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Latin America

Argentina  -3.3 8.4 379 935 1664 -21.5 -50.9

Brazil  -10.9 31.3 72 209 439 -9.4 -45.8

Chile  4.1 25 60 179 356 -13.2 -20.9

Colombia  -8.7 29.5 68 297 514 -15.4 -25.3

Ecuador  -- -- 92 2406 3080 5.6 -1.8

Mexico  -6 23.4 68 185 352 -16.4 -37.4

Peru  -5.3 7.6 67 294 484 -43.9 -49.4

Uruguay  -13.5 21.3 125 476 794 -- --

Venezuela  0 0 327 730 1407 1.9 -7.4

Asia 

China  -8.7 -0.3 63 175 322 -55.9 -33.9

India  6.8 13.5 -- -- -- -17.7 -43.9

Indonesia  0.9 19.2 154 398 743 -16.8 --

Korea  11.9 25.3 -- -- -- -22.6 -39.7

Malaysia  -2 7 55 285 438 -18.5 --

Pakistan  19.8 12.1 537 1173 2006 30.1 --

Philippines  0.7 9.2 103 145 404 -29 --

Taiwan Prov. of China  -4.5 5.4 -- -- -- -24.1 -39.4

Thailand  8.5 3.7 -- -- -- -22.1 -43.9

Vietnam  29 1.8 240 504 881 -59.8 --

Europe 

Bulgaria  -5.9 15.6 150 370 597 -48.2

Czech Republic -16.4 14.4 -- -- -- -23.5 -51.9

Hungary  -10.8 26.3 73 267 417 -25.8 -48.7

Poland  -16.9 24.8 66 248 380 -32.7 -39.8

Ukraine  -8 25.3 300 1437 1942 -42.9 --

Romania  -0.1 20.6 -- -- -- -34.8 --

Russia  -2.8 10.6 86 417 622 -20.4 -68.1

Middle East and Africa 

Egypt  -4.6 4.7 115 186 401 -1.9 -46.3

Jordan  0 0 -- -- -- 34.4 --

Morocco  -4.9 12.8 -- -- -- 8.4 --

South Africa   14.3 25 119 364 590 -14.3 -31.4

Turkey -0.5 24.8 118 298 611 -29.5 -40.6
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The financial crisis that has now enveloped the world has sparked a vigorous debate about the causes of the crisis and the fundamental reforms that are needed in the regulatory and institutional regimes of financial markets.  Beyond financial markets, there is debate on how better to coordinate macroeconomic policies. The way forward on such reforms will be an important element of the discussions at the meeting of the leaders of the G20 countries that President Bush will be hosting at the White House on November 15th.  But an even more urgent concern, which will figure prominently at the meeting of G20 Finance Ministers in Sao Paolo this weekend and that leaders will have to address at their November 15 meeting, is how to organize an immediate response to the widening financial and economic crisis.  Much of the focus until now has been on mature markets and the response of industrial countries.  It is now time to broaden the focus of discussion and action to include emerging markets and other developing countries.

Impact of the Crisis on Emerging Markets and Developing Countries
For the first year after its onset, emerging markets were relatively unaffected by the subprime related crisis on the basis of their generally strong economic fundamentals and lack of exposure to the toxic financial products that undermined the balance sheets of financial institutions in advanced countries.  But since August of this year, and with increased intensity in recent weeks, they have come under severe pressure. Access to international credit has dried up, and bond spreads have spiked by more than 500 basis points in the last two months (Figure 1).  Their currencies have depreciated on average by 20 percent and stock markets have tumbled by 30-50 percent since August (Figure 2).  While some emerging markets have been affected more than others, these changes have been broad-based and larger than what has been suffered by industrial countries despite the fact that the crisis did not originate in emerging markets (Table 1).  Nor can these difficulties be attributed to any significant changes in economic fundamentals; most emerging markets entered 2008 with sound fundamentals and good financial cushions, and have continued to maintain relatively strong fiscal positions.  The primary factor behind recent pressures was investor fear and herding and the withdrawal of credit by the internationally active banks.  
In the past two weeks there appears to have been some easing of pressures on emerging market currencies and stock markets, but volatility remains very high and with it the prospect of sharp reversals in flows.  Access to financing remains highly constrained with spreads that are still prohibitive for many countries. Of equal concern are the real effects that the crisis is now beginning to have on developing countries. Demand for exports of developing countries has sharply decelerated, and domestic demand is facing a downward spiral because of the more uncertain prospects and difficulties in access to financing. The dramatic change in global growth expectations has also led to a reversal in commodity prices following the very sharp increases of the past two years (Figures 3-6). Oil prices are less than half the level of the peak reached this past summer and almost back to where they were in January 2007.  Prices of many minerals have fallen by as much as 30-60 percent from their peaks earlier this year.  Food prices have also moderated but remain high by historical standards.  
Against this backdrop, concerted actions are needed on three fronts to help emerging markets and developing countries withstand the spillover effects of the recent crisis: actions to deal with the systemic liquidity crunch; measures to sustain demand and growth momentum; and steps to ease financing strains on low-income countries that will suffer indirectly from the fallout of the crisis.
Responding to the Systemic Liquidity Threat
In response to the liquidity pressures on emerging markets, the IMF has announced a new facility, the Short-Term Liquidity Facility (SLF), to channel funds quickly to eligible emerging markets with track records of sound policies, access to capital markets and sustainable debt burdens, evidenced by very positive policy assessments by IMF staff in the most recent Article IV discussions. The Federal Reserve has also just announced new swap facilities which Brazil, Mexico, Singapore and the Republic of Korea will be able to access.  These are welcome steps that need to be built upon and applied with flexibility and agility.  In particular, the success of the arrangements to deal with the systemic liquidity threat now facing emerging markets will depend on: how eligibility is determined for the IMF’s new SLF instrument and related swap facilities; whether access and conditions applied to the IMF’s normal credit facilities are sufficiently flexible and streamlined; and whether there will be enough resources to meet the potentially large liquidity needs over the coming year.
Setting the eligibility bar for the SLF at a very high level would create difficult tensions and is unlikely to be tenable. As Kemal Dervis has argued in an op-ed article in the Washington Post published on November 2nd, “Emerging markets cannot be easily and simply divided into two categories: those with good and those with bad policies. There are degrees of strength in existing policies and prospects, and a comprehensive approach will have to recognize the continuum rather than oversimplify and open the way for dramatic and politically very sensitive all or nothing choices. Selecting only a few countries for access to the new liquidity arrangements and asking many others to engage in protracted negotiations with the IMF will create great stigma for these others and may in fact push them into crisis even faster. It will also make it politically very difficult for governments to decide to engage in these negotiations while other countries have easy access to the SLF, central bank swaps or both.”  It will be best to enlarge access to the SLF to a fairly large number of countries with reasonably good economic policies over the last few years and a clear forward-looking commitment to a strong macroeconomic framework. The relatively short maturities of the liquidity arrangements (three months for each purchase under the SLF) provide adequate safeguards against policy slippages. Such an enlarged coverage for the IMF liquidity facility, with the explicit aim of avoiding stigma, is the only way forward that can reach a sufficient number of countries quickly and effectively.  

Even with this more inclusive approach to the SLF, many countries may need recourse to normal IMF facilities where macroeconomic risks are clearly significant and longer-term financing is warranted from the outset.  Some countries that draw on the liquidity facility may also need to enter into a regular IMF program if circumstances warrant a longer-term financing arrangement.  In both sets of cases, a more streamlined and flexible approach than in the past is called for, so that the amounts of financing provided are adequate to cover financing shortfalls  with conditionality that is focused on the key risks and that does not potentially amplify the contractionary effects of the shocks.  
The IMF has total available resources of about $250 billion of which it has earmarked $100 billion initially to the SLF.  If the liquidity crunch persists, much larger levels of resources will be needed to meet the scale and scope of potential demand.  IMF resources will therefore have to be complemented with central bank credits, not only from G7 countries but perhaps including credits from China and some of the Gulf States.  Since fundamental governance reforms will take time, it may be desirable and indeed necessary to design immediately decision making mechanisms that would allow China and others who contribute large amounts to participate more directly in the decision making than just through their place at the Board.  A counter-cyclical issue of SDRs or borrowing from the market could also be considered to augment the IMF’s lending resources.  Ultimately a substantial increase in IMF quotas is warranted if the IMF is to play its proper role in today’s global financial environment.
Coordinated Macroeconomic Policy Response
A second priority for action is coordinated macroeconomic policies to sustain growth.  While the focus in the recent past has been in shoring up demand in the advanced countries, there is a need for more aggressive and coordinated actions to respond to falling demand in emerging markets and other developing countries for two reasons.  First, because these countries are more vulnerable to a sharp slowdown in aggregate demand; and second, because they are now the dominant engine of global growth and hence key for an early worldwide recovery. There are increasing signs that retail sales are falling sharply in many developing countries.  External demand is also decelerating sharply with the slowdown in world trade growth.  World trade growth is expected to be negative in 2009 for the first time since 1982, affecting many developing countries that have relied on export markets for their vigorous growth. Another important source of demand contraction will be a potentially sharp contraction in investment. The driving force underpinning the growth of demand and output in developing countries in recent years has been the sustained expansion in investment (Figure 7).  With investment rates that are much higher as a percentage of GDP in many emerging markets than in advanced countries, a sharp contraction in investment because of the huge rise in uncertainty and difficulties in borrowing or raising capital, could lead to a large negative Keynesian multiplier as was the case in the aftermath of the financial crises of the 1990s.  A sharp deceleration in demand and growth in emerging markets would not only have an adverse effect on the populations in the developing world but also on global prospects given their contribution to global growth (Figure 8).  In many ways China is a special case given the size of its foreign exchange reserves and the surplus in foreign payments as well as its strong fiscal position.  China is not in need of liquidity or investment financing.  On the contrary it could provide some of both to other developing countries.  It is worth noting, however, that China too is affected by the worldwide slowdown and whatever it can do to boost both its domestic demand—as it announced recently—and support other developing countries will benefit both China and the world economy.
There is an urgent need for an internationally coordinated macroeconomic response that encompasses emerging markets and other developing countries.  Given the credit squeeze, and the prevailing investor mood, it is unlikely that monetary policy alone will be effective in stimulating domestic demand.  What is needed is a coordinated and effective fiscal stimulus which can offset the decline in private demand.  The ability of countries to expand public expenditures will vary given their underlying economic conditions and debt sustainability.  But the risks of being too conservative and fragmentary in fiscal policies are greater to the world economy than from a mutually supportive fiscal stimulus.  Such increases in fiscal expenditures could be targeted to enhanced social protection and priority public infrastructure investments critical for growth or longer-term sustainability including investments in clean and low-carbon technologies.  It is important that short-term financial concerns not be allowed to crowd out the measures and policies needed to fight climate change within the UNFCCC framework.

While many emerging markets have significant scope for mobilizing additional domestic financing to cover the larger deficits, longer-term external financing can alleviate financing constraints in both the public and private sectors and boost market confidence.  Public external financing can also play an important role in countering the curtailment of commercial credit available to exporters, which can undermine an essential mechanism through which countries can recover from crises. Fortunately, the World Bank and the regional development banks are well positioned to expand their lending to developing countries given net repayments from them over the past several years.  Altogether the multilateral development banks have headroom of around $200 billion to expand their lending.
The multilateral development banks can therefore play an important complementary role to the IMF and Central Banks in providing longer-term financing to enhance the scope for countercyclical fiscal policy and help cushion the social impacts of the crisis.  In order to do so effectively, the World Bank and the regional development banks will have to be prepared to provide support rapidly and on a scale commensurate with the needs and size of these economies.  This in turn will entail more aggressive use of their balance sheets than in the past.  Finally, this is clearly not the time to engage in 1930s-style beggar-thy-neighbor protectionist policies.  Restrictions that may look attractive to individual countries in the short-term would be disastrous for world growth and therefore backfire very quickly on everyone. Trade, like macroeconomic policies, deserves coordinated international support.
Easing Financing Strains on Low Income Countries
A third pillar for international action is to assist low income countries, who are far from the epicenter, but will be strongly affected by the indirect effects of the crisis and the rise in food and fuel prices that preceded it.  The World Bank estimates that the increase in food and fuel prices raised the number of malnourished by 42 million in 2008 to a total of 967 million.  Although food prices have moderated in the wake of the economic downturn, they remain very high at the retail level and continue to pose a significant burden on food-deficit countries and the poor within those countries. The $1.2 billion rapid financing facility launched by the World Bank to help poor countries cope with the food crisis is a welcome step, but more is likely to be needed.  On the other hand, while beneficial to fuel-importing countries, the sharp decline in the oil price since August and in minerals threatens many commodity-exporting low-income countries.  
More generally, low-income countries and sub-Saharan Africa in particular, are likely to be affected simultaneously by a decline in demand for exports, a contraction in remittance flows from rich and middle-income countries and restricted private sector financing.  These strains come at a time when sub-Saharan Africa had for the first time in decades built a solid growth momentum of 6 percent per year, and was well positioned to accelerate progress towards the millennium development goals agreed upon at the various UN conferences. It is imperative therefore that the donor community meets its previous commitments to increase aid including to sub-Saharan Africa in line with the targets set in 2005 so that these countries do not suffer a further setback in their quest to meet the millennium development goals. Official development assistance amounts to just over $100 billion, a tiny fraction of the fiscal cost likely to be incurred in the financial sector clean-up in advanced countries.  Even with the present fiscal pressures, the rich countries can and should live up to their aid commitments and to provide the promised additional financing needed to cushion the poorest countries from the effects of higher food and fuel prices as reaffirmed at the recent UN Summit.
The world has changed dramatically since the onset of the financial crisis.  Although developing countries appeared in the beginning to be relatively insulated from the crisis, they could now potentially be the most affected in terms of growth and loss of employment. Vigorous actions on the three fronts highlighted in this note will help ensure that the populations in the developing world, who had no role in the crisis and are the most vulnerable, are protected as much as possible from its effects.  These actions will also ensure that the global downturn does not turn into a global depression, benefiting the world as a whole.
Tables 1: Impact of Crisis on Emerging Markets
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Figure 1: Trends in Emerging Markets Bond Spreads, 1994-2008

(basis points)
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Figure 2: Trends in Equity Markets of Developing Countries, 2002-2008

(2001-100, national currency)
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Figure 3: Commodity Prices - Crude Oil

(Index 01-01-2007=100)

[image: image4.emf]50

70

90

110

130

150

170

190

210

230

250

1/1/2007 2/1/2007 3/1/2007 4/1/2007 5/1/2007 6/1/2007 7/1/2007 8/1/2007 9/1/2007 10/1/2007 11/1/2007 12/1/2007 1/1/2008 2/1/2008 3/1/2008 4/1/2008 5/1/2008 6/1/2008 7/1/2008 8/1/2008 9/1/2008 10/1/2008 11/1/2008

Source:  Bloomberg


Figure 4: Commodity Prices - Food

((Index 01-01-2007=100)
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Figure 5: Commodity Prices – Metals

(Index 08-012007=100)
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Figure 6: Commodity Prices– Beverages

(Index 01-01-2007=100)
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Figure 7: The Contribution of Investment to Growth in Developing Countries, 1992-2008

(percent of GDP growth)
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Figure 8: Contribution of Developing Countries to Global Growth, 1990-2008

(percent)
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				Exchange Rate						Sovereign Spreads								National Stock Markets

				(local currency/USD)						(basis points)								(local currency)

				Percentage Change1						Change								Percentage Change

				Oct 12-07		Aug 8-08				Oct 12-07		Aug 8-08		Current Spread				Oct 12-07		Aug 08-08

				Aug 8-08		Nov 4-08				Aug. 8-08		Nov. 4-08		(Nov 4-08)				Aug 08-08		Oct-27-08

		Latin America

		Argentina		-3.3		8.4				379		935		1664				-21.5		-50.9

		Brazil		-10.9		31.3				72		209		439				-9.4		-45.8

		Chile		4.1		25				60		179		356				-13.2		-20.9

		Colombia		-8.7		29.5				68		297		514				-15.4		-25.3

		Ecuador		--		--				92		2406		3080				5.6		-1.8

		Mexico		-6		23.4				68		185		352				-16.4		-37.4

		Peru		-5.3		7.6				67		294		484				-43.9		-49.4

		Uruguay		-13.5		21.3				125		476		794				--		--

		Venezuela		0		0				327		730		1407				1.9		-7.4

		Asia

		China		-8.7		-0.3				63		175		322				-55.9		-33.9

		India		6.8		13.5				--		--		--				-17.7		-43.9

		Indonesia		0.9		19.2				154		398		743				-16.8		--

		Korea		11.9		25.3				--		--		--				-22.6		-39.7

		Malaysia		-2		7				55		285		438				-18.5		--

		Pakistan		19.8		12.1				537		1173		2006				30.1		--

		Philippines		0.7		9.2				103		145		404				-29		--

		Taiwan Prov. of China		-4.5		5.4				--		--		--				-24.1		-39.4

		Thailand		8.5		3.7				--		--		--				-22.1		-43.9

		Vietnam		29		1.8				240		504		881				-59.8		--

		Europe

		Bulgaria		-5.9		15.6				150		370		597				-48.2

		Czech Republic		-16.4		14.4				--		--		--				-23.5		-51.9

		Hungary		-10.8		26.3				73		267		417				-25.8		-48.7

		Poland		-16.9		24.8				66		248		380				-32.7		-39.8

		Ukraine		-8		25.3				300		1437		1942				-42.9		--

		Romania		-0.1		20.6				--		--		--				-34.8		--

		Russia		-2.8		10.6				86		417		622				-20.4		-68.1

		Middle East and Africa

		Egypt		-4.6		4.7				115		186		401				-1.9		-46.3

		Jordan		0		0				--		--		--				34.4		--

		Morocco		-4.9		12.8				--		--		--				8.4		--

		South Africa		14.3		25				119		364		590				-14.3		-31.4

		Turkey		-0.5		24.8				118		298		611				-29.5		-40.6






