different
ways and will have different impacts, so the
policy options will also vary considerably
according to economic circumstances and
institutional constraints — making it difficult
to generalize about the situation of the ECE
economies overall.

1 This chapter relies extensively on a study by R.

Shelburne and J. Palacin, The 2007-2010 Financial
Crisis in Europe.

The current crisis resulted from a combina-
tion of macroeconomic imbalances and
microeconomic market failures — both due
to inadequate governance and a failure by
market participants to properly understand
risk. The regulatory failure, however, was
not confined to the US. Some of the riski-
est behaviour was in European affiliates of
US firms outside the jurisdiction of US
regulators. The European financial sector
thus played an active role in securitizing,
distributing, and insuring assets that would
later prove to be toxic — and the regulatory
failure was not confined to one or two
countries but covered a broad spectrum of
financial market activities throughout the
US and western Europe.

The crisis in Europe has been particularly
severe. Many European banks owned a sur-
prisingly large share of the toxic assets and
were often more highly leveraged and reli-
ant on international wholesale financing,
and had lent more to emerging markets.
Moreover, their national regulatory and in-
stitutional structures were often poorly de-
signed and unable to deal with financial
market turmoil.  European policy makers
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generally failed to appreciate the need for
countercyclical macroeconomic policy. Sev-
eral European economies also had their own
housing bubbles combined with weaker
mortgage lending standards.

The impact of the crisis

Although the shock was generally smaller
in Europe than in the US, the European
policy response was slower and consider-
ably weaker and, as a result, Europe’s de-
cline in GDP has been as large as, or even
larger than that in the US. Although their
levels of unemployment may not reach
those of the 1981-1982 downturn, the ad-
vanced economies will experience their
deepest recessions since the Great Depres-
sion of the 1930s.

The countries of emerging Europe experi-
enced a ‘sudden stop’ in capital inflows —
though the shock was different from that
than in the advanced economies. Because
they were unable to implement counter-
cyclical macroeconomic policies, their eco-
nomic declines have generally been larger
than those in the advanced economies —
though they will not be as severe as their
transitional recessions of the early 1990s.

Once the value of US mortgage-backed
securities began to fall, the crisis moved to
the wider European region quite rapidly
through a surprisingly large number of
channels. In Belgium, Germany, and Swit-
zerland the banks owned large quantities of
the toxic US assets. In Ireland, Spain, and
the UK — the countries had their own burst-
ing housing bubbles. In the Russian Federa-
tion and most of east-central Europe, banks
and companies were dependent on global
capital markets which seized up. In Austria,
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Greece, and Sweden domestic banks had
foreign subsidiaries exposed to non-per-
forming loans. In countries such as Arme-
nia, Georgia, FYR of Macedonia, Moldova,
Serbia, and Tajikistan there were large de-
clines in remittances which had been a
significant component of their GNI, in al-
most every case, countries suffered from
falling exports and from declining tourism.

Key macroeconomic indicators

Prior to the crisis, over the period 2005-
2007, annual real growth in the ECE region
averaged 3.2 per cent. But in 2008 this
dropped by half and in 2009 is forecast to
fall to —3.5 per cent before recovering to
about one-half per cent in 2010. Previously
the European emerging economies had been
growing two to three times faster than the
advanced economies in North America and
western Europe — due to large capital in-
flows which allowed them to maintain in-
vestment at higher rates than would have
been possible from domestic savings alone
(Figure 11-1). During the current downturn,
however, this dependence on external fi-
nance has proven a major disadvantage as it
has provided a channel for importing the
crisis.

In each of the ECE’s subregions, growth in
2009 is forecast to be between -3 and -5
per cent. This will, however, represent a
much greater drop for the European emerg-
ing economies — which are also more vul-
nerable since, compared with the advanced
economies, they have weaker social safety
nets and a larger percentage of their
populations living near subsistence levels.

Growth turned negative in the US from
December 2007. But this experience was
soon to be repeated in other ECE countries
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Figure 11-1 — Real growth in the major ECE subregions, 1999-2010
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— in the eurozone in the second quarter of
2008, and in the Russian Federation and
most of the emerging economies in the last
quarter of 2008. In 2009, growth is ex-
pected to be —5.1 per cent in the CIS, -5.1
per cent in Turkey, —4.2 per cent in the
eurozone, and —2.4 per cent in the EU new
member states. The downturn has been
most severe in the Baltic economies and
Iceland where growth is forecast to be close
to —10 per cent. The impact will be less
severe in Germany, lIreland, the Russian

Federation, and Ukraine. And in 2009
growth may be positive in a few of
the smaller ECE economies, including
Albania, Azerbaijan, Cyprus, Tajikistan,

Turkmenistan, and Uzbekistan — and espe-
cially strong in the latter two. For 2010
there could be a slow recovery, with growth
positive but low throughout most of the
region, however there is still considerable
uncertainty around these forecasts and
growth in the EU could still be negative.

By 2010, there will also be steep rises in
unemployment. In the US, Europe, Turkey,
and the CIS, rates are likely to reach dou-
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ble digits. But in some countries the situa-
tion could be much worse. In Spain, for
example, unemployment may reach 20 per
cent. By March 2009, employment in the
US had reached 8.5 per cent — the highest
rate in 25 years. Since approximately half
the job losses have been in the male-domi-
nated construction and manufacturing sec-
tors, the rate for men was approximately
two percentage points higher than for
women. In the spring of 2009, the number
of people receiving unemployment insur-
ance benefits in the US reached 5.84 mil-
lion, the largest number since record-keep-
ing began in 1967. In January 2009, the
number of people on food stamps increased
to 32.2 million, also the largest in history.

In the EU in February 2009 unemployment
had reached 7.9 per cent — 7.8 per cent for
men and 8.0 per cent for women. But the
rate varied considerably between countries —
from 15.5 per cent in Spain, 14.4 per cent
in Latvia, and 13.7 per cent in Lithuania to
a low of 2.7 per cent in the Netherlands.
Currently the EU has 19.2 million unem-
ployed. In the Russian Federation in Febru-
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ary 2009 unemployment rose to 8.5 per
cent and by the end of 2009 is expected to
increase to 12 per cent.

Initially the European emerging markets
were sheltered from the first wave of finan-
cial instability. Their banks used traditional
lending models, with no exposure to the
toxic assets. However, the situation deterio-
rated dramatically in late 2008, as global
capital markets came to a standstill. Be-
tween 2007 and 2008, private capital flows
to the world’s emerging markets declined
from $929 billion to $466 billion and in
2009 are forecast to be only $165 billion.
Many of these flows had gone to the
European emerging economies but were
rapidly curtailed as market participants
became concerned about current account
deficits.

Probably the greatest reversal of fortune of
any of the world’s major economies has
been in the Russian Federation. Growth,
which had been 8.1 per cent in 2007, is
likely to decline to —6.0 per cent in 2009 —
a 14 percentage points decline, twice that in
the US or the eurozone over the same
period. This is all the more remarkable
since the Russian Federation owned few of
the toxic assets at the centre of the crisis,
was running a large current account surplus
and had sizeable international reserves, little
government debt and a large fiscal surplus.
The main causes were steep falls in export
revenue and a loss of access to world capi-
tal markets. In mid-2008, private capital
inflows came to a sudden stop, followed by
a sharp reversal as capital started to flood
out; net outflows for the whole year were a
record $130 billion. Net outflows have con-
tinued in 2009, amounting to $33 billion in
the first quarter. On several occasions, the
stock exchanges have been closed.

32

For the advanced economies, the crisis has
moderated inflation — which in early 2008,
had begun to exceed target levels. During
2009, these countries may experience a
short period of deflation but this is unlikely
to persist. For emerging Europe, however,
the crisis, by leading to significant currency
depreciations, has in some cases increased
inflation. In the CIS countries in January
2009 average consumer prices were 14 per
cent higher than a year earlier, and in most
of south-east Europe in 2009 inflation may
be over 5 per cent.

Sectoral impacts

The core of the crisis was in the US hous-
ing market, so employment in that sector
has been hard hit, declining by 15 per cent
since December 2007. Following their peak
in January 2006, US housing starts in
December 2008 were 76 per cent down. In
Europe, however, except in a few markets
with housing busts, such as Spain, construc-
tion is down only slightly.

The greatest declines were in investment
spending on capital goods and consumer
spending on non-durables — which hit in-
dustrial production and manufacturing. In
the US in February 2009, industrial produc-
tion was down 11.8 per cent from a year
earlier; in the eurozone it was down 18.4
per cent and in the EU down 17.5 per cent,
a record decline. The largest declines oc-
curred in Estonia (-30.2 per cent), Hungary
(-29.0 per cent), Latvia (—24.2 per cent),
Spain (-22.0 per cent), Slovenia (-21.2 per
cent), ltaly (-20.7 per cent), Germany
(-20.6 per cent), the Czech Republic
(—=20.3 per cent), Sweden (-20.3 per cent),
and Finland (-19.9 per cent). Industrial pro-
duction was also significantly lower in the
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largest European economies outside the EU
— falling by 34 per cent (January year on
year) in Ukraine, 21 per cent in Turkey and
16 per cent in the Russian Federation.

The decline in manufacturing activity has
been particularly large in the advanced
economies. In the eurozone, new orders in
January 2009 were 34 per cent lower than a
year earlier. Especially hard hit were Euro-
pean exporters of manufactured capital
goods such as Germany. In Ukraine, the
declines were large in steel and metal pro-
duction — down 43.3 per cent in the first
quarter of 2009, year on year.

Worldwide, one of hardest hit sectors is
automobiles — since car purchases are
largely discretionary and can easily be post-
poned, and are often purchased on credit
that is now very scarce. In March 2009,
sales were 23.5 per cent lower in the
US and 47 per cent lower in the Russian
Federation than a year earlier. In the EU,
automobile production has declined signifi-
cantly, and some of the governments have
provided various types of support. In
Germany, by far the EU’s largest manufac-
turer, production in February 2009 was
down 65 per cent from a year earlier. By
January 2009 automobile production had
declined, year on year, by 60 per cent.

Over the last two decades, some economies,
such as the UK and the US, had rapidly
expanded their financial services sectors,
probably at the expense of the manufactur-
ing sector. However, a now-shrinking finan-
cial services sector is likely to result in an
increase in the importance of manufactur-
ing. This has several implications. Manufac-
turing is generally dispersed more widely
than financial services, which are usually in
major cities, so any expansion could reduce

geographical inequality. In addition, manu-
facturing provides relatively high-wage jobs
for non-college educated workers, so this
could also reduce education-based inequal-

ity.

As in any economic downturn, there has
been a fall in world commodity prices, so
commodity exporters, many of which are in
the CIS, have suffered a large decline in
export earnings. The steep decline in energy
prices has had large repercussions for the
Russian Federation and some countries in
Central Asia.

For the ECE economies, trade has declined
significantly over the last year, generally by
a quarter to a half. This has been due to
both the decline in national incomes and
consumption, and the collapse of trade fi-
nancing as credit markets seized up. In
February 2009, US merchandise exports
were 22.6 per cent lower than a year previ-
ously and imports were 30.4 per cent lower.
For the same period, merchandise exports
of the Russian Federation declined by 47.5
per cent and imports by 36.5 per cent.

The condition of the financial sectors

Since their peaks in 2007, equity markets in
the ECE’s advanced economies have lost
more than one-half of their value, while
those in many of the emerging economies
have lost three-quarters of their value. A
large percentage of the equity capital of the
banking sector in the US, western Europe
and the European emerging markets has
been wiped out, and a significant number
of the largest marque banks are either insol-
vent or close to insolvent. Government at-
tempts to recapitalize the banks have been
poorly designed and implemented, and
interbank markets in the US and Europe
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remain dysfunctional. Domestic credit ex-
pansion in Europe and the US has essen-
tially collapsed.

The total global losses from toxic assets
during this crisis will ultimately reach an
estimated $4 trillion — $1.8 trillion in the
US, close to $2 trillion in western Europe
and $150 billion in European emerging
markets. Thus the ECE economies will
have to absorb over 95 per cent of the
global losses resulting from the current cri-
sis. Some $3 trillion of the total losses
resulted from assets originated in the US,
while the other quarter originated in Europe
and Asia. US bank loan losses will total
$1.1 trillion, of which half have already
been written down, while eurozone and UK
bank loan losses will be over $900 billion.

Of the $4.6 trillion of foreign bank loans to
emerging economies, eurozone banks ac-
count for 73.4 per cent while US banks
account for only 0.3 per cent; UK banks
also have exposure. Thus, European banks
are being more affected by a global
slowdown. By March 2009, EU govern-
ments had provided $380 billion for bank
recapitalizations and guaranteed $3.17 tril-
lion of bank loans.

The Canadian banks largely avoided these
problems and have had no failures or
bailouts. The Russian Federation and
Kazakhstan banks also owned few US
subprime assets, but were dependent on
external sources of finance which have now
dried up and a sizeable number are likely
to fail and/or require government support.

The major European banks were much
more leveraged than the US banks and as a
result were more vulnerable to declining
asset values. The European banks had ap-
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proximately twice the leverage of their
American counterparts and about three
times that of Canadian banks. They had
compensated for this to some degree by
holding less-risky assets and purchasing
credit default swaps, though this insurance,
purchased to a large degree from AIG
which would go bankrupt, was only re-
deemable because the US government
agreed to fund claims with taxpayer funds,
without which the situation of western
European banks would currently be even
direr.

In Europe, banks are very large relative to
their home countries” GDP. This is important
because in most advanced economies there
is some expectation that, should the banks
fail, the government will guarantee deposi-
tors’ funds. In uncertain times, this encour-
ages holders of wealth in emerging market
to transfer their funds to advanced econo-
mies. This problem was most apparent with
Iceland where the banks had assets ten times
the country’s GDP. In the autumn of 2008,
with the potential for global bank runs,
European governments were forced to guar-
antee the liabilities of their banks. In the
eurozone there is also an important differ-
ence with the US. The US Federal Reserve
can act as the lender of last resort if the US
government is unable to obtain the needed
funds through taxes or borrowing. But
eurozone governments have no lender of last
resort to monetize their debts. The European
Central Bank is not authorized to do this.
The European situation has been described
quite accurately as one where the banks are
too big to fail but too large to save.

Considerable uncertainty remains about the
financial condition of US and European
banks because the true value of their toxic
assets cannot be determined until the price
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of US real estate stabilizes. Through the
spring of 2009, US housing prices have
continued to fall and have probably yet to
reach their bottom.

Ultimately, the governments in the US and
Europe will have to either nationalize their
problem banks, bail them out, or purchase
their toxic assets at a premium — with a
serious impact on government finances.
None of the approaches attempted to date
have been particularly effective. The US
Troubled Asset Relief Program has been
especially chaotic, and financial markets re-
main largely frozen. Government bailouts of
banks have occurred in several European
economies — Belgium, Germany, Iceland,
Ireland, the Netherlands, and the UK - and
west European banks will need to raise $160
billion to $300 billion in new capital. Ireland
was the first country to set up a “bad bank”
patterned after the successful Swedish pro-
gramme in the early 1990s. The German
approach has been to try to distinguish be-
tween illiquid and insolvent assets by provid-
ing a government guarantee for the former.

The national regulatory and institutional
structure of the financial sector in most
European economies was inadequate for
dealing with financial-market turmoil. After
the Great Depression, the US had imple-
mented insurance for bank depositors. In
Europe such insurance was largely absent,
although it had been implemented in Swe-
den in 1992 during that country’s real estate-
induced financial crisis. As banking solvency
issues arose in the fall of 2008, one govern-
ment after another, in an uncoordinated and
somewhat competitive fashion, had to ex-
tend government guarantees to bank depos-
its. In the UK, banking supervision was so
separated from the central bank’s lender of
last resort facility that the latter had no idea

in its dealings with Northern Rock whether
it was insolvent or just illiquid.

Another fundamental weakness in Europe is
that banking is regional or global but most
regulation is national. More specifically,
there is no agreement on how to address
financial losses by cross-border banking en-
tities. If a bailout is required, there is no
agreement on which government is respon-
sible, leaving unresolved the obligation of a
parent bank not to drain liquidity from a
subsidiary in order to shore up its own
finances.

The banking sectors of the European
emerging markets were heavily dependent
on external capital markets and when world
capital markets froze in 2008, were unable
even to roll over existing funds. As their
domestic economies began to decline, they
also had increasing numbers of non-per-
forming loans which could reach 25 per
cent of assets. The new member states of
the EU and countries south-east Europe
benefited to some degree from the fact that
their external borrowing was by local sub-
sidiaries from parent banks in western Eu-
rope which were somewhat accommodating.
However, parent country governments did
not want the assistance they were providing
to their domestic institutions to be trans-
ferred to subsidiaries abroad. For example,
the Greek government warned its multina-
tional banks in January 2009 not to transfer
funds provided by them in a $37 billion
support package to foreign subsidiaries in
the Balkans. Countries such as the Russian
Federation, Kazakhstan, and Ukraine bor-
rowed at arms length in global capital mar-
kets and thus received no support from
parent banks, and their governments there-
fore had to take a more active role in
supporting their banking systems.

35




THE GLOBAL ECONOMIC AND FINANCIAL CRISIS: REGIONAL IMPACTS, RESPONSES AND SOLUTIONS

External financing requirements

One measure of a country’s need for exter-
nal financing is how much maturing external
debt will need to be rolled over, plus the
size of the current account. Overall, the
European emerging markets (except the Rus-
sian Federation) have an external financing
requirement of $497 billion in 2009 and a
somewhat smaller one for 2010. The largest
requirement is in Poland ($190 billion), fol-
lowed by Turkey ($180 billion), Romania
($100 billion), Hungary ($75 billion), and
Ukraine ($70 billion). A significant percent-
age of this must come from external public
sources. The financing gap is estimated at
$186 billion for the two years. The IMF has
calculated it would be able to provide only
$81 billion, so more than $100 billion will
need to be covered by other institutions:
presumably the EU or member governments,
the European Investment Bank, the
European Bank for Reconstruction and
Development, or the World Bank.

Effects on achieving the Millennium
Development Goals

The crisis will retard or even reverse recent
progress in achieving the Millennium De-
velopment Goals (MDGs). History has
shown that during a crisis those who suffer
most are usually the poorest and those so-
cially marginalized, and this pattern is
likely to be repeated. For the ECE region,
extreme poverty had almost been eliminated
by the end of 2007 but with higher food
prices, falling employment opportunities, re-
duced remittances, and strained safety nets
it is likely to surface again. UNDP has
estimated that another 10 million people in
the region have already been pushed back
into extreme poverty.
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One of the MDGs for which progress in the
European emerging economies has been dis-
appointing has been that concerned with
controlling HIV and AIDS and tuberculosis.
The deteriorating economic situation is
likely to exacerbate contributory factors
such as poverty, prostitution and drug use,
and governments will have fewer health
resources. This has global implications
since diseases, including antibiotic-resistant
tuberculosis, easily spread from one region
to another.

Another casualty will be gender equality.
Since women are more likely to be in the
informal sector, they receive few benefits
when laid off, and thus the rate of poverty
for them or single-parent households will
increase.

Some of the poorest households in many
European emerging economies rely signifi-
cantly on remittances from migrant workers
which in the next two years are expected to
decline significantly. In Moldova, for exam-
ple, between 2006 and 2008, remittances
fell from 35 to 25 per cent of GDP. The
poorest central Asian economies, like
Tajikistan, which depend heavily on remit-
tances, have also had climatic and other
setbacks which have destroyed infrastructure
and farmland.

Country policy responses

North America and Western Europe have
concentrated on addressing the meltdowns
in their financial sectors and the ensuing
recession by providing government support
for the financial sector, along with macro-
economic stimulus to minimize the reces-
sion. They have also been reforming the
governance structure and regulatory appara-
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tus of their financial markets. There have,
however, been significant differences. The
US has focused more on macroeconomic
stimulation while continental Europe espe-
cially has focused on regulatory reform.

The US reacted quickly with aggressive
monetary and fiscal stimulus. But western
Europe, except the UK, acted more hesi-
tantly — failing to appreciate the seriousness
of the situation and constrained by institu-
tional limitations in using countercyclical
macroeconomic policy as well as by inad-
equate regional coordination. Compared
with their American counterparts, European
policy makers and academics have tradition-
ally been far more sceptical of counter-
cyclical macroeconomic policies. As a result
they were slow to act, and timid when they
finally did so.

The European emerging markets have less
policy space to expand fiscal and monetary
policy to stimulate demand, and have been
essentially forced to tighten fiscal and mon-
etary policy to demonstrate to world capital
markets that they need not fear defaults or
inflation that would destroy asset values.
Automatic stabilizers are also weak for
these economies. The new member states
have additional institutional constraints. A
number are committed to fixed exchange
rates or currency boards so their monetary
policy has had to follow the lead of the
ECB. And if they want to stay on track for
future euro accession they have to keep
budget deficits below 3 per cent of GDP.
Finally, a number are under IMF pro-
grammes and have to fulfil strict macroeco-
nomic requirements. All in all, there has
been a stark difference in the economic
policy options available to the region’s ad-
vanced and emerging economies.

Fiscal policy

Although the US and Western Europe have
implemented historically large fiscal expan-
sions, these are currently believed to be
only about one-half of what would have
been optimal and another round of pack-
ages may be required. Comparing the pack-
ages is difficult because, for example, there
can be differences in how automatic stabi-
lizers (which do not require new legislation)
should be counted — they were much larger
in Europe. As a result, countries have been
able to calculate the size of packages in a
manner favourable to their political objec-
tives and thereby deflect criticism from
other governments.

Nevertheless, the US has clearly imple-
mented the largest programme in the ECE
economies. A $787 billion-package (about 6
per cent of GDP) was agreed in early 2009,
though much of the spending will not actu-
ally be until 2010. This was additional to
the stimulus package of 2008, which in-
cluded $168 billion of tax cuts and spend-
ing increases; it was also separate from the
$2.5 trillion-plan for the financial system.
Critical to containing the crisis is the need
to establish a price for US mortgage-backed
securities, so the US government has imple-
mented a number of programmes to support
the housing sector and assist mortgage
holders experiencing difficulties.

For fiscal policy, the Europeans were much
more restrained. Although some European
governments, including those of Ireland,
Spain, and the UK, readily embraced large
deficits, others criticized this approach. In
fact, however, the stimulus packages in the
major EU economies have been on a simi-
lar scale. In the three largest economies, the
proposed stimulus for 2009 is slightly over
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1 per cent of GDP: 1.1 per cent in the UK;
1.2 per cent in France; and 1.5 per cent in
Germany. The non-EU European advanced
economies also implemented fiscal stimulus
packages; for example, Norway passed a
plan worth 2.3 per cent of GDP. The Euro-
pean Commission proposed in late Novem-
ber 2008 a European Economic Recovery
Plan which included a fiscal stimulus of
€200 billion or 1.5 per cent of GDP.

The European bias against fiscal
arises from legitimate practical historical
experience, anticipated future economic
conditions, and ideology. One issue is the
size of economies — for a small economy, a
fiscal expansion is not particularly effective
since much of it will leak out to the rest of
the world. Although a coordinated EU-wide
fiscal expansion would be more effective,
this bias against fiscal policy is nevertheless
ingrained into the European policy culture.
Also, the European economies have more
extensive safety nets and, as a result, the
automatic  stabilizers are approximately
twice the size of those in the United States
— reducing the need for discretionary fiscal
spending.

policy

The European fiscal packages, like that of
the US, consisted of a combination of
spending increases and tax cuts. For exam-
ple, the German plan included about €8
billion in investment projects, €18 billion
in income tax cuts, and additional subsidies
for health care, child care, and purchases of
energy-efficient cars. The French package of
€26 billion included €11 billion for busi-
nesses, €11 billion for public projects with
an emphasis on social housing, and €4
billion for infrastructure improvements in
the transport, energy and postal service
sectors.
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The percentage of the fiscal packages that
are allocated to environmentally supportive
projects varies from the 10-20 per cent
range in France, Germany and the US to
only about 5 per cent in Spain and the UK.
The need for fiscal stimulus, however, im-
plied that it was not the time for additional
taxes — reducing support in the US for a
carbon emissions tax.

The fiscal positions of the European emerg-
ing economies have also deteriorated — gen-
erally as a result of decreasing tax rev-
enues. In the Russian Federation there has
been a massive swing in the federal budget,
from a surplus of 4.1 per cent of GDP in
2008 to a deficit of 7.4 per cent of GDP in
2009. The new member states not in the
eurozone had to cut back government
spending to try to keep within the 3 per
cent of GDP deficit limit. Several other
economies were under IMF programmes
that required spending cutbacks.

Monetary policy

Interest rates in the advanced ECE econo-
mies have been reduced to historic lows; in
the US, UK and Switzerland rates fell ef-
fectively to zero, and in the eurozone, al-
though they were still above 1 per cent in
early spring of 2009, they are expected to
fall further in the coming months. As with
fiscal policy, European monetary policy was
eased later and more slowly. However, the
loose monetary policy of the advanced
economies has not proven very simulative
since the financial sector is not functioning

properly.

With interest rates near zero, traditional
monetary policy has reached its limits. As a
result, the US, UK and Switzerland have
implemented additional measures, referred to
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as quantitative easing, to inject additional
liquidity into their financial systems. The
ECB currently appears opposed in general to
quantitative easing and would face a number
of implementation issues not faced by na-
tional central banks. For example, it is not
clear what assets it should purchase, as there
are 16 different types of government bonds
from which to choose. This raises questions
of the effectiveness of the “one size fits all”
monetary policy when economic conditions
vary significantly across countries.

Comparison of the monetary policies of the
ECB and the US Federal Reserve is com-
plicated because the two regions are in
somewhat different economic situations and
have different structural characteristics.
More specifically, European corporations
rely more on bank lending for financing
and thus the ECB needs to be more focused
on ensuring that the banks have adequate
liquidity.

The central banks of the European emerg-
ing economies had limited monetary policy
options. Given the flight to quality, they
had to keep interest rates high to avoid
capital outflows, and those that had fixed
exchange rates or currency boards had to
set monetary policy to maintain the ex-
change rate. Economies with extensive for-
eign currency-denominated loans also had
to be careful to avoid large exchange rate
depreciations that would increase the do-
mestic costs of servicing these debts and
increase non-performing loans. Thus interest
rates in the emerging economies were often
quite high.

Exchange rate policy

One of the standard tools for addressing a
financial crisis is a currency depreciation.

The different monetary policies in the ad-
vanced economies produced some currency
volatility. A significant appreciation in the
euro especially in the first half of 2008
harmed the European export sector. How-
ever by the spring of 2009, the euro was
back to a rate more consistent with its
medium-term trend (about $1.30). In the
spring of 2009, the UK pound, because of
the UK’s aggressive monetary policy, was
about 25 per cent lower versus the US
dollar and 15 per cent lower versus the
euro; this provided some additional stimulus
for the UK economy. The Swedish krona
and Danish krone have also depreciated
slightly versus the euro.

The European emerging economies, faced
with declining capital inflows, came under
pressure to depreciate, creating an acute
funding problem for those attempting to
maintain fixed exchange rates and espe-
cially for those with currency boards. Even
those with more flexible exchange rates but
large volumes of foreign currency-denomi-
nated debt worried about the potential ef-
fects on debtors’ balance sheets.

At the beginning of the crisis some govern-
ments intervened to maintain their curren-
cy’s value but ultimately had to let it fall.
For example, the government of the Russian
Federation tried to support the rouble but,
after spending about a quarter of its sizeable
foreign exchange reserves, had to adopt a
more flexible policy. Some, such as Arme-
nia were forced to return to a flexible
exchange regime as part of their IMF agree-
ment, but Latvia, on the other hand, was not
required to do so. Those countries that de-
preciated did get the positive benefit of
improving competitiveness for their export
industries. Those countries with fixed rates,
and even Slovenia and Slovakia which are
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in the eurozone, experienced a loss of com-
petitiveness. Nevertheless, being in the
eurozone is generally thought to have been
helpful since it has eliminated currency
speculation.

As the crisis developed in the spring of
2009, the Swiss franc, being regarded as a
safe haven currency, appreciated slightly
relative to the euro, prompting the Swiss
National Bank to lower interest rates close
to zero, to intervene on the foreign exchange
markets, and to begin a form of quantitative
easing by purchasing corporate bonds.

Industrial policy

Some sectors have been hit harder than
others, but government attempts to support
the more vulnerable sectors have run into
objections from foreign governments over
the competitive implications. In the EU, the
provision of state aid to support domestic
industries was largely considered to be a
violation of existing EU agreements. On the
other hand, provision of EU-wide aid was
financially impossible, and coordinated gov-
ernment responses proved to be too compli-
cated and controversial. The European
Commission did, however, agree to some
emergency measures.

The crisis has had a serious effect on the
automobile sector. The US government pro-
vided large subsidies to two of its big-three
domestic automobile firms. The French
government established a €6 billion package
of assistance for the domestic automobile
industry (Renault and Peugeot) if they
agreed not to close any French factories for
the next five years. The Italian, Spanish,
Swedish and UK governments also pro-
vided government aid to their automobile
sectors. The German government estab-
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lished a €15 billion subsidy programme
for consumers to buy a new car if their old
car was scrapped. The Russian Federation
and a number of the CIS, which are not
members of the WTO, were less con-
strained, but the European emerging
economy governments generally did not
have the financial resources to provide
much industrial aid.

Social protection and labour policies

The fiscal stimulus programmes often also
provided additional assistance to those most
harmed by the crisis — as with extended
unemployment insurance in the US. The
European emerging economies, on the other
hand have been forced into fiscal retrench-
ments and, as a result, are having to reduce
funding for social and safety net pro-
grammes. The European emerging econo-
mies will also now suffer from having re-
lied on economic growth to trickle down to
the poor, instead of aiming for pro-poor
growth and redistribution.

Regional responses

A crisis of this severity demands regional
cooperation. However there have been a
number of problems. The G20 process, for
example, required a number of compro-
mises. There have been a surprisingly large
number of stresses within the EU, some of
which concerned polices of national prefer-
ence for domestic industries which, rightly
or wrongly, were generally characterized as
protectionist. The French President sug-
gested that French automobile companies
should return car production back to France
from their newly established east European
plants. This led to a strong public rebuke
from officials in the new member states.
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In response to these developments, in the
spring of 2009 the EU had two *“anti-reces-
sion” summits to clarify EU rules on indus-
try subsidies, to limit other “protectionist”
policies, and to maintain political solidarity.
In 2009, the EIB provided about €7 billion
in loans to European automobile firms. The
US and Canadian governments, on the other
hand agreed that each government would
contribute to any bailout in proportion to
each country’s size of the industry.

In early 2009, EBRD (€6 billion), EIB (€11
billion), and the World Bank (€7.5 billion)
put together a €24.5 billion package of sup-
port for the European emerging economies,
especially their financial sectors. That Euro-
pean institutions should provide such sup-
port was not surprising. Even before the
crisis there was a well-established pattern of
regional assistance to new member states
and the EU’s eastern neighbours. The EU
enlarged its balance-of-payments assistance
fund for non-euro economies to €25 billion
in early 2009 and then in March doubled it
to €50 billion.

Regional cooperation has been more limited
among the CIS countries. Nevertheless, the
Russian Federation, despite its own serious
economic situation, has increased its finan-
cial support for neighbouring economies. In
early 2009, it proposed an anti-crisis fund
within the framework of the Eurasian Eco-
nomic Community (EurAseC) of about $10
billion, primarily to aid the other CIS
economies. Even Ukraine, which had been
having rather tense relations with the
Russian Federation turned to the Russian
Federation for assistance.

The crisis may also encourage the creation
of a currency union between the Russian

Federation and Belarus, or the adoption
of the rouble in a larger grouping such
as EurAstC. Unfortunately the Russian
Federation rouble and all the other curren-
cies experienced significant declines, and
the crisis provides no evidence that a larger
currency union would necessarily have pro-
vided any additional stability.

Multilateral support

Many European emerging markets will
probably need some type of multilateral
support. By March 2009, six economies
(Hungary, Latvia, Ukraine, Belarus, Georgia,
and Armenia) already had IMF programmes
and others were close to concluding an
agreement (Bosnia, Romania, and Serbia).
The packages ranged from 5 to 10 per cent
of their GDPs. Several of the countries
have experienced difficulties in meeting
IMF-agreed targets and their disbursements
have temporarily been put on hold (Latvia,
Hungary, and Ukraine). These are in addi-
tion to the IMF rescue of Iceland, a Euro-
pean advanced economy. Several other
countries established precautionary new
credit lines from the IMF; Poland obtained
$20.5 billion to boost the reserves of its
national bank.

Regional participation in global
reforms

The economies of the ECE region are well
represented — arguably over-represented — in
global forums and international organiza-
tions that are addressing the crisis. One of
the principal ones has been the G20, in
which about half of the countries, or half
of the people at the table, were from the
ECE region — which accounts for slightly
over half of the world’s GDP (PPP).
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Some of the ECE members of the G20,
however, disagreed about what to empha-
size. For the US and the UK the most
important objective has been to increase the
macroeconomic stimulus. The continental
Europeans, led by Germany and France, on
the other hand, have instead preferred to
focus on regulatory reform of the financial
sector. At the G20 meeting in London, the
US attempted unsuccessfully to get the Eu-
ropeans to increase their stimulus packages.

Within the ECE region, there is broad
agreement on the need to regulate the finan-
cial sector. But there remains debate about
the details. Most countries agree on the
need to tighten mortgage origination proce-
dures, strengthen banking supervision and
extend it to a wider range of institutions,
ensure greater oversight over hedge funds
and derivative markets, regulate credit rating
agencies, and reduce bank leverage. They
also agree on the need to reduce procy-
clicality in accounting rules and bank lend-
ing practices, and to have central banks
consider asset prices when making monetary
policy. However, the US and Europe differ
on the necessary institutional changes or
creations. The Europeans have generally fa-
voured global structures. The US puts more
emphasis on national legislation, although
this does not eliminate the need for interna-
tional cooperation and/or coordination.

Although there are unlikely to be significant
enhancements in international institutions, it
is also unrealistic within the EU to limit
reform to separate national responses. Over-
all, there is general agreement on the need for
an EU-level institution that is independent
and has authority over national supervisors.

The ECE economies have generally agreed
on the need to increase the resources avail-
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able to the IMF. The US favoured this as a
way to expand world aggregate demand.
The western Europeans were initially hesi-
tant but later acquiesced, particularly when
it became clear that the alternative was for
them to provide the funds. The advanced
ECE economies agreed to increase SDR
allocations by $250 billion, though most of
that will go to the advanced economies.

Another issue is the representation in the
management of the international financial
institutions. Europe in particular is over-
represented. The eurozone is smaller than
the US yet the eurozone economies have 32
per cent of IMF quotas while the US has
17 per cent. Increasing the representation of
the emerging economies will require reduc-
ing the representation of western Europe.
The Europeans appear to agree in principle
but have been unwilling to commit to spe-
cific changes. None of the major or minor
European countries has offered to reduce its
strength in international organizations, or
give up its seat at the tables of the G7 or
G20; nor has the US agreed to give up its
IMF veto.

The way forward

Prospects for economic recovery

In the spring of 2009, the economic situa-
tion appears to have plateaued, but it re-
mains uncertain whether this represents the
bottom from which a recovery can begin —
or a temporary landing to be followed by
another downward plunge. If there is a shoe
left to fall it is probably in the vulnerable
European emerging economies. Growth may
resume in the US in the second half of
2009, but in Europe the recovery will prob-
ably be delayed because of the weaker
policy response.
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Once the recession is over, it will be neces-
sary to unwind any stimulus quickly in
order to avoid inflation and limit the exces-
sive growth of government debt. The timing
will be tricky. During the Great Depression
in the 1930s macroeconomic policy was
tightened prematurely, causing the world to
relapse into several more years of depres-
sion. The same thing happened in Japan in
the 1990s.

Region-specific recommendations for
crisis resilience

The crisis has revealed not just inadequa-
cies in the design and regulation of finan-
cial markets, but a long list of failures that
will require a comprehensive redesign of
national, regional and global financial sys-
tems. Much of this reform will be at the
national level, but it will also be important
to increase intergovernmental cooperation so
as to harmonize policies, especially in Eu-
rope.

The crisis has also exposed the inability of
international monetary systems to provide
emerging markets with sufficient external
finance. This is a particular problem for
those in south-east Europe wishing to copy
the development model of the new member
states. The international financial architec-
ture will therefore need to be redesigned to
provide emerging economies with external
capital, or prevent large imbalances from
developing — a concern that has not been

addressed by the G20 or individual govern-
ments.

The European emerging economies have
largely been required to implement procy-
clical fiscal and monetary policies — demon-
strating how the current international eco-
nomic system is fundamentally ‘develop-
ment unfriendly’ and how the standard
macroeconomic tools for addressing crises
are unavailable to them. The tripling of
IMF resources, however, should help reduce
the negative consequences.

The advanced economies of the ECE have
responded with unprecedented fiscal stimuli
and monetary easing, though with long-run
costs in terms of potential inflation and
debt repayment. Only time will tell whether
the more aggressive US approach or the
more cautious European approach was more
effective. Whatever the outcome, Europe
will need to reconsider its policies and in-
stitutions.

The dominance of the advanced economies
of the ECE is no longer consistent with the
realities of the world economy. If interna-
tional economic institutions are to be more
effective and legitimate, they will require
further reform, including reduced European
representation. More generally, with in-
creased globalization comes the need for
increased global governance; over the long-
term the two will either increase or de-
crease together.
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CHAPTER 111

THE EcoNnomic COMMISSION FOR LATIN AMERICA

AND THE CARIBBEAN

The crisis has been transmitted to Latin America and the Caribbean through a
number of channels — including declining exports, low commodity prices, a fall in
remittances and tourist income, and a contraction in capital flows. As a result, some of
the larger economies are now seeing negative growth.

When the current financial crisis began to
spread, initially it seemed possible that it
might not affect Latin America and the
Caribbean so severely since there might
have been a decoupling of global business
cycles. By mid-2008, however, and espe-
cially after September, it became evident
that the crisis would indeed have an impact
on the region. The centre of debate then
shifted to what would be the intensity of
this impact and on what the region’s
governments could do to mitigate the ad-
verse effects through countercyclical mon-
etary and fiscal policies. There has also
been an intense debate on the international
financial system and on the reforms needed
to enable it to play a countercyclical role
and help countries cope with external
shocks.

Impact of the crisis

Growth

In a context of contraction in both global
and developed countries’ GDPs during
2009, Latin America and the Caribbean is
facing a negative scenario, characterized by

a slowdown of exports, low commodity
prices, a drop in remittances and
tourist income, and a contraction in capital
flows.

ECLAC estimates that the region’s GDP will
contract 0.3 per cent this year (Figure I11-1).
The worst performance will be in Mexico
(-2 per cent), Brazil (-1 per cent), Costa
Rica and Paraguay (both 0.5 per cent), while
Chile and Ecuador will have zero growth.
On the other hand, Panama will have the
best regional performance, with a growth
rate of 4 per cent, followed by Peru (3.5 per
cent), Cuba and Bolivia (both 3 per cent)
and Uruguay (2.5 per cent). The remaining
countries will grow between 0.5 and 1.5 per
cent (ECLAC, 2009a)

Inflation and exchange rates

As a consequence of the increase in food
prices from the second half of 2007, annual
inflation in 2008 in Latin America was 8.8
per cent, the highest figure in six years.
Inflation in 2009, however, is projected to
fall to 6 per cent — as a result of the
slowdown in economic activity, with lower
internal demand and high unemployment.
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Figure I11-1 — Countries in Latin America and the Caribbean, estimated
growth in 2009
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Declining inflation rates have given room  Local currencies started to depreciate when
for Latin American Central Banks to ease the crisis intensified in September 2008, as
monetary policies, in an effort to reactivate  investors, aiming to protect their wealth,
economic activity. hedged in dollars (Figure 111-2).

Figure 111-2 — Latin America, monthly exchange rates in six countries, 2008-20092
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Fiscal accounts

During 2008, primary fiscal surpluses at the
central government level in Latin American
countries averaged 1.6 per cent of GDP,
while for the overall balance there was a
deficit of 0.3 per cent (ECLAC, 2008). In
the first half of last year, commodity prices
were at their historical maximums — allow-
ing countries to reduce government debt/
GDP ratios, increase reserves and invest
surpluses both abroad and at home. The
second half of the year, on the other hand,
saw the eruption of the financial crisis, a
huge drop in commodity prices and a
slowdown in economic activity as a whole.
Fiscal surpluses started to decline in the
main Latin American countries, and for the

current year it is expected that Latin
America and the Caribbean will have a
primary fiscal deficit of about 2 per cent of
GDP.

Governments have implemented many
measures to reduce the impact of the cur-
rent crisis on domestic economies, including
new public infrastructure, tax reductions,
credit facilities, and social expenditure. On
average, the regional effort in 2009 will
cost around 1.4 per cent of GDP, but with
differences between countries (Figure I11-3).
Argentina’s fiscal measures account for 5.7
per cent of GDP, and Colombia’s for 4.2
per cent. The most limited measures, in
terms of GDP are in Mexico and Honduras
— 0.6 per cent each (Barcena, 2009).

Figure 111-3 — Increases in public expenditure, percentage of 2008 GDP
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Unemployment and social indicators

Between 2003 and 2008, unemployment
had steadily come down — from 11 to 7.5
per cent — but according to ECLAC esti-
mates, in 2009 unemployment will increase
to 8.5-9 per cent. This will increase
poverty. In 2007, 34 per cent of the re-

gion’s population lived below the poverty
line —184 million people. Poverty rates too
had been declining, but the current crisis
may cause them to rise again, and also
result in an increase in inequality.

Those likely to suffer most from increasing
unemployment and poverty are vulnerable
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groups, such as women and youth. As a
result of job losses in manufacturing, many
more women, especially in Central America,
will be seeking work in the informal sector.
The crisis will also affect the economic
security of older people. Many have to keep
working because of the limited coverage of
social security — as, for example, in Bolivia,
Ecuador, El Salvador, Dominican Republic,
Guatemala and Paraguay. But now the crisis
will reduce their job opportunities (Jaspers-
Faijer, 2009).

Vulnerable groups can be supported in a
number of ways, through various forms of
social spending, employment creation pro-
grammes and schemes for employment in-
surance. It is imperative that measures and
policies adopted to address the crisis do not
reduce the existing social rights of vulner-
able groups or reduce the coverage and
quality of services and benefits.

The external sector

After five years of current account surpluses,
in 2008 the region experienced a deficit of
$27 billion, equivalent to 0.6 per cent of
GDP (Figure 111-4). All countries except
Argentina, Bolivia, Ecuador and Venezuela
recorded a deficit (ECLAC, 2008).

During 2009, the region is expected to have
a contraction in international trade. Prelimi-
nary figures indicate a slowdown in both
exports and imports in Argentina, Brazil,
Chile, Mexico and Peru. Mexico and Cen-
tral America and the Caribbean will also
face some difficulties because of their close
ties with the US economy where demand
has fallen sharply.

Commodity prices have fallen — on average
50 per cent from the maximum levels of
mid-2008. Among these, energy prices have
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Figure 111-4 — Current account balance,
percentage of GDP at current prices,
1994-2008
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Source: Economic Commission for Latin America
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fallen 60 per cent, and food and metals, by
36 per cent (Figure I11-5). This has affected
the main commodity exporters — Venezuela,
Ecuador, Colombia, Chile and Peru.

Falling commodity prices have caused a
deterioration in the region’s terms of trade.
In 2008, these had increased by 4.6 per cent,
but in 2009 are expected to fall by nearly 15
per cent. The countries most affected are in
South America: following a growth of 5.9
per cent in 2008 there will be a decline of
20.6 per cent in 2009. The main losers are
Bolivia, Ecuador, Colombia and Venezuela,
with an average reduction of 38.8 per cent.
For Chile and Peru, the reduction will be
25.4 per cent. Mexico’s terms of trade will
fall 6.7 per cent this year. In Central
America, on the other hand, the situation is
likely to improve — from a 3.4 per cent fall
in 2008 to a 3.9 per cent rise in 2009.

Workers’ remittances

The region is also expecting a fall in mi-
grant workers’ remittances. In 2008 these
had risen by 0.9 per cent, to $69 billion,
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Figure 111-5 — ECLAC region, commodity price index, 2008-20092
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but in 2009 they will probably decline, as a
consequence of recession in major remit-
tance source countries, such as the United
States, Spain and Japan. Indeed, even for
the last quarter of 2008, remittances had
registered their first drop since 2000 — 2
per cent down on the same period in 2007,
to $17 billion. As of January 2009, total
remittances in countries that reported data
were down by as much as 13 per cent. In
households where remittances represent the
main source of income, these falls, com-
bined with fluctuations in exchange rates,
are making life very difficult (IDB, 2009a).

Capital flows

In late 2008, capital inflows slowed in sev-
eral countries of Latin America. Excluding
net direct investment, financial flows as
percentage of GDP dropped in Brazil, Ar-
gentina, Mexico and Peru. In 2009, foreign
direct investment (FDI) is expected to drop.
In the last three quarters of 2008, net FDI

Food — Energy
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as a percentage of GDP dropped by 0.8
points in Argentina, 2.9 points in Peru and
0.5 points in Mexico. This is as a result of
falling commaodity prices, which have led to
the cancellation of several natural resource
projects, as well as of low economic
growth in the region. Lower economic ac-
tivity in the main export markets, such as
the United States and Europe, has directly
reduced exports from Mexico and the Car-
ibbean Basin. FDI has also been affected by
the difficulties that companies are having in
obtaining credit.

Banking

From 2003 to 2008, the region experienced
a credit boom. In 2009 in some countries,
credit has continued to grow, but more
slowly (ECLAC, 2008). The financial crisis
has caused a decline in liquidity through
reductions in domestic and external sources
of finance. Country risk ratings and lending
and borrowing rates have eased in recent
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months, but are still above their levels prior
to September 2008. In the seven major
Latin American economies, the real credit
stock grew in 2008, but at an annual rate
around 15 percentage points lower than in
2007.

Country policy responses

Broadly speaking, governments have imple-
mented measures aimed at restoring confi-
dence, unlocking financial markets and bol-
stering weakened aggregate demand. How-
ever, the measures vary considerably from
one country to another, according to the
extent to which each has been affected and
its resources and capacity to respond.

The measures fall into five broad catego-
ries: monetary and financial policy; fiscal
policy; exchange-rate and external trade
policy; sectoral policies; and labour and so-
cial policies (ECLAC, 2009b). These are
shown in Figure 111-6 which indicates the
number of countries in Latin America and
the Caribbean, out of a total of 33, that
have implemented each of the measures.

* Monetary and financial policy — Coun-
tries following an inflation target regime
have generally eased monetary condi-
tions, as central banks have lowered
benchmark interest rates, in some cases
very considerably (Figure I11-7). Most
countries have also, through various
means, been providing liquidity to their
financial systems.

e Fiscal policy — Almost all countries
have implemented fiscal measures -
generally reducing taxes or increasing,
or bringing forward public spending, or
both.
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» Exchange-rate and external trade policy
— Countries have been providing liquid-
ity in foreign currency, while providing
export financing. A number of countries
have negotiated credits from interna-
tional financial bodies. Most have also
reduced tariffs; only a few have resorted
to increasing tariffs or restricting im-
ports.

» Sectoral policies — Governments have
been supporting specific sectors — par-
ticularly agriculture, housing, manufac-
turing and tourism. They have also
given special attention to small and
medium enterprises because of their im-
portance for the creation of employment.

» Social programmes — Throughout the re-
gion, governments have generally put
more emphasis on social programmes
than on policies to counteract the effects
of the crisis on levels of employment.

Regional responses

Regional and subregional financial institu-
tions have been playing a key role in sup-
porting national efforts to mitigate the im-
pacts of the crisis through countercyclical
policies. Among them, the Inter-American
Development Bank (IDB) has announced it
is prepared to approve up to $12 billion in
2009, compared with $10 billion in 2008. It
has also created a new, fast-disbursing li-
quidity facility amounting to $6 billion
which “provides funding for countries facing
transitory difficulties in accessing interna-
tional credit markets due to the financial
turmoil” (IDB 2008, IDB 2009b). If the total
of the new facilities were to be used, then in
the course of this year IDB total funds
committed to Latin America and the Carib-
bean could amount to $18 billion, “the larg-




CHAPTER Ill. THE ECONOMIC COMMISSION FOR LATIN AMERICA AND THE CARIBBEAN

Figure 111-6 — Measures implemented by ECLAC countries

33 4
30 A
27 A
24 4
21 A
18 4
15 4
12 4

o w (o2} ©
!

a b c d e f g h i j kI mn o p

Monetary and financial policy
Reduction or relaxation of reserve requirements
b Provision of liquidity in national currency

@

Fiscal policy

¢ Tax cuts or increased subsidies

d  Spending increased or brought forward (infrastructure)
Exchange-rate and external trade policy

e  Provision of liquidity in foreign currency*

f  Increased tariffs or import restrictions

g Tariff cuts

h  Financing of exporters

i Obtaining credit from international financial bodies
Sectoral policies

j  Housing

k  Small and mediun-sized enterprises

I Agriculture

m  Tourism

n  Manufacturing
Employment and social policies

0o Promoting job creation

p  Social programmes

* Does not include central bank interventions involving the sale of foreign exchange in currency markets

Source: Based on ECLAC (2009b).

Note: The Y-axis measures the number of countries out of a total of 33 Latin American and the Caribbean
countries that implemented each measure.
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Figure 111-7 — Benchmark interest rates,
2007-20092
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est and most rapid mobilization of resources
in the IDB’s 49-year history” (IDB, 2008).

In turn, the Andean Development Corpora-
tion (CAF) has extended the credit lines for
the financial institutions of its member
countries, from $1.5 billion to $2 billion.
Also in the Andean subregion, the Latin
American Reserve Fund (FLAR) has of-
fered liquidity credit lines of $1.8 billion,
and announced last year that it could make
available another $2.7 billion.

The IDB is also coordinating efforts with
several other multilateral institutions, in-
cluding the World Bank, the Caribbean De-
velopment Bank, the International Finance
Corporation, the CAF, and the FLAR to
ensure that resources are provided to coun-
tries in a timely manner (IDB, 2008).

Governments of the region have also under-
lined the importance, during this crisis, of
regional integration and cooperation. The
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first Latin American and Caribbean Summit
for Integration and Development, in Brazil
in 2008, recommended that finance minis-
ters consider a strategy for a regional and
subregional financial architecture for in-
creasing cooperation. The proposals to be
considered include: further integrating re-
gional and subregional financial markets;
developing or strengthening regional mecha-
nisms for balance-of-payments stabilization;
extending cooperation between national and
regional development banks; and installing
a mechanism for trade payments in local
currencies. This last initiative is also being
discussed in the context of the Latin Ameri-
can Integration Association.

The way forward

The international financial system should be
able to mobilize and allocate savings to
their most productive uses, as well as play
a countercyclical role by smoothing out the
business cycles across countries (ECLAC,
2009c). Once again, however, it has shown
its weakness in reaching these goals, result-
ing again in demands for deep reform and a
more stable and equitable international fi-
nancial system. This time, however, the de-
mands have a renewed intensity and are
coming from a much broader group of peo-
ple and institutions. This is not only be-
cause the current crisis is the most severe
since the Great Depression, but also be-
cause this episode has shown, more explic-
itly than ever, that financial crises are glo-
bal and systemic phenomena that generate
large disturbances from small impulses, and
that no country is isolated from contagion.

Despite the severe problems that it has cre-
ated, this crisis also therefore offers a
unique opportunity to transform the interna-
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tional financial system to enable it to fulfil
its fundamental role of mobilizing savings
and smoothing out business cycles across
countries. At present, the financial system
has worked in a procyclical fashion, ampli-
fying rather than smoothing business cycles,
and at both macro and micro levels it suf-
fers from weak regulation.

To reduce volatility in global financial mar-
kets, the international financial system and
regulations need to operate in a counter-
cyclical fashion. Reform is also needed in
the international financial institutions, which
should benefit from greater surveillance and
participation from developing countries —
and be complemented by a strong regional
financial architecture.

Countercyclical role of the financial
system

Traditionally the financial system has accen-
tuated rather than dampened economic fluc-
tuations. Private capital flows; in Latin
America and the Caribbean have generally
been highly procyclical (Figure 111-8) — a
source of economic instability. When facing
crises, developing countries have had few
resources of their own with which to re-
spond and limited access to the interna-
tional financial system. Developing coun-
tries in the ECLAC and other regions
have therefore consistently argued for
countercyclical instruments and policies that
can pre-empt the negative effects of eco-
nomic and financial crises.

The international financial institutions, such
as the IMF, should have the financial and
technical capacity to provide the necessary
financial resources in a timely manner. This
can prevent local crises developing into glo-
bal ones and ensure that the flow of assist-

ance is not slowed by administrative proce-
dures or conditionality. There now appear to
be some steps in this direction, since the
IMF has recently created a new Flexible
Credit Line “for countries with very strong
fundamentals, policies, and track records of
policy implementation”. In April, Mexico
requested $47 billion from this credit line.

Regulations to reduce volatility

Mechanisms that work in a more counter-
cyclical fashion can reduce the vulnerability
of domestic economies to sudden changes
in the international financial environment.
These can be supplemented by various
forms of capital account regulation that
enable economic policy to act in a
countercyclical fashion, along with other
measures to reduce vulnerability to capital
outflows by domestic residents.

Prudential counter cyclical regulation

At present prudential regulation largely is
procyclical — as with the patterns of credit
ratings found in Basle Il and the use in
United States of mark-to-market accounting
in the private sector. One of the most
widely cited proposals for prudential
countercyclical regulation is the Statistical
Provision for Insolvency that has been
applied since 2000 in Spain (Férnandez,
2000). In Latin America this type of
regulation can be adapted to take into
account the specificities of national finan-
cial systems.

Surveillance

Currently the international financial institu-
tions fail to provide the level of surveil-
lance needed to enhance the stability of the
global system and avoid undue economic
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Figure 111-8 — ECLAC region — GDP growth and net capital flows as a percentage

of GDP
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imbalances. The developed countries are
rarely subject to any surveillance by the
IMF, for example, because they do not re-
quire the assistance of the IMF to deal with
their financial and macro-imbalances. How-
ever, distortions in these countries can have
global implications, introducing sustained
disequilibria in the international financial
system. In these circumstances, what is
needed is global regulation. The IMF
should take on functions similar to those of
a global regulator, ruling for all the sys-
tem’s participants, and not only for the de-
veloping countries that require its financial
assistance. The current crisis has demon-
strated how the stability of the system can
be threatened by a crisis in financial centres
outside the scope of surveillance of interna-
tional financial institutions.

Regional financial architecture
Regional and subregional financial institu-

tions are playing an increasingly important
role in the new international financial archi-
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tecture by complementing global financial
institutions. Subregional development banks
and reserve pooling institutions, for exam-
ple, have helped countries in the region to
mobilize financial resources for productive
activities. They have been able to provide
countercyclical financing and also assist
with surveillance and macroeconomic policy
coordination.

In addition, regional and subregional devel-
opment banks have allowed the region to
increase its degree of integration in interna-
tional capital markets while also developing
domestic capital markets. They have, for
example, been improving their funding con-
ditions and issuing bonds in Latin American
currencies. Jointly with international finan-
cial institutions, regional and subregional
banks have helped countries in the current
crisis by providing liquidity.

The region also has a successful experience
in pooling foreign currency reserves, as
with FLAR, which has been providing
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member countries with countercyclical fi-
nancing when facing balance-of-payments
problems. During severe crises this system
has given countries access to finance more

rapidly and on a larger scale than provided
by the IMF. This could perhaps be extended
to new members, in order to enlarge the
resource base and help avoid contagion.
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CHAPTER IV

THE EcoNomICc AND SoclAL COMMISSION FOR

ASIA AND THE PACIFIC

A crisis that arrived from the developed countries is biting deeply in many countries,
particularly through plummeting exports. Millions of people are losing their jobs and
flows of remittances are declining. Even so, Asia and the Pacific is now more resilient
than it was during the 1997 crisis, and though economic growth has slowed it remains
higher than other regions. As a result, in 2009 Asia and the Pacific is likely to remain

the locus of global growth.

For the second time in a decade, Asia and
the Pacific has been hit by a financial cri-
sis. But this time the region is better pre-
pared. It has implemented regulatory re-
forms that have strengthened the banking
system, ensured prudent macroeconomic
management which has helped stabilize
most macroeconomic indicators, and has
improved current-account balances. At the
same time, a number of economies in the
region have built up protective shields of
foreign-exchange reserves.

As a result of these improvements, the re-
gion is more resilient, but it has neverthe-
less felt the impact of the crisis. And de-
spite uniquely aggressive countercyclical
fiscal and monetary policy measures — glo-
bal and regional — since September 2008
the economic outlook has darkened consid-
erably as the crisis has worked its way
through the region. There have been deep
repercussions for the real economy and em-
ployment. Hardest hit is the export sector.
In addition, investment and consumer confi-
dence have been shaken by the lack of

credit, poor expectations, corporate losses, a
slowdown of remittances and mounting
concerns about job security and household
income.

Growth has suffered in most countries, but
there are nevertheless considerable varia-
tions in performance across the subregions.
The economies that will be most resilient
are likely to be those that rely more on
domestic demand than exports, and that
have significant room to enact expansionary
fiscal and monetary policies. China and In-
dia both meet these criteria so are likely to
be among the countries that will serve as
anchors of global economic expansion in
2009, albeit growing at a much slower pace
than in 2008.

Much will hinge on how the region uses
fiscal policy in 2009. If the larger econo-
mies including China, India and Indonesia,
can enact fiscal stimulus packages to keep
their domestic demand buoyant this will
influence not only the path and speed of
the region’s economic recovery, but also
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help maintain socio-political stability. How-
ever, it will also be important to have con-
certed action at both regional and global
levels so that such stimuli and other meas-
ures have the maximum impact, and to
enable countries to build resistance against
future crises.

The impact of the crisis

External sector and short-term capital
flows

For some economies of the region, the spark
that led to immediate macroeconomic diffi-
culties in the third quarter of 2008 was, once
again, exposure to short-term portfolio capi-

tal. Figure IV-1 shows that, prior to the
eruption of the financial crisis, the Republic
of Korea, Indonesia, Singapore, the Philip-
pines, and Malaysia all had stocks of foreign
portfolio investments whose value exceeded
foreign reserves. When the financial instabil-
ity hit, there was a flight to safety and
capital exited rapidly. For highly leveraged
investors, declining equity values abroad had
triggered margin calls. In some of these
countries, notably the Republic of Korea,
currencies came under strain and Central
Banks were forced to defend them with
reserves. However, over the past decade,
regulatory reforms in the financial sector
combined with cautious macroeconomic
management have improved current-account

Figure 1V-1 — Stock of portfolio investments as a percentage of foreign exchange
reserves, selected economies, 2001 and 2008 or latest
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balances (Figure IV-2) and short-term debt
profiles (Figure 1V-3). To a large extent, the
region possessed the resilience to withstand
the worst of the deleveraging process.

Equity and property markets

Since mid-September 2008, the credit
crunch and a worldwide flight to safety by
investors have caused the value of the re-
gion’s equity markets to decline sharply.
The global credit crunch, measured by the
price of credit, has been more severe than
at the peak of the 1997 crisis. This led to
particularly sharp falls in markets where,
taking advantage of high global liquidity,
foreign investors had acquired an increasing

presence. For Hong Kong, China and Tai-
wan Province of China the declines have
exceeded those in 1997 (Figure 1V-4).

There is no certainty that the trough has
been yet reached and there remains a possi-
bility of further falls. Thus far, however,
overall declines have been less than in
1997. Furthermore, as compared to develop-
ing countries in other parts of the world,
those in the Asia-Pacific region have expe-
rienced shallower declines (Overview, Fig-
ure 2) — once again underlining the relative
resiliency of the region’s markets. These
declines will lead to lower domestic de-
mand, especially in personal consumption
and corporate investment.

Figure 1V-2 — Current account balances as a percentage of GDP, selected developing

ESCAP economies, 1996 and 2008
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Figure 1V-3 — Short-term debt as a percentage of GDP, selected developing ESCAP

economies, 1996 and 2007
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Compared with the developed countries, eg-
uity market investments in Asia and the
Pacific as a whole constitute only a small
proportion of household wealth, and equity
financing makes up a relatively small pro-
portion of corporate investment. The de-
clines will, however, be greater in the more
advanced economies of the region, such as
the Republic of Korea, Singapore, and
Hong Kong, China. Domestic demand will
also be dampened by the downturn in prop-
erty prices. As with equity markets, in the
property markets foreign capital had in-
creasingly contributed to high price rises.
Similarly, home mortgages are much less
important in the region than in developed
countries. For example, in China they repre-
sent 12 per cent of GDP, and in India only
5 per cent, compared to 105 per cent in the
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US. The more advanced economies of the
region however, are more severely affected.

Banking sector

The region’s ability to grow out of the
crisis is being hampered by restrained bank
lending. Since private funding from devel-
oped countries has seized up, Asian compa-
nies have either had to delay issuing new
external bonds, refinance at shorter
maturities, or turn for funding to domestic
sources at a time when domestic lenders are
also circumspect. Between 2007 and 2008,
private capital flows to Asia slowed sharply,
from $315 billion to around $96 billion
(IF, 2009). Trade credit in particular has
been reduced, contributing to a sharp de-
cline of the region’s trade flows.
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Figure 1V-4 — Equity market decline from peak to trough in 1997/98, and in the

current crisis from peak to end-March 2009
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Private-sector debt had increased in recent
years, especially in the Republic of Korea,
Hong Kong China, Taiwan Province of
China, Indonesia, India and Singapore.
Now, however, constrained credit is a cause
for concern because, during a period of
slowing domestic growth, an ailing corpo-
rate sector could add a new layer of risk
aversion and financial stress to the banking
sector.

Small and medium-sized enterprises (SMES)
are particularly vulnerable to a slowdown in
credit. With higher risk profiles they are
generally less likely to attract funding, and
will have a smaller pool of internal funds

to see them through the credit crunch. Their
most immediate concerns are the difficulty
of rolling over short-term debt positions,
and obtaining trade finance. The most-af-
fected SME sectors are export-oriented en-
terprises, such as textiles, footwear and
toys.

Governments have been taking active steps
to ease the credit crunch — aiming to break
the negative feedback loop between the fi-
nancial and real sectors, and to mitigate the
damage to SMEs. They have, for example,
reduced interest rates, injected liquidity to
support interbank lending, injected capital
directly into banks, temporarily relaxed
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banking requirements such as those for col-
lateral, and provided guarantees for work-
ing-capital loans to the private sector. To
support SMEs specifically they have offered
loan guarantees, tax reductions, export cred-
its, and interest subsidies. At present, the
level of non-performing loans across major
economies in the region is still low, cur-
rently below the international threshold of 8
per cent. This, combined with the range of
government measures, has created an im-
portant buffer for the region’s banks, and in
the coming months should reduce the sys-
temic risk of increases in non-performing
loans.

Trade and growth

The financial crisis has had its most visible
impact on trade. Asia and the Pacific is a
trade-oriented region. Indeed in 1997 it was
able to mitigate the effects of the economic

crisis by boosting exports. This time, how-
ever, with the precipitous decline in aggre-
gate demand in developed countries, exports
have plummeted. Some of the region’s
economies have gone from double-digit in-
creases in the previous decade to double-
digit declines (Table 1V-1). The economies
hardest hit are those with enterprises that
are most directly linked through vertically
integrated production networks that supply
US and EU markets — such as China, Hong
Kong, China; Republic of Korea, Singapore,
Malaysia and Thailand.

This has had a serious impact on economic
growth. The economies where growth weak-
ened most in the last quarter of 2008 were
the export-oriented ones — owing to the
sharp deterioration in exports combined
with much weaker domestic demand. The
highest negative growth was registered for
Taiwan Province of China at 8 per cent,

Table V-1 — Value of exports, year-on-year, selected ESCAP

developing economies

(Percentage change)

Source: CEIC Data Company Limited.

Note:  Derived from figures in US dollar terms.
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China 19.1
Hong Kong, China

Taiwan Province of China -8.3
India -12.1
Republic of Korea

Japan -6.4
Malaysia —-6.7
Philippines

Singapore -5.0
Thailand

-14.8

—2.2 -28 175 -257 -171

-50 -108 -213 -226 -20.9
-233 -419 -441 -286 -357

—9.9 -11 -159 212 -333
-195 -179 -342 -185 -220
-158 -200 -353 414 -439
-11.0 -201 -339 -255
-114 -403 406  -39.0 .
-154 -220 -40.2 -291 -281
-186 -125 -26.5 -11.3 -23.1
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followed by Thailand at 4.3 per cent, Singa-
pore at 3.7 per cent, the Republic of Korea
at 3.4 per cent and Hong Kong, China at
2.5 per cent.

An even greater cause for concern on the
trade front is the accelerating decrease in
imports. For example, in China in January
2009, the year-on-year decline was 43.1 per
cent. South-East and East Asia have
regionally integrated production bases so
these import declines, consisting to a large
extent of manufacturing parts and compo-
nents, reflect the extent to which vertical
production chains are downscaling — and
indicate the potential for further export de-
clines in the months ahead. The region is
thus in the midst of an industrial crisis, and
can expect exports to decline for some time
to come.

Foreign direct investment

Over the past decade, following the sharp
fall resulting from the 1997 crisis, foreign
direct investment (FDI) in Asia and Pacific
had increased dramatically. FDI is usually
long term, so during a crisis should be a
more stable source of inflows, and overall,
given the region’s positive long-term out-
look, Asia and the Pacific should be able to
outperform other developing regions in at-
tracting investment. Nevertheless, here too
FDI is expected to slow down markedly -
as already reflected in estimates of a declin-
ing FDI contribution to GDP in 2008. In
addition there will be some reorientation, as
more of the FDI comes from within the
region and is more market- and labour-
seeking, aiming to tap into buoyant domes-
tic demand. This reorientation will come at
the expense of the more traditional forms of
intra-firm FDI between and within East
Asian economies and South-East Asian

economies that was used to establish re-
gional production networks supplying parts
and components for consumer products des-
tined for developed country markets.

Remittances

Among its 4.1 billion people the Asia-Pa-
cific region has 50 million migrants. Indeed
many countries in the region have experi-
enced a surge in labour migration in recent
years, with a concomitant increase in remit-
tances. Between 2000 and 2007 remittances
more than doubled to $121 billion. In 2008,
among the main remittance - receiving
economies five countries in the region were
in the top ten — Bangladesh, China, India,
Pakistan and the Philippines. Remittances
also make up an important proportion of
GDP for a number of other economies,
especially smaller ones such as Kyrgyzstan
and Nepal, and some of the Pacific island
countries (World Bank, 2008).

Experience suggests that during times of
crisis, remittances in Asia and the Pacific
are generally more stable than other capital
flows and also tend to be countercyclical in
that they increase during economic down-
turns or following natural disasters in the
migrants’ home countries. Furthermore, re-
mittances depend not only on flows of mi-
grants but also on the stock of migrants
abroad. Thus, although the crisis is likely to
reduce the flow of new migrants this may
not materially affect remittances since the
migrant stock is large. Remittances are thus
expected to have a stabilizing effect.

Nevertheless, some sectors are more crisis-
sensitive than others. Migrants working in
health and domestic care, and education
tend to be the most stable, particularly in
countries with ageing populations. However,
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those employed in tourism, construction and
the IT industry are vulnerable to cutbacks
or being sent back when their contracts
expire. Already there have been reports of
an increase in the return of unemployed
migrants to India, the Philippines and Indo-
nesia. Some countries in the region now
have policies to retrench migrant workers
first or to replace them with unemployed
nationals, and to speed up the deportation
of irregular migrants. Kazakhstan, the Re-
public of Korea, Malaysia, and Thailand,
for example, have also been applying
greater restrictions on the issue of new
work permits and refusing to renew some
existing ones (I0M, 2009).

Livelihoods and vulnerable groups

As the crisis unfolds, it has been estimated
that in 2009 unemployment in Asia and the
Pacific could increase by as much as 23
million workers (ILO, 2009b). In 2008, the
greatest impact was felt in the export manu-
facturing sector, including garments, elec-
tronics and autos which, in many East and
South-East Asian economies, employ a large
part of the workforce. The crisis also hit
employees in construction, tourism, finance,
services and real estate. The countries expe-
riencing the greatest impact will be those
with slowing economies and rapid growth
in the labour force, such as Cambodia, Pa-
kistan and the Philippines (ILO, 2008Db).
The crisis will also hit wages. Across the
region, average wage growth in real terms
in 2009 is unlikely to exceed 1.8 per cent,
and workers in countries with low
economic growth will probably see wage
reductions (ILO, 2008c).

Mere unemployment figures mask the full
extent of the problem. As the 1997 crisis
showed, when people are affected by sud-
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den shocks, the ones most at risk are the
poor, women who are labourers in the
manufacturing sector, the youngest and old-
est populations and low-skilled immigrants.
When societies are in danger of collapse,
such as in the 1997 crisis, there is evidence
of significant rises in suicide and crime
rates; abuse and violence against women;
and ethnic tensions (Heyzer et al, 1999;
Knowles et al, 1999). Women bear the
brunt, of these social fallouts. The damage
of a crisis also lasts much longer than the
crisis itself. After the 1997 crisis, for exam-
ple, economic growth resumed relatively
quickly, but some countries took up to 10
years to recover the ground they had lost in
the struggle against poverty (ILO, 2008a).
Of special concern is youth unemployment,
which in some countries is expected to
increase from already high levels. In Indo-
nesia, for example, in 2007, youth unem-
ployment was 25.1 per cent, in Sri Lanka it
was 25 per cent and in the Philippines it
was 14.9 per cent (ILO, 2008b).

Country-specific responses

At the onset of the crisis, for most of the
region’s economies the first line of defence
against economic downturn has been mon-
etary policy. However, many of the devel-
oped economies have demonstrated the lim-
its of what can be achieved by the conven-
tional method of aggressive interest rate cuts
to inject liquidity into the financial system.
If the downturn deepens and inflation moves
into negative territory countries in Asia and
the Pacific may also need to consider uncon-
ventional and untested measures.

Inflation rates have come down markedly in
the region since the crisis hit, and for some
countries it is forecast at close to zero in
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2009. Nevertheless for developing countries,
monetary policy remains an important tool
— especially in a post-recovery phase when
the economy may be ill-prepared to produc-
tively employ excess liquidity. Easy liquid-
ity could then find its way into speculative
markets, triggering inflationary spikes and
commodity price volatility.

To date, however, the key response has
been fiscal policy. Many economies have
adopted stimulus packages — as documented
in the 2009 edition of ESCAP’s Economic
and Social Survey of Asia and the Pacific.
At the 65th Session of the Commission in
2009 the ESCAP secretariat was requested
to provide a one-stop information and ana-
Iytical service on the various packages. This
information is being regularly updated and
shows that while all packages are designed
to support aggregate demand, particularly
domestic demand, the approaches differ ac-
cording to each country’s level of develop-

ment and national circumstances (ESCAP,
2009). For example, China and India have
made large capital outlays for infrastructure
development and activities to create em-
ployment. Japan, on the other hand is fo-
cusing more on supporting small and me-
dium-scale industries and private consump-
tion. Estimating the true scale of fiscal
stimulus can, however, be difficult. Some
announcements, for example, may refer to
capital outlays that were already in the
pipeline. Estimates for a range of countries
are shown in Figure 1V-5.

The countries best able to introduce large
packages are those with strong budgetary
positions. China, for example, can afford to
enact a fiscal stimulus package amounting
to $586 billion, second only to that in the
US. India, on the other hand has less
freedom since it is already running a
large budget deficit — 6 per cent in 2008
(Figure 1V-6).

Figure 1V-5 — Selected stimulus packages as a percentage of GDP
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Figure 1V-6 — Fiscal balance, top surplus and deficit economies, 2008
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Some countries have chosen in their pack-
ages to boost private consumption through
tax cuts or transfers — measures that usually
work faster than public spending on physi-
cal or social infrastructure. But in the
present circumstances that may not be the
case. Given the overall pessimism and un-
certainty, many households may decide not
to spend these benefits, but to save them.
So if the downturn is prolonged, govern-
ments may prefer longer-lasting public
spending.

One major concern in the region is that
fiscal stimulus packages may pay insuffi-
cient attention to social protection. Gener-
ally they have been confined to job creation
programmes and boosting consumption,
rather than offering greater protection to
those who enter into employment. In Asia
and the Pacific the coverage of basic social

66

India

Malaysia
Sri Lanka
Pakistan
Maldives

Iran (Islamic Republic of)

Key Indicators for Asia and the Pacific 2008 (Manila,

protection programmes remains very low:
only around 20 per cent of the population
have access to health care assistance; only
30 per cent of the elderly receive pensions;
and only 20 per cent of the unemployed
and underemployed have access to labour
market programmes.

Regional responses

As an important first step in regional finan-
cial cooperation, the ASEAN+3 Finance
Ministers agreed in February 2009 to accel-
erate the implementation of a multilateral
foreign exchange reserves pool, paving the
way for converting an existing bilateral fund
of $80 billion to a multilateral pool of $120
billion. Of the new funds, 80 per cent will
be provided by ‘+3° countries while the
remainder will come mainly from the more
developed ASEAN economies. Nevertheless
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many issues remain unresolved if this agree-
ment is to fulfil its function in the event of a
balance-of-payments crisis. One of the main
issues concerns the requirements tied to the
lending of the funds. This will demand a
strengthened ASEAN process of monitoring
and surveillance. But as yet this is an issue
on which political consensus and thus politi-
cal will remain fragmented. Another con-
cerns the size of the fund. A contagious
financial crisis could result in multi-country
requests for assistance that would be diffi-
cult to meet. It will therefore probably be
necessary to increase the size of the fund
and/or expand its membership.

On the trade front, the Government of Ja-
pan has announced that it will set up a $1-
billion fund through the Japan Bank for
International Cooperation in collaboration
with the Asian Development Bank. This
will lend to financial institutions in devel-
oping countries to help companies gain ac-
cess to much-needed trade finance.

Additionally, in order to spur economic
growth the ADB will expand its lending
capacity. In 2009 it will triple its capital to
$165 billion. This measure is in line with
the agreement reached by the G20 leaders
during the 2009 London Summit to treble
IMF resources from $250 billion to $750
billion, and to support a new SDR alloca-
tion, as well as to boost the capital of
multilateral development banks including
the ADB.

At the 65th Session of the Commission,
held from 23 to 29 April 2009, govern-
ments adopted resolution E/ESCAP/65/L.7.
While expressing concern about the finan-
cial crisis which had become a global eco-
nomic crisis that could complicate efforts to
achieve energy and food security in the

region, the Commission urged implementa-
tion of regional cooperation initiatives. To
this end it requested the Executive Secre-
tary to continue to assist countries through
indepth analysis, policy dialogue and advo-
cacy and increased capacity-building activi-
ties. (ESCAP, 2009).

The way forward

Economic outlook

In 2009, economic growth in developing
economies in the region is expected to slow
further to 3.0 per cent. All Asia-Pacific
subregions will experience a deceleration,
but the greatest decline will be in the ex-
port-dependent South-East Asian economies
(Figure 1V-7). Even moderate decreases in
growth rates can have enormous social con-
sequences, but the rates in Asia and the
Pacific are likely to remain higher than
those in other regions which, given the size
of the region, will make it the locus of
global growth in 20009.

The region will, however, remain vulnerable
to further setbacks in the developed coun-
tries, and the arrival of new threats, notably
influenza A. Figure V-8 shows a likely
scenario based on a severe deceleration in
growth in the United States. In this case the
Asia-Pacific countries feeling the pinch
would be the Republic of Korea, Singapore,
Hong Kong, China, and Taiwan Province of
China. China, however, even under a
downside scenario is expected to achieve
relatively robust growth.

Policy recommendations

Urgent action is needed both to emerge
from the current crisis, and to prevent simi-
lar crises in the future. Some of the most
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Figure 1V-7 — Economic growth, selected ESCAP economies, 2007-2009
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on 30 March 2009; and ESCAP estimates and forecasts.

Note:  Rates of real GDP growth for 2008 are estimates and those for 2009 are forecast.

important measures can be taken at the
regional level — to promote consensus and
common policy positions that can serve as
building blocks for greater coherence in
multilateral economic policy-making and
thus result in a truly inclusive multilateral
system of economic governance. Compared
with global measures, regional ones are also
more likely to garner support, since coun-
tries appreciate more readily that these are
in their own self-interest — and among a
smaller group of countries there is less op-
portunity for “free riding”.

While the Asia-Pacific region has already
taken steps in the right direction, with
agreements such as those recently reached
by ASEAN+3, further concerted action is
required. Among other things, this should
aim to:
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Strengthen  regional coordination  of
monetary and fiscal policies. The cur-
rent crisis has highlighted the impor-
tance of coordinating monetary and fis-
cal policies, including the design, scale,
phasing-in and financing of fiscal stimu-
lus packages so that they can have
synergistic multiplier effects across the
region. As a guiding principle, the use
of fiscal stimulus packages to assist in
economic recovery should be based
upon a more inclusive and sustainable
development paradigm. Key elements
are:

o Strengthen the social foundation
through more effective social protec-
tion systems. Using fiscal stimulus
packages to build strong social foun-
dations will make societies more cri-
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Figure 1V-8 — Real GDP growth, selected
developing ESCAP and developed
economies, 2003-2009
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Indicators database and Global Economic Prospects
2009, Forecast update (30 March 2009).

Note: GDP growth for 2008 and 2009 are esti-
mates and forecasts respectively. Developed econo-
mies refer to high-income economies.

sis resilient, since social protection
programmes have consistent counter-
cyclical effects. Also, by providing a
basic level of income support, pro-
tection schemes make individuals
feel more secure and less inclined
to increase their savings to pro-
tect themselves, thereby boosting
domestic demand and contributing to
macroeconomic  stability  (Heyzer,
2009a).

o Utilize the financial crisis as a win-
dow of opportunity for addressing
climate change. Climate change is
having a severe impact on the Asia-
Pacific region; the threats are real

and increasing. Just as countries are
coordinating their responses to the
current financial turmoil, they also
need to work together to galvanize
support for action on climate change.
The stimulus packages for addressing
the financial crisis and economic
downturn could incorporate action on
climate change for sustainable devel-
opment. In this regard, the region
could consider recent initiatives, such
as the “Green New Deal” promoted
by the Secretary-General of the
United Nations and the ESCAP
Green Growth initiative, as a way
forward.

o Engender fiscal stimulus packages.
Gender dimensions need to be incor-
porated into stimulus packages to ad-
dress the disproportionate burden of
economic crises on women. Large
public infrastructure and public work
projects are a common feature in all
stimulus packages. They are the most
effective in reaching a wide range of
unemployed workers without regard-
ing their skill mix. However, these
jobs are mostly in construction where
jobs are held mostly by men. Social
services such as health, education,
and agricultural extension services
that would open equal opportunities
for women need to be incorporated
into public work programs (Heyzer,
2009D).

Strengthen regional contingency and
surveillance. Asia and the Pacific clearly
needs a regional mechanism that can
respond quickly with sufficient resources
to the liquidity and capitalization prob-
lems of domestic banks. This would re-
quire a strong regional surveillance sys-
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tem that can assess systemic financial
risk. As a first step, the ESCAP secre-
tariat is working on financial indicators
that track the impact of the crisis and
analyse its future implications. This will
also form part of the regional statistical
and analytical contributions that the
ESCAP secretariat will provide to the
UN Global Vulnerability Monitoring and
Alert Mechanism.

o Establish more durable regional cur-
rency arrangements. In addition to in-
creasing the availability of contingency
funds, the region also needs arrange-
ments that can avoid uncoordinated na-
tional management of currencies, which
can result in competitive devaluations
with  unnecessary foreign  exchange
losses, higher debt-servicing costs and
balance of payments pressures. The re-
gion also needs to consider ways of
reducing vulnerability to reversals in
short-term capital, such as through intro-
ducing deposit requirements on capital
inflows or levying financial transaction
taxes. There is also an ongoing debate
regarding diversifying currency reserves
from the US dollar to other currencies,
or to a basket of currencies, or to IMF
Special Drawing Rights (SDRs). A re-
gional currency arrangement could even-
tually serve as a building block for an
additional reserve currency.

» Establish a regional trade financing
mechanism. Trade has been curtailed by
a lack of trade credit. Somewhat anoma-
lously, given its dependence on trade,
Asia and the Pacific is the only region
without its own institution dedicated to
export credit and export credit guaran-
tees. A regional trade-financing facility
would provide risk pooling across coun-
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tries and scale economies. It would
also have more credibility than isolated
national initiatives, thus offering coun-
tries, particularly those with special
needs, greater access to international
finance.

Strengthening of the regional financial
architecture. The most efficient manner
to combine the various regional actions
related to financial and monetary coop-
eration would be through the establish-
ment of an Asian Monetary Fund. Such
an initiative, if properly designed, would
support and strengthen the evolving glo-
bal financial architecture. The presence
of existing global institutions should not
be a constraint to the establishment of a
complementary regional setup. The abil-
ity of international and regional institu-
tions to work in an integrated manner
has already been shown to be effective
in the development banking sphere.

Strengthen the multilateral trading sys-
tem. A particularly worrisome signal on
the trade front is growing protectionist
pressures. Some recession-hit countries,
often via conditionalities on bailout
packages or additional subsidies, are
giving market-distorting preferences to
local producers which could harm Asia-
Pacific exporters. This calls for a
strengthening of the multilateral trading
system in support of trade and develop-
ment objectives. A conclusion of the
Doha Round, in accordance with its
development mandate would offer the
most stable and transparent environment
for conducting global and regional trade.

Strengthening South-South trade and in-
vestment. The region can soften the im-
pact of current and future economic cri-
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ses by tapping into the potential of remove non-tariff barriers and accelerate
South-South trade and investment. To implementation of regional economic in-
fulfil this potential, governments should tegration agreements.
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CHAPTER V

THE EcoNomIC AND SoclAL COMMISSION

FOR WESTERN ASIA

Western Asia is critical to the world economy as the leading supplier of oil. The
current crisis has resulted in a dramatic drop in world oil prices which has reduced
the income of oil producers but benefited the region’s other economies — and helped
offset some of their losses from falling exports to the recession-hit developed countries.

Western Asia can be considered as two
groups of countries: those in the Gulf Co-
operation Council, which are among the
world’s major oil producers, and other
countries such as Egypt, Syria and Lebanon
which have more-diversified economies. All
have been seriously affected by the global
economic crisis, but in different ways.

The impact of the crisis

As indicated in Table V-1, real GDP growth
is expected to decline sharply in the GCC
countries, from 5.8 per cent in 2008 to 1.1
per cent in 2009, due mainly to the deep

correction in oil prices, reduced oil produc-
tion, and tight credit conditions.

Among the GCC economies, the United
Arab Emirates (UAE) has been the most
affected by the crisis. Between 2008 and
2009, real GDP growth fell from 7.4 to 0.5
per cent. This was due to a severe contrac-
tion in domestic demand, notably in Dubai.
In the UAE the real estate sector represents
16 per cent of GDP, so the slowdown in
this sector is having a severe impact on
growth. Around 80 per cent of Dubai’s
workforce is composed of expatriates and,
as many firms downsize their projects and

Table V-1 — Real GDP growth and consumer inflation rate, 2008 and 2009

(Per cent)

GCC countries
More diversified ESCWA members
ESCWA region

Source: ESCWA (2009).

Real GDP
growth rate

Consumer
inflation rate

2008 2009 2008 2009
5.8 11 12.0 5.2
6.6 4.0 13.9 8.2
6.1 2.1 12.7 6.3
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start to lay off some of their employees,
there is likely to be a significant reduction
in consumption (GFH, 2009). Saudi Arabia
is also expected to be severely hit: GDP
growth in 2009 is forecast at 0.7 per cent,
down from 4.2 per cent a year earlier,
and the country’s lowest rate for many
years.

Other countries will also see a decline in
real GDP growth between 2008 and 2009:
in Bahrain, for example, from 6.3 to 2.0
per cent; in Kuwait, from 6.1 to 0.7 per
cent; and in Oman from 6.0 per cent to 1.5
per cent. Qatar has also seen growth fall
over this period, from 14.0 to 7.0 per cent,
but is likely to remain largely insulated
since it depends mainly on gas revenues.

Syria will be affected by the adverse global
developments as well as by the slowdown
in the GCC countries. Oil output will con-
tinue to decline which will reduce govern-
ment revenues (IMF, 2008). In Egypt too,
GDP growth is expected to fall between
2008 and 2009, from 6.5 per cent to be-
tween 4.0 and 4.5 per cent. This will take
output below its potential, which would
leave some scope for a modest policy
stimulus to assist the economy through
2009.

In Lebanon, the impact of the global finan-
cial crisis has so far been muted. However,
the global economic downturn, especially in
the GCC countries, will take its toll.
Tighter global credit and a pronounced glo-
bal recession are likely to affect remit-
tances, tourism, foreign direct and portfolio
investments, and deposit inflows. As a re-
sult, between 2008 and 2009 economic
growth is expected to decline from 5.5 to
3.0 per cent.
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Inflation

In the GCC countries, the average inflation
rate will decline from a peak of 12 per cent
in 2008 to 5.2 per cent in 2009. This will be
due to a combination of factors. Low de-
mand, for example, will ease pressures on
supply bottlenecks. The region will also ex-
perience less imported inflation through re-
duced commodity prices, a significant issue
for the very open GCC economies. With the
real estate market coming to a halt, rents are
also starting to fall, along with house prices.
In a number of countries, such as Qatar,
rents have recently been one of the main
contributors to inflation (GFH, 2009).

In general, in the more diversified ESCWA
countries inflation will fall quickly from the
2008 spike that was caused by high food
and fuel prices, and remain low (IMF,
2009d). In Egypt, the recent drop in infla-
tion is likely to continue, down to 10 per
cent in 2009, followed by a further decrease
in 2010. In Syria, inflation started to decel-
erate in the last quarter of 2008 due to the
fall in international food prices, and the
figure for 2009 is expected to be about 15
per cent.

Trade

ESCWA countries will undoubtedly be af-
fected by the severe economic slowdown in
the developed countries. The extent to
which countries in the region are affected
will depend on a number of issues includ-
ing their degree of openness of the econo-
mies. This can be assessed using the trade
openness index which is the ratio of the
sum of exports and imports to GDP. For 13
Arab countries in 2004 the index averaged
71 per cent. In addition, exports accounted
for a significant part of the GDP of




CHAPTER V. THE ECONOMIC AND SOCIAL COMMISSION FOR WESTERN ASIA

ESCWA countries, notably the oil-exporters.
The contraction of world trade will thus
affect the GCC countries deeply. In addi-
tion, ESCWA countries’ exports are highly
concentrated, as the lion’s share is ac-
counted for by oil. The decline in oil prices
and production will significantly erode the
revenues and growth potential of the major
oil-exporting countries.

Another consideration is the degree of con-
centration of ESCWA countries’ exports in
terms of products and geographical orienta-
tion. The more diversified member coun-
tries, particularly Egypt and Jordan, depend
significantly on the US market and will
therefore suffer as the US recession re-
strains demand for foreign products. On the
other hand, a number of ESCWA countries
depend more on European markets. For
Syria, for example, between 1997 and 2005,
the EU-15 took around 60 per cent of the
country’s exports. The European market is
also important for other countries — taking
35 per cent of Egyptian exports and 19 per
cent of those from Lebanon. These coun-
tries will therefore be affected by sluggish
economic activity in Europe.

Foreign direct investment

In 2008, FDI in Western Asia is expected to
fall by no less than 21 per cent — largely as
a result of the steep decline in resource-
oriented FDI, induced by falling oil prices.
(UNCTAD, 2009). Most affected will be
the three countries that have secured a high
proportion of the region’s FDI. In 2007,
Saudi Arabia took 33.5 per cent, the UAE
18.3 per cent, and Egypt 18.0 per cent.

For Saudi Arabia in 2007, the largest shares
in investment came from the US and Japan
(ESCWA, 2008). Most of these flows went

to the oil and gas sector for joint ventures
between international energy firms and
Saudi Aramco. As oil prices plummet, such
investments have become much less profit-
able and, in the short term at least, the
flows are likely to cease.

In the UAE, the bulk of FDI inflows have
recently gone to four sectors: oil and gas;
financial services; construction; and whole-
sale and retail trade. The recent turmoil in
Dubai’s real estate sector is thus expected
to sharply reduce investments in both com-
mercial and residential property. However,
over the long run, investment prospects in
the UAE should remain quite interesting as
the country is well equipped in infrastruc-
ture and has one of the region’s most busi-
ness-friendly environments.

The fall in FDI flows is also likely to affect
a number of small countries. Among the
resource-endowed countries, this would be
the case for Oman, where recent FDI -
originating partly from the US and the UK
— was targeted primarily at the oil and gas
sector (ESCWA, 2008).

Egypt is one of the region’s major recipi-
ents of FDI, of which in 2007 around 60
per cent came from the EU and the US.
These flows have been invested largely in
the energy and construction sectors, but also
in the telecommunications and banking in-
dustries, where there have recently been
large privatizations. Some projected privati-
zations, as well as cross-border mergers and
acquisitions, are likely to be postponed as a
result of the current crisis. Lebanon too
could witness a severe decrease in invest-
ment flows as it is largely dependent on a
small number of GCC countries that have
been affected by the crisis.
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Fiscal balance

In 2009, the GCC countries are expected to
witness a steep decrease in their fiscal sur-
pluses. This will be the result of a severe
decrease in export receipts induced by the
fall in oil prices, as well as by a high level
of public expenditure, as governments are
forced to boost domestic demand. The IIF
expects fiscal surpluses in the GCC coun-
tries to decline sharply between 2008 and
2009, from 22 to 5 per cent of GDP (lIF,
2008). In several of the more diversified
economies, anticipated increases in public
expenditure will exert severe pressure
which in some cases will translate into
large fiscal deficits.

External balance

Between 2008 and 2009, the GCC external
surplus will narrow from $321 billion to
$48 billion and, as a result, the current-
account balance as a percentage of GDP
will fall from 29.3 to 4.6 per cent. The
more diversified economies, however, will
in general benefit from the collapse of oil
and commodity prices. This will signifi-
cantly reduce their import bills and thus
lessen, and in some cases offset, the ex-
pected decline in their exports (EIU, 2008).

Egypt’s trade deficit, for example, is likely
to narrow in 2009-2010, due to the decrease
in the prices of imported goods and, over
the next two years, the current-account sur-
plus is expected to increase. However, the
balance of payments will remain vulnerable
until the global economy picks up (IMF,
2009b). Moreover, given the ongoing turbu-
lence in the global financial markets there is
always the risk of further short-term capital
outflows. In Lebanon, too the external cur-
rent account balance is likely to improve
due to the sharp decline in oil prices, but
capital inflows may weaken.

Export-oriented sectors

The bulk of ESCWA exports are oil and
gas, notably to advanced countries. Over
the period 1997-2005, mineral fuels aver-
aged around 64 per cent of total Arab ex-
ports to the EU-15, and 81.7 per cent of
those to the US. Since oil prices and pro-
duction are expected to fall sharply in 2009
the region’s export income will correspond-
ingly decline (Table V-2).

Plunging oil prices will exert additional
pressure on the resources of major ESCWA
oil-exporters, notably the GCC countries.
Less affected will be those that have been

Table V-2 — Oil market estimations and projections, 2008 and 2009

Expected oil market conditions

OPEC production (millions of barrels/day)

World oil consumption (millions of barrels/day)

Dated Brent price (US dollars/barrel)

West Texas Intermediate price (US dollars/barrel)

Source: EIU (2008).
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o009  Percentage
change
37.2 34.9 -6.6
85.9 85.6 -0.3
97.0 35.0 -63.9
98.5 35.7 -63.7
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making efforts to diversify their economies,
such as Bahrain, Oman and the UAE,
where exports of machinery and transport
equipment have grown significantly.

The more diversified economies are highly
dependent on their main trading partner, the

EU, and are likely to witness a decline in
exports which are mostly manufactured
products. Over the period 1997-2005,
manufactured goods and products accounted
for 39 per cent of Egyptian exports to the
EU-15 and 46 per cent of those from
Lebanon (Table V-3).

Table V-3 — Destination of ESCWA exports, 2005-2007

(Per cent)
2005
Asia EU2 North Others
America
Oil-exporting
countries 546 143 11.0 20.1
Non-oil exporting
countries 29.2 486 6.2 16.0
Arab countries 51.7 18.2 105 196
Source: UN-Comtrade (2009).

4 EU-15.

Banking sector

Despite the global financial crisis, most
GCC banks remain well capitalized and
profitable, with limited exposure to sophis-
ticated financial products. With few excep-
tions, the ratio of non-performing loans to
total loans is less than 5 per cent. Profits
remain strong, with an average return on
equity of 21 per cent. Capital adequacy
ratios range from 13 to 20 per cent, far
exceeding the minimum requirements (IIF,
2008).

Only a few GCC banks and investment
firms have been associated with subprime
assets and their losses have been limited
(IF, 2008). However, the prospects for
2009 look more difficult. Repatriation of

2006 2007

Asia EU?

Asia EU?

North Others
America

North
America

Others

576 172 156 96 713 39 12 236
293 458 6.2 187 268 500 3.2 200
534 215 142 109 476 285 23 216

foreign funds is contributing to large capital
outflows that will lead to a credit crunch.
In the past few months, the costs of financ-
ing have risen sharply. Reduction in bank
lending will lead to less investment, lower
growth and an increase in unemployment.
This will mean a drop in demand which, in
turn, will further reduce economic growth.

Between 2005 and 2008, GCC banks in-
creased their foreign liabilities from $53
billion to $172 billion — to meet the rise in
demand for domestic credit, and in particu-
lar to finance the expansion in infrastructure
projects and real estate. Between 2005 and
June 2008, banks in UAE, especially Dubali,
had a sharp increase in foreign liabilities,
from $23 billion to $93 billion. In 2007
these constituted 40 per cent of GDP. Bank
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foreign liabilities had also risen elsewhere:
in June 2008 in Oman to $4 billion; in
Bahrain to $25 billion; in Kuwait to $24
billion; and in Qatar to $20 billion. As a
result, between 2005 and June 2008 the
GCC external debt rose sharply, from $10
billion to $358 billion, equivalent to 33 per
cent of GDP. However, all GCC countries
remain net external creditors. On the other
hand, local banks in Kuwait and Saudi Ara-
bia are insulated from the current financial
crisis since they have financed the large
increase in domestic credit with domestic
deposits and local borrowing.

Compared to their GCC counterparts, banks
in other ESCWA countries have less expo-
sure to the global financial turmoil. In
Lebanon, banks have the region’s highest
capital adequacy ratio — 24 per cent in
2007. The Lebanese banks have also in-
creased their capital to match the increase
in their assets. Further, a great part of the
domestic credit is financed through domes-
tic funds: in 2007, the ratio of private sec-
tor deposits to assets exceeded 70 per cent,
while the ratio of non-residents’ deposits to
assets was about 16.6 per cent. The Leba-
nese financial system has no direct expo-
sure to distressed financial products or mar-
kets and remains very liquid. However, the
political uncertainty following the 2009
elections may cause a substantial drop in
deposit inflows, which could complicate
government financing.

Similarly in Jordan, the fundamental credit
outlook is stable, reflecting the banks’ solid
fundamentals. Banks in Jordan enjoy a sub-
stantial amount of excess liquidity. Never-
theless, Capital Investments forecasts that
banks in Jordan will confront challenges in
the upcoming years as, in the face of in-
creased uncertainty, most have adopted
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tighter lending regulations that will prob-
ably affect their profitability. High domestic
inflation and falling demand for goods and
services will also affect the quality of
banks’ assets and thus the effectiveness of
their credit policies.

In Egypt too, the financial sector has es-
caped most of the effects of the interna-
tional financial crisis, reflecting the streng-
thening of banks’ balance sheets, improved
banking supervision, and conservative prac-
tices with respect to funding, investments,
and lending. The Egyptian banking sector is
unlikely to face a credit crunch since banks
are sitting on excess funds. They have
very low ratios of loans to deposits — under
60 per cent — do not depend on foreign
credit lines and have little exposure to
fluctuations in the prices of equities
and other investments. However, domestic
liquidity conditions might tighten in
response to portfolio outflows; repatriation
of banks’ overseas assets seems likely,
which would give some relief to the
balance of payments.

Country-specific responses

Fiscal policies

A number of GCC governments have an-
nounced massive programmes of investment
in infrastructure and real estate (IIF, 2008)
— aiming to boost internal demand and re-
duce the impact of the crisis on growth.
The scale of the stimulus measures ranges
from 3 per cent of 2008 of non-oil GDP in
Bahrain to 9 per cent in Saudi Arabia. In
Saudi Arabia over the next five years the
government plans to spend $400 billion on
development projects in addition to the ex-
isting plans to invest around $40 billion in
various tourism sites. Kuwait, on the other
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hand, appears to be an exception, with draft
budget figures for 2009 that show a decline.

Several of the more diversified countries
have also announced plans to stimulate do-
mestic demand. In Egypt, the government
announced a fiscal stimulus package of 30
billion Egyptian pounds to support industry,
exports, tourism, and retail business that are
currently feeling the effects of the global
financial crisis. The government also in-
tends to direct a great part of the fiscal
package towards accelerating existing infra-
structure plans. In addition, Egyptian au-
thorities are likely to continue with the
programme of economic reform, aiming to
create new job opportunities and improve
standards of living.

In Lebanon, the government’s plans to miti-
gate the impact of the financial crisis in-
clude an acceleration and reprioritization of
infrastructure spending, an expansion of in-
terest subsidies for Lebanese lira-denomi-
nated bank lending to the corporate sector,
various measures to improve the business
climate, and incentive programmes to sup-
port job creation.

Monetary policies

In many GCC countries, the monetary au-
thorities have recently taken measures to
ease credit conditions. Central banks reacted
swiftly to the current crisis by injecting
funds and providing credit facilities to
maintain the liquidity of the banking sector.
In an attempt to ease funding pressure, they
also cut interest rates and reduced the re-
serve requirements. The UAE was the first
GCC country to provide guarantees for
bank deposits; in October 2008 it offered a
DH50 billion credit facility which was sup-
plemented by a government deposit of

DH70 billion in banks. The Saudi Monetary
Authority reduced reserve requirements on
current accounts from 13 to 7 per cent,
lowered the repo rate by 150 basis points,
and made $36 billion available to local
banks. In October 2008, the Central Bank
of Bahrain reduced the one-week deposit
rate by 25 basis points and dropped the
overnight repo rate by 125 basis points. The
Central Bank of Bahrain also plans to raise
the guarantee on bank deposits for commer-
cial banks from 15,000 dinars to 20,000
dinars ($53,200). In October 2008, the Cen-
tral Bank of Kuwait (CBK) reduced the
repo rate by 100 basis points and the dis-
count rate by 125 basis points. Then, in
December it made a further cut of 50 basis
points to the repo rate. In April 2009, the
CBK further lowered its discount rate to
3.5 per cent. It also allowed banks to raise
the loan to deposit ratio from 80 to 85 per
cent. Further, the CBK injected about $1.87
billion into local banks. In November 2008,
to ease liquidity in the financial sector the
Central Bank of Oman reduced its repo rate
by 220 basis points.

Sovereign wealth funds (SWFs) have also
responded. As an immediate reaction to the
crisis, many SWFs started to place more
emphasis on injecting liquidity into, and
propping up, their home economies. The
Kuwait Investment Authority, for example,
invested around $1 billion in the local stock
market to stem further declines. In the same
vein, the Qatar Investment Authority an-
nounced its decision to buy 10-20 per cent
shareholdings in local banks to boost their
share prices (IIF, 2008).

The situation is different for many of the
region’s diversified economies that do not
have sufficient margin for monetary re-
sponses. In Egypt, for instance, a cut in
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interest rates could lead to pressures on
central bank reserves and the exchange rate.
Interest rate cuts are likely to have a greater
effect on the exchange rate than on the
demand for credit, so there would appear to
be room to keep policy rates unchanged
until there are clear signs that pressure on
the balance of payments has stabilized
(IMF, 2008).

The situation in Lebanon too is complex
(IMF, 2009e). The economy faces three key
risks:

1. The global recession and the slowdown
in the GCC region will probably affect
capital inflows and economic activity.
The most likely outcome is a soft land-
ing, though there is still a significant
downside risk.

2. Government financing may be more dif-
ficult than anticipated. Slower deposit
inflows could complicate government
financing and will require contingency
plans.

3. Lebanon remains exposed to political
and security shocks that would adversely
affect economic and financial conditions.

Facing these risks, Lebanon has little room
to lower domestic interest rates in the short
term since, even during an international
financial crisis, interest is essential to main-
tain strong inflows of deposits. Thus, inter-
est rates should be reduced only gradually
when deposit growth can be expected to
hold up.

Social protection systems and labour
policies

In the ESCWA region the margin for public
social expenditure varies significantly from
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country to country. Major oil exporting
countries can afford to implement measures
to protect the most vulnerable segments of
the population. Saudi Arabia, for example,
has announced plans to extend concessional
loans to low-income citizens. But other
countries with greater fiscal constraints are
more cautious about expanding government
spending.

As the crisis unfolds, the more diversified
countries will probably have less capacity
to support largely publicly funded pension,
social insurance and social protection
schemes. Indeed the least developed coun-
tries might end up cutting expenditures on
health, education and social protection. This
could have devastating repercussions. The
absence of social security programmes, cou-
pled with inadequate educational and health
services, would produce inter-generational
poverty and lead to vicious cycles of
marginalization or exclusion.

Moreover, the crisis is likely to increase
unemployment. Across the region, a number
of firms in the finance and real estate sec-
tors have already signalled layoffs. The re-
gion is still in a stage of demographic
transition, with high fertility rates and low
death rates. So if both private and public
sectors are less able to absorb labour there
is likely to be a rapid increase in unem-
ployment.

Regional responses

To confront the current crisis, ESCWA
member countries have participated in a
number of regional initiatives to coordinate
their efforts and strengthen economic ties
with developing countries.
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Summit meeting

In an unprecedented effort to coordinate
measures between the Arab countries, Ku-
wait hosted the first ever League of Arab
States’ Economic, Development and Social
Summit in January 2009. Recognizing the
serious impact of the unfolding crisis on
Arab countries, Arab leaders endorsed the
following decisions (LAS, 2009):

e Pursuing national measures aimed at
strengthening financial institutions and
enhancing regulatory frameworks;

» Strengthening the role of the Arab world
in international economic relations, nota-
bly through an active contribution to the
ongoing efforts aiming at stabilizing the
world financial order;

* Increasing cooperation between central
banks and regional institutions notably
in terms of regulatory agencies;

e Supporting regional financial institutions
in order to increase intra-Arab invest-
ment inflows, notably in projects di-
rectly affecting the integration process;

» Facilitating cooperation between Arab
ministers of economy and public fi-
nance.

In the OPEC meeting in Vienna in March
2009, member countries emphasized their
commitment to stabilizing the market and no
further cuts are expected in the short term.
The stabilization of oil prices at current
levels would facilitate worldwide efforts to
mitigate the negative impact of the crisis.

As an active regional institution, ESCWA
has taken a number of initiatives to mitigate
the impact of the financial crisis on mem-

ber countries. It has, for example, prepared
a number of technical papers. It has also
organized a regional consultative meeting
for May 2009 which is expected to shed
light on the current financial crisis and
analyze its impacts on the ESCWA econo-
mies. The meeting will attempt to formulate
a joint position on the way forward, as well
as a common stand for ESCWA countries at
the forthcoming high-level conference on
the financial and economic crisis in June
2009 in New York. In addition ESCWA, in
cooperation with the International Labour
Organization and the World Bank, is prepar-
ing a joint publication on the economic and
social impact of the crisis.

Another important meeting was the Second
Forum for Arab and Latin American Busi-
nessmen held during the Doha Summit in
March 2009. The Forum emphasized the
importance of enhancing Arab-Latin Ameri-
can economic relations as a means of cush-
ioning the impact of the crisis and endorsed
a number of decisions, including:

* Eliminating tariffs and non-tariff barriers
on Arab-Latin American trade.

o Establishing direct maritime and air
transport routes between Arab countries
and Latin American countries.

» Granting special visas to businessmen in
order to enhance the economic coopera-
tion/transactions between the two re-
gions.

Arab leaders have demonstrated their deter-
mination to mitigate the impact of the crisis
at other regional meetings, such as the Arab
Economic Forum held in Beirut in April
2009 where experts, leaders and private-
sector representatives proposed appropriate
measures.
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Reforms of the global financial
architecture

As an active member of the G20, Saudi
Arabia participated in the Washington Sum-
mit on Financial Markets and the World
Economy in November 2008. The Summit
stressed the need to enhance international
cooperation to restore global growth, and
agreed on a number of principles for re-
forming the financial markets. The 2009
London Summit reiterated the commitment
to restore confidence, jobs and growth. In
particular, participating countries, including
Saudi Arabia, agreed to treble the IMF’s
financial resources to $750 billion.

In recent years the GCC’s sovereign wealth
funds (SWFs) have become important to
global financial markets. The SWFs cover a
broad range of financial instruments, coun-
tries, and currencies. They have, however,
created a number of concerns. Some people
are worried about the lack of transparency,
and the risks of eventual mismanagement
that could destabilize the financial system.
Others have questioned the decision-making
frameworks and hinted that economic in-
centives might be outweighed by political
considerations. These concerns were behind
measures recently implemented in the
US and some countries in the European
Union.

Arab governments have responded to inter-
national calls for a regulatory framework
for SWF investments. In March 2008, Abu
Dhabi’s SWFs reached an agreement with
the US. This stressed the need for better
governance, making investments solely on
commercial grounds and ensuring that
regulatory measures by hosting countries
were non-discriminatory. The Abu Dhabi
Investment Authority has also co-chaired
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the International
SWHFs.

Working  Group  of

Although it is still too early to assess the
impact of these measures, it is clear that
their effectiveness will depend on a number
of factors, including the speed with which
major developed economies bounce back,
the evolution of oil prices and the scope of
ESCWA member countries’ fiscal and mon-
etary stimulus packages.

The way forward

The economic outlook for GCC countries is
intimately related to world oil demand. Oil
prices are expected to pick up at the end of
2009 and the beginning of 2010. For 2010,
forecasts for the average annual price per
barrel include $51 (EIU, 2008) and $53
(US Department of Energy). These prices
would reflect current cuts in production,
growth in non-OPEC production, and a
small expected recovery in global demand.
A recovery in world oil demand in 2010
will then probably result in an increase in
GCC production and, consequently, oil re-
ceipts.

Recovery for the GCC countries will also
benefit the region’s more diversified econo-
mies, as a result of higher tourism receipts,
remittances and investment inflows. How-
ever, the export prospects of the more di-
versified economies will depend largely on
an economic recovery in Europe. Inflation
is forecast to continue to decline in
ESCWA countries, driven mostly by the
decrease in commodity prices.

Region-specific recommendations

Among the policy options that can be rec-
ommended to mitigate the impact of the
financial crisis are:
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Continue to apply expansionary fiscal
policies to boost domestic demand espe-
cially in infrastructural projects, to stop
the recent slowdown and increase the
level of economic activity;

Inject liquidity to the banking sector
through rescue packages, thus restoring
confidence in the banking and financial
sector. Monitor mergers between finan-
cial institutions and ease government
regulations to encourage the private sec-
tor to take an active role;

Implement more vigilant regulatory
measures for the banking sector in the
long term;

Enhance SWF governance standards, in
particular those related to transparency
and accountability;

Diversify SWF investments by investing
more in the real economy and targeting
developing regions, notably in Africa,
Asia and Latin America, as an opportu-
nity to increase South-South ties;

Promote financial integration. ESCWA
member countries with major financial
surpluses may consider providing loans
to other ESCWA member countries —
either on a bilateral basis or through the
region’s development funds or banks;

Increase intra-regional investments. Pro-
mote investments in sectors in which
many ESCWA member countries have a
comparative advantage, such as agricul-
ture, clothing and footwear, textile fi-
bres, chemical products, and services
such as tourism and research and train-
ing centres;

Ensure the full implementation of the
Greater Arab Free Trade Area, in particu-
lar by harmonizing production standards,
facilitating transborder transit, computer-
izing customs services, streamlining in-
spection/control methods and by includ-
ing services liberalization. Enhance the
role of regional institutions, such as the
Arab Trade Financing Program;

Pursue efforts to diversify Arab exports
away from oil, and specialize in prod-
ucts with higher added-value, and diver-
sify trading partners;

Continue efforts to improve the environ-
ment for doing business, in particular by
enhancing good governance and combat-
ing inconsistency in the implementation
of laws;

Promote south-south cooperation by,
among other things, increasing invest-
ments in, and trade with, other develop-
ing countries.
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