International
Labour
Office

Geneva

Employment Sector
Employment Working Paper No. 36 2009

The global economic crisis and developing
countries: transmission channels, fiscal and
policy space and the design of national
responses

Iyanatul Islam
Employment Policy Department, ILO, Geneva

Employment
Policy
Department



Copyright © International Labour Organization <year
First published <year>

Publications of the International Labour Office@ngopyright under Protocol 2 of the Universal Caglyt Convention. Nevertheless, short
excerpts from them may be reproduced without aigation, on condition that the source is indicatédr rights of reproduction
translation, application should be made to ILO Ruions (Rights and Permissions), Internationdidia Office, CH-1211Geneva 2:
Switzerland, or by email: pubdroit@ilo.org. Thedmtational Labour Office welcomes such applications

Libraries, institutions and other users registendth reproduction rights organizations may malapies in accordance with the licer
issued to them for this purpose. Visit http://wwwa.org to find the reproduction rights organimpatiin your country.

Islam, lyanatul

The global economic crisis and developing countrteansmission channels, fiscal and policy spackthe design of national responses /
lyanatul Islam ; International Labour Office. Emyheent Policy Department. - Geneva: ILO, 2009

63 p. (Employment working paper ; no.36)

ISBN: 9789221225447; 9789221225454 (web pdf)

ISSN 1999-2939 (print); ISSN 1999-2947 (web pdf)

International Labour Office; Employment Policy Dept
economic recession / fiscal policy / financial pwli labour policy / employment policy / developicguntries

03.04.3
ILO Cataloguing in Publication Data

The designations employed in ILO publications, whare in conformity with United Nations practiceydathe presentation of maied
therein do not imply the expression of any opinidmatsoever on the part of the International Laloffice concerning theebal status «
any country, area or territory or of its authostier concerning the delimitation of its frontiers.

The responsibility for opinions expressed in sigaetitles, studies and other contributions restslysavith their authors, and plicatior
does not constitute an endorsement by the IntemedtLabour Office of the opinions expressed imthe

Reference to maes of firms and commercial products and procedses not imply their endorsement by the Internatidmbour Office
and any failure to mention a particular firm, comnanedl product or process is not a sign of disaparov

ILO publications and electroniproducts can be obtained through major booksedledLO local offices in many countries, or diréaim
ILO Publications, International Labour Office, Ci211 Geneva 22, Switzerland. Catalogues or listseof publications are available f
of charge from the above address, or by email: pote@ilo.org

Visit our websitehttp://www.ilo.org/publins

Printed in Switzerland

documentl



Preface

The primary goal of the ILO is to contribute, wittember States, to achieve full and
productive employment and decent work for all, inithg women and young people, a goal
embedded in the ILO Declaration 2008 $acial Justice for a Fair Globalization, ahd
which has now been widely adopted by the intermaticommunity.

In order to support member States and the socréhgra to reach the goal, the ILO
pursues a Decent Work Agenda which comprises faterrelated areas: Respect for
fundamental worker’s rights and international labstandards, employment promotion,
social protection and social dialogue. Explanatiohthis integrated approach and related
challenges are contained in a number of key doctsnanthose explaining and elaborating
the concept of decent wdrkn the Employment Policy Convention, 1964 (No2)l2nd in
the Global Employment Agenda.

The Global Employment Agenda was developed by th® through tripartite
consensus of its Governing Body's Employment andigbd?olicy Committee. Since its
adoption in 2003 it has been further articulated emade more operational and today it
constitutes the basic framework through which th@ pursues the objective of placing
employment at the centre of economic and sociatipst

The Employment Sector is fully engaged in the impatation of the Global
Employment Agenda, and is doing so through a lasg@e of technical support and
capacity building activities, advisory services gulicy research. As part of its research
and publications programme, the Employment Sectomptes knowledge-generation
around key policy issues and topics conforming e tore elements of the Global
Employment Agenda and the Decent Work Agenda. Téwtad8s publications consist of
books, monographs, working papers, employment tepmd policy briefé.

The Employment Working Papeseries is designed to disseminate the main firsding
of research initiatives undertaken by the varioepadtments and programmes of the
Sector. The working papers are intended to enceueaxghange of ideas and to stimulate
debate. The views expressed are the responsibflitie author(s) and do not necessarily
represent those of the ILO.

José Manuel Salazar-Xirinachs
Executive Director
Employment Sector

! See http://www.ilo.org/public/english/bureau/dgmithload/dg_announce_en.pdf

2 See the successive Reports of the Director-Gemethk International Labour Conferen@ecent
work (1999);Reducing the decent work deficit: A global challe@001); Working out of poverty
(2003).

®See http://www.ilo.org/gea. And in particuldmplementing the Global Employment Agenda:
Employment strategies in support of decent worksitn” documentILO, 2006.

* See http://www.ilo.org/employment.






Foreword

The paper focuses on the impact of the global enanarisis on developing
countries and their capacity to respond to it. ¢h&s started in the US and spread fast to
the industrialised countries. Since then, the debat discussion have principally focused
on industrialised countries. This paper analyzesitipact on developing countries. Both
are rapidly unfolding and changing. The paper shdles differentiated impact and
transmission mechanisms, mainly through declindsaite, private capital flows, changes
in commodity prices and remittances. It also arghaes many developing countries find
themselves in an invidious position because lacKisdal and policy space’ constrains
their capacity to engage in countercyclical intaeti@ns to cope with the most severe
global economic downturn since the Great Depression

In proposing this argument, the paper covers a vadain. It briefly reviews the pre-
crisis period (2002-2007) during which many deveigpcountries grew at historically
unprecedented rates, even though such growth dafidnnot translate into robust
employment outcomes. This short-lived, but rapiciwgh experience perhaps explains
why there was an initially hesitant acknowledgenwdrthe scale and severity of the crisis.
The paper shows that the financial crisis in thétééhStates that first emerged in August,
2007 eventually spread to the developing worldugltoa variety of transmission channels.
Not all developing countries are equally affectéutial conditions vary significantly
across developing countries, with some countriefnea greater degree of resilience than
others in coping with external shocks.

Cross-country evaluations reveal that fiscal exjpmssundertaken so far by the G20
countries are not sufficient to remove the globatpat gap. Furthermore, developing
economies cannot rely on the ‘trickle down’ bersefitom globally coordinated fiscal
actions. They need policy space to enact fiscaludtis packages. This reveals a structural
issue of the capacity of developing economies tgaga in counter-cyclical policies. It
tackles the two issues of short term mitigationacéty and a long term approach to crisis
management. It is possible to enhance both fisedlpolicy space in sustainable ways.
This means a renewed commitment to domestic resomabilisation, reorientation of
policies and better preparedness to cope withagldbwnturns. In particular, developing
countries with access to global capital marketsighbe wary of the dangers of ‘liability
dollarisation’ that can severely hamper nationdicgahoices. It is also necessary to move
beyond short-term crisis management and developng-term national employment
strategy by drawing on the values and principleg #ie embedded in the ILO’s Decent
Work Agenda. Finally, developing countries needglaand regional cooperation in order
to harness new resources on a significant scadsgist them to cope with the crisis. The
recently concluded G20 made a promising start,dmgt also has to acknowledge that
many challenges lie ahead. These include lackadéa template to tackle the reform of
global economic and financial governance, failuweagree to a new round of fiscal
expansion to cope with the steep decline in globaimand, and the insufficient
appreciation of the scope for regional solutionstt@ngthen fiscal and policy space in
developing countries. The paper suggests that odewe countries can also learn from
each other, most notably, from successful casessi§ management as well as successful
operations of national recovery measures.

This paper is a contribution to the unfolding andleing debate on crisis impact and
response in developing countries.

Azita Berar Awad
Director
Employment Policy Department
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1. Introduction

The severity of the current global recession, thastvin 60 years, was largely
unforeseen by governments across the world aneépyriultilateral agencies that routinely
produce global and regional growth forecasts. 1d-8807, a widely held view among key
multilateral agencies was that a financial cribat tvas brewing in the United States would
largely bypass the developing world and the wordn®my as a whole will quickly
recover from any economic downturrSuch optimism seems to have evaporated. The
latest forecasts (April, 2009) released by sevagancies suggest a very grim scenario,
with global growth in 2009 expected to contractdsymuch as 2.8% and world trade in
‘free fall’. A global jobs crisis, led by the OEC&onomies, appears to be unfolding. The
return of growth in the first quarter of 2010 idieipated, but even here the forecasts are
hedged by a good deal of uncertaifty.

It is against such a grim prognosis of global gltoptospects that this paper builds on
a burgeoning literature to reflect on the expemsnof, and prospects for, developing
countries during the course of the current econamigis? It discusses several interrelated
themes that, taken together, form a central nagailihe paper argues that the creation of
fiscal and policy space for developing countriesagustainable basis needs to be a central
feature of the global development agenda. Thisgeece means fortifying the capacity of
developing countries to engage in counter-cyclicégrventions to respond to global
economic downturns using a combination of macroegve, labour market and social
protection policies. In the long-term, there iscase for a comprehensive national
employment strategy derived from values and priesigmbedded in the ILO’s Decent
Work Agenda (DWA). Such a strategy — combined veiipropriate forms of global and
regional cooperation - is essential in securingaénable recovery.

The paper is structured as followSection 2briefly revisits the period prior to the
crisis and highlights the global boom, its unsursthle nature and the role that it could have
played in injecting a sense of undue optimism alibatfuture. InSection 3 the paper
suggests an organising framework for identifyinge thulnerability of developing
economies to the global economic crisiSection 4of the paper reviews national policy
responses to the global economic crisis. It disfislges responses undertaken in developed
countries from their peers in the developing wo8dction Sexplores the twin notions of
fiscal and policy space in developing countries dsgwing on a sizeable literature. It
highlights different interpretations of fiscal apdlicy space and suggests how developing
countries can enhance their fiscal and policy sgaceope with economic downturns.
Section 6of the paper argues that the global communityndeustandably in short-term
crisis management mode. What is needed is a langgtategic agenda that looks beyond

® See the August 2007 Outlook prepared by the OE@Dttze forecasts produced by the IMF in July
2008.

® For the most recent projections, see OECD (2008,(2009a) and World Bank (2009a)

" The term ‘developing countries’ is used to inclumeh low income and middle-income countries
in Africa, Asia, Latin America and the Middle Ea&the paper eschews the use of the term
‘emerging markets’ or ‘emerging economies’ becatigealso used to describe countries in Eastern
Europe and the Baltics that are part of the Eurez&@ome economies in Eastern Europe and the
Baltics have been very badly hit by the global ecoit crisis, but there is only passing reference to
their experiences.

® There is now a burgeoning literature on the impxcthe global economic crisis on developing
countries. See, for example, te Velde (2008), MasshVelde (2008), AfDB (2009), ECLAC (2008,
2009), Jamest al (2008), ADB (2009), Naude (2009), ILO and Insgtwf Labour Studies (IILS,
2009), IMF (2009), World Bank (2008a), The Globabhitoring Report (2009, chapter 1).



the crisis and seeks to secure sustainable recdvecyion 7of the paper discusses the role
of global and regional cooperation as a complen@mational policy responses to cope
with the global economic crisis. The final sectaffers a summary of key findings.

2. The 2002-2007 global boom: buoyant growth,
but weak labour market performance

There was a relatively mild global downturn in 2000his was followed by a
synchronised boom that lasted until 2007. Many higeg countries grew at rates not seen
since the 19704-(gure 1).

Figure 1: Global Growth 1970-2010
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One can detect several episodes of global down{eandy 1970s, early 1980s, early
1990s and at the beginning of the2&ntury). After taking on board the severe global
recession of today, it is possible to suggest bletveen 1970 and 2009, global downturns
have occurred, on average, every ten years. Onalsandetect that, over time, the co-
movement (as measured by correlation coefficiertivéen growth in the advanced
economies and growth in the developing and emergomnomies) intensified, reflecting
the deeper integration of the global econcn(fyigure 2)

° The IMF(2009a:17) observes that ‘output fluctuasion emerging and developing economies have
been fairly synchronized with output fluctuationstihe G-7 countries over the past 15 years...a 1%

change in real GDP growth is associated with ap&rtent change in growth in emerging and
developing countries’.



Figure 2: Co-movements of growth between advanced and
developing countries, 1970-2008 (correlation coefficients)
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Sources and notes: Authors' calculations based on IMF World Economic Outlook

The 2002-2007 period stands out as a case of amstamsable boom. There was a
surge in various forms of external finance (expesenues, remittances, private capital
flows) that fed an investment boom in the develgpimorld led by China and other
emerging economigs.Such a growth experience bred a sense of robtigtisg about the
future. This state of mind perhaps contributed ke tcollective complacency of
policymakers, development practitioners and muétitdl agencies that were evident even at
a time when the seeds of a rather severe globabetio recession were being sown in the
US heartland. More importantly, it meant that ifisignt attention was being given to the
stresses and strains that afflicted labour mar&etsss the world even during the high-
growth era.

Quantitative expansions in employment in many paftthe world were juxtaposed
with sluggish real wage growth, persistence ofitiiemal economy, ‘casualisation’ of the
work-force, declining wage shares in national otitpnd rising inequality. This is a
familiar theme in recent ILO reportsput other organisations, such as the OECD and the
World Bank, have also highlighted the problems odwing economic insecurity and
inequality in regional and global labour mark8tén addition, one should not overlook the
very important point that, during 2007 and the yegrt of 2008, many developing
countries were buffeted by food and energy pricecks that impaired the fiscal and
current balances of the affected economies, léddad riots and protests in many countries
and pushed millions into poverty.

In sum, the 2002-2007 global boom appeared to geoaijustification for a model of
globalisation that relied on a mix of macroeconomiedence, privatisation, deregulation,
trade and financial integration. Of course, theeze voices expressing concern about an
impending bust, but they were not enough to gabsmpolicy-makers and multilateral

1% Tim Geithner, US Secretary of the Treasury in @#ama Administration, makes the following
observation: ‘A major lesson of the crisis is ttiz# remarkable overall performance of the global
economy between 2003 and 2007 contained withihdtgeeds of its own undoing’. As cited in
Guha, K (2009) ‘Geithner calls for no let-up inianton crisis’,Financial TimesApril 23

1 See Lin (2008) who highlights the surge in extefirancing of the global growth in the 2002-
2007 period, but does not emphasise its lack damability.

125ee, for example, ILO and IILS (2008a and 2008, (2009a) Ghoset al (2008)

13 See the 2007 editorial by the OECD on the ‘glafaaion paradox’ and the statement by Holzmann
(2006) on behalf of the World Bank.

! See Islam, R and Buckley (2009)



agencies to tackle the problems of growing gloligparities and the manifold employment
challenges facing the world with a well-thought acarefully executed pre-emptive
strategyts All the signs are that, despite large-scale imptions by governments in the
‘G3’ (United States, Eurozone and Japan) and somergng economies, the global
recession that is underway is likely to be deep dmchble. To make matters worse, the
historical evidence suggests that even if the weclohomy graduates from a recession in a
technical sense by 2010, the living conditions ofkers and their families are unlikely to
recover before 201%. Hence, it is necessary to highlight the degrearmfertainty about
growth prospects for 2009 and 2010 and, more imapdst, to highlight the long-lived
effects of the global recession on real wages amuay/ment.

At the global level, estimates for growth have bebearply revised by the IMF on
several occasions within the space of eight mothky, 2008 to March, 2009J. At the
country level too, major revisions about growth gmrects for 2009 have taken place. In
China, for example, the official target for grovith2009 is 8.0%. Yet, the IMF has reduced
its 2009 growth forecasts for China to 6.5%, wiibene private sector economists contend
that, on a seasonally adjusted basis, growth inthired quarter of 2008 was probably
zerol8 Hence, it is necessary to put in place policy paels with provisions for dealing
with ‘worst-case’ scenarios.

3. Vulnerability of developing economies to the
global economic crisis

The financial crisis that started in the Unitedt&an August 2007 eventually spread
to the developing world. It is necessary to una@erdtthe transmission channels through
which this happens, but it is also necessary topeehend that not all developing countries
will be equally affected. Initial conditions varygeificantly across developing countries,
with some countries having a greater degree ofierse than others in coping with
external shocks. Hence, this section identifiesvillaerability of developing economies to
the global economic crisis by analysing the intéoacbetween transmission channels and
initial conditions.

3.1 Vulnerability analysis: the nature and pattern of
growth preceding a crisis

The nature and pattern of growth prior to the orefetn crisis deserve particular
attention. If growth, for example is largely baseddebt-driven consumption or sustained
by speculative investments in real estate, therritheis that equity price bubbles might
emerge and eventually burst with devastating carssoes on the real economy. It now

15 SeeForeign Policy(2009) ‘The Worst is Yet to Come’, Jan-Feb. Théad of Foreign Policy
highlight the work of four US-based economists (BwoltSchiller, Nouriel Roubini, David Scmick
and Dean Baker) who had the prescience to warnUs-#ed global bust. In the UK, Fred Harrison
used long-run data on boom-bust cycles in the ptgmector to predict a recession in 2010. See
Harrison (2007).

% This conjecture is based on historical data cosapily Reinhart and Rogoff (2008).

" See various issues of the World Economic OutlaWEQ) produced by the IMF.

18 patterson (2009)



appears that this was the case in the United Stat€sand elsewhere — s@&@ox A.1 on
Dubai andBox A.2 on Latvia in the appendix.

In the case of some emerging economies, most ryo@tiiha, the nature and pattern
of growth became excessively dependent on extedehand. Private domestic
consumption as a share of GDP fell from more thiaf6of GDP in 1980 to less than 50%
in 2007 in developing Asi&. Indeed, some influential observers maintain thaist of the
slowdown in regional economic growth (in East Agtgms not from a fall in net exports
but from weaker domestic demarie’A more accurate interpretation is that East Asia i
suffering from an export slump that has been comged by weak domestic demairidis
ironic that calls are now being made by many thain& and other export-oriented East
Asian economies — hailed for so many years as saateries - will have to rely a lot more
on domestic consumption and internal markets teeduture growth.

3.2 Vulnerability analysis: from fiscal and current
account balances to labour market institutions

Two World Bank policy notes (2008a and 2009b) ahd tMF (2009b) have
suggested a framework for assessing the vulnesalifi developing economies to the
global economic crisis. The first World Bank poliegte (World Bank 2008a) and the IMF
(2009b¥! focus on fiscal and current account balances amghdial sector stress. The
second World Bank Policy note (World Bank 2009bjisader in scope and creates an
ordinal index with which to classify more than 1@@veloping economies into ‘high
exposure’, ‘medium exposure’ and ‘low exposure’'ssas\ ‘high exposure’ country has (a)
high initial levels of poverty and (b) deceleratiggowth. Using the 2008 benchmarks, 25
% of the countries in the sample have both higbafisnd current account deficits. Using
the 2009 criteria, 39% of the countries have ‘hégposure’. In addition, about 75% of the
‘high exposure’ countries have either low instibaial or fiscal capacity.

The 2009 approach by the World Bank is an improvema its 2008 version in the
sense that it goes beyond a consideration of mesnoenic balances. Yet, it decided to
exclude from its terms of reference any analysithefnature and composition of external
linkages and its implications for the vulnerabiliof nations. While there is a clear
emphasis on institutional capacity, there is noliexpgecognition of the central role that
labour market institutions and policies play irstprocess. Bearing these concerns in mind,
the framework suggested here enlists a wide rah@eitial conditions’. These pertain to:
(a) the nature and pattern of pre-crisis growth twedstate of the labour market, (b) labour
market information system that can provide timelgnitoring of the impact of the crisis,
(c) labour market institutions and social safetysrtbat can serve as a shock absorber to
external crises (e.g. active and passive labourkebgpolicies, mechanisms for social
protection etc), (d) the robustness of the domdstancial system, (e) fiscal and current
account positions.

Fiscal and current account imbalances are crittoaistraints on the policy-making
capacities of national governments, but an exclugicus on these constraints can elevate
the status of the macroeconomic policy frameworlattevel that precludes any serious

9 David Pilling (2009) ‘Unlucky NumbersFinancial Times February 10. See also Deutshe Bank
(2008).

% The Economist2009) ‘Asia’s suffering’, January 29

%L In the case of the IMF, the sample (70) consistdusively of low-income countries. They are
classified into ‘high risk’, ‘medium risk’ and ‘lowisk’ countries. The key criterion is ‘reserveseo
falling below three months of imports’ (p.4). 26uctries in the sample are considered to be in the
‘high risk’ category.



consideration of the complementary role of laboarkat and social policies in coping with
a crisis and sustaining a recovery. It is essetmiamphasise the role that labour market
information systems and labour market institutiptas/ in dealing with external shocks.

The paradox is that, even if national governmeramtain healthy fiscal and current
account balances, they will prove to be an insigdfic arsenal to cope with an economic
downturn if complementary labour market and soplicies are not in place. If national
governments are not endowed with adequate labotkemaformation systems, they will
not be able to monitor the impact of the crisisireliable and timely fashion. In the case
of China, for example, its unemployment statisticdy include urban areas. This means
that if rural migrants are laid-off and return keir homeland, they will not be reflected in
the official statistics. Yet, recent media repatigigest that 15% of China’s rural migrants
have been laid off and have returned to their hanus?

It is well known that inadequate social safety natsufficient labour market risk
mitigation schemes and poor provisions for maimt@rinvestments in health, education
and infrastructure in the event of an economic dawnwill attenuate the capacity of
individuals, households, firms and governmentaugian consumption and to sustain long-
run growth potential. There is growing evidencd,tezen in some developed economies,
social safety nets and unemployment compensatiogrammes fell into a state of benign
neglect The 1997 Asian financial crisis has also shown leoanomies in the region that
were widely praised for their successful growth eledhad to struggle and improvise
social safety nets and labour market institutiansdpe with the social consequences of the
crisis24

In sum, the state of the labour market in the pigsc period deserves particular
scrutiny. Unless determined efforts are made toktrehanges in the composition of
employment and trends in real wages across vullergloups in the work-force,
guantitative expansions in employment and declimése unemployment rate during high-
growth periods can mask deleterious developmentiarabour market. Thus, when an
economy is exposed to a downturn in conjunctiomwieak labour market institutions and
inadequate social safety nets, the distributionaksequences and the adjustment costs can
be quite acute. This is an issue that needs to the @entre of current policy discourse.

3.3 Vulnerability analysis: the role of the financial
system

The health of the domestic financial system wabatentre of debates on the causes,
consequences and cures in the wake of the 199 Aisancial crisis. It was felt that lack
of appropriate prudential regulations left manytEssian financial systems vulnerable to
sudden shifts in capital inflows. During the longpromic boom that preceded the 1997
crisis, East financial institutions borrowed hegwil global capital markets and engaged in
imprudent lending that fed an investment boom, @sfig in real estate and construction.
Once investor sentiments turned sour, the economidbe region paid a heavy price.
Hence, the conduit for the 1997 crisis, accordmghts narrative, turned out to be a weak
and weakly regulated domestic financial system.

22 Jamil Anderlini (2009) ‘ Data hide scale of jobatoFinancial TimesFebruary 11

% Focusing on the case of the UB)e Economishotes: ‘Unemployment insurance is one of the
economy’s most important automatic stabiliserspingl to maintain household purchasing power
when the economy weakens. But that role is impaingdhe short duration of benefits and their
skimpy level.” Se@’he Economis{2008) ‘A Safety Net in Need of Repair’, DecemBér

% See Lee (1998)



In the case of the current global recession, tleegeneral agreement that it was bred
by the US financial system that grew imprudent uraldax regulatory regime and in a
global environment that was awash with excess diui Profit-maximising financial
entrepreneurs in the US responded to the era afpcheedit and rising asset prices by
creating novel, but ultimately risky, financial piects in an effort to extract higher yields.
A deregulated environment — an incentive structiba¢ rewarded excessive risk-taking and
financial globalisation — enabled the pursuit ofHar yields in the financial services
industry. Unfortunately, boom conditions have adwncy to create overly optimistic
expectations about the future and temper the \gitlgss of policy-makers, households and
firms to take prudential and pre-emptive actione Bheds of a subsequent bust were sown.

The implosion of national financial systems rangfngm United States to Iceland
testifies that such problems are no longer theepvesof emerging economies. A much-
needed debate is now underway on designing a refagyemda for national financial
systems in an era of capital mobility. Some wolile lit to be a primarily national
endeavour, while others see it as a case for glatlective actiorts How the debate will
be resolved remains to be seen, but the centmlthak domestic financial systems play in
propagating a crisis that has widespread ramibiogtihas yet again been tragically
demonstrated.

3.4 Vulnerability analysis: the role of external linkages

Once an audit of the country-specific initial cdiahis are undertaken, it is necessary
to comprehend the nature of the transmission mésmmathat has led a US-centric financial
crisis to become a contagious global economicscridhe transmission mechanism pertains
to various forms of external linkages manifested@) trade flows (b) private capital flows
(c) migration and remittances (d) terms of tradg 4@ flows. The potency of the
transmission mechanism will vary from country taety and sectors/regions within the
same country. The aggregate magnitude of extegp@mtlence (say, as measured by trade-
to-GDP ratio) is less important than the compositid this dependence. In other words,
particular countries could, for example, have atredly low trade-to-GDP ratio, but this
could mask a high degree of dependence on partiexigort markets (say, ‘G3’ export
markets) and particular products and services (@agtronics and tourism). Furthermore,
some external linkages in particular countries ddu¢ more important than others (e.g.
migration and remittances, tourism rather thangiiacgoods or financial services).

It is equally important to distinguish between em&t linkages mediated largely
through the private sector (trade in goods andicesyprivate capital flows, migration and
remittances) and those that are mediated througypublic sector. In the case of the latter,
the most prominent example is foreign aid. Someeldgping economies are heavily
dependent on aid flows- such as Tanzania and RwaBdae developing economies are
heavily reliant on multilateral aid, others on telieal donors.

What are the projections on the various trade arah€ial flows at the global level in
the wake of the crisis? The sharpest deceleratioasn trade, private capital flows and
terms of trade. Remittances seem to be holdingbup,it is unlikely the growth in
international migration and the income transfesoaimted with it will be sustained at pre-
crisis rateg? The projections on aid inflows are also not cleat- Concerns have been

% Brunnermeiret al (2009).

% See Massa and Te Velde (2008).

2" See World Bank, Global Economic Prospects 200@pieh 1. See also Abella and Ducanes
(2009) on remittances from the perspective of dgiah Asia.



expressed that donor nations might renege on pedige to maintain aid volumes. If the
past is any guide, the composition of aid is likilychange to the possible detriment of the
countries that need it mot.

3.5 Vulnerability analysis: summary

Table 1 summarises the vulnerability of developing cousttie the global economic
crisis as the product of interaction between cagusprecific initial conditions and various
components of the external linkages outlined aboVhis table can be thought of as a
matrix that captures ‘vulnerability-to-crisis-aktutes’ (VTCA). It can be applied to various
countries to work out the impact of the crisis,that an aggregate and disaggregate level.
As an example, the case of Egypt is highlighteéeBox 1. This is followed byBox 2 on
the plight of the toy industry in China to demoatrhow important it is to monitor the
impact of the crisis from the perspective of patac sectors/industries within a country.
As can be seen, Egypt’s vulnerability derives st from its lack of fiscal space, but also
from a range of factors: limited productive job aften even in the high growth era,
inadequate labour market institutions and policiad dependence on a narrow range of
exports and export markets. In the case of Chimasharp downsizing of a highly export-
oriented industry (production and sale of toys labgl markets) in the wake of the global
economic crisis might not mean much in terms ofritgact on the overall economy, but it
bears a great deal of significance for jobs andliliwods for a particular region and for
millions of rural migrants that were attracted katt region. More importantly, this case
study highlights the critical role that pre-emptlabour market and social policies can play
in mitigating the effects of external shocks.

Table 1: Vulnerability-to-crisis attributes (VTCA): a suggested framework

Attributes: initial conditions Attributes: external linkages

Nature and pattern of growth and state of the labour Dependence on key external markets (e.g.'G3’ and oil-

market rich Gulf states)

Capacity of labour market information system to monitor Dependence on key exports (e.g. electronics, primary

crisis impact commodities, tourism) and sensitivity to changes in
terms of trade

Capacity of social protection system to mitigate impact of Dependence on overseas migration and remittances

external shocks on poor and vulnerable households

State of domestic financial system (esp. exposure to Dependence on private capital flows

liabilities denominated in foreign currency)

State of fiscal and external balances Dependence on aid flows

Note: This is a variation of a framework suggested in Mugtada and Islam (2009)

% See Mold (2008). The irony is that public supgortaid even during a recession in rich nations is
usually quite high. See Zimmer (2008).



Box 1: Vulnerability to the global economic crisis: the case of Egypt

Egypt is classified as carrying a risk of ‘medium exposure’ to the global economic crisis by the World Bank (2009). It has reduced growth
prospects and a reasonable degree of institutional capacity, but low fiscal space. There is a moderate degree of risk of an increase in
poverty as a consequence of the global economic crisis. The analysis offered here relies on a broader depiction of initial conditions and their
interaction with external linkages and seeks to provide additional insights.

As in the case of many countries, growth in Egypt in the pre-crisis period was robust, reaching a historically unprecedented 7.2% in
2007/2008. In 1996-99, for example, growth averaged 5.%. The official position is that growth will decline to less than 5.2% in 2009, which is
very close to the long-term growth rate of 4.8% achieved over 1970-2005.

In order to appreciate the vulnerability of the Egyptian economy to current global developments, it is necessary to form an appreciation of
the pattern of growth and the state of the labour market in the pre-crisis period. This information then needs to be combined with the limited
nature of labour market and social policies, the lack of fiscal space and the evolution of external linkages.

Dr Raggui Assad, currently a Professor at the University of Minnesota and a former Regional Director for West Asia and North Africa at the
Population Council in Egypt, makes the point that, in recent years, ‘a lot of the growth ... has been felt by those who own assets and
property’. Private sector growth in employment has certainly been ‘quite rapid’, but it was concentrated in the informal part of the private
sector. As a 2007 World Bank analysis (p.41) points outs, quantitative expansions in employment ‘say nothing about important qualitative
aspects: whether workers are productively employed, have acceptable working conditions, and receive decent wages'. If, as noted, a large
part of the growth in employment was in the informal segment of the private sector, one would expect a trade-off between employment
growth and productivity growth. This is indeed a characteristic feature of the process of job creation in Egypt.

Labour institutions in Egypt are weak. There is limited scope for risk mitigation schemes, even in the formal sector. The labour market
information system is inadequate, with different sources providing divergent measures of changes in basic labour market indicators, such as
employment and unemployment rates.

The fiscal balance has deteriorated sharply, rising from -1.8% of GDP in 1996-1999 to -7.7% in 2007. The current official position is that the
fiscal balance stands at -8.3% of GDP. The government is committed to a process of fiscal consolidation that will bring down the fiscal
balance to - 4.5% of GDP by 2010.

It is against this background that one needs to assess the nature and composition of external linkages. The export-to-GDP ratio has gone up
sharply in recent years: it was 17.3 % in the 1996-99 and rose to 34% in 2007. The FDI-to-GDP ratio went up dramatically, rising from less
than 1% of GDP in 1996-1999 to 8.0% by 2007. These external developments allowed the Egyptian government to build up a current
account surplus of 2.2% of GDP and foreign exchange reserves worth 9 months of import coverage.

What strikes one is the highly concentrated nature of the growing openness of the Egyptian economy. Tourism, remittances from overseas
migrants and earnings from the Suez Canal make up the bulk of foreign exchange earnings. In 2007, for example, tourism and remittances
accounted for 49 % of gross foreign exchange eamings and 11.3% of GDP. More importantly, 50% of Egypt's annual remittances come
from its two million plus citizens working in the Persian Gulf area. The latter also accounts for about 60% of tourist arrivals to Egypt. In sum,
the increasing degree of integration in the case of Egypt has been juxtaposed with a high degree of dependence on a narrow range of
export of services and on the regional economy.

The Egyptian government is clearly concerned. Recent data suggest that, in January of this year, hotel bookings were down 30% vis-a-vis
the same period last year. FDI is likely to decelerate sharply, earnings from the Suez Canal has fallen as shipping services decline in
response to the reduction of global trade flows. There is the grim prospect of an eventual decline in remittances, given the slowdown in the
Persian Gulf area. The government has announced an economic stimulus package of extra spending on infrastructure project worth USD
2.72 billion. It has also announced a series of measures to boost tourism. Not much is known, however, of the government's strategic
thinking on how it intends to respond to the ‘worst-case’ scenario of a jobs crisis with an appropriate mix of labour market and social policies.

Sources: Egypt News (2009) ‘Egypt reveals measures to boost tourism’, January 4; Egypt News (2009) ‘Deficit may grow’, January 8; Egypt
News (2009) ‘Egypt to cut growth forecast below 5.2%, January 12; World Bank (2007) Middle East and North Africa: Economic
Developments and Prospects, Job Creation in an Era of High Growth, Washington DC; World Bank (2009) ‘The Global Economic Crisis:
Assessing Vulnerability with a Poverty Lens’, mimeo, February; Navtej Dhillon (2008) ‘Global Economic Crisis: Short and Long-term
Prospects for Egypt, Interview with Ragui Assad, October 29, The Brookings Institutions; Michael Slackman, (2008) ‘Slowdown in Persian
Gulf Reverberates in Middle East’, October 29, New York Times




Box 2: China’s toy industry and the global economic crisis

The plight of China'’s toy industry illustrates vividly the need to engage in a disaggregated analysis to capture the industry and
location-specific consequences of the global economic crisis. Although representing a minuscule portion of China’s
aggregate exports, output and employment, the toy industry plays a key role in the regional economy of Guangdong
province. It represents the centre of China’s highly export-oriented toy industry. More than 60% of China’s toy manufacturers
are located in Guangdong. These manufacturers, together with others, accounted for 70% of the world’s toy exports in recent
years. The bulk of these exports (70%) also went to US and EU markets. At one point, there were 8610 firms linked to 2000
suppliers and employing 20 million migrants. When the US economy went into recession towards the end of 2007, followed
by the EU economies in 2008, the Chinese toy industry succumbed to an export slump that became evident in November,
2008. Today (February, 2009), there are only 4388 toy manufacturers left. The industry has undergone a massive downsizing
in a very short period of time.

The export slump, unleashed by the global economic crisis, merely magnified the toy industry’s woes that have been
festering for some time. The industry suffered from a reputation deficit, driven by international concems about the quality and
safety of the toys that have been exported, unsafe and poor working conditions and the impact of production processes on
the local environment. These concerns culminated in world-wide product recalls over the past 18 months. The latest saga in
these developments that severely tarnished the image of China’s toy industry occurred on January 23, 2009, when the Indian
government, citing safety concerns, imposed a ban of six months on the import of Chinese toys. China’s competitiveness in
toy exports was also impaired by rising labour and land costs that were cutting into operating margins.

An important message that emerges from this case study is that labour market and social policies are critical in
understanding the vulnerability of particular industries within national economies to the global economic crisis. If policy
makers had, for example, paid more attention to working conditions in the industry and if they had pre-emptively put in place
measures to boost the productivity of toy manufacturers, the vulnerability of the industry to the global slowdown would
perhaps have been mitigated.

Sources: Raja Murty, ‘Playtime is over for China’s toy industry’, Asia Times June, 26, 2006; April Mei, ‘India ban worsens
China’s toy woes’, January 30, 2009 Asia Times; Jane McCartney, ‘Half of China’s Toy Factories Close after Export Slump’,
The Times, February 10, 2009

4. Policy responses to the crisis: developed
versus developing economies

How have developing countries reacted to the rgp@&lolving global economic
crisis? What can they learn about ‘best practiggdraaches to counter-cyclical policy
packages? This section discusses these issuesimtzer of steps.

First, it highlights once again how multilateral agencéesl national policy makers
initially underestimated the seriousness of thsigriThis meant that some developing
countries either did not take action or engaggurdncyclical policy at a time when the US-
centric financial crisis was spiralling out of cait Secondit draws on datasets created by
the Institute of Labour Studies (IILS), the Banglafkice of ILO and ECLAC to provide an
overview of the policy responses that have beeremakien by a range of countries - both
developed and developing - in the realm of monetfngancial, fiscal and labour market
policy. Third, it briefly evaluates the nature of such policgpenses. To what extent have
they been driven by projected growth deceleratiamsl compromised by various
constraints pertaining to the balance of paymethts,government’s fiscal position and
institutional impediments? How effective are thteigentions likely to be in arresting the
inexorable decline in output and employment acvas®us parts of the world?

4.1 Responding to the global economic crisis: a slow
beginning

As noted, the global community was probably lulledo a collective sense of
complacency by the boom conditions that prevaie®d02-2007, and, in particular, by the
historically unprecedented growth rates observediéwveloping and emerging economies.
Even highly experienced development experts sucednto this optimism. Thus, a
September 2008 report led by Francois Bourguigrtbe, former World Bank Chief
Economist, argued:
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...The global economic environment has been buoyast oecent years, with very
positive effects on economic growth in a large nambf developing countries, reversing the
trend in divergence between high-income and loveiine countries for the first time since the
1970s. ...Will the favourable trend continue? In shert-term, there can be little doubt that the
slow-down in developed economies will spill ovetoirdeveloping countries. However, the
question is whether this will hinder their longstegrowth... There seems to be a consensus
that emerging economies will continue to grow qlyickhough not as quickly as before, and
this will have a positive effect on the world ecanpoand other developing econom#és.

This optimism was also reflected in the Global Emuit Prospects 2009 (GEP 2009),
one of the flagship publications of the World B&hk:EP 2009 argued, along the lines of
Bourguignoret al, that the long-term, growth prospects of the dawielg countries will not
be affected in any significant way and the deveigpiorld as a whole will not only meet
the Millennium Development Goals (MDGSs), but 'overst' them by 2015. Such robust
optimism was maintained even though their own datmns suggested that the recent
surge in food and energy prices probably pushedl530million into poverty (evaluated at
1.25 dollars a day - which is the latest PPP stahddopted by the Bank) in 2008. GEP
2009 essentially argued that developing countrieslavrecover quickly from what was
shaping up to be a synchronised global downturtwlaa preceded by supply shocks in the
form of an unanticipated surge in food and energgep. It proceeded to note that
developing countries will have to rely on the wealbwn policy package (monetary
restraint, fiscal prudence, and structural reforrtigt, it claims, was the basis for
engendering rapid growth in the 2002-2007 periddis Tmplied that the current global
recession would have a transient effect on the-teng growth trajectory of the developing
countries. It thus called for policy-makers in tteveloping world to be ‘especially wary of
reacting too aggressively to the global slowdo#¥n’.

To its enormous credit, the World Bank has now mdoswvay from that optimistic
perspective. In a Press Release (February 12, 2i088)d:

New estimates for 2009 suggest that lower econagroeth rates will trap 46 million
more people on less than USD1.25 a day than wasceeg prior to the crisis. An extra 53
million people will be trapped on less than USD @ag. This is on top of the 130-155 million
people pushed into poverty in 2008 because of sgdniod fuel prices.

These new forecasts highlight the serious thretitd@chievement of the MDG5.

Such a sombre prognosis reinforces projectionsheylltO of a global jobs crisis.
Under a worst-case scenario, unemployment, vuliehployment and working poverty
are expected to go up significantly in 2009 inpatts of the developing world. Indeed, the

29 Bourguignoret al (2008:17)

%01t would be wrong to imply that the World Bank wihe only organisation that underestimated the
consequences of the crisis on growth prospectserdéveloping world. Consider, for example, the
following observations by Economic Commission fdriéa (ECA) which, in itsEconomic Report
for Africa 2008,noted (ECA:21): ‘Some positive developments in Wweld economy are likely to
sustain growth in African countries, especiallyotigh the high demand for African export
commodities and the relatively low costs of extebmrowing.’

3 World Bank, Global Economic Prospects 2009, p.19

32 World Bank (2009), ‘Crisis hitting poor hard inw@doping world’, Press Release, February 12.
There is some confusion on the projected increapeverty. In an ‘op-ed’ written for the New York
Times, Robert Zoellick, the President of the Wdlahk, states ‘...the economic crisis has already
pushed an estimated 100 million people back inteeptg’. See Robert Zoellick (2009) ‘A Stimulus
Package for the WorldNew York Timgslanuary 22. If this is correct, then nearly 2%the gains

in global poverty reduction have been wiped outsT@stimate is based on claims that since 1997,
350 million people graduated out of poverty (meaedwat USD 1.25 a day). See Lin (2008).
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global jobs crisis has led to protests and riotsvamious countries and threatens to
jeopardise international peace and stability.

It is also important to emphasise that there is raowood deal of evidence that
volatility of growth — not just an episodic growdleceleration — is prejudicial to the living
standards of the poor. One study summarises tlemee in the following way:

The poor have less human capital to adapt to dowstin labour markets. They have
less assets and access to credit to facilitateuooption smoothing. There may be irreversible
losses in nutrition and educational levels if thare no appropriate safety nets....(One) finds
an asymmetric behaviour of poverty levels duringpmleycles: poverty levels increase sharply
in deep recessions and do not come back to prelgévats as output recovets.

In light of such evidence, how have policy-makersiéveloping countries responded
to the evolution of the global economic crisis? @Gheuld not take aim only at multilateral
agencies and redoubtable development experts fangbslow to recognise the
consequences of the global economic crisis on dpirel countries. Several large and
populous emerging economies either took littleaactbr engaged in pro-cyclical policy
between July and November 2008, precisely the gedoring which the US-centric
financial crisis was spiralling out of control. Biia Indonesia and South Afridacreased
their interest rates at a time when the US wasemsggrely cutting interest rates to stave off
a recessioft This was largely driven by the belief that one Wdoteed to control inflation
induced by food and energy price shocks. Therebkeas a subsequent softening, but the
point is that monetary policy operates with a loagd variable lag. Hence, the
consequences of a monetary policy tightening cabeatasily reversed. More importantly,
policy-makers, having now realised the gravity le# global economic crisis, have to play
‘catch-up’. They have perhaps lost the lead tina th necessary to make investments in
financial, intellectual and administrative capitaht are needed to restructure the policy-
making architecture to deal with the short-term anedium-term consequences of the
crisis.

4.2 Policy responses to the crisis: an overview

By end of February, 2009 more than 30 countrie lsnounced a range of measures
cutting across monetary, financial, fiscal and labmarket policy. Media reports suggest
that 34 countries have announced USD 2.25 trillcllars worth of fiscal stimulus
packagesg¢ Developed countries dominate this cohort, bulsio includes some developing
countries. These policy responses have been adalyse number of recent studies. A
brief overview is offered here.

As expected, the majority of the countries thatehadopted expansionary monetary
policy (as reflected in interest rate adjustmemisl nd-2008) belong to the developed
world (Figure 3). As expected too, efforts to fix the financial systbave been led by
developed countries-{gure 4).

% Nelson Schwartz (2009) ‘Rise in Jobless Posesraafio Stability Worldwide’New York Times
February 15

34 Chowdhury (2006)

% On Brazil and South Africa, see UNCTAD (2008). @donesia, see |IF (2009)

% As cited in Ban-Ki Moon and Al Gore (2009) ‘Gre@rowth is Essential to any Stimulus’,
Financial TimesFebruary 16
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Figure 3: Interest rate adjustmentsin response to the
crisis 2008-2009 (number of countries)
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Figure 4: Financial Policy responses to the crisis 2008-2009
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By the end of 2008, it was clear that the globalneenic crisis could not be fought by
expansionary monetary policy alone, nor could itdersed by efforts to fix the financial
system. At this juncture, many countries switchedatKeynesian mode and embraced
fiscal stimulus packages. Out of the more than 8Qntries with publicly available
information on such packages, 12 can be regardeéadoping and emerging economies.
Most of the packages are less than 4% of GEIBu¢e 5).37 All of these packages entail a
combination of spending programs on infrastructinegme transfers and tax cuts.

" See ADB (2009) for an update on fiscal stimuluskpges for developing Asian economies.
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Figure 5: Fiscal stimulus as % of GDP 2008-2009
10
10 A
8 -
5 5
6 - 4
3
4 A 2
21
0 T T 1
High (more than Medium (2.1-4%) Low {0-2%)
4%)
Developed Countries B Developing Countries

Sources and notes: Derived from ILO and IILS (2009) and ILO (2009a)

Labour market policies have received relativelylditattention vis-a-vis monetary,
financial and fiscal policies. Some information thie type of labour market initiatives in
response to the crisis that have been used bydesbloped and developing countries are
shown inFigure 6. These initiatives include extension of unemplogtigenefits, various
activation measures, hiring incentives for empley@nd increase in public sector
employment to compensate for the decline in priwgetor jobs. The available evidence
shows that, in general, developing economies haagentess use of labour market policies
than developed countries. A clearer picture of ffastern emerges in the case of Latin
America. As can be seen Kigure 7, only 22 % of the policy responses to the crisis i
Latin American governments can be classified utlderubric of ‘employment and social
policies’.

Figure 6: Labour Market policy responses to the crisis
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Figure 7: Policy in responses to the crisis in Latin America
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4.3 Policy responses to the crisis: an evaluation

How effective are the policy measures (announcefiusby more than 30 countries)
going to be in tempering the effects of the cra@msoutput and employment? There is a
consensus that the effectiveness of monetary pdlas reached its limits — raising the
spectre of a classic ‘liquidity trap’. In some adead economies, interest rates that are
pertinent to policy-making are already below 1%eiEvn some export-oriented Asian
economies, policy interest rates are barely abo¥&38 These are thresholds that have not
been seen for many decades. Yet, there is littldeece that such a low interest rate
environment is ushering in economic recovery. pomt is that USA and some countries
in the ‘G3’ are suffering from a ‘balance sheeteision’ caused by the precipitous decline
in equity prices. Windfall gains in interest ratet are not leading to demand for new
borrowing for consumption and investment as firmml énouseholds are engaged in
repairing their balance sheet through the mechaafsebt consolidatio#f.

In light of this impaired nexus between monetarjiggoand economic activity, the
resumption of growth in the short-term will havedepend on fiscal stimulus packages.
One recommendation — issued by the Managing DirexftéMF in November, 2008 — is
that, to be effective, fiscal stimulus packagesosersystematically important countries
should be globally coordinated and should amourdltout 2% of their collective GDP.
Furthermore, there is broad agreement that spermlograms, rather than tax cuts, are
more likely to be effective. The size of the fissimulus varies, depending how it is
measured — a point that is revisited at a lateyest@ihere is lack of clear evidence on global
coordination in terms of both the content and magiei of the various policy packages.

There is not much information on how the size omposition of various policy
packages was determined. A simple correlation arslypetween projected growth
decelerations across countries and variationsemélative size of fiscal interventions does
not suggest a particularly strong relationshipother words, it is by no means clear that
policy makers in different countries arrived at thige or composition of fiscal policy

% The (unweighted) average interest rate is 1.2 94daorded in February, 2009) for the following
sample of Asian economies: Hong Kong, Singapor@ydra Thailand, South Korea and Malaysia.
The outliers (interest rates that are 5% and abare) Indonesia (8.5%), Vietham (7.0%),
Philippines (5.5%), India (5.0). See ANZ (20@erging Asia Economic Monthlfebruary

%9 Koo (2008)
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interventions on the basis of an ex-ante assessohéime projected slowdown in economic
activity and on the basis of a clearly articuldt@anework?©

Of course, even if they aspire to engage in amistifiscal policy interventions,
policymakers, especially in developing countriegyhhbe constrained by weak balance of
payments position, high initial levels of budgetficies and inadequate institutional
capacity. A simple correlation analysis could natearth any significant association
between balance of payments deficits and the madmibf fiscal interventions. This
implies that countries with large balance of paytseleficits are as likely as countries with
a balance of payments surplus or modest deficiéntmge in fiscal stimulus.

A broader approach to an assessment of the cartstran counter-cyclical fiscal
interventions depicted ifiables 2 and 3 which draw on World Bank data on developing
economies. The first table here shows distributidncountries by fiscal space and
institutional capacities based on three threshtds, medium, high).

Table 2 suggests that about 11% of the countries have |batlinstitutional capacity
and low fiscal space, while 18% of the countriegehlow fiscal space regardless of their
institutional capacity. These are promising findirspiggesting that the typical developing
country can, with the necessary political will aadcuitable combination of technical and
financial assistance from the donor community, oefik the crisis and move forward with
an agenda of sustainable and equitable growth.

Table 2: Distribution of countries by fiscal space and institutional capacities

Fiscal Space
Low (36) Medium(40) High (27)
O —
=&
>4 Low 11 5 13
ed
23
S Medium 20 27 9
s
r
High 5 8 5

Table 2. Source: Derived from World Bank (2009b)

Table 3 draws on a sample of Asian economies to work dwgres they fit in terms of
this framework Where size of fiscal deficit as a proportion of GD® shown in
parenthesés The sample is unfortunately too small to detuy significant pattern. It
appears that some countries with high fiscal sg@tena) have engaged in much more
ambitious counter-cyclical interventions than comest with low fiscal space (India), but
there are exceptions.

0 See Spillimberget al (2008) ‘Fiscal Policy for the Crisis’, December, 281F Staff Position Note
for such a framework
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Table 3: Distribution of selected Asian economies by fiscal space and
institutional capacities

Fiscal Space
Low (36) Medium(40) High (27)
0=
z g Low
9, §: Philippines (4); Indonesia (1.1); Viet
=<3 Medium India (0.7) Nam (1.1); Brazil (0.3) China (6.9)
=
r
Malaysia (1); Thailand
High Mexico (4.7) (3.3); Chile (2.2)

Table 3. Source: same as in Table 2. Numbers in parentheses are the value of fiscal stimulus packages as a
proportion of GDP.

4.4 Country-specific experiences versus cross-country
evaluations

There is relative dearth of information on ex-aatelyses of the effectiveness of

fiscal stimulus packages in specific countries. Alney adequate enough to arrest the
decline in output and employment? One illustrabbsuch an analysis is offered Box 3.
It depicts the official evaluation of the so-call&@bama Plan’, that is, the fiscal stimulus
package implemented by the Obama administratiddSA. Unfortunately, the outcomes
are modest. The package will mitigate the magnitoflethe recession (in terms of
stemming the rise in unemployment), but not itsatlan. Some prominent critics, such as
Nobel Laureate Paul Krugman, contend that bothctdmeposition and size of the package
are inadequate relative to what is needed. In asg,cpolitical horse-trading has whittled
down the original size of the fiscal stimulus pagkdy about 12%, while the proportion of
tax cuts is higher than it should Be.

“l See Paul Krugman (2009)'What the Centrists Haveuyht', New York TimesFebruary 7. One
commentator on European policymakers maintains they ‘...still appear to believe that the
economy will miraculously recover in the secondtluird quarter, which is when their stimulus
packages will kick in. But these plans are nowherar big or good enough to stop such a massive
decline (in output) so quickly’. See Wolf Munch&@009), ‘Global policy shortcomings will cost us
dear’, Financial Times March 2. Others who are concerned about the maate size of the fiscal
stimulus of the systemically important countrieglinle include Bergsten (2009) and Feldstein
(2009)
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Box 3: The American Recovery and Reinvestment Plan: will it work?

The general consensus seems to be that the current US recession is ‘likely to be more severe than the last two’. One
study notes: ‘According to most projections, unemployment won't peak until mid-2010 when, absent substantial public
investment, the rate is likely to reach 10.2 %. It could remain as high as 7.6% at the end of 2012, four years from now’. If
these grim projections are borne out, the current recession will bear the unenviable mantle of being the most severe
since 1973. Not surprisingly, a lot of hope is being placed on rapid and comprehensive implementation of the much-
debated fiscal stimulus package that has just been successfully negotiated by the Obama administration. Yet, what will
the Obama Plan achieve even if fully, and quickly, implemented? One can draw on an official evaluation to offer a clue.
First, the fiscal stimulus package will mitigate the magnitude of the impact of the recession on the labour market. In
absence of the stimulus package, the unemployment rate is expected to reach 8.8% by 2010, but it is still projected to
reach 7.0% with the assistance of the ‘large prototypical package’. Second, the duration of the job market recovery will
not be affected. The unemployment rate is projected to reach 5% (which is very close to the 2007 benchmark) by the
first quarter of 2014, but this will also happen even in the absence of intervention. In other words, the much-discussed
Obama plan will soften the impact of the recession on the labour market, but the duration of the recovery is unlikely to be
altered. This implies that one would need a range of active and passive labour market policies to supplement the
potency of the fiscal stimulus package.

Sources: Irons, J (2009) ‘How long would a job-market recovery take?’ January 7, Economic Policy Institute; Mishel, L et
al (2009) ‘Without adequate public spending, a catastrophic recession for some’, Issue Brief No.248, January 13,
Economic Policy Institute;

Romer, C and Bernstein, J (2009) ‘The job impact of the American recovery and reinvestment plan’, Council of
Economic Advisers and Office of the Vice President, 9 January

While in-depth knowledge of the efficacy of counggyecific fiscal expansions is
missing, one could argue that it does not mattgremt deal in the case of the typical
developing country. The emphasis should be on tegall size and composition of the
fiscal expansion for the systemically important moes. Thus, if the G20 nations as a
whole can boost global demand and close the oggyut(the difference between potential
global GDP and actual GDP as it now prevails) tgtotheir fiscal actions, then developing
countries outside the G20 can ‘free ride’ from pusitive externalities of such collective
action. This implies that the typical developingiotyy should not be unduly concerned.

What does the evidence show in terms of the coleetbility of the G20 to close the
output gap? Table 4 summarises the findings froraraber of evaluations. As can be seen,
the relative size of the fiscal expansion undertaig various countries depends on how it
is measured. If expressed as a proportion of eithercombined GDP of the OECD
countries or the nine largest countries, the nsdatize of the fiscal expansion is impressive
(a little over 3% of GDP), but it drops apprecialien assessed as a proportion of the
collective GDP of the G20. The verdict is even mdisappointing when one considers the
fact that the current fiscal stimulus packageseiaogether, cannot remove the output gap
at the global level. Some analysts have arguedthigatequired fiscal expansions of the
G20 will need to be even higher than the benchmeskmmended by the IMF in late 2008
because the global output gap has grown significairice thert?

The verdict on the composition of fiscal packagesoainced by the G20 is equally
disappointing. There is a consensus that spendinigpiiers have higher values than tax
multipliers. Moreover, public investment in infragtture has very high impact on output
and employment Yet, most countries went for a ‘diversified’ apaoh, that is, the fiscal
packages have entailed a combination of tax cuths ublic spending programs, a
proportion of which was devoted to investment infrastructure. While this is
understandable because public infrastructure imest suffers from implementation lags,

2 See Bergsten (2009). He suggests a relative $idisaretionary fiscal expansion equal to 3% of
the combined GDP of the G20 that will have to béntaéned for 2009 and 2010.

“3 OECD (2009) reviews of the evidence reveal théofahg. An increase of 1% of government
expenditure leads to a 1.3% increase in output¥Atax cut leads to increase in output that varies
from 0.8% (personal income) to 0.4% (indirect tdxes
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the current composition of the typical fiscal stlosipackage announced so far has not
been designed to maximise their impact on outpdtemployment. Furthermore, a lot of
the fiscal interventions are front-loaded, thathisy concentrate on 2009 rather than 2010.
Some analysts suggest that this front-loading aldotes the effectiveness of fiscal
expansiong#

The implications of the above findings for devefgpnations that fall outside the G20
is that they cannot rely on the ‘trickle down’ bétsefrom a globally coordinated fiscal
stimulus undertaken by the G20. If the presentng guide, the indirect benefits of
collective fiscal action by systemically importargtions are unlikely to accrue on a timely
and a large enough scale to make a difference @oettonomic circumstances of the
developing world. In any case, many developing toes lack the necessary repertoire of
labour market and social protection policies tot@cb the poor and vulnerable from the
deleterious consequences of the global recession.

It thus appears that developing countries needctdiseipport in enacting fiscal
stimulus packages. One exercise, drawing on thergxme of sub-Saharan Africa, points
out that an aid-financed fiscal expansion of USDbBidon will be needed for the region to
remove an estimated output gap of USD 40 to 5@hillThe composition of the fiscal
intervention is important. An aid-financed publiovéstment in infrastructure is the best
option, provided it is well-designed and well-maedg This strategy contributes to the
long-run growth potential of the region and alsafecs benefits to the donor countries by
increasing demand for their goods and ser{ices

Table 4: Summary of key findings on fiscal stimulus packages

Agency

Sample coverage Estimated size of Key findings
fiscal expansion
(as % of GDP)

ILO and IILS

G20 + 12 countries 1.7 *Qverall size inadequate relative to what is needed
*Composition does not maximise employment impact
*Model-based simulation suggests that biggest
employment impact from labour-intensive public
expenditure programs
*Model-based simulation suggests that delay in
implementation reduces ability to close ‘jobs gap’

Brookings

G20 14 *Size falls short of benchmark set by IMF
*Composition varies significantly and not geared
towards maximising size of fiscal multipliers
*“Frontloading in many cases, that is, fiscal expansion
mostly in 2009

IMF (1)

Nine ‘largest 34 *Although size appears large, impact not significant
economies’ enough to offset output gap
*Diversified approach (mix of tax cuts and spending)
*There is a +ve relationship between output gap and
size of fiscal expansion (higher output gap leading to
higher fiscal expansion)
*Initial conditions constrain size of fiscal expansion

IMF (2)

G20 1.5 *Although sizeable increase in output and employment,
overall impact still not significant enough to offset
output gap
*Diversified approach, but evidence that infrastructure
spending has biggest impact on growth

“4 Bergsten (op.cit).
5 Barrellet al (2009)
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*There is a +ve relationship between output gap and
size of fiscal expansion (higher output gap leading to
higher fiscal expansion)

*Initial conditions constrain size of fiscal expansion

OECD OECD economies 34 *Although size appears large, impact not significant
enough to offset output gap
*Diversified approach, but evidence is that ‘spending
multipliers’ bigger than ‘tax multipliers’
* -ve relationship between ‘automatic stabilizers’ and
size of fiscal expansion

4.5 Summary

The review of the policy measures undertaken, sosfaggests the following salient
patterns.

» The crisis response strategies are being led bgiatieloped world. This is
understandable, as the recession was bred incth@ations. Yet, they also have both the
institutional capacity and the resources to moonnter-cyclical interventions.

» The available evidence on policy responses amowngl@ging countries is relatively
sparse. Out of the more than 100 countries thabeattassified as developing economies,
there is probably usable for a handful of countsip®ad across Asia and Latin America.
Africa is clearly underrepresented in the availatdtasets that have been used in this
study. Future work should make a determined eféorectify this lacuna.

» The available evidence, based on Latin Americagesis that policymakers have not, as
yet, made sufficient use of labour market and $@ubcies to complement interventions
via conventional macroeconomic and financial pebci

» One evaluation of the highly publicised fiscal stlos package in the United States
suggests modest outcomes.

= Cross-country evaluations reveal that fiscal exjpassundertaken so far by the G20 are
inadequate to remove the global output gap and@rdesigned in a way that maximises
the effectiveness of policy interventions.

= Developing economies cannot rely on the ‘tricklevdbbenefits from globally
coordinated fiscal actions. They need direct supiecenact fiscal stimulus packages. The
benefits of this direct support have been docuntkeintene study on sub-Saharan Africa.

5. Revisiting the notions of policy and fiscal
space in developing countries+

A widely accepted view is that developing countiask fiscal and policy space and
thus cannot respond effectively to the global eadnccrisis. This leads, according to one
perspective, to ‘...large asymmetries in global eooieqolicies — counter-cyclical policies
are pursued by developed countries, while mostIdpirgy countries pursue pro-cyclical

“® This discussion draws on a burgeoning literaturéhe twin notions of policy and fiscal space. On
policy space, see UNCTAD (2002, 2004, 2006), Woedilson Center (2006), Ranieri (2009),
ODI (2007), Chang (2005), Akyuz (2007). On fisgahse, see Heller (2005a, 2005b, 2006a), Heller
et al (2006), Perotti (2008), Rast al (2006), Schik (2008), Culpeper and Kappagoda (2007

20



policies’4” Others concur that this is indeed a matter of eomcAs the Global Monitoring
Report for 2009 jointly produced by the World Baanid IMF notegs8

...most developing countries faced with sharply déegjrgrowth and consequent major
social disruptions lack the resources to mountfemal response, and will in fact experience a
further erosion of their fiscal space as publicerayes fall and external financing dries up.

Despite this renewed interest on the limited céjescof developing countries to cope
with the global downturn, some practitioners hawemplained that the dual, and
interrelated, notions of policy and fiscal space ‘&uzzy’.4° They need to be clarified in the
interest of informed policy discourse. This cladiion is critical in deepening our
comprehension of contemporary discussions on hawtbeenable developing countries to
respond to the global economic crisis.

5.1 Policy space: two interpretations

The discussion commences with the idea of poli@cepHere, there are two broad
strands. One advances the thesis that multilateled under the WTO-based international
trading system have constrained the capacity oéldging country governments to pursue
industry and trade policies that are compatiblehwititional aspirations. This thesis is
associated with the work of UNCTAD and first emergdout 2002 and received, as an
ODI Briefing Paper put it, ‘official status’ in th®ao Paulo Consensus of 2004. Whether or
not the WTO-based international trading system ttaims policy space is a matter of some
debate and its resolution requires careful couspeeific studies.

This paper is concerned primarily with a secondrgtrof thinking on policy space
that predates the first and evolved from open eecgnmacroeconomic®. The latter was in
turn rooted in the institutional context of OECDoromies. Widely attributed to the work
of Fleming and Mundell, the core idea is that n@logovernments cannot exercise
independent monetary policy to influence domestitpot and employment in the presence
of perfect capital mobility. This important findirgvolved into the thesis of the so-called
‘impossible trinity’. In other words, national gawenents cannot expect to run an
autonomous monetary policy, control the exchande aad maintain an open capital
account. While all three are potentially feasildely two are possible at a point in time. In
this interpretation, lack of ‘policy space’ or ‘@t autonomy’ stems from capital mobility.

While lack of policy space engendered by capitabitity is, in principle, a thesis that
is equally valid for both developing and developmmintries, it is the former that the
literature seems to have focused on. This is ls&chanking and financial crises have, in
the past, been typically associated with middleine developing countries with access to
global capital markets. Hence, debates on finarwigks in the developing world have
sought to deal with the unintended consequencesapfal account liberalisation.

A conspicuous feature of capital account liberéilisain developing countries is that
of so-called ‘liability dollarisation’. In essencthis means that the private sector acquires
liabilities in foreign currency, although assete atenominated in local currency. This
makes the balance sheet of the private sectoryhighisitive to shifts in the exchange rate.
Significant exchange rate depreciations can lealhrge and negative wealth effects as

4" Members of the Commission of Experts of the Pesiadf the UN General Assembly on reforms
of the international monetary and financial systéemuary 6, 2009

“8 Global Monitoring Report ( 2009: 5)

9 See Heller (2005a) and Perotti (2007).

% The rest of the discussion draws on Akyuz (200ig) @avallo and Izquierdo (2009)
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5.2 Fiscal

liabilities increase in value relative to assetsctSwealth effects often cannot offset the
positive impact on competitiveness engendered lojange rate depreciations. This is not
an academic point. Developing countries often égepee sharp changes in capital flows.
The most conspicuous — and the most damaging inst@f its impact on real output,
employment and wages — are so-called ‘sudden steg®n there is an unanticipated
cessation of capital flows that are not linked hy aystematic policy errors committed by
developing country governments. These sudden sudjesct failures and shortcomings in
international capital markets. Under normal circtanses, governments would seek to
mitigate the impact of a capital account crisis the real economy by engaging in
countercyclical policies. Unfortunately, the preserf liability dollarisation — as well as
the lack of preparedness - acts as a binding @nstin policy space. Monetary authorities
develop a ‘fear of floating’ and thus are reluctemallow the depreciation of the exchange
rate and engage in expansionary policies becaueeafither large negative wealth effect
stemming from liability dollarisation.

The 1997 Asian financial crisis has shown how ligbdollarisation engendered by
capital account liberalisation severely constrginkcy options available to governments.
In addition, when they turned to the IMF to seeteaxal assistance, these constraints were
reinforced when the IMF, in a bid to restore cdpiiawvs by seeking to restore investor
confidence, advised governments in the region gage in monetary restraint by sharply
increasing interest rates. They were also advigeidhplement a fiscal austerity program
and a comprehensive program of structural reformnmake them even more integrated
with the global economy. In retrospect, this exacin pro-cyclical policies and a
comprehensive structural reform agenda failed &tore investor confidence, while the
large exchange rate depreciations could not ovezctime negative wealth effects by
inducing an increase in competitiveness. The progod monetary restraint and fiscal
adjustments made matters worse. The result wasvereseegion-wide recession, with
Indonesia becoming the worst affected country.

Not all countries in the region accepted the polionstraints imposed by sudden
stops and reinforced by IMF agreements to deal suitiden stops. Malaysia represented a
conspicuous exception. It eschewed IMF agreements imposed temporary capital
controls™. It recovered faster than Indonesia that sougtbliow IMF prescriptions. In
addition, a recent study of some Latin Americannties show that better preparedness
can allow governments to deal with a capital acteusis by engaging in countercyclical
policies®. These governments accumulated either fiscal ressuor foreign exchange
reserves during ‘boom’ times and used them to atitighe impact of capital outflows on
the real economy. This leads one to a discussidisoél space’ and how harnessing it can
enhance the policy options available to governmdfntarging policy choices in the fiscal
domain need to be seriously considered in lightthef evidence that fiscal policy in
developing countries is usually pro-cyclical everthie absence of IMF interventiofss.

space: two interpretations

One author defines fiscal space as ‘the room ioveigment’s budget that allows it to
provide resources for a desired purpose withoupgetizing the sustainability of its
financial position or the stability of the economyThis might be characterised as the IMF
view of fiscal space.

* |slam and Chowdhury (2000, ch.7)

®2 Cavallo and Izquierdo (2009)

>3 The evidence is reviewed in Akyuz (2007) and Rie(2008).
** Heller (2005a:1)
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How does a developing economy enhance fiscal Spagevay that does not threaten
‘the sustainability of its financial position oretfstability of the economy’? There are, in
principal, several avenues. An obvious approacb faise the revenue share in GDP in the
case of countries with low tax burdens. The IMF ieglvis that low-income countries
should raise the revenue share to ‘at least 15%DR.55 Yet another way of enhancing
fiscal space in a sustainable fashion is to rezatl® government expenditure programs
from low priority areas to high priority areas, buas cutbacks on defence and internal
security to health, education and infrastructureldsely related initiative is to increase the
efficiency with which public expenditure progranre aelivered. Other options to enhance
fiscal space that meets the sustainability critérielude the use of proceeds from
privatisation to fund particular initiatives, priea sector-public sector partnerships to
augment government expenditure programs, espedialiyfrastructure and the use of
external grants. Of course, all of these optioessaibject to various complications. Raising
the revenue share in GDP is a long-term agendaemdres resolute commitment to tax
reform. Reallocation of public expenditure and@éint utilisation of existing resources are
easier said than done, in view of institutional gotitical impediments. The use of external
grants as a predictable and long-term source adldpmnent finance has not materialised in
practice (on which more later).

The use of deficit financing is an area where tM& lapproach to fiscal space has
demonstrated a great deal of circumspection. Fdeftits can be financed by borrowing
from domestic and external sources and by seigerosagnoney creation. The risk of the
former is that it can lead to unsustainable debtise obligations, while the risk of the
latter is that it can lead to high inflation.

Some analysts closely associated with the UNDP Baught to proffer an approach
to fiscal space that serves as an alternativeetdMifr view5¢ They contend that the IMF —
and the Bretton Woods - approach to fiscal spadensinated by fiduciary concerns about
sustainability at the expense of development olmest This has led in practice to policy
advice that focuses on the attainment of shortfigoal targets (usually using such
indicators as debt/GDP ratios and fiscal deficitF5Eatios). The primary goal of fiscal
policy in this alternative interpretation is to ni@®e resources to finance public investment
to support long run growth and attain the MillemilDevelopment Goals (MDGs). The
available evidence suggests that public investrasra share of GDP has fallen, in some
cases precipitously, across both low and middlenme developing countries. This has
been detrimental to both long-run growth and th&imnent of the MDGs.

Why has public investment declined in developingrides? The answer, according
to this literature, lies in the first generatiorietural adjustment programs’ pioneered by
the Bretton Woods Institutions (BWIs). In the quisattain fiscal consolidation, the IMF,
within the framework of structural adjustment, haghorted developing country
governments to focus on attaining overall fiscaigess. Little attempt was made to
distinguish between the composition of the publioddet, or current vs. capital
expenditure, and its overall size. The consequerathat capital expenditure pertaining
to spending on infrastructure was cut to meet divdiscal targets as it is politically
difficult to cut current, non-discretionary expetude pertaining to wages and salaries of
civil servants as well as income transfer prograhie expectation of the BWIs was that
private investment would increase to compensat¢hiishortfall in public investment, but
this not happened.

%5 Heller (2006:75).
* Royet al (2006)
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There has been a belated recognition by the IMEtheadecline in public investment,
most notably in the area of infrastructure, hasbe@n compensated by the rise in private
investment. This has led to attempts to sustaio-fjmor’ social expenditure in developing
countries even within the framework of fiscal cdidation and in the current generation of
poverty reduction strategies (PRS). Whether this warked is still an open question. In
Africa, for example, social expenditures on healtld education have been sustained, but at
the expense of a significant fall in infrastructisgending? One might add that new,
survey-based research on sub-Saharan Africa ssgdlesat firms regard poor-quality
infrastructure (such as poor roads, unpredictalggly of electricity) as a major constraint
on business opportunitiés.

The critique of the IMF approach has considerabkitnbut the critics have to
contend with ways of increasing fiscal space irustainable fashion. If some — or even
many — developing countries are hampered by pataliconditions leading to high fiscal
deficits and debt service obligations, what is Wy out? As the critics of the IMF
approach to fiscal space readily admit, foreignfaidnced interventions to scale up public
investment has some inherent limits, because lil@eekternal and volatile nature of aid can
undermine country ownership and increase vulnetahib shocks...’59 The available
evidence substantiates these concerns. As one stutyjudes: ‘(The) evidence strongly
suggests that aid is highly unpredictable.” It & wlatile as private capital flows to
emerging markets and its volatility increases waiith dependence... There is also evidence
that multilateral flows are relatively more volatihan their bilateral counterpars’.

It seems that there has to be a renewed commititmelimestic resource mobilisation
in developing countries to increase fiscal spacaeHthe evidence is disappointing. One
study finds that the share of revenue in GDP folioal-income countries fell between 1990
and 2004 and is below the 15% benchmark proposdtebyMFst This development can
be attributed to several factors. Trade liberalsatby reducing tariffs, has eroded a
traditional and major source of revenue in develgpcountries. This ‘fiscal shock’,
amounting to 2% of GDP according to some estimatess not been adequately
compensated by other sources of tax revenue, notably value-added and income taxes,
partly because of limited institutional capacitydagrartly because of lack of political will of
governments. High aid dependence in some courgeems to have reduced tax efforts in
some developing countries. The global agenda omsliaimg the public sector, the need to
provide tax incentives to attract foreign directaatment and the rise of international tax
havens have all worked against the idea that isorgathe share of revenue in GDP
through the taxation system is a politically attiree option. High tax burden can reduce
incentives to work and to invest, but the problenthiat many low income countries, and
even some middle income ones, face a so-called dgX in which their actual tax
collection efforts fall well below their potentialhis is a major development agenda that
deserves renewed attention in light of continuirepates on lack of fiscal space in
developing countries.

>’ Royet al (2006:5). The sample size is 11 countries anghémimd of coverage is 1980 to 2001.
8 See Ramachandram al (2009). The data is based on 5000 firms acrosog8tries.

¥ Royet al (2006:25).

€9 Akyuz (2007)

®1 Culpeper and Kappagoda (2007:12).
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5.3 Policy and fiscal space in developing countries and
the current economic crisis

As is now clear, no country is likely to be immuinem the severe global recession
that is underway. One can, and ought to, bemoaratttethat many developing country
probably lack the policy and fiscal space to engagmunter cyclical interventions to cope
with the consequences of the global recession. Wieaturrent literature on policy and
fiscal space demonstrates is that financial glshabn can severely constrain policy
options in middle-income developing countries withcess to global capital markets,
especially if it leads to liability dollarisation.

The brief review of the literature has also shotat the fiscal consolidation exercise
that has been undertaken under the first generaiarctural adjustment programs’ in the
developing world has been associated with declinegublic investment, especially in
infrastructure. Such declines have not been offgetan adequate increase in private
investment. In addition, one observes a fall in xeenue share of GDP in low-income
countries to the point where it is now below thé&6lbenchmark recommended for such
countries. This has constrained the fiscal capaxfiitgyovernments to pursue growth and
poverty reduction objectives. Foreign aid inflowlespite increases in recent years, have
not compensated for the lack of domestic resourcbiligation because they have been
volatile and unpredictable, with such volatilitystimg, according to some estimates, up to
two per cent of GDP annualty.

Yet, developing countries can, in principle develiye resilience to cope with
external shocks. As noted, better preparednesggeasome way towards fortifying the
capacity of developing countries to cope with aallidownturns. As the experience of
some successful examples of crisis managementtin American countries have shown,
it is possible to engage in some degree of ‘salfsiance’ by accumulating fiscal resources
during ‘boom’ periods and using such resourcesimante expansionary policies or
targeted interventions during a downtatrDespite this, many Latin American economies
have not engaged in such a prudential strategyhgluhe recent period of robust growth
that preceded the current global recession.

An alternative way in which such ‘self-insurance2chanisms have been put in place
pertains to accumulation of foreign exchange resgerihis became particularly evident
after the 1997 Asian crisis when countries in tegion, scarred by such experience,
decided to build up a buffer against capital actouses.

It needs to be recognised that ‘self-insurance’ rmaisms, most notably when
exercised in the form of holding large foreign exwohe reserves to act as a buffer against
external shocks, can impose high opportunity cdsts is because such reserves, typically
held in low-interest bearing US Treasury bonds,lc¢dave been utilised for productive
purposes rather than sitting ‘idle’. Some estimatgggest that the opportunity cost of this
particular form of ‘self-insurance’ can be quitdstantiai*.

There are manifold implications that follow frometanalysis undertaken so far. First,
it takes time to improve preparedness to deal \ithrisis. Similarly, it takes time to
improve the share of tax revenues in GDP. This aiba accomplished overnight.

%2 Kharas (2008)
% These successful cases are Brazil, Chile and BermiCavallo and Izgueirdo (2009).
% Baker and Walentin (2001)
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Reducing costly and inefficient forms of ‘self-imance’ to deal with external crisis
requires regional and global cooperation in undéértareforms to tackle shortcomings in
global capital markets. This, however, is a longateagenda and will take some time to
bear fruit. What one needs now is an external fimanpfacility that developing countries
facing the brunt of the global recession can rgaditcess to support countercyclical
interventions. This is an idea that been propoeeitie past, but that has resurfaced in the
wake of the current crisis. Several proposals hase been made to set up an external
financing facility at the global level, but othemave proposed that such a facility is best
located at a regional level. The merits of theseppsals are discussed more fully at a
subsequent section of this paper.

One point that deserves to be highlighted — antwaa discussed more fully in the
section on ‘vulnerability analysis’ — is that neththe literature on fiscal space nor the
literature on policy space pays any significangrtion to the role that labour market and
social protection policies play in the design oficrcyclical interventions. The discussion
is limited to the macroeconomic sphere. Yet, evea typical developing country can
pursue expansionary monetary and fiscal polictesability to shield poor and vulnerable
households from the consequences of a severe giobabmic recession depends heavily
on the scope, size and efficiency of the existimgyaof labour market and social protection
policies. Hence, one needs to reiterate the meghkati¢he discourse on fiscal and policy
space in developing countries cannot afford to igrtbe ability of the typical developing
country to use a wide range of labour market amthsprotection policies to attenuate the
effects of a global recession on its citizens.

6. Looking beyond the crisis: from short-term
management to a long-term, strategic
approach

In the quest to secure sustainable growth, poligargin developing countries face
two challenges. First, they need to move away fsbiort-term crisis management mode to
a long-term, strategic approach. Second, they teésimper the intellectual influence of a
particular paradigm that has dominated the glolsletbpment agenda for at least two
decades. This pre-crisis development paradigm,ackeiised by such epithets as ‘the
Washington Consensus’, ‘market fundamentalism’ thedneoliberal globalisation model’,
allowed a particular formulation of economic poltwydominate global policy discourSe.
Both these challenges are intertwined. If one kelan the pre-crisis paradigm, then short-
term management is a rational strategy, as ongadoack to a ‘business-as-usual’ mindset
once the crisis is over and thus disengage fromnted to reflect on, and enunciate,
alternative pathways to a post-crisis future. Ytetye is a popular aspiration, as reflected in
statements by political leaders across the wohdt tmore of the same’ is no longer an
appealing and even a credible optién.

It should be acknowledged that The ‘Washington @osss’ policy package (and its
variants) made a number of important contributiolishighlighted the importance of
macroeconomic stability, warned against the dangérsrotectionism and advocated the
virtues of global economic integration. It demoastd a capacity to modify its original

% The pre-crisis development paradigm is associaftiéll the Bretton Woods institutions, but its
core ideas were spawned by intellectuals in theldged world.

% As Martin Wolf puts it, ‘The world economy canngd back to where it was before the crisis,
because that was demonstrably unsustainable’. Sel W (2009) ‘Why the green shoots of
recovery could yet witherkinancial TimesApril 22
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stance by making a renewed commitment to povedyation within an MDG framework.
Yet, it erred in a number of important directions.

Globalisation was promoted as if it was an enddali rather than a means to an end.
The focus on macroeconomic stability led to a nareonphasis on nominal targets. More
importantly, the need for counter-cyclical policiwas discounted. This stemmed from an
analytical perspective in which the quality of tiiwestment climate became a primary
driver of growth. The policy message was that gowvemts needed to follow a particular
set of policies — macroeconomic prudence, privatisaderegulation, trade and financial
liberalisation, labour market flexibility — that wld boost the investment climate by
boosting investor confidence and thus foster groWttis policy package was considered to
be valid regardless of the state of the businesiecy

6.1 Elements of a national employment strategy

What is the way forward? Elements of alternativithpays to a post-crisis future can
be found in the ILO’s Decent Work Agenda. Otheramigations, such as the World Bank’s
MILES approach, have followed suit and share sigat similarities with the ILO
approaclt? In addition, the goals and targets for policymgkand monitoring that follow
from the ILO’s Decent Work Agenda share similagti@ith the OECD’s approach to
analysing and monitoring labour market treffds.

A national employment strategy drawing on the alideas should have the following
components:

= Goals and targets that reflect popular aspirationsustainable and equitable growth

= A diagnostic framework that seeks to identify birglconstraints on growth and
employment creation

= Policies and programs derived from the diagnostiméwork

= Mechanisms for consultations with social partnergolicy design and delivery

= Monitoring and evaluation entailing a transparactountable and rigorous validation
process that relies on systematic use of evidengertfy and/or modify the diagnostic
framework leading to policy innovations

= A periodic ‘stress test’ (say, every three to fjgars) to assess evidence of vulnerability to
external shocks and global economic downturns ésset price bubbles, excessive
reliance on particular sectors) and to ascertaim dnaickly and effectively policy
responses can be crafted to such high-impact, legquéncy events.

These components add up to an evidence-based apptoapolicy-making. The
primary strength of this approach is that it guande against myopic policy responses
driven by populist pressures and ideological pwaitidis.

The national employment strategy that is suggels&rd seeks to enlarge the policy
choices available to governments in the developingld. Table A.1 in the appendix
suggests how this strategy compares and contrastshve conventional approach. There

67 See Holzmann (2006) on the World Bank’s MILES appgh to development policy. The key
point is that labour market and social policiesudtidbe seen as part of a holistic development
framework. Hence, the MILES approach (the epithands for ‘macro’, ‘investment climate’,
‘labour’, ‘education’ and ‘social safety nets’). @tphilosophical premise is similar to the ILO’s
Decent Work Agenda that was unveiled in 1999. HoevMILES approach will be operationalised
remains to be seen.

% See the OECD database on employment availablevet ®ecd.org
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are similarities, but also significant differencése following normative propositions may
be made.

6.2 Goals and targets

There should be fundamental re-orientation of me@woomic policy goals. They
need to be anchored in MDG1 (target Ib) that dalisfull and decent employment for all,
including young men and women’. This goal should jesued while maintaining
macroeconomic stability. This reorientation offersnuch-needed corrective to a narrow
focus on nominal targets and aligns the macroecanpuoiicy framework with the global
development agend@here is a diverse range of ‘decent work ’ indicgiihat can be used
to monitor the attainment of MDG1b beyond quantiaexpansions in employment and
should be part of the labour market informatiortetysin all countries.

6.3 Monetary and financial policies

Until the outbreak of the global economic crisise tmonetary authorities of many
developing countries were pursuing inflation tairgget The aim was to attain low, single-
digit inflation (usually less than 5%), even thoutje empirical evidence was not robust
enough to support the diligent practice of inflattargeting?® The aim of monetary policy
should now be to support the attainment of MDG1hlevimaintaining a moderate (but
necessarily low single digit) and stable rate daton.

Current proposals for fixing the financial systehougld takeaccount of the need to
provide access to finance to SMEs. This view carrdorsed by findings from business
environment surveys (covering more than 10,000ifm80 countries) that consistently
show lack of bank finance as one of the most ingmirconstraints on the growth of
SMEs70

6.4 Fiscal policy and public investment

A key message of this paper is that lack of puilbN@stment in infrastructure can act
as a binding constraint on growth in developingrtoas. How to facilitate such public
investment in a fiscally sustainable fashion issthumajor policy challenge that transcends
the imperatives of the current global recessiore TO’s well-established ‘employment
intensive investment program’ (EIIP) has also destated under a variety of developing
country circumstances how one can use public invast in infrastructure as a significant
source of employment creation, including the corabf ‘green jobs’ In light of the
deficiencies that have stemmed from the practicleaising on short-run fiscal targets in
the past, a long-term agenda that uses public imesd in infrastructure as a major tool of
fiscal policy can potentially pay rich dividends.

6.5 Capital account management and FDI liberalisation

The discussion isection 5of the paper made it amply clear that capital ditglgan
constrain policy options for middle-income devetapicountries with access to global
capital markets. Active capital account managerskotld be seen as an important way to
enhance the capacity of policy-makers to pursuerelisnary monetary, fiscal policy and
exchange rate policy without having to worry abthé destabilizing influence of short-

% Epstein (2008)
O de Ferranti and Ody (2007)
1LO (2004)
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term capital flows. In particular, it is necessawymaintain a competitive and stable real
exchange rate — a goal that becomes rather difftouhttain in the presence of a high
degree of capital mobility. There is a well-estsiid empirical literature that substantiates
this view?2 Furthermore, FDI liberalisation should be subjeca ‘national benefit testh
which its relevance to national development neeududes the potential to create
productive and sustainable employment.

6.6 The role of labour market institutions

Influential voices are calling for a renewed commeant to labour market flexibility as
a long run strategy for dealing with the globalgatrisis’3 The rationale is that labour
market regulations act as a binding constraint mwth and employment creation. Such
voices should not be heeded. The uncritical emboat&bour market flexibility should be
replaced by an agenda that seeks to uphold comuradtandards and empower labour
market institutions. This position can be substdat by several state-of-the-art studies that
question the notion that labour market regulati@mesent a binding constraint on growth
and employment creatidn.

6.7 Social protection and economic security

The focus on time-bound and targeted social safety needs to be transcended by an
emphasis on the need to provide economic secunitglf citizens, regardless of where they
work and live and regardless of the state of trermss cycle. The aim is to have a holistic
approach to social protection that uses complemeimatruments to cater to the particular
needs of different groups in the formal economy, ithformal economy and rural areas.
ILO and other studies show that incentive-compatilbinemployment compensation
programs for formal sector workers are technicdiyasible and fiscally affordable
(financed through 1 to 2% of payroll taxes) for eleping economie®.

There is now a menu of ‘best practice’ social gafetts that have been used in
countries ranging from South Asia to Latin Amerieatailing such instruments as
conditional cash transfers, microfinance and reraployment guarantee schemes to cater
to workers outside the formal econofiiyA basic social security package for all is also
technically feasible and fiscally affordable for vdping economies and requires
investment of around 4% of GDP in many cdsdsurthermore, greater effort at domestic
resource mobilisation, in conjunction with tranmial assistance from the donor
community, can make such a basic social securitkggge an attainable goal for all

2 See, for example, Rodrik and Subramanian (2009)

3 The Economist (2009) ‘The Jobs Crisis’, March 12

™ Howell et al (2007), Freeman (2007), Berg and Kucera (2008),s€ko al (2008), Lee and
Eyraud (2008), McCann and Lee (2008).

> Lee (1998), Vroman (1999) and Vroman and Bruste(2805)

6 See Ravallion (2008). See also Lustig (2000) whies that the well-known MexicaProgresa
conditional cash transfer scheme costs about 0.2f%DP and two million households are
beneficiaries. Thdrajabar program in Argentina reaches 350,000 persons asts @ 0.25% of
GDP. The Brazilian Bolsa program costs about 0.4%DBP and covered 11.1 million families in
2006. In Indonesia, the social safety net operatihming the height of the 1997 financial crisistco
about 2% of the central government’s budget andadsly prevented several million from sliding
into transient poverty. See Dhanani and Islam (2002

T1LO (2009d). A simulation exercise for Nepal, fxample, shows that nearly 100% of the basic
social security package can be financed from damestources, provided the Nepalese government
can partly reallocate social expenditure, incréhseggoods and services tax rate marginally, improve
income tax collection and introduces modest haafthrance contributions.
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developing countries. Once a social security ptmecystem is in place, it is much easier
to pursue enterprise-level flexibility and to capiéh global economic downturns.

6.8 Active labour market policies

A comprehensive social protection system neede toomplemented by active labour
market policies that focus on training programs antployment services for displaced
workers. An analysis based on 345 studies of wesighed training programs in more than
90 countries show that they can have a significaptact on the livelihoods of displaced
workers?¢ In the long-term, active labour market policiesodd aim to develop an
education and training system that enhances thduptiwe potential and employability of
the work-force.

6.9 Inclusive approach to policy-making: the role of
social dialogue

An ILO review reveals that many, if not millions wbrkers, across the world have to
cope with downward adjustments to wages and workimgditions as firms struggle to
save jobs and maintain operations in the wake déllain demand? This so-called
‘concession bargaining’ at the enterprise levehcameally act as a substitute for tripartite
dialogue at the national level. Some governmerdtglty South Korea and South Africa,
have enacted national plans to respond to thesdnigiengaging in social dialogue with
both employers and workers. One hopes that otheergments will adapt this practice
more extensively to their particular circumstances.

6.10 Monitoring and evaluation

The monitoring and evaluation framework appeardimes to rely too much on
statistical exercises using cross-country dataalaate competing hypothesis on labour
market performance and too little on ‘field expesms’ to ascertain effectiveness of
policies and progrant8.Hence, policy and program evaluations based ontopspecific
field experiments to supplement the currently d@nincross-country methodology are
highly desirable.

There is an important innovation that policy makeosld consider. The monitoring
and evaluation framework should include periodite'ss tests’ (say, every three to five
years) to identify emerging vulnerabilities and dsesess whether policy responses to
external shocks and global economic downturns caoraquickly and effectivelft

7. The role of global and regional cooperation in
strengthening fiscal and policy space in
developing countries

The previous section highlighted elements that fgart of a national policy
framework that drew on the values and principlebesided in the ILO’s Decent Work
Agenda (DWA). As is well known, the ILO regards tingplementation of the DWA as a

8 See World Bank (2009c)

9 Ludek (2009)

8 Duflo (2005)

8 This point is emphasised by Cavallo and Izquief2@09: chapter 1). They call it the need to
engage in ‘fire drills’.
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national enterprise, but a crucial complement & ghccess of country-level DWA is the
nature and degree of global and regional cooperafidhe aim is to promote ‘fair
globalisation’ by resolving, through collective iact, a range of common challenges and
concerns that cannot be handled by individual natiacting on their own. These include
(but are not limited to): (a) reform of the intetioaal financial architecture to temper the
excesses of financial globalisation; (b) the needléepen voice and representation of
developing countries in global economic governancg;the need to attenuate global
asymmetry in national policy-making, with developamlintries pursuing counter-cyclical
policies and many developing countries either unvgl or unable to pursue counter-
cyclical policies when faced with externally gertecheconomic downturns.

Proposition (c) is most germane to the issue ofifjang the capacity of the
developing economies to respond to the currentaglelsconomic downturn. The G20
Communiqué of April 2, 2009 represents the firsjanattempt by the global community
to tackle the issue. As the Communiqué notes:

‘We have ...agreed today to make available aalditional (USD) 850 billion of
resources through the global financial instituti@assupport growth in emerging market
and developing countries by helping to finance ¢euayclical spending, bank
recapitalization, infrastructure, trade financelabae of payments support, debt rollover,
and social supporsz

The G20 communiqué of April 2, 2009 promises ardatipn of USD 1.1trillion into
the global economy. This headline grabbing numipgrears to be the sum of USD 750
billion to augment existing IMF resources, USD Hillion for multilateral development
banks (MDBs) and USD 250 billion to support trasteuhce.

This proposal was foreshadowed by a number of stiggs made by multilateral
agencies and development practitioners. Some afetlseiggestions are summarised in
Table 583 As can be seen, Nancy Birdsall's suggestion weralose to the mark.

Table 5: Suggestions for an enhanced global financing facility for developing countries: Some examples

Proposed by: Title Objectives Amount
ILO and IILS (2009) Global Jobs Fund To provide stabilization Unspecified
credit separate from
traditional IMF package

Commission of Experts, UN *Immediate: untitled *To support developing *1% of fiscal stimulus
General Assembly (2009) *Long term: New countries so that they can packages of G20
Credit Facility engage in counter-cyclical (approx. USD 22
policies billion) + existing aid
*New and sustainable commitments
sources of development *Amount for new
finance credit facility
unspecified
World Bank (2009) Vulnerability Fund To provide funds to the 0.7% of fiscal stimulus
most vulnerable countries packages of G20
to finance expenditure on (approx. USD 15
social safety nets, billion)
infrastructure, SMEs
ancy Birdsall (2009) Untitled To roll over sovereign USD 1 trillion

8 ondon Summit — Leaders’ Statemén&pril, 2008

8 See Bergsten (2009) and Goldstein (2009) bothhaffvemphasise a substantial replenishment of
IMF resources. For proposals on enhanced globahdimg facilities for developing countries that
pre-date current versions, see Dervis and Birg2ab6) and Akyuz (2007).
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debt, existing bank and (USD 829 billion of

corporate debt, to which will go
finance fiscal deficits, towards emerging,
emergency job and middle-income
food programs economies in Asia,

Latin America and
Eastern Europe;
balance for low
income countries.)

Is the G20 initiative a ‘new deal’ that will brinthe global economy out of the
recession and assist developing economies to capetvwe crisis? The leaders of the G20
understandably claim that a global solution to abgl crisis has been found. The G20
Summit declaration has also received the endorgemirsome leading development
practitioners* The planned USD 1.1 trillion programme (billed ‘aspport to rescue
credit, growth and jobs in the world economy’) ddead to the existing fiscal stimulus and
financial rescue packages announced by the mendlbehe G20 to proclaim that it will
raise world output by 4%, which is roughly the mstied output gap at the global level.

An obvious point to be made is that it is misleadio add the USD 1.1 trillion to the
existing fiscal stimulus and financial rescue page Close to 70% of the former represent
additional resources for the IMF. This will onlydgaan impact on the ability of developing
countries to enhance their resources if they ude fiklncial assistance. The irony, Hse
Economistand others emphasise, is that the IMF is findindifficult to attract middle-
income economies in East Asia and Latin Americaven use their existing facilitiés.
This is largely the result of a so-called ‘repuiatl’ effect. Given that the IMF has played
a controversial role in past crisis managementoeleis, and given onerous conditionalities
that are attached to IMF assistance programs, rdlisctance by member states is
understandable. Furthermore, such member statesbsanve that countries (13 in all) that
are under current IMF agreements are being suldjeatéypical IMF macroeconomic
stabilisation-cum-adjustment program, entailing stary restraint, fiscal austerity and
structural reforms.

Once the funds allocated to the IMF and trade firaawre taken out, the current G20
initiative appears much more modest- amountingbioug USD 100 billion new monies
proposed for the MDBs to finance a variety of atittes with both short term and long
term effects. They fall well short of USD 500 loli suggested by Nancy Birdsall (see
Table 5). As noted irSection 5 one study on sub-Saharan Africa suggests that aid
financed, public investment in infrastructure isexgial to compensate for the output loss
and sustain long-term growth in the region. Tkisantamount to USD 50 billion in sub-
Saharan Africa. In other words, 50% of the propadéxtations for the MDBs would need
to be spent in one region of the developing woltth@ To set this number in a broader
context, the estimated output loss so far in theld@ing world is over USD 800 billiots.

Critics of the G20 initiative make two importantips. First, the leaders of G20 failed
to come up with fresh and practical ideas to fix fimancial system that is at the core of the
current global economic crisis. Second, they fatleccommit themselves to “spend the
hundreds of billions of dollars in additional fifstimulus that the world economy needs to
pull out of its frighteningly steep divé’.

8 See Sachs (2009)

% The Economist (2009)‘The IMF: Battling Stigma’, M 26. See also Pomerleano (2009)
% te Velde (2009)

87 New York Times (2009) ‘The Economic Summit’ Ap&il
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There is the unresolved issue of the necessarjtuiizhal reforms that need to
accompany a substantially expanded role for the. [Mfe G20 communiqué makes it clear
that this is an agenda that will be tackled later2011). Advocates of the reform of the
IFIs are understandably disappointed, fearful @& tisk that increased resources in an
institutionally unchanged IMF might mean ‘businassusual’.

Critics of the G20 initiative contend that insufint attention has been given to the
role that regional and local solutions can playfartifying the capacity of developing
countries to cope with the global economic crigiSome even make the stronger point that
regional approaches are desirable, partly becaospecation is easier to engender and
partly because geopolitical considerations caricafthe quality of global solutions to a
global economic crisi®.

What kind of regional initiatives are underway timave relevance in dealing with
today’s crisis? In Latin America, there is a Vamga-led ‘Bank of the South’ initiative
that seeks to develop regionally rooted facilittat can respond to both short-term
financing needs and long-term development finamtceEast Asia, there are continuing
attempts, since the Chiang Mai Initiative of 20t@0develop regional cooperation to enable
participating countries to tide over temporary emoit setbacks engendered by external
shocks. These regional innovations can be seenttamp to offer opportunities to
participating countries to seek access to fasteugshbg, low-conditionality external sources
of finance without having to go through the IFs.

Finally, there is considerable scope for ‘peer gtdearning in the developing world.
Developing countries can learn from their peeraurturing national initiatives to enhance
fiscal and policy space. They can seek lessons suenessful cases of crisis management
without compromising on policy autonomy (such asldyisia during the 1997 financial
crisis)?! They can learn from successful operations of natistabilisation funds (as in the
case of Chile)2 What is, important, however, is not to be tempgtedegard such national
funds as a time-bound operation that is wound uge dhe global recession is over. This
approach is costly and inefficient. The goal ofabgisation fund is to create the necessary
‘fiscal space’ to sustain investments in human tehpand basic infrastructure across
business cycles and to scale up programs pertatoiqmssive and active labour market
policies to cope with external shocks. Such a foad be financed from excess revenues
collected by the government during normal and beamods. This illustrates once again
the critical role that a renewed commitment to dsiiceresource mobilisation can play in
enhancing fiscal and policy space on a sustairtzdses. The donor community can provide
seed funding and technical assistance, but theessaaf a national stabilisation fund in
developing countries ultimately depends on naticoaimitment.

8 Baker (2009) “G20: Why support the IMFPhe GuardianApril 2

8 Woo (2008)

% See Wesibrot (2009) on both the Latin American &adt Asian experiments in developing
regional sources of development finance. See W@O8QR for further details on the East Asian
experience.

° |Islam and Chowdhury (2000, chapter7)

%2 |slam (2005)
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8. Conclusion: summary of key findings

This paper has navigated a wide terrain and reiteon a broad range of issues. It
would be useful at this juncture to offer a summafryhe key findings that are embedded
in the various sections.

Section 2of the paper briefly reviewed the pre-crisis pdriand noted that a
synchronised global boom probably injected a sesfseobust optimism about future
growth prospects both for the world at large angl developing world. Such optimism
perhaps allowed policy makers around the worldverlook the stresses and strains that
afflicted the global economy and various regionthiwiit. The discussion at this juncture
highlighted the point that, based on long-run dgt@70-2008), one can state with a
reasonable degree of confidence that global dowsttend to happen, on average, every
ten years. Furthermore, based on long-run data7(2888), one can identify many major
episodes of banking and financial crises that etigerecessions of considerable severity.
The recovery period from such recessions is tylyidaigher in the case of wages and
employment than in the case of aggregate outp&.cbhmovements between growth in the
advanced economies and growth in the developingesmerging economies appears to
have strengthened, rather than weakened, if one dessadal averages for the 1970-2008
period. Given that the attenuation of global boamstlzycles and the resolution of systemic
banking/financial crises depend on collective actibthe international level that has so far
not been forthcoming, developing country policymakeshould assume worst-case
scenarios and prepare for the periodic occurrehg®bal economic downturns.

Section 3of the paper discussed the transmission mechamsangested in trade and
non-trade flows and used them to explain how tharicial crisis that was bred in the
United States eventually cast its adverse influesrtéhe rest of the world. Despite this,
much depends on initial conditions in affecting thunerability of developing countries to
the current global recession. These initial conddiin turn reflect a complex range of
factors. Such factors include the nature and pattdr pre-crisis growth and how it
influences labour market outcomes; the abilityleff tabour market information system to
track the impact of the crisis on employment, neabes and working conditions; the
ability of labour market and social protection pms to shield the poor and vulnerable
from the global recession; the state of the finalngystem; the state of fiscal and external
balances. Developing countries with impaired ihitianditions and external linkages that
are insufficiently diversified will be vulnerable the current global economic crisis. The
distributional aspects of the impact of the crégis as important as its aggregate magnitude.
Even if the impact of the crisis might seem rekldjvmoderate at the national level,
particular sectors and regions are likely to beificantly affected.

Section 4of the paper noted that the national policy respsrto the global recession
are dominated by the following initiatives: (1) ghaeductions in interest rates; (2) efforts
to fix the financial system; (3) fiscal stimulusckages. Given that developed nations have
been particularly badly hit by the crisis, it istrsurprising that they have led the rescue
effort in all three areas, but several developiognemies ranging from East Asia to Latin
America have featured prominently in the announceraed enactment of fiscal stimulus
packages.

There is a consensus that expansionary monetaigypguhs reached its limits, with
interest rates reaching 1% even in a number of ldeveg countries. While huge fiscal
resources have been expended in fixing the finhsgstem, the initiatives undertaken so
far have not led to a re-emergence of credit fltovthe real economy on a large enough
scale. This partly reflects reduced demand foritsl the private sector goes through a
process of debt consolidation to repair its balesiwet, but past experience has shown that
recapitalising and reforming the financial systdteraa crisis takes a long time. Hence, in
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the short run, there is little alternative to usagpansionary fiscal policy to boost global
demand in order to reverse the inexorable decfirgdabal output and employment.

There is by now, a number of cross-country evabuatiundertaken by various
agencies, the most prominent among them being riternlational Institute of Labour
Studies (lILS) of the ILO, the IMF, Brookings Instie and the OECD. The paper noted
that there are concerns about both the size angasition of fiscal stimulus packages:
they seem to be inadequate relative to the magnitfidhe output gap. Their composition
is such that they do not maximise the employmepgaihof fiscal interventions.

The paper noted that insufficient attention hasfaspbeing given to the particular
concerns of the large number of developing coutifiat fall outside the purview of the
G20. One justification for this approach is thattseountries will gain from the positive
externalities engendered by a successfully exeayltdzhl approach to the current world-
wide recession. For example, if a globally coortbdafiscal expansion succeeds in
boosting global demand, then the typical develogiognomy gains even if, at the national
level, it is unable to mount counter-cyclical pai& The paper argued that such a rationale
rests on indirect compensation for the victimstaf trisis (that is, the typical developing
economy) and limits the discussion to the macroecon realm. Many developing
economies probably lack the ability to mount appaip labour market and social
protection policies and may not be able to adedyuar®tect the poor and the vulnerable
from external shocks. They also lack adequate ressuo reverse the secular decline in
public investment in infrastructure. The issue oéd assistance to developing countries
through an external financing facility cannot baedged. The G20 communiqué issued at
the conclusion of the London Summit appears to hendorsed this idea (discussed in
section 6 of the paper), but it is crucial to makdistinction between enabling developing
countries to tide over short-term financing needsfefforts that enable them to finance a
fiscal stimulus package that can contribute tortlaig-term growth trajectory. One study
on sub-Saharan Africa suggests that, if a USD Sboibi aid-financed program on
infrastructure investment could be designed andeémented, it would remove the output
gap for the region, yield long-term growth benefited engender spill over benefits to the
donor countries.

Section 50f the paper revisited the theme that many deuefpgountries find
themselves in an invidious position because thel the fiscal and policy space to cope
with global downturns. This paved the way for ecdssion of alternative interpretations of
fiscal and policy space. One interpretation of @okpace deals with the extent to which
multilateral rules on international trade and irim@nt can constrain the options available
to developing countries to pursue industry anddradlicies that reflect their national
aspirations. A second strand that predates the 8tems from open economy
macroeconomics and is highly pertinent to the issliscussed in this paper. The literature
pertaining to this genre illustrates the case dddie-income developing countries with
access to global capital markets. Capital accobetdlisation in many cases seems to have
led to ‘liability dollarisation’, that is the buitdp of liabilities in foreign currency by the
private sector. This has attenuated the abilitypalicy makers to cope with recessions
induced by ‘sudden stops’ in capital flows thatleef shortcomings in global capital
markets. Such restrictions on policy makers havenbmmpounded by IMF agreements
that typically entail a combination of restrictimeonetary policies, fiscal adjustments and
structural reforms in a bid to restore investorfmance.

The paper proceeded to argue that developing deartan, in principle, develop the
resilience to cope with capital account crises axigrnal shocks. One can harness fiscal
resources not only to fortify the capacity of pglimakers to cope with business cycles, but
also to pursue long-term growth and employmentrbei@ policies. The notion of
mobilising fiscal resources for growth, employmemtomotion and counter-cyclical
interventions leads one to a discussion of fispalce in developing countries. One can
make a distinction between the IMF approach toafisspace and an alternative view
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proffered by analysts associated with the UNDRhincase of the former, the emphasis is
on engendering fiscal resources to attain policglg@nd targets in a manner that can
preserve fiscal sustainability and macroeconongibility. This prescription rules out large-
scale deficit financing. The alternative view isatttan emphasis on fiscal sustainability,
while sound in principle, has led in practice t@ tlise of short-run fiscal targets. The
practice of fiscal prudence in many developing ¢oes has led to cutbacks in capital
expenditure and hence to secular declines in publiestment, especially in infrastructure.
This has led to the notion that enhancing fiscacspmeans mobilising domestic resources
to finance a public investment-led developmenttsgy to promote growth, attain the
Millennium Development Goals (MDGs) and the ILO’sd2nt Work Agenda.

The paper proceeded to argue that, despite thqueribf the IMF approach, one has
to contend with finding sustainable ways of inciegdiscal resources to promote growth,
employment creation and poverty reduction. Aid dnfé have turned out to be an
unpredictable source of financing for many deveigptountries, despite impressive gains
in overall volume in recent years. There is litiléernative to increasing the share of tax
revenue in GDP, especially for low-income countriéth low tax burdens. Of course, one
has to acknowledge that domestic resource mobdisé a long-term agenda. The current
challenge is to cope with the consequences of tlbbah economic downturn. Not
surprisingly, proposals to develop external finagcfacilities that can enable developing
countries to tide over temporary economic setbhek® come to the fore.

Section 6of the paper warned against the risk of revertingpusiness as usual’. This
means reverting to a policy model that held swagesil980 and that extolled the benefits
of free markets, free trade and macroeconomic ceasem but paid insufficient attention
to their costs. This policy model needs to be suligtlly modified by drawing on values
and principles of the ILOs Decent Work Agenda (DWAat are an integral part of the
MDGs. This would entail:

A fundamental orientation of macroeconomic goals @ngets involving the incorporation
of ‘full and decent employment for all’ (as ensladhin the first goal of the MDGSs)

Use of monetary policy to support the above goal

Public investment in infrastructure as an imporfeswal policy tool that can lead to
sustainable employment creation

Greater attention to the financing needs of SMEat@mpts to fix the financial system
Active capital account management and a prudenbaph to liberalisation of foreign
direct investment

A comprehensive social protection system that piesieconomic security for all,
regardless of where they work and live and regasdié the state of the business cycle
Complementing the social protection system by adabour market policies that focus on
training programs and employment services for disgdl workers, with the long-term aim
of developing an education and training systeméhagnces the productive potential and
employability of the work-force

Greater reliance on social dialogue as it allovesatgr opportunities for employers and
workers to provide inputs to policy design andhars adjustment costs at the enterprise-
level in the event of global recession.

Section 7of the paper offered an evaluation of the G20 atation at the recently
concluded London Summit. It reflects on the viewsmtics who maintain that the G20
declaration, while promising to harness new resesiron a significant scale to assist
developing countries, have fallen short in a nundfeareas. These deficiencies include
lack of a clear template to tackle the reform adbgll economic governance, the lack of
fresh and practical ideas to fix the financial eyst failure to agree to a new round of fiscal
expansion to cope with the steep decline in gldieatand, and the insufficient appreciation
of the scope for regional solutions to strengthissal and policy space in developing
countries. The paper suggested that developingtgesircan also learn from each other,
most notably, from successful cases of crisis mamegt as well as successful operations
of national stabilisation funds.
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Appendix

Table A.1: Looking beyond the crisis: Current policy approach vs. an alternative framework (National

Employment Strategy or NES based on DWA and MDGs)

Policy approaches

Current policy approach

Alternative approach (NES
based on DWA and MDGs)

Goal(s)

Growth, macroeconomic stability
and poverty reduction as
reflected in MDGs

MDG1b (2008 version): Full and
decent employment for all,
including young men and women
within a framework of
macroeconomic stability

Targets and indicators

Low, single digit inflation (less
than 5%)

Low budget deficits (less than 3%
of GDP)

Low current account deficit (less
than 3% of GDP)

Unemployment rate
Growth of employment
Growth of real wages

Decent work deficits as measured
by:

Labour productivity
Unemployment rate
Employment-to-population ratio
Share of vulnerable employment

Working poverty (proportion of
workers earning less than a ‘living
wage’)

Plus: trends in informalisation;
wage-productivity relationship;
wage share in national output;
income inequality

Moderate and stable rate of
inflation

Sustainable current account
deficit
Long-term fiscal sustainability

Diagnostic framework: binding
constraints on growth and
employment creation

Labour market regulations, in
conjunction with other
regulations, that impair the
investment climate and adversely
affect investor confidence

Survey data reveal lack of good
quality infrastructure, access to
finance by SMEs and business
regulations as binding constraints

Monetary and financial policy

Monetary policy to target low,
single digit inflation
Competitive financial system
Prudential regulation
Financial integration

Monetary policy to support
implementation of MDG1b within
a framework of price stability

Incentives to provide access to
finance to SMEs

Incentives to provide access to
finance for sectors/industries with
dynamic comparative advantage

Competitive financial system
Prudential regulation

Exchange rate, capital account
management and FDlI liberalisation

Competitive and stable real
exchange rate,

Open capital account combined
with FDI liberalisation

Competitive and stable real
exchange rate,

FDl liberalisation on a case-by-
case basis with focus on
employment creating potential

Active capital account
management to discourage short-
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term capital flows

Fiscal Policy

Fiscal policy to support inflation
targeting by aiming low budget
deficits

Public expenditure oriented
towards expenditure on health,
education and infrastructure, inc.
agricultural development

Domestic resource mobilisation
through broadening the tax base

Fiscal policy to support
implementation of MDG1b within
a framework of long-run fiscal
sustainability

Public expenditure oriented
towards expenditure on health,
education and infrastructure, inc.
agricultural development

Public investment to act as
employment creation tool and
provision of ‘green’ jobs using
ILO’s ElIP approach

Domestic resource mobilisation
through broadening the tax base

Labour market and social policy

Labour market flexibility
combined with targeted social
safety nets drawing on ‘best
practice’ menu

Ratification and implementation of
core labour standards

Enterprise-level discretion on
hiring and firing decisions
combined with comprehensive
social protection entailing tailor-
made instruments geared
towards the particular needs of
workers in the formal economy,
informal economy and rural areas

Global and regional cooperation

Macroeconomic policy
coordination when required,
global rules to encourage
continued integration through
trade and financial flows

Promoting ‘fair globalisation’
through:

*Reform of international financial
architecture to temper volatility
associated with financial
globalisation

*Deepening voice and
representation of developing
economies in global economic
governance

*Global and regional cooperation
to support capacity of developing
economies to implement counter-
cyclical policy

Mechanisms for consultations on
policy design and delivery

Initially technocratic, primarily
involving finance ministry and
central bank, now participatory
within the framework of the
PRSPs

Social dialogue entailing
government, workers and
employers at both enterprise and
national level

Monitoring and evaluation

Cross-country and intra-country
empirical analyses vetted through
peer review

Cross-country and intra-country
empirical analyses vetted through
peer review supplemented by
country-specific ‘field
experiments’

Periodic ‘stress tests’ to assess
vulnerability and capacity to deal
with global business cycles
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Box A.1: From boom to bust: the case of Dubai

In 2002, Dubai, the semi-autonomous city that forms part of the United Arab Emirates, opened its property market to
overseas investors and embarked on a debt-driven strategy to drive a monumental building boom in private dwellings
and infrastructure. It aspired to become a world-class regional hub for business, transportation and tourism. It became a
magnet for a massive inflow of workers and skills from various parts of the world - entailing both the toiling masses on
construction sites and domestic services to high-end professionals in finance and real estate. Well over 90% of Dubai’s
population consist of expatriates.

The 2002 strategy set off an asset price bubble. Prices of real estate skyrocketed, while the stock prices of major
property developers shot up to stratospheric levels. Both investors and government officials did not seem unduly
perturbed with the onset of the global economic crisis. Even in October, 2008, a record 70,000 visitors participated in
Dubai’s annual Cityscape property show.

Unfortunately, Dubai could not insulate itself from the global economic maelstrom. Its debt-driven strategy led to a
government and public sector debt amounting to 103% of GDP, raising concerns among rating agencies that Dubai will
not be able to meet its external debt obligations. The asset price bubble seems to have burst, with property prices
tumbling well over 20% from their peak. Stock prices of key property developers have also plunged and decimated their
net worth. Major construction projects have been put on hold. Recent reports indicate that 1400 to 1500 work-visas
were being cancelled everyday, while news about thousands of cars abandoned at the airport by debt-ridden expatriates
who fled the city is a grim reminder of the dramatic reversals of the fortunes of many.

Even during its golden years as a poster child of globalisation, some analysts worried about the high-risk growth
strategy that Dubai embarked on. These concerns were manifold: the activities of international criminal fraternities, the
economy of the global black market, terrorist networks and lack of decent of wages and poor working conditions of
semi-skilled and unskilled expatriate workers. Dubai at least has the advantage of access to financial assistance from
Abu Dhabi, its sister emirate that sits atop the world’s largest sovereign wealth fund. Nevertheless, the rulers and
administrators of Dubai will need to reflect on what has happened and how to navigate the future. What happens to
Dubai will also affect the lives of millions of migrant workers.

Sources: Scott Macleod (2008) ‘How Wall Street’s Bust Threatens Dubai’s Boom’, Time, October 19; Simeon Kerr (2009),
‘Emirate on the Ebb’, Financial Times, January 29; Christopher Davidson (2008) Dubai - the Vulnerability of Success,
New York: Columbia University Press

Box A.2: From Boom to Bust: the Case of Latvia

The case of emerging economies in Eastern Europe is particularly instructive. Consider, for example, the experience of
Latvia. The economy contracted at an annual rate of 10.5% in the final quarter of 2008 and is expected to decline by a
similar magnitude in 2009. This is an unenviable record. Latvia ‘faces the steepest plunge into recession of any (EU)
member country and the sharpest economic contraction on the continent since the aftermath of the collapse of the
Soviet Union in the early 1990s’. It is hard to believe that only very recently Latvia was the fastest growing economy in
the EU. The Latvian bubble burst last year ‘when foreign banks stopped funding a consumer and property boom'. The
private sector is now saddled with huge liabilities denominated in foreign currency. Foreign liabilities as a proportion of
GDP are now more than 80%. A stabilisation package has recently (December, 2009) been negotiated with the IMF,
entailing a package of spending cuts and tax increases worth 7% of GDP. Latvia is one of the few countries in the region
that finds itself in the unenviable position of pursuing pro-cyclical policies.

Sources: Robert Anderson and Stefan Wagstyl (2009), ‘Latvia sees its economy enter fierce contraction’, February 10,
Financial Times,; ILO (2009b) ‘Policy Responses to the Economic Crisis: A Decent Work Approach in Europe and Central
Asia’, paper prepared for the 8th European Regional Meeting, February; World Bank (2009) EU10: Regular Economic
Report, February;
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