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Abstract

This book is a part of a series, which recognizes that there is intense com-
petition among emerging markets and against advanced economies to
capture their share of the global economy. The series addresses questions
that are germane to accomplishing this goal. Most important to this end is
the study and practice of international business and foreign trade. Under-
taking such a study raises many questions, which the series will attempt
to answer. What competitive advantages do these emerging economies
enjoy in comparison to advanced economies, such as the G7, and what
are the origins of those advantages? Why are emerging markets becoming
the powerhouse of world economy growth and the firms doing business
there internationalizing so aggressively? And, why in the past decade has
the pace of internationalization accelerated so rapidly and what are the
challenges and possible solutions? This volume is devoted to a comparison
of advanced economies and emerging ones, the advantages and disadvan-

tages of each, and what globalization means in each type of environment.
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CHAPTER 1
The Influence of the G-7

Advanced Economies and

G-20 Group

Overview

When we think of the G-20 countries, whose summit took place in St. Pe-
tersburg, Russia, on September 5th through the 6th, 2013, we should
think about the group of 20 finance ministers and central bankers from
the 20 major economies around the world. In essence, the G-20 is com-
prised of 19 countries plus the European Union (EU), represented by the
president of the European Council and by the European Central Bank
(ECB). We begin this book discussing the importance and influence of
the G-20, not only does this group comprise some of the most advancing
economies in the world, collectively these 20 economies account for ap-
proximately 80 percent of the gross world product (GWP); 80 percent of
the world’s trade, which includes EUs intra-trade; and about two-thirds
of the world’s population.* These proportions are not expected to change
radically for many decades to come.

The G-20, proposed by the former Canadian Prime Minister Paul
Martin,' acts as a forum for cooperation and consultation on matters
pertaining to the international financial system. Since its inception in
September of 1999, the group has been studying, reviewing, and pro-
moting high-level discussions of policy issues concerning the promotion
of international financial stability. The group has replaced the G-8 group
as the main economic council of wealthy nations.? Although not popular
with many political activists and intellectuals, the group exercises major

influence on economic and financial policies around the world.

* G-20 membership from the official G-20 website at www.g20.org
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G20 Countries

Figure 1.1 G-20 country list

The G-20 Summit was created as a response both to the financial crisis
of 2007 to 2010 and to a growing recognition that key emerging coun-
tries (and markets) were not adequately included in the core of global
economic discussion and governance. The G-20 country members are
listed in Figure 1.1.

It is important to note that the G-20 members do not necessarily
reflect the 20 largest economies of the world in any given year. According
to the group, as defined in its FAQs, there are “no formal criteria for G-20
membership, and the composition of the group has remained unchanged
since it was established. In view of the objectives of the G-20, it was con-
sidered important that countries and regions of systemic significance of
the international financial system be included. Aspects such as geograph-
ical balance and population representation also played a major part.”
All 19-member nations, however, are among the top 30 economies as
measured in gross domestic product (GDP) at nominal prices according
to a list published by the International Monetary Fund (IMF)* in April
2013. That being said, the G-20 list does not include some of the top 30
economies in the world as ranked by the World Bank® and depicted in
Figure 1.2, such as Switzerland (19th), Thailand (30th), Norway (24th)
and Taiwan (29th), despite the fact that economies rank higher than some

of the member countries in the G-20. In the EU, the largest economies
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are Spain (13th), the Netherlands (18th), Sweden (22nd), Poland (24th),
Belgium (25th) and Austria (28th). These economies are ranked as part of
the EU though, and not independently.

Asian economies, such as China (2nd) and India (10th), are expected
to play an important role in global economic governance, according to the
Asian Development Bank (ADB), as the rise of emerging market econo-
mies are heralding a new world order. The G-20 would likely become the
global economic steering committee. Furthermore, not only have Asian
countries been leading the global recovery following the grear recession,
but key indicators also suggest the region will have a greater presence on
the global stage, especially considering the latest advances in GDP for
countries such as Thailand and the Philippines. These trends are shaping
the G-20 agenda for balanced and sustainable growth through strength-

ening intraregional trade and stimulating domestic demand.®

The G-8 and G-20 Group Influence
in the Global Economy

The G-8 and G-20 are coalitions of nations, who address significant inter-
national issues. The predecessor of both coalitions was the G-7, a group
of seven nations, which banded together in 1975 to oppose the 1973 oil
embargo by various Arab nations. The Arabs put the embargo into place
as a protest against the intervention of the United States and the United
Kingdom during the Yom Kippur War. The Arab nations waged war
with Israel, but were unsuccessful because the United States and United
Kingdom provided Israel with weapons and military might.

The U.S.S.R., which was by then on the verge of breaking up, sup-
plied the Arab nations with weapons, and because of this move was
not included in the G-7. The G-7 was known formally as the Group of
Seven Industrialized Nations. It was composed of Britain, United States,
France, Canada, Japan, Italy, and Germany. The G-7 was renamed as the
G-8 during 1997, when Russia was added to the original seven-country
lineup. Ever since its inception, the G-7 and G-8 asserted several political
and economic policies, which affected other countries.

The G-7 and G-8 became known in the international scene as the major

policy-makers, which could enforce or disrupt political and economic
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stability. The latest installment of the G-8 is called the G-20, a greater coa-
lition formed in 1999 that included the nations of Brazil, China, Saudi
Arabia, Republic of Korea, France, Australia, China, Canada, Germany,
Indonesia, Argentina, Turkey, India, Russia, South Africa, Mexico, Japan,
United Kingdom, United States, and the European Union.

While the G-20 is supposed to acknowledge all members as equals,
it cannot be denied that the countries, which were included in its G-8
predecessor, have an advantage over other countries in terms of political
and economic policy-making. So far, the G-20 goals for 2014 are to focus
on growth and resilience.

G-20 country growth strategies contain a mix of macroeconomic and
structural reforms at the domestic level that suit each country’s circum-

stances in areas with the greatest potential to lift global growth:

* Increasing quality investment in infrastructure. This will
create jobs and boost economic growth and development.
The G-20 is focusing on finding ways to boost private sector
involvement in infrastructure development.

* Reducing barriers to trade. Many products are not made
solely in one country and sold somewhere else, but cross
national borders many times as they are created. Domestic
measures to cut the cost of doing business and enhance
countries’ ability to participate in global value chains can
facilitate increased trade activity, fueling economic growth.

* Promoting competition. Reforms to promote competition
help economies become more productive and innovative,
and can bring prices closer to production costs, benefit-
ing consumers and encouraging business to become more
efficient.

 Lifting employment and participation. More and better
jobs mean a more productive economy, leading to improved

livelihoods and increased economic growth.

Strengthening development is an important part of achieving strong,
sustainable and balanced growth, and ensuring a more robust and resilient

economy for everyone. According to the International Monetary Fund,
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emerging markets and developing economies contribute more than two
thirds of global growth.
For 2014, G-20 members are building the resilience of the global

economy by:

* delivering on the G-20’s core financial regulation reforms;

* modernizing the international tax system to keep pace with
the changing ways people and companies do business;

* reforming global institutions to ensure countries that are
reshaping the global economy have a greater voice and keep
the institutions relevant;

* strengthening energy market resilience, improving the
operation of global energy markets for greater efficiency, and
transparencys

* fighting corruption.

Prior to the G-20 enjoying the influence it has today in global eco-
nomic policy-making, the G-8 group was the leading global economic
policy forum. Figure 1.3 illustrates the breakdown of the G-8 coun-
tries by population. The U.S. population is about 300 million people,
which is roughly a third of the population of all of the G-8 countries

USA

Russia

Japan

Germany

France

United Kingdom
[taly

Canada

00000000

Figure 1.3 List of G-8 countries by power of influence

Source: CIA World Factbook.
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combined—equal to Japan and Russia combined, and to Germany,
France, Italy, Canada, and the United Kingdom combined.

As the world economy continues to be increasingly integrated, the
need for a global hub, a forum where the world economy issues and
challenges could converge, is a major necessity. In the absence of a com-
plete overhaul of the United Nations (UN) and international financial
institutions, such as the IMF and the World Bank, the G-20 is the only
viable venue to mitigate the interests of these leading nations. Since this
group has overshadowed the G-8, it has become a major forum for global
decision making, central to designing a pathway out of the worst global
financial crisis in almost a century. It did so by effectively coordinating
the many individual policies adopted by its members and thus estab-
lishing its importance in terms of crisis management and coordination
during an emergency.

The G-20 has failed, thus far, to live up to expectations as a via-
ble alternative to the G-8, although it continues to be at the heart of
global power shifts, particularly to emerging markets. Efforts to reform
the international financial system have produced limited results. It has
struggled to deliver on its 2010 summit promises on fiscal consolidation
and banking capital, while the world watches the global finance lobbyists
repeatedly demonstrate their ability to thwart every G-20’s attempts to
regulate financial flows, despite the volatility associated with the move-
ment of large amounts of short-term funds. Hence, its goals for 2014
were met with skepticism.

Larger economies, such as Germany and Spain, have been concerned
with the lack of effective regulation of financial flows. Emerging markets
such as the BRIC (Brazil, Russia, India, and China) countries and the CIV-
ETS (Colombia, Indonesia, Vietnam, Egypt, Turkey, and South Africa*)
countries are scrambling to deflect the exportation of inflation from these
advanced G-8 economies into their domestic economies. Countries such
as Iceland, the UK, and Ireland, whose banking systems had to undergo
painful recapitalization, nationalization, and restructuring to return to

profitability after the financial crisis broke, also share these concerns.

* It is important to note that although South Africa is grouped with the CIVETS
bloc, it also has been aggregated to the BRIC bloc, where it is more likely to belong.
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In the words of Ian Bremmer*, in his 2013 book titled Every Nation for
Isself- Winners and Losers in a G-Zero World,” when reflecting on the then
newly created G-20 group, “I found myself imagining an enormous poker
table where each player guards his stack of chips, watches the nineteen
others, and waits for an opportunity to play the hand he has been dealt.
This is not a global order, but every nation for itself. And if the G-7 no longer
matters and the G-20 doesn’t work, then what is this world we now live in?”*

According to Bremmer, we now are living in a time where the world
has no global leadership since, he argues, the United States can no longer
provide such leadership to the world due to its “endless partisan combat
and mounting federal debt.”* He also argues that Europe can't provide
any leadership either as debt crisis is crippling confidence in the region,
its institutions, and its future. In his view the same goes for Japan, which
is still recovering from a devastating earthquake, tsunami, and nuclear
meltdown, in addition to the more than two decades of political and
economic malaise. Institutions like the UN Security Council, the IME
and the World Bank are unlikely to provide real leadership because they
no longer reflect the world’s true balance of political and economic power.
The fact is, a generation ago the G-7 were the world’s powerhouses, the
group of free-market democracies that powered the global economy.
Today, they struggle just to find their footing.

In Bremmer’s view, “The G-Zero phenomenon and resulting lack of
global leadership have only intensified—and analysts from conservative
political scientist Francis Fukuyama to liberal Nobel Prize winning econ-
omist Joseph Stiglitz have since written of the G-Zero as a fact of inter-
national life.”s “The G-Zero,” Bremmer continues, “won't last forever, but
over the next decade and perhaps longer, a world without leaders will
undermine our ability to keep the peace, to expand opportunity, to reverse
the impact of climate change, and to feed growing populations. The effects

will be felt in every nation of the word—and even in cyberspace.”q

* Bremmer is the president of the Eurasia Group, the world’s leading global
political risk research and consulting firm.

¥ Empbhasis is ours.

¥ Ibidem, pg 3.

® Ibidem, pg VIIL

€ Ibidem, pg 5.
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Coping With Shifting Power Dynamics
in a Multipolar World

In the past decade, the emerging markets have been growing at a much
faster pace than the advanced economies. Consequently, participation
in the global gross domestic product (GDP), global trade, and foreign
direct investment (FDI), particularly in the global financial markets, has
significantly increased as well. Such trends, according to a study con-
ducted by the Banco de Espana’s analysts Orgaz, Molina, and Carrasco,®
are expected to continue for the next few years. The global economic cri-
ses actually has fostered relevant changes to the governance of the global
economy, particularly with the substitution of the G-8 with the G-20
group as a leading international forum in the development of global eco-
nomic policies.

The G-20’s failure to effectively regulate global financial flows has
led to efforts to reclaim national sovereignty through so-called host or
home-country financial regulations, as national legislative bodies seek
control over financial flows. The impetus for both can be found in the
changing global order as it moves toward greater global balance.

For many decades various other groups, such as the G-7; the Non-
aligned Movement; India, Brazil, South Africa (IBSA); and the BRICS,
to name the main ones, have been applying some informal pressure,
largely reflecting the continued north-south or advanced versus emerg-
ing markets, divide into global geopolitics and wealth. Although financial
analysts and policy makers in the advanced economies tend to view the
G-20 as a venue to build and extend the outreach of global consensus
on their policies, such expectations have been changing due to the estab-
lishment of a loose coalition with a distinctly contrarian view on many
global issues. This is particularly true in regard to the role of the state in
development and on finance.

This loose coalition, which has become more prominent since the
global financial crises of 2008, is spearheaded by the BRICS (the “S” is
for South Africa), led by China. While Chapter seven provides a more
in-depth discussion on the role of the BRICS in this process, for now it is
important to note how the BRICS countries are able to apply pressure on

the G-20 group, particularly to advanced economies.
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The BRICS cohort within the G-20 has a combined GDP three
times smaller than that of the G-7. Nonetheless, the gap between the
two decreases every year and is expected to disappear within the next two
decades, if not sooner. Even more importantly, most of the economic
growth within the G-20 is coming from the BRICS (and other emerging
and so called “frontier” markets) rather than from the advanced econo-
mies (the G-7). Hence, while there are many other geopolitical dynamics
playing out within the G-20, we believe the most important play at the
moment and in the next two decades is a battle for strategic positioning
by the advanced economies versus the emerging markets, who are led by
the BRICS. Even more important is to watch as the BRICS jockey for
support from other G-20 members such as Indonesia, Mexico, Saudi Ara-
bia, and Turkey. While some allegiances may appear obvious, economic
and political benefits often pull in opposite directions, leaving policy
makers with difficult choices to make.

In order for the G-20 countries to continue to build on their collective
success in the management of the global financial crisis, it is imperative
for them to place more emphasis on global trade and financial reform.
These elements are at the core of global trade and economic governance.
Unfortunately, advanced economies, particularly in North America and
Europe, are heading in a different direction than the emerging ones, par-
ticularly the BRICS, as a result of the shifting power dynamics in an
increasingly multipolar world. In the past decade China prominently has
exercised this shift.

Such shifting of power dynamics, or the fight to control it, is per-
haps most evident in the efforts toward exclusive trade agreements in the
Atlantic and Pacific oceans, such as the Transatlantic Trade and Investment
Partnership (TTIP), where discussions began in July of 2013 between
the United States and Europe. Similarily, the Trans-Pacific Partnership
(TPP) also discussed collaborating with eleven other countries, including
Japan.

TTIP’s purpose is to remove the regulatory differences between the
United States and European nations, but purposely or not, the agreement
enables a remarkable ability for big business to sue governments, which
may be trying to defend their citizens. It would allow a secretive panel

of corporate lawyers to overrule the will of government and destroy legal
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protections. It is a concern to government institutions, especially since
defenders of sovereignty are not saying much.

For example, during its financial crisis, and in response to public anger
over rocketing charges, Argentina imposed a freeze on people’s energy and
water bills. In response, the international utility companies, whose vast
bills had prompted the government to act, sued the federal government.
For this and other such crimes, it has been forced to pay out over a billion
dollars in compensation. Another example is El Salvador, were local com-
munities managed at great cost (three campaigners were murdered) to
persuade the government to refuse permission for a vast gold mine, which
threatened to contaminate their water supplies. The Canadian company,
which sought to dig the mine, is now suing El Salvador for $315 million—
for the loss of its anticipated future profits.’

As a trade and investment agreement, TTIP’s main objective is to
drive growth and create jobs by removing trade barriers in a wide range
of economic sectors, making it easier to buy and sell goods and services
between the EU and the United States. A research study conducted by
the Centre for Economic Policy Research, in London-UK, titled Reducing
Trans-Atlantic Barriers to Trade and Investment: An Economic Assessment,'°
suggests that TTIP could boost the EU’s economy by €120 billion euros
($197 billion), while also boosting the U.S. economy by €90 billion
euros ($147.75 billion) and the rest of the world by €100 billion euros
($164.16 billion).

The success of TTIP and TPP could undermine the future viability of
the World Trade Organization (WTO) as a global trade forum, such as
the Doha Round. Although not isolated, China is party to neither group.
The unspoken concern is that the two agreements are aimed at ensuring
continued Western control of the global economy by building a strong
relationship between the euro and the dollar while constraining and con-
taining a growing and increasingly assertive China.

Since 2010, the United States has been negotiating a secret trade deal,
that is, the TPP. If approved by Congtess, this pact between the United
States and 11 or 12 of America’s Pacific Rim trade-partners would govern
40 percent of U.S. imports and exports. So far, the negotiations have been
conducted under tight security; for good reason, as there are big problems

with the TPP. It suffers from a severe lack of transparency, particularly as
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' B Negotiating countries
» /’ [ Invited to join negotiations
[ Interested in joining negotiations

Figure 1.4 The Trans-Pacific Partnership eleven member countries

U.S. negotiators push for the adoption of copyright measures far more con-
straining than currently required by international treaties, including the
polemic Anti-Counterfeiting Trade Agreement (ACTA). The treaty, while
also attempting to rewrite global rules on intellectual property enforce-
ment is nonetheless a free trade agreement, which (as of fall 2013) is being
negotiated by twelve countries. As depicted in Figure 1.4, these countries
include the United States, Japan, Australia, Peru, Malaysia, Vietnam, New
Zealand, Chile, Singapore, Canada, Mexico, and Brunei Darussalam.
According to Bob Burnett,'! a retired Silicon Valley executive, there

are major problems with TPP as it stands today:

1. U.S. trade negotiators want TPP to get special, “fast-track” treatment
from Congress. While Congress has the legal duty to oversee trade
agreements, in the past it has given up some of that responsibility
to the president. Under a fast-track arrangement, trade agreements
such as TPD, would simply get an up or down vote without Con-
gress delving into the details. The previous fast-track authorization
lapsed in 2007 and now the Obama administration wants Congress
to restore it so that TPP will be approved with a minimum of fuss.

Interestingly, most Republicans are willing to give fast-track trade
authority to President Obama even though they don't trust him on
other issues, primarily because powerful transnational corporations
want the Trans-Pacific Partnership to be approved. The U.S. Chamber
of Commerce stated, “Completing the TPP would pay huge dividends
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for the United States. The agreement would significantly improve

U.S. companies’ access to the Asia-Pacific region, which is projected

to import nearly $10 trillion worth of goods in 2020.”*

2. TPP doesn’t include China. The TPP partners are Australia, Brunei,
Chile, Japan, Malaysia, Mexico, New Zealand, Canada, Peru,
Singapore, Vietnam, and potentially Korea. But the Economic Policy
Institute reported that since 2001, “the U.S. has lost 2.7 million
jobs... due to growing trade deficits with China.”'* The American
Manufacturing website noted that approximately 40 percent of the
U.S. trade deficit is due to China.

3. Free-trade agreements, such as TPP, haven’t protected U.S. jobs.
Public Citizen reported that since 1994, “the [free-trade agreement]
deficit surge implies the loss of nearly one million American jobs.”'?
Public Citizen said, “wherever there were free-trade agreements, U.S.
trade deficits increased, and in the countries not covered by free-
trade agreements, our deficits decreased.”

4. If TPP were to be approved, most of the benefit would go to cor-
porations and the rich. Public Citizen reported, “The TPP would

mean wage losses for all but the richest 10 percent of U.S. workers.”{

Overall, the TPP will affect countries beyond the 11 that are currently
involved in negotiations. Like ACTA, the TPP Agreement is a multilat-
eral agreement that will be used to create new heightened global intellec-
tual property (IP) enforcement norms. Countries that are not privy to
the negotiation will likely be asked to accede to the TPP as a condition
of bilateral trade agreements with the United States and other TPP mem-
bers, or evaluated against the TPP’s copyright enforcement standards in

the annual Special 301 process administered by the U.S. Trade Rep.

The Impact of Indebtedness of the Advanced

Economies on Emerging Markets

In September 2013, Canadian Prime Minister Stephen Harper vehe-

mently urged G-20 leaders not to lose sight of the vital importance of

* hteps://www.uschamber.com/issue-brief/trans-pacific-partnership

T Ibidem.
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reining in debt across the group. This comes after several years of defi-
cit-fueled stimulus spending and sticking to a common refrain in the face
of weak recoveries among member countries, including Canada. Specifi-
cally referring to the risk of accumulating public debt points, Mr. Harper
also acknowledged that recoveries from the financial crisis that started five
years ago have been disappointing because many of the advanced econ-
omies continue to grapple with high unemployment, weak growth, and
rising income inequality.

Since the economic crisis of 2008, the United States and its financial
analysts and politicians have been very vocal with ideas of fiscal c/iffs, debt
ceiling, and defaults. To some extent, the situation is not much different
among the EU block. Debt to GDP ratios and deficit figures have been
touted as omens of financial failure, and public debt has been heralded
as the harbinger of an apocalypse. The truth of the matter is that many
countries around the world, especially in the emerging markets during
the 70s and 80s, had experienced large amounts of debt, often in excess of
100 percent of GDP, as advanced economies are experiencing right now.
Nonetheless, what is different this time is that while emerging markets
had most of their debt in external markets and denominated in foreign
currencies, they also had differing structures and institutions than the
advanced economies.

Thelastquarter of the (19th) century wasa period of large accumulation
of debt due to widespread infrastructure building in advanced economies
around the globe, mainly due to the new innovations at the time, such
as the railroads. As these economies expanded and continued to invest in
infrastructure, much debt was created. This was true during World War I
(WWTI) which reflected the military spending undertaken during the war-
time period, and immediately after that during the reconstruction period.
Another period of large debt was amassed during and post—World War
II (WWII). In this case, some of these debt levels started to build a bit ear-
lier, as a result of the great recession, but most were the result of WWIL.
Finally, we have the period where most governments and policymakers of
advanced economies struggled to move from the old economic systems
to the current one. During these four different periods, most advanced
economies experienced 100 percent or more debt to GDP ratios at least

one or more times. The dynamics of debt to GDP ratios are in fact very
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diverse; their effects are widely varied and based on a variety of factors.
Take for example the case of the UK in 1918, the United States in 1946,
Belgium in 1983, Italy in 1992, Canada in 1995, and Japan in 1997. All
of these countries went through a process of indebtedness, each with a full
range of outcomes.

In the case of England, policymakers tried to return to the gold stan-
dard at pre-WWTI levels to restore trade, prosperity, and prestige, and to
pay off as much debt, as quickly as possible to preserve the image of
British good credit. They sought to achieve these goals through policies
that included thrift saving. Their efforts did not have the intended effects.
The dual pursuit of going back to a strengthened currency from a deval-
ued one and, along with, the pursuit of fiscal austerity seemed to be a
deciding factor in the failure. Trying to go back to the gold standard that
had not depreciated made British exports less attractive than those of sur-
rounding countries who had not chosen this path. Consequently, exports
were low. To combat this, British banks kept interest rates high. Those
high interest rates meant that the debt the country was trying to pay off
increased in value and the country’s slow growth and austerity did not
give them the economic power to pay off the debts as they wanted. In
trying to maintain integrity and the image of “old faithful Britain,” the
policymakers ruined their chances for swift recovery.

In the United States, policymakers chose not to control inflation, and
kept a floor on government bonds. Over time, these ideas changed and
bond protection measures were lifted. In turn, the governments ability to
intervene in inflation situations changed. The United States experienced
rapid growth during this time, partially due to high levels of monetary
inflation, but that inflation, even though it would “burst” at the start of
the Korean War, allowed the United States to pay off much of its debt.
This, coupled with the floor on U.S. bonds, created a favorable post high
debrt level scenario.

Japan’s initial response to its debt situation was the cutting of infla-
tion rates and the introduction of fiscal stimulus programs. This response
did not have the intended effect, as currency appreciated. The underlying
issues that had helped to cause the high debt to GDP ratios were still pres-
ent, and would be until 2001, when the government committed to boost-

ing the country’s economy through policy and structure changes. Japan
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still has a very high debt to GDP ratio, but the weaknesses in the banking
sector have been fixed, and the country seems to be on a path to recovery.

Italy’s attempts at fiscal reform included changes to many social pro-
grams, including large cuts to pension spending. The reforms, though,
were not implemented quickly enough and did not address enough of
the demographic issues to make a large impact. It wasn't until later that
further fiscal consolidation was achieved. It is important to note that
Italy’s GDP growth did not help reduce debt during this period, and thus
remained very weak.

Belgium used similar kinds of fiscal consolidation plans to those of
Italy, but those plans were more widespread and implemented at a more
rapid pace. The relative success of these initial fiscal consolidations helped
to further growth and reduction of the debt to GDP ratio. These plans
also fueled another round of successful consolidation when the country
needed it to enter the EU.

Canada’s initial reaction included fiscal changes such as tax hikes and
spending cuts; a plan of austerity. The plan failed and deepened the coun-
try’s debt. The second wave of fiscal consolidation was aimed at fixing
some of the structural imbalances that had caused the debt levels in the
first place. It worked, helped along by the strengthening of economic con-
ditions in surrounding countries, mainly the United States. The Cana-
dian example shows that the external conditions are just as important for
success as the policies or missions taken on within the country experienc-
ing high debt ratios.

From all of these examples, we have an idea of the impact that
advanced economies have on each other as well as on emerging markets.
In an intertwined global economy, imbalances in one country’s econ-
omy impact virtually every other country in the world. The extent of the
impacts and mitigation will always vary depending on internal and exter-
nal market conditions, as well as policy development. Similarly solutions,
like the U.S. inflation adjustments, may not work today or in another
country. For instance, if we take the global financial crises that started
in 2008, allowing inflation levels to rise could pose risks to the financial
institutions, and could lead to a globally less—integrated financial system.

The most pertinent example would appear to be the kind of fiscal

policies used in Canada, Belgium, and Italy. All three countries actempted
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to achieve low inflation, but their other policy reforms varied in success.
More permanent fiscal changes tend to create more prominent and lasting
reductions to debt levels. Even then, a country must be exposed to an
increase in external demands if the country’s recovery is going to mirror
the successful cases cited earlier. Consolidation needs to be implemented
alongside measures to support growth and changes that address structural
issues. The final factor to note is that even with a successful plan, the
effects of the plan take time. Debt level reductions will not be quick in

today’s global and interwoven economies.

The Crisis Isn’t Over Yet

Advanced economies, specifically in the EU and the United States are still
dealing with the global financial crises that started in 2008. Despite the
positive rhetoric of policy makers and governments on both sides of the
Atlantic, Harvard economist Carmen Reinhart feels that the crisis is not
yet over. She alleges that both the U.S. Federal Reserve and the European
Central Bank (ECB) are keeping interest rates low to help governments
out of their debt crises. In the past and as shown in the historial exam-
ples, central banks are bending over backwards to help governments of
advanced economies to finance their deficits.

As was mentioned earlier in this chapter, after WWII all countries
that had a big debt overhang relied on financial repression to avoid an
explicit default, and governments imposed interest rate ceilings for gov-
ernment bonds. Liberal capital-market regulations and international cap-
ital mobility at the time reached their peak prior to WWI under the gold
standard. But, the Great Depression, followed by WWII, put the final
nails in the coffin of laissez-faire banking.* It was in this environment
that the Bretton Woods arrangement of fixed exchange rates and tightly
controlled domestic and international capital markets was conceived. The
result was a combination of very low interest rates and inflationary spurts
of varying degrees across the advanced economies. The obvious results

were real interest rates—whether on treasury bills, central bank discount

* An economic theory from the 18th century that is strongly opposed to any

government intervention in business affairs
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Figure 1.5 Real interest rates frequency distributions: advanced
economies, 1945-2011

rates, deposits or loans—that were markedly negative during 1945 to 46.
For the next 35 years, real interest rates in both advanced and emerg-
ing economies would remain consistently lower than during the eras of
free capital mobility, including before and after the financial repression
era. Ostensibly, real interest rates were, on average, negative. The fre-
quency distributions of real rates for the period of financial repression
(1945 to 1980) and the years following financial liberalization highlight
the universality of lower real interest rates prior to the 1980s and the
high incidence of negative real interest rates in the advanced economies
(Figure 1.5). Reinhart and Sbrancia'# (2011) demonstrate a comparable
pattern for the emerging markets.

Nowadays, however, monetary policy is doing the job, but unlike
many policy makers would like us to believe these economies are sel-
dom able to break out of debt. Money to pay for these debts must come
from somewhere. Reinhart* (2011) believes those advanced economies

in debt today must adopt a combination of austerity to restrain the trend

* Ibidem.
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of adding to the stack of debt and higher inflation. This is effectively a
subtle form of taxation and consequently will cause a depreciation of the
currency and erode people’s savings.

We do not advocate for or against current central bank policies in
these economies; this is not premise of this book. Advanced economies,
however, do need to deal with their debt as these high debt levels prevent
growth and freeze the financial system and the credit process. As long
as emerging markets continue to depend heavily on the exports of these
advanced economies, they too will be negatively impacted. We believe,
however, that the debt of the United States and the EU, in particular,
affects the global economy significantly. The current central bank policies
are not effective; as money is being transferred from responsible savers to
borrowers via negative interest rates.

In essence, when the inflation rate is higher than the interest rates paid
on the markets, the debts shrink as if by magic. As dubbed by Ronald
McKinnon® (1973), the term financial repression describes various pol-
icies that allow governments to capture and wunder-pay domestic savers.
Such policies include forced lending to governments by pension funds and
other domestic financial institutions, interest-rate caps, capital controls,
and many more. Typically, governments use a mixture of these policies to
bring down debt levels, but inflation and financial repression usually only
work for domestically held debt. The eurozone is a special hybrid case. The
financial repression implemented by advanced economies is designed to
avoid an explicit default on the debt. Unfortunately, this is not only inef-
fective in the long run but also unjust to responsible taxpayers. Eventually
public revolts may develop, such as the ones already witnessed in Greece
and Spain. Governments could write off part of the debt, but evidently no
politician would be willing to spearhead such write-offs. After all, most cit-
izens do not realize their savings are being eroded and that there is a major
transfer of wealth taking place. Undeniably, advanced economies around
the world have a problem with debt. In the past, several tactics, including
financial repression, have dealt with such problems, and now it seems, debt
is resurging again in the wake of the global and eurozone crises.

Financial repression, coupled with a steady dose of inflation, cuts
debt burdens from two directions. First the introduction of low nominal

interest rates reduces debt-servicing costs. Secondly, negative real interest
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rates erode the debt-to-GDP ratio. In other words, this is a tax on savers.
Financial repression also has some noteworthy political-economic proper-
ties. Unlike other taxes, the “repression” tax rate is determined by financial
regulations and inflation performance, which are obscure to the highly
politicized realm of fiscal measures. Given that deficit reduction usually
involves highly unpopular expenditure reductions and tax increases of
one form or another, the relatively stealthier financial repression tax may
be a more politically palatable alternative for authorities faced with the
need to reduce outstanding debts. In such an environment, inflation, by
historic standards, does not need to be very high or take market partici-
pants entirely by surprise.

Unlike the United States, which is resorting to financial repression,
Europe is focusing more on austerity measures; despite the fact inflation
is still at a low level. Notwithstanding, debt restructuring, inflation, and
financial repression, are not a substitute for austerity. All these measures
reduce a country’s existing stock of debt, and as argued by Reinhart,'
policy makers need a combination of both to bring down debt to a sus-
tainable level. Although the United States is highly indebted, an advan-
tage it has against all other advanced economies is that foreign central
banks are the ones holding most of its debts. The Bank of China and the
Bank of Brazil, two leading BRICS emerging economies, are not likely
to be repaid. It does not mean the United States will default. We don’t
know that, no one does. It actually doesn’t have to explicitly default since
if you have negative real interest rates, the effect on the creditors is the
same, a transfer from China and Brazil, as well as other creditors to the
United States.

The real risk here for the United States, EU, and other advanced
economies is that creditors may decide not to play along anymore, which
would cause interest rates on American government bonds to climb. This
act would be similar to the major debt crises of Greece and Iceland and
what was happening in Spain until the ECB intervened. We believe the
U.S. Federal Reserve Bank, and likely the ECB, is prepared to continue
buying record levels of debt for as long as it takes to jump-start the econ-
omy. To counter the debasement of the dollar, China’s central bank is
likely continue to buy U.S. treasury bonds in a constant attempt to stop

the export of inflation from the United States into its economy and by
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preventing the renminbi from appreciating. In an attempt to save their
economies from indebtedness, advanced economies are raging what Jim
Rickards calls a currency war against the emerging markets and the rest
of the world.

We believe the combination of high public and private debts in the
advanced economies and the perceived dangers of currency misalignments
and overvaluation in emerging markets facing surges of capital inflows,
are causing pressures toward currency intervention and capital controls,
interacting to produce a home-bias in finance, and a resurgence of finan-
cial repression. At present, we find that emerging markets, especially
the BRICS, are being forced to adopt similar policies as the advanced
economies—hence the currency wars—but not as a financial repression,
but more in the context of macroprudential regulations.

Advanced economies are developing financial regulatory measures to
keep international capital out of emerging economies, and in advanced
economies. Such economic controls are intended to counter loose mon-
etary policy in the advanced economies and discourage the so-called Aoz
money*, while regulatory changes in advanced economies are meant to
create a captive audience for domestic debt. This offers advanced and
emerging market economies common ground on tighter restrictions on
international financial flows, which borderlines protectionism policies.
More broadly, the world is witnessing a return to a more tightly regulated
domestic financial environment, that is, financial repression.

We believe advanced economies are imposing a major strain on global
financial markets, in particular emerging economies, by exporting infla-
tion to those countries. Because governments are incapable of reducing
their debts, central banks are pressured to get involved in an attempt to
resolve the crisis. Reinhart argues that such a policy does not come cheap,
and those responsible citizens and everyday savers will be the ones feeling
the consequences of such policies the most. While no central bank will
admit it is purposely keeping interest rates low to help governments out
of their debrt crises, banks are doing whatever they can to help these econ-

omies finance their deficits.

* Capital that is frequently transferred between financial institutions in an

attempt to maximize interest or capital gain.
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The major danger of such a central bank policy, which can be at first
very detrimental to emerging markets that are still largely dependent on
consumer demands from advanced economies, is that it can lead to high
inflation. As inflation rises among advanced economies, it is also exported
to emerging market’s economies. In other words, as the U.S. dollar and
the euro debases and loses buying power, emerging markets experience
an artificial strengthening of their currency, courtesy of the U.S. Federal
Reserve and the ECB. In turn, this causes the prices of their goods and
services to also increase and hurts exports in the process.

Figure 1.5, shown earlier, strikingly shows that real export interest
rates (shown for treasury bills) for the advanced economies have, once
again, turned increasingly negative since the outbreak of the crisis in
2008. Real rates have been negative for about one half of the observa-
tions, and below one percent for about 82 percent of the observations.
This turn to lower real interest rates has materialized despite the fact that
several sovereigns have been teetering on the verge of default or restruc-
turing. Indeed, in recent months negative yields in most advanced econ-
omies, the G-7 countries, have moved much further outside the yield
curve, as depicted in Figure 1.6.

No doubt, a critical factor explaining the high incidence of negative

real interest rates in the wake of the crisis is the aggressive expansive stance
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of monetary policy, particularly the official central bank interventions in
many advanced and emerging economies during this period.

At the time of this writing in the fall of 2013, the levels of public debt
in many advanced economies is at their highest levels, with some econ-
omies facing the prospect of debt restructuring. Moreover, public and
private external debts, which we should not ignore, are typically a volatile
source of funding, are at historic highs. The persistent levels of unem-
ployment in many advanced economies also are still high. These negative
trends offer further motivation for central banks and policy makers to
keep interest rates low, posing a renewed taste for financial repression.
Hence, we believe the final crisis isn’t over yet. The impact that advanced
economies are imposing on emerging markets, and its own economies, is

only the tip of a very large iceberg.






CHAPTER 2

The Counter-Influence
of Emerging Markets
Across the Globe

Overview

The emerging markets have been the source of global economic growth
for quite some time now, with far-reaching effects to the rest of the
world, in particular to advanced economies. It is not news that emerging
markets have become the sweethearts of the financial press and a favorite
talking point of governments, foreign trade advisors, and corporations
worldwide. Although these markets were best known in the past as a com-
modity paradise, or the place to go for natural resources, cheap labor,
or low manufacturing costs, emerging markets today are positioned for
growth. Rapid population development, growing middle-class, and sus-
tained economic development are making many international investors
and corporations look to emerging markets with new lenses.

Economic theorists’ corroborate this point by arguing that free FDI
across national borders is beneficial to all countries, as it leads to an effi-
cient allocation of resources that raises productivity and economic growth
everywhere. Although in principle this is often the case, at this time, for
emerging markets, the situation is a bit different. It is much more apparent
now, when we look at country indicators from sources such as the IMF
or World Bank, that large capital inflows can create substantial challenges
for policymakers in those market economies. After the global financial
crisis of 2008 to 2009, net private capital flows to emerging markets
surged and have been volatile since then. This raises a number of concerns
in those recipient economies. As advanced economies issued robust mon-

etary stimuli to revive their sluggish economies, emerging markets faced
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an overabundance of foreign investments amid strong recoveries. Hence,
policy tensions rapidly ensued between these two groups of economies.
As strong FDI, mainly private net capital, was injected into emerging
markets economies, both in pre- and postglobal financial crisis periods,
policymakers in those emerging economies reacted by actually reversing
the flow of capital back into advanced market economies. This often
resulted in an effort to control local currency appreciation, and fend off
the exporting of inflation from advanced economies into these markets.

Therefore, we are all witnessing a rapid development in the global
trade landscape, one that hitherto was dominated by advanced econo-
mies, with trading policies developed typically by members of the G-8
group of nations. Some members of the G-8 group though are beginning
to lose their influence to emerging economies, as a result of profound
changes the global markets are undergoing. One of the most important
changes, henceforth the consequences of which still remain to be under-
stood fully, is the growing role of the G-20 countries as new policymakers
for international trade and fast developing emerging markets.

These groups of emerging economies, however, are not easy to define.
While the World Bank coined the term emerging countries more than a
quarter of a century ago, it only started to become a household term in
the mid-1990s.* After the debt crises of the 1980s, several of these rapidly
developing economies gained access to international financial markets,
while at the same time they had liberalized their financial systems, at least
far enough to enable foreign investors broad access into their markets.'
From a small group of nations in East Asia, these groups of emerging
economies have gradually grown to include several countries in Latin
America, Central and Eastern Europe, and the Middle East, as well as
a few countries in Africa. The leading groups today are the Associa-
tion of South East Asian Nations (ASEAN), the BRICS, the CIVETS,
and Middle East and North Africa (MENA), in addition to what Jim
O’Neil calls the N-11, or Next-11 emerging economies, a focus of much

discussion in this book.

* The term was coined in 1981 by Antoine W. van Agtmael of the Interna-
tional Finance Corporation of the World Bank, http://www.investopedia.com/
articles/03/073003.asp, last accessed on October 29, 2013.
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When studying emerging markets today, it is important to under-
stand how the global economy is changing, what the world will look like
tomorrow, five years from now, a decade from now, and how it will impact
cach of us. The weight of the emerging markets is already significant and
being felt throughout the advanced economies and it is likely to expand
further. The implications of the rise of the emerging markets on the world
economy, some of which is already evident and will be discussed later in
this chapter, cannot be disregarded by governance of the global economy

organizations.

The Influence of Emerging Markets Across the Globe

The impact and influence of emerging markets on advanced economies
and global trade is impressive. Today, these countries constitute over half
of the world’s population, with China and India accounting for over one
third of it. As a result of intense economic transformations many of these
emerging economies are facing rapid urbanization and industrialization.
As of 2013, as shown in Figure 2.1, nine of the ten largest metropolitan
areas in the world are located in emerging markets.

By 2050, the world’s population is expected to grow by 2.3 billion
people, reaching about 9.1 billion. By then most of the world’s new mid-
dle class will be living in the emerging economies of the world, and most
of them in cities. Many of these cities have not yet been built, unless you

count the plethora of ghost cities in China; cities built with the entire

Top 10 largest cities in the World 2013

Emerging — Advanced Population

10.  Cairo, Egypt 19.6m
9. Sao Paulo, Brazil 19.8m
8. Shanghai, China 20.8m
7. Mexico City, Mexico 21.2m
6. Manila, Philippines 21.9m
5. New Delhi, India 22.2m
4. Seoul, South Korea 25.2m
3. Jakarta, Indonesia 28.0m
2. Chongqing, China 28.8m
1. Tokyo, Japan 35.1m

Figure 2.1 Top 10 largest cities in the world, 2013

Source: IMF World Outlook (2013).
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necessary infrastructure. Physical infrastructure, such as water supply, san-
itation and electricity systems, and soft infrastructure, such as recruitment
agencies and intermediaries to deal with customer credit checks, will need
to be built or upgraded to cope with the growing urban middle class.

As far as purchasing power, by 2030 the combined purchasing power
of the global middle classes is estimated to more than double to $59
trillion. Most impressive, over 80 percent of this demand will come from
Asia alone. That will come at a price though, as it will require an esti-
mated $7.9 trillion in investments by 2020. Meeting these needs will
likely entail public-private partnerships, new approaches to equity fund-
ing, and the development of capital markets.

Also impressive is the increasing size of these economies. The growth
of economic strength of the BRIC countries alone is leading to greater
power to influence world economic policy. Just recently, in October of
2010 emerging economies gained a greater voice under a breakthrough
agreement that gave six percent of voting shares in the IMF to dynamic
emerging countries such as China. As a result China became the IMF’s
third largest member. According to the IMF, and as depicted in Figure 2.2,
by 2014 emerging markets are poised to overtake advanced economies in
terms of share of global GDP.

As 0f 2013, as Figure 2.2 shows, emerging markets already account for
about 50 percent of world’s GDP and going forward, its contribution is
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Figure 2.3 Emerging markets have driven global GDP growth for
more than a decade

Source: IMF.

expected to be higher than advanced economies. Not only are these econ-
omies enormous, but also they are growing exponentially. As Figure 2.2
also illustrates the divergence between the economic growth of emerging
markets and advanced economies is projected to continue in the years to
come. Figure 2.3 shows that since 2000, emerging markets have driven
global GDP growth.

The data indicates that emerging markets are now one of the main
engines of world growth. As a result, emerging countries™ citizens have
reaped the benefits of such rapid development with higher standards of
living, fostering the growth of a huge middle-class with discretionary
income to spend in goods and services, and thus impacting advanced
economies in a very positive way.

These billions of new middle class consumers in the emerging mar-
kets represent new markets for advanced economies’ exports and multina-
tional corporations based in developed countries. Ford Motor Company,
for example, draws almost 47 percent of its revenues from foreign mar-
kets, mainly from emerging markets. Also, strong growth in emerging
markets increases the demand for those goods and tradable services where
the advanced economies have comparative advantages.

According to the Economist Intelligence Unit the change in real
GDP per capita in emerging markets has significantly surpassed that of
advanced economies. Figure 2.4 shows a striking contrast. As of 2011 per
capita GDP has risen substantially faster in many emerging market coun-

tries as compared to advanced economies. The top 10 are all emerging
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Figure 2.4 The change in real GDP per capita in emerging markets
has surpassed advanced economies by far

markets in Asia, South America, and Eastern Europe. China topped the
world with nearly a 35 percent change in real GDP per person, followed
by India, which had a rate change of more than 20 percent. Argentina and
Brazil also grew significantly, as did Poland, Turkey, and Russia. Advanced
economies, however, are debt-burdened and have detracted. Ireland and
Greece have declined more than 10 percent. During the same period, the
United States had the seventh worst change in real GDP per capita.
These are fairly known macroeconomic facts. Perhaps even more strik-
ing is the microeconomic evidence of the economic success of emerg-
ing markets in the last decade and beyond. For instance, according to
Forbes” Global 2000 ranking, four out of the 20 largest companies in the
world, in terms of market value, are from emerging markets.” From these
four companies, two oil and gas firms, one Russian (Gazprom) and one
Chinese (PetroChina) rank among the top 10. Also according to Forbes,?
seven of the 24 richest individuals in the world are from the emerging
markets, including Carlos Slim Helu (3rd), from Mexico; Li Ka-shing
(9th) from Hong Kong; Prince Alwaleed Bin Talal Alsaud (13th), from
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Saudi Arabia; Mukesh Ambani (14th) from India; Anil Ambani (18th)
also from India; Azim Premji (21st) from India; and Lee Shau Kee (22nd)
from Hong Kong.

If the present looks promising for emerging market economies, their
potential future seems even brighter. According to available projections
for long-term growth, based on demographic trends and models of
capital accumulation and productivity, emerging markets are likely to
become even more prominent in the world economy looking forward
than they are today. Of course, political instabilities need to be accounted
for, especially in the short term for some of these countries facing politi-
cal turmoil. Nonetheless, a number of studies offer startling data regard-
ing the growth prospects of emerging markets. According to a study by
Wilson and Purushothaman* (2003), by 2025 the BRIC countries could
account for over half the size of today’s six largest economies; in less than
40 years, they could be even larger. Other studies, such as Hawksworth®
and Poncet,® convey similar messages, notwithstanding some nominal
differences.

Emerging market leaders are expected to become a disruptive force in
the global competitive landscape. As emerging market countries gain in
stature, new multinational companies (MNCs) will continue to take cen-
ter stage in global markets. The rise of these emerging MNCs as market
leaders will constitute one of the fastest-growing global trends of this
decade and beyond. These MNCs will continue to be critical competitors
in their home markets while increasingly making outbound investments
into other emerging and advanced economies.

Many emerging market leaders have grown up in markets with
institutional voids, where support systems such as retail distribution
channels, reliable transportation and telecommunications systems, and
adequate water supply simply don’t exist. Physical infrastructure, such as
water supply, sanitation and electricity systems, and soft infrastructure,
such as recruitment agencies and intermediaries to deal with customer
credit checks, are still being developed, if they exist at all, in order to cope
with the growing urban middle class.

Addressing such concerns will require several trillions of dollars in
investments by 2020, which could be very good news for advanced
economies and professionals with an eye on and expertise with interna-

tional businesses. Meeting these needs will likely entail public-private
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partnerships, new approaches to equity funding, and the development of
capital markets.

Having learned to overcome the challenges of serving customers of
limited means in their own domestic markets, these emerging MNC
market leaders are already developing and producing innovative designs,
while reducing manufacturing costs and often disrupting entire industries
around the world. As a result, these companies possess a more innovative,
entreprencurial culture and have developed greater flexibility to meet the
demands of their local and boztom-of-the-pyramid customers.

The developments we observe today, with the rapid rising of emerging
markets outpacing advanced economies, are likely to be the precursor of a
profound rebalancing in the distribution of world output in the very near
future. Of course, it cannot be excluded that this process might well be
“nonlinear,” with episodes of discontinuity, perhaps also including finan-

cial crises somewhere down the line.

The Influences of the ASEAN Bloc

Many emerging market countries that previously posed no competitive
threat to advanced economies now do. The financial crisis that started
in mid-1997 in Southeast Asia, and resulted in massive currency depre-
ciations in a number of emerging markets in that region, spilled over to
many other emerging nations as far as Latin America and Africa. But
such crisis since then has subsided, as these same regions were the first to
recover from the latest crisis of 2008. The intense currency depreciation
in Asia during the late 90s has positioned the region for a more competi-
tive landscape across global markets.

According to an Organization for Economic Cooperation and
Development (OECD) report’ and as depicted in Figure 2.5,* although
these emerging market economies in Asia have experienced massive
exchange rate depreciations, they also have reinforced their absolute cost
advantages given the increasing importance of these economies in world
trade. Countries such as Thailand, Indonesia, and South Korea, which

were impacted the most during the 1990s are now emerging market

* Source: http://www.oecd.org/eco/outlook/2088912.pdf
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Percent®
vis-a-vis vis-a-vis vis-a-vis
U.S. dollar Japanese yen | Deutsche mark
China 0 13 5
Chinese Taipei -15 -3 10
Hong Kong, China 0 13 5
Indonesia -176 -13 -5
Korea —40 =32 -37
Malaysia -32 -22 -28
Philippines =32 -24 -29
Singapore 11 1 7
Thailand —40 =32 =37

a = Changes between July 1, 1997, and March 18, 1998.

Figure 2.5 Changes in Asian emerging market economies exchange
rates since mid-1997

leaders, representing a major shift in the global competitive landscape.
We believe this is a trend that will continue to strengthen as these coun-
tries grow in size, establish dominance, and seek new opportunities
beyond their traditional domestic and near-shore markets.

Meanwhile, advanced economies in the G-7 group are still struggling
with indebtedness. The United States continues to deal with debt ceil-
ing adjustments to cope with its everincreasing government debt while
the eurozone is far from solving its own economic problems. Conversely,
despite inevitable risks and uncertainties, Southeast Asia registered solid
economic growth in 2012 and continues to be on an upward trajectory
for the foreseeable future, as China’s economy stabilizes and higher levels
of foreign direct investment (FDI) are pouring in.

The ASEAN is an organization of countries located in the Southeast
Asian region that aims to accelerate economic growth, social progress,
and cultural development among its members and to promote regional
peace. The region has undergone a period of substantial resurgence after
the 1997 through 1998 Asian financial crises and has been playing second
fiddle to more industrialized economies in Asia-Pacific, which manage to
attract the majority of capital inflows. What we've seen since the financial
crisis, however, is that ASEAN has been showcasing its ability to recover

and advance its position within global markets.
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Figure 2.6 List of ASEAN member countries as of 20128

Source: ASEAN.

As 0f2012, the ASEAN bloc is comprised of ten member states includ-
ing Brunei Darussalam, Cambodia, Indonesia, Laos PDR, Malaysia,
Myanmar, Philippines, Singapore, Thailand, and Vietnam, as shown in
Figure 2.6.

Studies carried out by the Asian Development Bank Institute (ADBI)’
suggests that the emergence of international production networks in East
Asia results from market-driven forces such as vertical specialization and
higher production costs in the home countries and institutional-led ini-
tiatives, such as free trade agreements. For instance, the region has expe-
rienced significant growth in the trade of parts and components since the
1990s, especially with China, who is one of the important major assem-
bly bases. In addition, the decline in the share of parts and components
trade in several members of the ASEAN bloc, such as Indonesia and Thai-
land, indicates the increasing importance of the bloc countries as assem-
bly bases for advanced economies such as Japan, and its multinational
enterprises (MNEs). China and Thailand are becoming important auto
parts assembly bases for Japan and other advanced economies, attracting
foreign investments into those countries, raising their GDP and contrib-
uting more to the emergence of international production networks than

just free trade agreements. Figure 2.7 provides a list of ASEAN members
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Figure 2.7 List of ASEAN countries GDP

Source: IMF Global Outlook (2012), estimates.

and their respective GDD, as well as a comparison with major G-7 mem-
ber states, with exception to China.

Of course, the ASEAN region has had its fair share of risks and chal-
lenges, which unfortunately are not going away. ASEAN politicians,
like politicians everywhere, occasionally cave in to populist measures.
Since the crises of 2008, these populist measures have been present in
both the advanced economies and emerging markets, with only the
level of intensity as the single variant. But ASEAN’s deep commitment
to macroeconomic stability, open trade, business-friendly policies, and
regional cooperation has created the foundation for steady growth in
those regions.

This is also true for many emerging market nations around the globe
and in particular the BRICS. Nonetheless, the ASEAN region remains
among the most attractive destination for foreign investors who are run-
ning out of options in other emerging markets. Its relative political and
macroeconomic stability, low levels of debt, integration in East Asian
production networks, and open trade and investment policies are giving

the region a distinct advantage over other emerging markets around the
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Figure 2.8 Asian Economic GDP growth based on purchasing power
parity
Note: F-Forecasted.

world. As depicted in Figure 2.8, these countries have been growing at
an average rate above six percent (in 2012) a year, with Indonesia and
the Philippines exceeding GDP forecasts. Thailand, hit with devastating
floods in 2011 has now recovered and is in full swing to achieve higher
than expected GDP growth. The same goes for Malaysia, which has
enjoyed the benefits of an expansionary election budget.

According to Arno Maierbrugger, from Investvine,' the ASEAN
economy will more than double by 2020, with the nominal GDP of the
regional bloc increasing from $2 trillion in 2012 to $4.7 trillion. The
global research firm THS'" argues that Vietnam and Myanmar are expected
to reach a nominal GDP of $290 billion and $103 billion, respectively, by
2020, while Indonesia is expected to reach a projected nominal GDP of
about $1.9 trillion. The report also says that overall, emerging markets in
Asia are expected to be the fastest growing in the world and will continue to
expand. It estimated that GDP growth of emerging markets would exceed
that of developed countries in 2020, continuing to expand thereafter.

Internal macroeconomic policies and structural reforms in the
ASEAN region will continue to drive growth in the foreseeable future. The
Philippines and Myanmar should see higher GDP growth as a result of
earnest government efforts to improve economic governance. Myanmar,
after 50 years of self-imposed isolation, fear, and poverty, has rejoined
the international community, attracting fresh foreign investments, which

should yield significant growth dividends.
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In 2013, two parallel efforts toward trade integration, the ASE-
AN-driven Regional Comprehensive Economic Partnership (RCEP)
and the U.S.-driven TPP, began vying for traction beyond the ASEAN
bloc. Currently, the TPP is more advanced but faces important challenges
before it can come to closure. Discussions on the RCEP have only just
begun and also face significant obstacles, but progress could accelerate if
an agreement on the basic parameters is reached soon. Although both of
these trade agreements should be able to coexist, they not only include a
set of advanced economies, which can be very beneficial to those coun-
tries, but also represent different philosophies as to how economic inte-
gration should be achieved.

The risk to emerging markets in the ASEAN bloc and the advanced
economies partnership in trade, as in TTD, are the mounting tensions
in the South China Sea, with China facing off against Vietnam and the
Philippines. ASEAN’s diplomatic attempts to defuse the conflict have
only succeeded in raising them even further. It is important now that
under a new chair in Brunei, ASEAN countries find ways to settle their
internal differences, agree quickly on a code of conduct for the South
China Sea, and engage China early in the process so that it becomes
an important stakeholder in its implementation and international
trade.

Despite geopolitical risks in the region, one of the major catalysts
for ASEAN’s accelerated growth is its relative specialized low labor costs.
While estimates of cost levels in the manufacturing sector are not fully
available, data from OECD and the IMF suggest that over the 1975
to 1996 period, China (including Taipei) and South Korea in particu-
lar were able to maintain significantly lower levels of specialized labor
costs than any other industrialized countries for which data exist. Import-
ant to note, as argued by Durant et al."> (1998) is the fact that while in
the past these potential competitive advantages deriving from nominal
exchange rate depreciations often tended to be eroded by rising infla-
tion, there is a widespread sentiment that recent global economic and
in-country financial policy developments might have reinforced the abso-
lute cost advantage that emerging markets already might have compared
to OECD countries, which makes these markets even more competitive

internationally.
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Such arguments are reinforced by the fact that, in principle, compet-
itiveness is normally correlated with companies, which can gain and lose
market shares, and eventually even go out of business. The same cannot
be said for countries. As P. Krugman (1996) argues,'® countries cannot go
out of business and therefore we should not care about competing coun-
tries. Nonetheless, in our opinion, countries still need to be concerned
with shifts in market shares, since such shifts may indicate changes in the
composition of country output and in the living standards of that nation.
Hence, it is likely that labor cost levels in most other emerging market
economies in the ASEAN bloc also are much lower, than in other nations,
particularly advanced economies, as depicted in Figure 2.9.

We believe leading emerging markets will continue to drive global
growth. Estimates show that 70 percent of world growth over the next
decade, well into 2020 and beyond, will come from emerging markets,

with China and India accounting for 40 percent of that growth. Such

USA =100
1985 1990 1996
United States 100 100 100
Japan 4 116 169
Germany® 71 144 166
France 96 154 163
Italy 60 114 101
United Kingdom 100 158 148
Canada 84 118 102
Australia 98 118 145
Belgium 75 135 156
Denmark 97 205 218
Korea 29 51 58
Netherlands 65 122 120
Spain 49 108 100
Sweden 82 158 160
Chinese Taipei 41 70 70

Figure 2.9 Relative levels of unit labor costs in manufacturing

‘West Germany.
Source: OECD calculations based on 1990 PPPs. For details on the methodological aspects, see
OECD (1993).
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growth is even more significant if we look at it from the purchasing power
parity (PPP) perspective, which, adjusted for variation, the IMF forecasts
that the total GDP of emerging markets could overtake that of advanced
economies as early as 2014. Such forecasts also suggest that FDI will con-
tinue to find its way into emerging markets, particularly the ASEAN bloc,
but also to the fast-developing MENA bloc, as well as Africa as a whole,
followed by the BRIC and CIVETS. In all, however, the emerging mar-
kets already attract almost 50 percent of FDI global inflows and account
for 25 percent of FDI outflows.

As noted eatlier, between now and 2050, the world’s population is
expected to grow by 2.3 billion people, eventually reaching 9.1 billion.
The combined purchasing power of the global middle classes is estimated
to more than double by 2030 to $56 trillion. Over 80 percent of this
demand will come from Asia. Most of the world’s new middle class will
live in the emerging world, and almost all will live in cities, often in
smaller cities not yet built. This surge of urbanization will stimulate busi-

ness but put huge strains on infrastructure.

The Influences of the BRICS Bloc

The original BRIC countries included Brazil, Russia, India, and China.
Jim O’Neill, a retired former asset manager at Goldman and Sachs,
coined the acronym back in 2001 in his paper entitled Building Better
Global Economic BRICs."* The acronym came into widespread use as a
symbol of the apparent shift in global economic power away from the
developed G-7 economies toward the emerging markets. When we look
at the size of its economies in GDP terms, however, the order of the let-
ters in the acronym changes, with China leading the way (second in the
world), followed by Brazil (sixth), India (ninth), and Russia (tenth).* In
2010 despite the lack of support from leading economists participating
at the Reuters 2011 Investment Outlook Summit," South Africa (28th)
joined the BRIC bloc, forming a new acronym dubbed BRICS.'

It has been difficult to project future influences of the BRICS on the

global economy. While some research suggests this bloc might overtake the

* According to United Nations 2011 ranking.
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Figure 2.10 The BRICS countries: Brazil, Russia, India, China, and
South Africa

G-7 economies by 2027," other more modest forecasts, such as Goldman
Sachs, argue that while the BRICS are developing rapidly, their combined
economies could eclipse the combined economies of the current richest
countries of the world by 2050."® In his recent book titled 7he Growth
Map: Economic Opportunity in the BRICs and Beyond," O’Neil corrects
his earlier forecast by arguing the BRICS may overtake the G-7 by 2035.
Such forecast represents an amazing accomplishment considering how
disparate some of these countries are from each other geographically
and the differences in their culture and political and religious systems.
Figure 2.10 illustrates the BRICS geographical locations on the globe.
Notwithstanding these uncertain economic forecasts, researchers seem
to agree that the BRICS have a major impact on their regional trading
partners, more distant resource-rich countries, and in particular advanced
economies. The ascent of these formerly impoverished countries is gain-
ing momentum, and their confidence is evident. Former Chinese Pre-
mier Wen Jiabao stated in 2009 that China had “loaned huge amounts
of money,” to the United States, warning the United States and others
to “honor its word” and “ensure the safety of Chinese assets.” The Prime
Minister of India, Manmohan Singh, has blamed the “massive failure” of
the global financial system in 2008 on authorities in “developed societ-
ies,” but his peers all name the United States by name. Vladimir Putin,
the fourth president of Russia scorns “the irresponsibility of the system

that claims leadership,” while Luiz Indcio Lula da Silva, former President
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of Brazil, in an interview with Newsweek magazine during the G-20 Sum-
mit in London, said the United States bears the brunt of responsibility for
the crisis, and for fixing it.”

No doubt, there is a lot of global macroeconomics synergy behind
the BRICS, and the performance indicators are backing it up. As of
2012, these countries accounted for over a quarter of the world’s land

21

mass and more than 46 percent of the world’s population,?! as depicted
in Figure 2.11, although still only accounting for 25 percent of the world
GDP** Nonetheless, by 2020, this bloc of countries is expected to account
for nearly 50 percent of all global GDP growth.

Since its formation, it is clear the BRICS have been seeking to form
a political club. According to a Reuter’s article, the BRIC bloc has strong
interest in converting “their growing economic power into greater geo-
political clout.”® Granted, the BRICS bloc does not represent a political
coalition currently capable of playing a leading geopolitical role on the
global stage. That being said, over the last decade the BRICS has come
to symbolize the growing power of the world’s largest emerging econo-
mies and their potential impact on the global economic and, increasingly,
political order. All BRICS countries are current members of the United
Nations Security Council. Russia and China are permanent members
with veto power, while Brazil, India, and South Africa are nonpermanent
members currently serving on the Council. Furthermore, the combined
BRICS hold less than 15 percent of voting rights in both the World Bank
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Figure 2.12 BRICS have increased their participation and
contribution to UN budgets

and the IMF yet still their economies are predicted to surpass the G-7
economies in size by 2032. This can only strengthen their position at the
UN, IME and the World Bank.

As depicted in Figure 2.12, BRICS have stepped up their participa-
tion in the United Nations by donating large sums of money to its regular
and peacekeeping budgets. Russia has gone ahead and led the bloc by
holding the firm BRIC summit back in June of 2009 in Yekaterinburg,
issuing a declaration calling for the establishment of an equitable, demo-
cratic, and multipolar world order.** Since then, according to the Times,”
the BRICS have met in Brasilia, Brazil (2010), in Sanya, China (2011),
and in New Delhi, India (2012).

In recent years, the BRICs have received increasing scholarly atten-
tion. Brazilian political economist Marcos Troyjo and French investment
banker Christian Déséglise founded the BRICLab at Columbia Uni-
versity, a forum examining the strategic, political, and economic con-
sequences of the rise of BRIC countries, especially by analyzing their
projects for power, prosperity, and prestige through graduate courses,
special sessions with guest speakers, Executive Education programs, and
annual conferences for policymakers, business and academic leaders, and

students.”®
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The Challenge of Global Influence

The BRICS’ continuing growing economic strength is advancing toward
greater power to influence world economic policy. In October 2010, for
example, emerging economies gained a greater voice under a landmark
agreement that gave six percent of IMF voting shares to dynamic emerg-
ing countries such as China. Under this agreement, China will become
the IMF’s third-largest member.

The differences between the BRIC bloc, in terms of values, eco-
nomics, political structure, and geopolitical interests, far outweigh the
commonalities. There are, however, fundamental commonalities, partic-
ularly with regard to mild anti-Americanism, and the overall internal and
domestic challenges these countries face, including institutional stability,
social inequality, and demographic pressures. The BRICS bloc is import-
ant for members in terms of the symbolism of creating for themselves an
important role on the global stage, with a desire to wield greater influence
over the rules governing international commerce, and economic policy.

Castro Neves, a founding partner at CAC Political Consultancy, and
also contributing editor at 7he Brazilian Economy magazine, argues that
Brazil’s “foreign policy priority is to consolidate its economic gains at
the national level by building international influence and partners, and
the BRICS group represents an important opportunity to realize that
vision.”” Fyodor Lukyanov, Editor of Global Affairs in Moscow, Russia,
believes the bloc, although “unable to take a concerted stand on the new
head of the IME” has an opportunity “to have a more influential, if not
major, global role in the future.”*

We believe the absence of shared values between all BRICS members
limits the global potential for the bloc. The inclusion of South Africa to the
group may have been a good strategy, but the pull toward expanding the

group to new members would dilute any cohesiveness it currently possesses.

The Influences of the CIVETS Bloc

The CIVETS acronym, which includes Colombia, Indonesia, Vietnam,
Egypt, Turkey, and South Africa, as illustrated in Figure 2.13, was coined

* Ibidem.
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Figure 2.13 The CIVETS bloc

by Robert Ward, Global Director of the Global Forecasting Team of
the Economist Intelligence Unit (EIU) in late 2009.% It was then fur-
ther circulated by Michael Geoghegan, President of the Anglo-Chinese
HSBC bank, in a speech to the Hong Kong Chamber of Commerce in
April 2010. These groups of countries are predicted to be among the next
emerging markets to quickly rise in economic prominence over the com-
ing decades for their relative political stability, young populations that
focus on education, and overall growing economic trends. Geoghegan
compared these countries to the civet, a carnivorous mammal that eats
and partially digests coffee cherries, passing a transformed coffee bean
that fetches high prices.

The CIVETS bloc is about 10 years younger than the BRICS with
similar characteristics. All of these bloc countries are growing very quickly
and have relatively diverse economies. They offer a greater advantage over
the BRICS, as they don’t depend as heavily on foreign demands. They
also have reasonably sophisticated financial systems, controlled inflation,
and soaring young populations with fast-rising domestic consumption.”

Geoghegan argued in 2010 that emerging markets would grow three
times as fast as developed countries that year, suggesting that the center of
gravity of the world growth and economic development was moving toward
Asia and Latin America.* All the CIVETS countries, except Colombia and
South Africa, also are part of O’Neil’s Next Eleven (N-11) countries. As
depicted in Figure 2.14, this includes Bangladesh, Egypt, Indonesia, Iran,

* Ibidem.
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Figure 2.14 The Next-Eleven (N-11) countries

Mexico, Nigeria, Pakistan, Philippines, Turkey, South Korea, and Vietnam.
These countries are believed to have a high chance of becoming, along with
the BRICS, the world’s largest economies in the 21st century.*

Some critics argue that the CIVETS countries have nothing in com-
mon beyond their youth populations. What does Egypt have in common
with Vietnam? Data also suggest that on the negative side, liquidity and
corporate governance are patchy, while political risks remain a factor, as

seen with Egypt in the past few years.

The Influences of the MENA Countries

According to the World Bank,” the bloc, commonly known as MENA
covers an extensive region, extending from Morocco to Iran and includ-
ing the majority of both the Middle Eastern and Maghreb countries. The
World Bank argues that due to the geographic ambiguity and Eurocentric
nature of the term Middle East, people often prefer to use the term WANA
(West Asia and North Africa)* or the less common NAWA (North Afri-
ca-West Asia), as argued by Shlomit et al.** As depicted in Figure 2.15,
MENA countries include Algeria, Bahrain, Djibouti, Egypt, Iran, Iraq,
Israel, Jordan, Kuwait, Lebanon, Libya, Malta, Morocco, Oman, Qatar,
Saudi Arabia, North and South Sudan, Syria, Tunisia, United Arab Emir-
ates (UAE), Yemen, West Bank, and Gaza.

* htep://www.worldbank.org/html/cgiar/newsletter/april97/8beltagy.html
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The MENA bloc, regardless if known as WANA or NAWA (we'll be
using MENA throughout this book), is an economically diverse region
that includes both the oil-rich economies in the Gulf and countries that
are resource-scarce in relation to population, such as Egypt, Morocco,
and Yemen. According to the Middle East Strategy at Harvard (MESH)
project at the John Olin Institute for Strategic Study at Harvard Univer-
sity, the population of the MENA region, as depicted in Figure 2.16, at
its least extent is roughly 381 million people, about six percent of the
total world population. At its greatest extent, its population is roughly
523 million.

Two years after the Arab Spring commenced, many nations in the
MENA region are still undergoing complex political, social, and eco-
nomic transitions. Economic performance indicators were mixed in
2012, while most of the oil-exporting countries grew at healthy rates;
the same is not true for oil importing ones, which have been growing at
a sluggish pace. However, due to the scaling-back of hydrocarbon pro-
duction among oil exporters and a mild economic recovery among oil
importers, the differences narrowed in 2013. In all, many of these coun-
tries are confronted with the immediate challenge of re-establishing or

sustaining macroeconomic stability amid political uncertainty and social
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Population size and growth in the countries of the Middle East and
North Africa: 1950, 2007, and 2050
Population in thousands | Ratio of population

Country 2007/ 2050/
and region 1950 | 2007 | 2050% 1950 2007
Middle East and North | 103,886 | 431,578 | 692,299 4.2 1.6
Africa (MENA)

MENA-Western Asia 51,452 | 215,976 | 332,081 4.2 1.5
Iran 16,913 71,208 100,174 4.2 1.4
Iraq 5,340 28,993 61,942 5.4 2.1
Israel 1,258 6,928 10,527 5.5 1.5
Jordan 472 5,924 10,121 12.5 1.7
Lebanon 1,443 4,099 5,221 2.8 1.3
Palestinian Territory 1,005 4,017 10,265 4.0 2.6
Syria 3,536 19,929 34,887 5.6 1.8
Turkey 21,484 74,877 98,946 3.5 1.3
Arabian Peninsula 8,336 | 58,544 | 123,946 7.0 2.1
Bahrain 116 753 1,173 6.5 1.6
Kuwait 152 2,851 5,240 18.7 1.8
Oman 456 2,595 4,639 5.7 1.8
Qatar 25 841 1,333 33.6 1.6
Saudi Arabia 3,201 24,735 45,030 1.7 1.8
United Arab Emirates 70 4,380 8,521 62.9 1.9
Yemen 4316 22,389 58,009 5.2 2.6
Northern Africa 44,099 | 157,068 | 236,272 3.6 1.5
Algeria 8,753 33,858 49,610 3.9 1.5
Egypt 21,834 | 75498 | 121,219 35 1.6
Morocco 8,953 31,224 42,583 3.5 1.4
Libya 1,029 6,160 9,683 6.0 1.6
Tunisia 3,530 10,327 13,178 2.9 1.3

Figure 2.16 MENA'’s population size and growth (MESH)

*Projected
Source: UN Population Division. World Population Prospects: The 2006 Revision (2007; http://
esa.un.org/, accessed April 10, 2007): table A.2.
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unrest, but the region must not lose sight of the medium-term challenge
of diversifying its economies, creating jobs, and generating more inclusive
growth.

The region’s economic wealth over much of the past quarter century
has been heavily influenced by two factors: the price of oil and the legacy
of economic policies and structures that had emphasized a leading role for
the state. With about 23 percent of the 300 million people in the Mid-
dle East and North Africa living on less than two dollars a day, however,
empowering poor people constitutes an important strategy for fighting
poverty.

Modest growth is anticipated, however, across the region. According
to the IME*® subdued growth in MENA oil importers is expected to
improve in 2013, although such growth is not expected to be sufficient to
even begin making sizable inroads into the region’s large unemployment
problem. The external environment continues to exert pressure on inter-
national reserves in many oil-importing countries among the MENA bloc
and remains a challenge. In addition, sluggish economic activity with
trading partners, mostly advanced economies, in particular the eurozone
area, is holding back a quicker recovery of exports. Elevated commodity
prices continue to weigh on external balances in countries that depend
on food and energy imports. Tourist arrivals, which have decreased sig-
nificantly since the terrorist attacks on the United States in 2001, are
gradually rebounding, but remain well below pre-2011 levels and before
the global recession set in.

According to a new study reported in the Dubai-based Khaleej
Times,* the sunny region and its associated countries could solar power
the world three times over. If such projections ever become reality, pov-
erty may have a chance to be eradicated in the region. Countries that
move fast, the study suggests, could have the competitive advantage.
MENA countries, especially ones located on the Arabian Peninsula, as
well as others like Jordan, Lebanon, and Israel are well positioned to take
the lead in this industry. These countries are no strangers to the notion of
solar energy. As the Khaleej Times article points out the countries in the
MENA region have the “greatest potential for solar regeneration” supply-
ing 45 percent of the world’s energy sources possible through renewable

energy. Renewable energy sources of interest in this region include Abu
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Dhabi’s Masdar City as well as its hosting of the World Renewable Energy
Agency headquarters.

Funding for these projects may pose an issue. Foreign direct invest-
ment, according to the IME® is expected to remain restrained and lower
than in other emerging markets and advanced economies. Moreover,
growing regional economic and social spillovers from the conflict in Syria
is expected to add to the complexity of MENA’s economic environment.
While oil-exporting countries, mainly in the Gulf Cooperation Council
(GCC), face a more positive outlook, there is still the risk of a worsen-
ing of the global economic outlook, particularly with advanced econo-
mies, which are major consumers of oil. Should this occur, oil exporting
nations within MENA will likely face serious economic pressures. A pro-
longed decline in oil prices, rooted in persistently low global economic
activity, for instance, could run down reserve buffers and result in fiscal
deficits for the region.

The latest IMF’s World Economic Outlook* projections suggest that
economic performance in the MENA bloc will remain mixed. According
to Qatar National Bank Group (QNB Group),* this dual speed devel-
opment should continue over the next few years, with the GCC coun-
tries as the driving force for growth in the MENA region and the main

source of investment and financing. As shown in Figure 2.17, the Group

* heep://www.imf.org/external/pubs/ft/weo/2013/01/ lastaccessed on 11/02/2013.
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forecasts MENA’s economy to grow 2.1 percent in 2013 and 3.8 percent
in 2014. Note in Figure 2.17 that the overall forecast disguises a sig-
nificant difference in performance between oil exporters, including the
GCC countries, and oil importers. The 2012 restrained growth of 2.7
percent in MENA oil importers is expected to fall to 1.6 percent in 2013
and recover to 3.2 percent in 2014, which will not create enough jobs to
reduce these countries’ large unemployment rates. Meanwhile, oil export-
ers healthy growth rates are projected to moderate this year to three per-
cent as they scale back increases in oil production amidst modest global
energy demand. Continued large infrastructure investment is expected to
lead to a rise in economic growth to 4.5 percent in 2014.

In addition, the MENA countries in transition continue to face polit-
ical uncertainty with the challenge of delivering on the expectations for
jobs and fostering economic cohesion, which also deters growth. In par-
ticular, the Syrian crisis has had a strong negative impact on growth in
the Mashreq region—the region of Arab countries to the east of Egypt
and north of the Arabian Peninsula, such as Iraq, Palestine and Israel,
Jordan, Kuwait, Lebanon, and Syria. Syria has a large amount of refugees
straining the fiscal resources of countries like Iraq, Jordan, Lebanon, and,
to a lesser extent, Turkey. A notable example is the more than 800,000
Syrian refugees who have already entered Lebanon, about 19 percent of
the population, and have had a substantial impact on the already weak
fiscal position of the Lebanese budget. Equally damaging have been the
setbacks of the political transitions as well as the escalation of violence in
Libya, Egypt, and Tunisia, which have further deterred FDI and much
needed economic reforms.

Looking ahead, MENA countries will continue on their path of eco-
nomic transition owing primarily to the benign GCC outlook, which will
continue to act as the locomotive for regional growth. That said, caution
must be given to the external environment in volatile oil importing coun-
tries with spillovers from the Syria conflict. Finally, as important as it is
now to focus on maintaining economic stability, it is critical for MENA
governments not to lose sight of the fundamental medium-term chal-
lenge of modernizing and diversifying the region’s economies, creating

more jobs, and providing fair and equitable opportunities for all.



CHAPTER 3

Advanced Versus Emerging

Markets

Global Economic Prospects

Overview

Advanced economies and emerging markets find themselves in different
economic and political cycles, which are causing the global recovery to
ascend at two different speeds. In 2011, the IMF estimated the global
economy was growing at 4.4 percent, while advanced economies were
growing at 2.4 percent and emerging markets at 6.5 percent. However,
according to most recent data (2014), the IMF predicts a slowdown in
growth, expecting the global economy to grow at 3.6 percent (3.9 percent
in 2015), while advanced economies will grow at 2.25 percent in 2014—
2015, and emerging markets at 5 percent (5 % percent for 2015).

The global economic growth trend is changing significantly. Emerg-
ing markets were responsible for roughly 75 percent of the total growth
of 2013, while most advanced economies are still with slow growth
challenges, high unemployment, and very uncertain financial markets.
Merging market growth will be helped by stronger external demand
from advanced economies, but tighter financial conditions will dampen
domestic demand growth. In China, growth is projected to remain at
about 7%2 percent in 2014 as the authorities seck to rein in credit and
advance reforms while ensuring a gradual transition to a more balanced
and sustainable growth path.

After seven years since the global financial crisis, global recovery is
still fragile despite improved prospects, and significant downside risks—
both old and new—remain. Recently, some new geopolitical risks have

emerged. On old risks, those related to emerging market economies have
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increased with the changing external environment. Unexpectedly, rapid
normalization of U.S. monetary policy or renewed bouts of high-risk
aversion on the part of investors could result in further financial turmoil.
This would lead to difficult adjustments in some emerging market econ-
omies, with a risk of contagion and broad-based financial stress, and thus

lower growth.

Advanced Economies Fiscal Deficit

The average fiscal deficit for advanced economies is about seven percent
of its GDP, almost two percent more than those of emerging markets, and
it is likely this trend will continue for the next few years due to the high
risk of fiscal sustainability. In our opinion, advanced economies should
strive to balance their fiscal consolidation objectives and strengthen their
economic growth. Figure 3.1 provides a real-time (as of June 10, 2014)
overall listing of the external debt to GDP ratios of major economies in
the world, both advanced and emerging.

As depicted in Figure 3.1, the financial crisis that began in late 2007,
with its mix of liquidity crunch, decreased tax revenues, huge economic

stimulus programs, recapitalizations of banks, and so on and so forth,
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led to a dramatic increase in the public debt for most advanced econo-
mies. Public debt as a percent of GDP in OECD countries as a whole
went from hovering around 70 percent throughout the 1990s to almost
110 percent in 2012. It is now projected to grow to 112.5 percent of
GDP in 2014, possibly rising even higher in the following years. This
trend is visible not only in countries with a history of debt problems,
such as Japan, Italy, Belgium, and Greece, but also in countries where it
was relatively low before the crisis, such as the United States, UK, France,
Portugal, and Ireland.

Many analysts see this high level of debt as being unsustainable in
many countries, with the eurozone in the center of this crisis. Indeed,
throughout 2010, 2011, and even 2012, speculators were betting on
defaults by Greece, and possibly Italy, Spain, and Portugal. Some coun-
tries are in a better position, like France and Germany. However, even
here rating agencies are tweaking with credit ratings and threaten-
ing downgrades, bolstering fears that the EU could collapse under the
weight of its members’ debt. To respond to this emergency, governments
across Europe have implemented painful austerity measures, which now
are causing enormous political dissatisfaction, instability, and growing
protests all over the euro currency union.

Conversely, some emerging markets are reaching the point where
their economies are beginning to overheat, which generates inflationary
challenges and making it harder to control capital flows. Such inflationary
pressure in these markets is a sensitive issue, as food and basic products
prices, which are included in the consumer price index (CPI) of many
of these nations, such as India, Russia, and China, increase creating even
more inflationary pressures. Notwithstanding, China has continued to
register robust economic performance, creating many job opportunities,
improving the standard of leaving of its people, and acting as an import-
ant generator of growth in the global economy.

As for advanced economies, the challenges these countries face, in par-
ticular the United States and the EU, are enormous. In early November
2013, the figures on growth, according to the U.S. federal government,
continued to show signs of underlying economic weakness as EU’s
European Central Bank (ECB) unexpectedly cut interest rates to a record

low, reflecting the threat of deflation.
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According to a New York Times article,' written by Jack Ewing, out
of Frankfurt, Germany, the U.S. economy would experience a 2.8 percent
annualized growth for the third quarter, which turned out to be too opti-
mistic, despite the fact that it was the fastest quarterly increase in output,
well above the two percent economists expected. But nearly a full point of
that jump was caused by a buildup in inventory, which can sap expansion.
In reality, the annual rate of growth in consumer spending slowed sharply
to 1.5 percent; the weakest quarterly increase in more than two years,
while spending by the federal government fell 1.7 percent.

Olivier Blanchard, chief economist at the IME argued in October
2013 that advanced economies were strengthening, while emerging mar-
ket economies were weakening.? Blanchard maintained that while fiscal
risks in the United States, as worrisome as they are, should not lead inves-
tors to lose sight of the bigger picture, as the world economy has entered
yet another transition, where advanced economies are slowly strength-
ening. At the same time, he contends emerging market economies have
slowed down, more so than the IMF had predicted in July 2013.*

According to Blanchard, the growth should be around 1.2 percent
in 2013 and 2.0 percent in 2014, while in emerging markets, it should
be around 3.3 percent in 2013 and 3.1 percent in 2014, representing
a slightly positive growth for advanced economies and slightly negative
growth for emerging markets.

While the United States and the EU share many problems, it is clear
the situation on much of the continent is much worse. Many economies in
the EU are only now stabilizing after six quarters of renewed recession, and
unemployment across the 17 nations that share the euro currency stands at
roughly 12 percent. In especially hard-hit countries like Greece and Spain,
the unemployment rate is more than twice that number. As of September
2013, the latest data on unemployment in the United States stood at 7.2
percent. Amid the United States” discouraging economic trends, in early
November 2013 the consistently overly optimistic European Commission
cut its growth forecast for 2014 to 1.1 percent from 1.2 percent.

Clearly, more than any other time in history, the United States and

the EU’s central banks are working together as much as possible trying

* Ibidem.



ADVANCED VERSUS EMERGING MARKETS 55

to prevent further deflation of their economies. The growth prospects
in the United States were further compromised by a sudden drop in the
eurozone inflation to an annual rate of 0.7 percent in October 2013, well
below the ECB’s official target of about two percent. The decline raised
the threat of deflation and a sustained fall in prices that could destroy the
confidence of consumers and the profits of companies, along with the
jobs they provide.

While austerity rhetoric has taken root in both the United States and
many European capitals, crimping fiscal policy, the course charted by cen-
tral bankers in these two major advanced economies, in terms of mone-
tary policy are beginning to go in different directions. Unlike the ECB,
the U.S. Fed has moved aggressively to stimulate the economy, not only
cutting short-term interest rates to near zero, but embarking on three
rounds of asset purchases aimed at lowering borrowing rates and aug-
menting the growth rate.

Looking ahead, the picture for growth remains cloudy for most
advanced economies, in particularly for the United States and the EU. We
believe there are several economic and fiscal forces being played around
the world today. The high indebtedness of advanced economies as a whole
imposes major challenges for sustainable growth. In addition, emerging
markets are still dependent on their exports to those nations, although
these economies have begun diversifying their export market trading
among each other with more frequency. The following is a brief overview
of major global economic prospects for the main advanced economies and

emerging markets, and how they are intertwined and impact one another.
ging k dh hey d and imp h

The United States

The U.S. economy, despite being the largest economy in the world, has
not recovered fully from the 2008 financial crisis and ensuing recession.
The federal system of government, designed to reserve significant powers
to the state and local levels, has been strained by the national government’s
rapid expansion. Spending at the national level rose to over 25 percent of
GDP in 2010, and gross public debt surpassed 100 percent of GDP in
2011. Obamacare, a 2010 healthcare bill, greatly expanded the central
government’s regulatory role, and the Dodd-Frank financial overhaul

bill roiled credit markets. In the same year, the election of a Republican
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Party majority in the House of Representatives helped slow government
spending down, but it divided the government, leaving economic policies
in flux, which continued to endure well past the re-election of President
Obama in 2012.

Economic freedom also is plummeting in the United States. Accord-
ing to the Heritage’s 2013 Index of Economic freedom,*? the United
States has registered a loss of economic freedom for the fifth consecutive
year, recording in 2013 its lowest Index score since 2000. Furthermore,
the U.S. government has become increasingly more bloated, with trends
toward cronyism that erodes the rule of law, thus stifling dynamic entre-
preneurial growth. More than three years after the end of recession in
June 2009, the United States continued to suffer from policy choices that
led to the slowest recovery in 70 years. Overall, businesses remain in a
holding pattern, except for some sectors, such as the military and bio-
tech. Unemployment is close to 7.5 percent. Prospects for greater fiscal
freedom are uncertain due to the scheduled expiration of previous cuts in
income and payroll taxes, and the imposition of new taxes associated with
the 2010 healthcare law.

As of fall 2013, Blanchard' contended that the private demand in the
United States continued to be strong and that economic recovery should
strengthen, assuming no fiscal accidents. We can’t be sure of what he
meant, but it seems logical that quantitative easing in the United States
would need to continue for some time. Blanchard believes that while the
immediate concern for the United States is with the government shutdown
that happened in the fall of 2013, and making sure it doesn’t recur, and
the debt ceiling issue, the sequester policies implemented should lead to a

fiscal consolidation into 2014, which is both too large and too arbitrary.

* 'The concept of economic freedom, or economic liberty, denotes the ability of
members of a society to undertake economic direction and actions. This is a term
used in economic and policy debates as well as a politico economic philosophy.
One major approach to economic freedom comes from classical liberal and liber-
tarian traditions emphasizing free markets, free trade, and private property under
free enterprise, while another extends the welfare economics study of individual
choice, with greater economic freedom coming from a “larger” set of possible
choices.

T Ibidem.
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Blanchard also argues that failure to lift the U.S. debt ceiling would be
a game changer, which if prolonged would lead to an extreme fiscal con-
solidation, and surely derail the U.S. recovery. He continues, “The effects
of any failure to repay the debt would be felt right away, leading to poten-
tially major disruptions in financial markets, both in the United States
and abroad. We [the IMF] see this as a tail risk, with low probability, but
would have major consequences* if it were to happen.” He recommended
U.S. policymakers “make plans for exit from both quantitative easing and
zero policy rates—although not time to implement them yet.”"

At the time of this writing, in fall 2013, the debt ceiling discussion
continues with the fiscal deal passed by Congress. The good news is that
the government was able to reopen and attain the nearly $16.4 trillion
dollar limit on borrowing. The bad news is that there is no actual debt
ceiling right now, as the deal only temporarily suspended enforcement of
it. For those intellectuals and economists who advocate the abolition of a
debrt ceiling all together, the current state of affairs is actually great news.
That is the sky is the limit when it comes to U.S. government spending
until February 7, 2014.

The fact that there is no dollar amount set for how much debt the
government can accumulate through February 2014 is now tired-strategy,
as it was first deployed earlier this year during previous fiscal battles in
Congress, much to the dismay of many antigovernment waste groups.

Is it responsible governance for an advanced economy such as the
United States, the largest economy in the world, to suspend a debrt ceil-
ing without a dollar amount? After all, common sense tells us that a real
dollar figure in any budget, for a responsible individual or corporation, is
a constant reminder of where we are in our personal or corporate finances.
A dollar figure in a government’s budget portrays how much it can spend,
and the overall health of the country’s finances.

It seems that a dollar figure in the United States federal budget may
not be a good idea, especially when the country has credit agencies, such
as Moody, Fitch, and Standards and Poor’s (S&P) (although there may

never be another downgrade of the U.S. economy by these agencies since

" Ibidem.
' Ibidem.
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the U.S. government sued S&P for its downgrade), watching the United
States and suggesting to taxpayers, Congress, and foreign investors that
the United States may be broke.

In our research for this book, we spoke with many business executives
from multinational companies, academic researchers, and professionals
from around the world. Most of the professionals and executives we spoke
to wondered aloud if the fiscal strategies now in place are designed to
hide the true state of U.S. debt from its taxpayers, large foreign investors,
and creditors on which the country depend. So, if we were to assume
that there is some veracity in the aforementioned IMF assertions, it must
be taken with a grain of salt. After all, we should not expect the IMF, so
dependent on U.S. political support and funds, to be wholly unbiased.

Such strategies and polices undermine any informed investor, those
capable of seeing through smokescreens. Any foreign investor and nation
buying U.S. treasury bills will recognize a bad deal when they see it. Once
these investors realize these Treasury bills are the equivalent of junk, regard-
less of the official rating, the buying will dry up and disastrous consequences
will ensue in the financial markets and the U.S. economy as a whole.

As a disclaimer, the authors of this book do not claim to be econo-
mists. The proposition of this book to be written by noneconomists was
by design. We are researchers and observers of what the data and the
global trading dynamics tell us, especially between advanced economies
and emerging markets. But it doesn’t help to have a different opinion
about the U.S economy, a less sanguine view. When the conservative
Heritage Foundation* criticizes Washington’s federal budget handling as a
“smokescreen,” alleging that the suspension of the debt ceiling is becom-
ing increasingly less transparent to the American people, and that the
U.S. government spending exceeds federal revenues by more than one
trillion dollars, it is difficult not to have a gloomy outlook.

As shown in Figure 3.2, since 1973 (actually since 1965 but not
showing in this graph), spending has been rising steadily. According to the
U.S. Congressional Budget Office, the federal revenue and expenditure
lines rarely intertwine. In the 40-year span from 1973 to 2013, spending
exceeded income except from 1998 to 2002. The federal government
borrows money to make up the difference between income and spending.
Federal policymakers must struggle with the question of how high the

federal debt should go. While federal revenues are recovering from the
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Figure 3.2 Federal spending exceeds federal revenue by more than
$1 Trillion

Source: U.S. Office of Management and Budget.

recent recession, spending is growing sharply, resulting in four consecu-
tive years of deficits exceeding one trillion.

Nonetheless, the U.S. Congtess is still ignoring the proverbial ele-
phant in the room, no matter how big and wide it gets as days go by,
only so they can avoid debate on the specific dollar amount increase on
the debt limit, thus making their political vote much easier to cast. It is
much easier to vote on when we'll deal with a trillion dollar problem than
to actually deal with the problem.

Huge swaths of the global financial system, including in advanced and
emerging economies, is structured around the understanding that U.S.
Treasuries are the safest asset in the world. What would happen if that
assumption were ever called into question? We believe global financial
havoc would ensue, which is precisely why Moody’s thinks that a default
on U.S. debt is unlikely, even if we smash into the debt ceiling.

Furthermore, if the U.S. Treasury wants to conserve enough cash to
keep servicing the debt, then it will have to miss or delay several other
important payments in the near future. If the U.S. Treasury pays the
required $6 billion dollar interest payment by the end of October 2013,
and another $29 billion dollars in interest payment by November 15,
2013, the United States may have no choice but to delay social security
checks, Medicare payments, or military pay unless it borrows more from

China, or simply print more money.
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Restoring the United States to a place among the world’s free econ-
omies will require significant policy reforms, particularly in reducing
the size of government, overhauling the tax system, transforming costly
entitlement programs, and streamlining regulations. Paraphrasing Mark
Twain: history may not repeat itself and only rhymes. We do believe
wholeheartedly in Ayn Rand’s assertion® that every one of us builds our
own world in our own image. We have the power to choose, but no power

to escape the necessity of choice.

Japan

After 55 years of Liberal Democratic Party rule, the Democratic Party of Japan
captured both houses of parliament in 2009 and installed Yukio Hatoyama
as prime minister. Hatoyama resigned abruptly in June 2010 and was suc-
ceeded by Finance Minister Naoto Kan, who was replaced in September
2011 by Yoshihiko Noda. The March 2011 earthquake and tsunami further
strained the beleaguered economy, which has been struggling for nearly two
decades with slow growth and stagnation. Prime Minister Noda strived to
include Japan in the TPP to stimulate the economy but faced strong resis-
tance at home. Successive prime ministers have been unable or unwilling to
implement necessary fiscal reforms. As a result of this long and persistent
economic crisis, Japan’s economy is still about the same size as it was in 1992.
In essence, Japan has lost more than two decades of growth.® The 2008 global
financial crisis and the 2011 Great East Japan Earthquake only aggravated
the situation, imposing two severe and consecutive shocks to the Japanese
economy. The earthquake alone, the worst disaster in Japan’s postwar history,
killed nearly 20,000 people and caused enormous physical damage.

According to the OECD,’ prior to the global economic and financial
crisis, as shown in Figure 3.3, Japan’s initial strong recovery from the
carthquake and tsunami stalled in mid-2012, leaving output 2.5 percent
below the peak recorded in 2008. The earthquake and tsunami only com-
pounded Japan’s distressed economy. The country has experienced three
recessions in less than five years.

Consequently, the major challenge for Japan’s economy is to find a
way to achieve sustained growth and fiscal sustainability following these
two major disasters; the country suffered a 0.7 percent loss in real GDP in

2008 followed by a severe 5.2 percent loss in 2009. Exports from Japan also
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Figure 3.3 Japan has faced two major economic shocks since 2008
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shrunk from $746.5 billion dollars to $545.3 billion dollars from 2008 to
2009, a 27 percent reduction.* Japan is as handcuffed by its own rigidities
as any other country. What is worrisome is that while some export-oriented
industries have remained competitive, the Japanese domestic economy
appears to be held hostage by bureaucracy, tradition, and overregulation.

Other countries would do well to take note of this conundrum as the
same concerns Japanese businesses face certainly would affect businesses
globally. It is the authors’ suggestion that both advanced and emerging
economies should take on these challenges, even the stalwart ones of old
Europe: Spain, Italy, and France. These all tend to be myopic toward
a focus on domestic consumption instead of savings and investments.
Often, insufficient attention is given to the unattractive, frequently polit-
ically toxic load of smaller policy challenges that can be critical to restart-
ing a faltering economy. For the purpose of reference, in 2011, global real
GDP growth was up a 3.9 percent,® as depicted in Figure 3.4, while Japan
had fallen below global growth at 0.7 percent.

Furthermore, Japan’s public debt ratio, as shown in Figure 3.5 has
risen steadily for two decades, exceeding 200 percent of GDP. Therefore,
the country must promote strong and protracted consolidation to miti-
gate fiscal sustainability. This is by far Japan’s major policy challenge; as
such policy will decelerate nominal GDP growth, making fiscal adjust-

ments still more difficult. Ending deflation and boosting Japan’s growth

" Ibidem.
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potential is imperative in addressing the fiscal predicament in which it
finds itself. Consequently, Japan’s new governments determination to
revitalize the economy through a three-leg strategy combining bold mon-
etary policy, flexible fiscal policy, and a growth strategy is not only neces-
sary, but admirable.

One immediate way the country is responding to the crisis, accord-
ing to Kathy Matsui,’ chief Japan equity strategist for Global Investment
Research with Goldman Sachs, is by Japanese companies buying compa-
nies overseas, more so than we have seen to date. Whether the recovery
in Japan continues, it can only be sustained by Abenomics® policies in
meeting two major challenges. The first, reflected in the debate about an
increase in the consumption tax, is the right pace of fiscal consolidation
as it should not be either too slow and compromise credibility, or too fast
and stymie growth. The second is a credible set of structural reforms to
transform a cyclical recovery into sustained growth.

Hopefully the Tokyo stock market will continue to rally. The Japanese
yen and its stock market have benefited from Abenomics expansionary
policies. Having lost as much as 18 percent by mid-May 2013, the yen
currently is down around 12 percent on the year, which is a windfall for
a currency-sensitive exporter country like Japan. In the fall of 2012, the
economy surged 65 percent, while in the second quarter of 2013, the
economy expanded by 3.8 percent, faster than any other advanced econ-
omy. Prices are edging upward, which is a good thing for Japan’s fight on
deflation. Yet, the disposition in Tokyo among businessmen and econo-
mists remains perilously balanced between enthusiasm for the monetary
and fiscal stimulus unleashed by Abenomics, and concern that promised

structural reforms might not be implemented.

The European Union

As of fall 2013, the EU has shown some signs of recovery. This is not
due, however, to major policy changes, as in Japan, but partly to a change

in mood, which could be a self-fulfilling prophecy. Southern periphery

* 'The term Abenomics is a portmanteau of “Abe” and “economics,” which refers
to the economic policies advocated by Shinzd Abe, the current Prime Minister
of Japan.
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countries, such as Spain, Greece, Italy, and Portugal, still struggle as defi-
nite progress on competitiveness and exports are not yet strong enough to
offset depressed internal demand. Hence, there is still much uncertainty
in the EU, the largest economy in the world as a bloc. Bank balance
sheets remain an issue, but should be reduced according to the prom-
ised asser quality review recommended by European Banking Authority
(EBA). Such close scrutiny of EU’s banks may turn up unexpected short-
falls though. Like Japan, larger structural reforms are urgently needed to

increase the anemic potential growth rates of the EU.

The Olive Growers Uncertain Faith and the Euro

The debt crisis continues to overwhelm Europe, and the prospects for
countries most entrenched in debt, including Portugal, Italy, Greece,
Spain, and Ireland, are dismal. Worse, regardless of whether these coun-
tries voluntarily leave or are coerced to leave, it is conceivable that Ger-
many may opt to go solo. The not-so-popular George Soros argues that
the euro crisis is far worse than earlier estimations, suggesting that it could
eventually end up dissolving the EU.

In a Berlin speech in late April 2012, Soros indicated that the EU
crisis casts a shadow on the global economy, a consequence of its own
political evolution. He argues that the Maastricht Treaty,*" which led to
the creation of the euro, and created what was commonly referred to as
the pillar structure of the European Union, was fundamentally flawed, as
it established a monetary union without a political one. In essence, the
euro was launched without any real democratic consultation or approval,
intended by world leaders as political glue in the march toward pan-Eu-

ropean sovereignty.

* The Maastricht Treaty (formally, the Treaty on European Union or TEU)
was signed on 7 February 1992 by the members of the European Community
in Maastricht, Netherlands. On 9-10 December 1991, the same city hosted
the European Council which drafted the treaty. Upon its entry into force on
1 November 1993 during the Delors Commission, it created the European
Union and led to the creation of the single European currency, the euro.
T91990-1999.” The history of the European Union—1990-1999. Europa. Last
accessed on 09/11/2011.
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Whereas global analysts and the mainstream media seem to overlook
much of this threat to the world’s second largest reserve currency, the
more immediate concern is the possibility that Germany will abdicate
from the EU, causing the euro to plummet, which could subsequently
trigger a major international monetary crisis. The EU may survive with
a few less olive growers such as Portugal and Greece, but certainly not
without the solid backing of Germany.

While the world watches with hopeful expectations for the first time
in history, the synchronicity of the central banks of Europe, UK, China,
India, Japan, and the United States” printing fresh money and increasing
the base supplies of their respective countries, we tend to forget important
historic facts about Germany and the eurozone. Namely, Germany was
never sanguine about the euro from the onset. In fact, most Europeans
were not. We view it more as a quid pro quo case, whereby Germans
accepted the euro in exchange for France’s support of Germany’s post-
Cold War reunification. Trading the Deutsche mark for the euro, in and
of itself, did not equate logically.

EU’s dire situation provides Germany with an opportunity to aug-
ment its political influence in the region, and a return on its investment of
the euro, by way of financial rescue packages to olive growers. However,
if such efforts fail, as is likely the case, Germany will have no compelling
reason to remain with the EU, since Europeans are already becoming
resentful of Germany and the EU. History has shown us time and again
that austerity breed’s political disgust, particularly when imposed by out-
side powers. A pro-German government in Holland has already fallen
in local elections, and President Sarkozy lost ground in his re-election
campaign, eventually losing the elections, precisely due to his perceived
support of German policy. Then there are the German people who resist
the idea of seeing their hard-earned money squandered on people who
refuse to tighten their belts.

The central bank’s printing of money and Germany’s financial pack-
ages are not ameliorating the situation. On the contrary, the olive growers
are not alone. Many other countries are already in recession, including
Slovenia, Italy, the Czech Republic, Ireland, Denmark, Netherlands,
Belgium, and the UK. Whether the euro endures, Europe and espe-

cially the olive growing countries are facing a long period of economic
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stagnation. We witnessed Latin American countries suffer a similar fate in
the early 80s, and Japan, which has been in stagnation for almost a quar-
ter century. While they have survived, the eurozone situation is graver, as
the EU is not a single country but rather a union of many; the lingering
deflationary debt trap threatens to destroy a still nascent political union.

We believe that only when a friendlier monetary policy and a milder
fiscal austerity is proposed will the euro remain strong. This will weaken
the eurozone’s exports’ competitiveness, and drag the recession to even
lower levels, which in turn will force more eurozone countries to restruc-

ture their debts and may cause some to ultimately exit the euro.

EU’s Economic Prospects

The Economist magazine expects GDP will stagnate across the 28 largest
economies within the EU in 2013, after falling by 0.5 percent in 2012,
and expand by 1.4 percent in 2014. This is according to forecasts from
the European Commission in early November 2013, as this chapter was
written. Across the 17 largest countries in the EU, however, a weak recov-
ery has begun, following a double-dip recession lasting 18 months. For
2013, GDP in the EU will fall by 0.4 percent, after falling by 0.6 percent
in 2012. In 2014, GDP is expected to rise by 1.1 percent. Figure 3.6 pro-
vides information on GDP growth by country for those in the EU euro
area, those pegged to the euro, and those countries floating their currency
as of the first quarter of 2013.

As was the case in 2013, growth in 2014 will be strongest (4.1 percent)
in Latvia, which is poised to join the euro area in January. Indeed the
three Baltic countries, including Lithuania outside the eurozone and
Estonia already in it, will be the three fastest-growing economies in the
EU. But the main impetus behind the euro area’s recovery will be a com-
bination of German growth of 1.7 percent coupled with a more modest
return to growth in Italy and Spain, the region’s third and fourth biggest
economies. Outside the eurozone, Sweden and Britain are expected to do
well in 2014, with growth of 2.8 percent and 2.2 percent, respectively.

The worse performers for 2014 are two countries also in the eurozone.
Both Cyprus and Slovenia will experience a decrease on GDP. Cyprus’

distresses will continue, with a further contraction, of 3.9 percent, while
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Figure 3.6 GDP growth across the EU countries

Source: Eurostat.

Slovenia’s GDP also will slide again, by 1 percent. Nonetheless, such
prospects should be considered positive. GDP is expected to fall in eight
countries in the eurozone and ten in the EU. Lastly, this minor recovery
in 2014 should not bring much joy for the jobless, as unemployment in
the eurozone is expected to stay at 12.2 percent in 2014. This statistic is
much higher with olive grower countries; Spain is registering 32 percent
youth unemployment as of fall 2014.

We believe the euro area has the potential to take advantage of the
global opportunities, especially emerging markets. The euro area is more
open to trade than many other advanced economies. The EU’s exports
and imports of goods and services account for around one fifth of GDD,
more than in the United States or Japan. The EU has been open to the
idea of emerging markets. Its trade relations with emerging markets such
as Asia, Turkey, and Russia, for instance, as well as with central and eastern
European countries, have strengthened noticeably over the past decade.
Taken together, the share of emerging markets in the euro area trade has
grown from about 33 percent, when the euro was introduced in 1999, to

more than 40 percent as of 2013."
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One aspect less well known about the eurozone is that it is financially
very flexible and open. The international balance sheet of the eurozone,
its assets and liabilities vis-a-vis nonresidents account, is over 120 percent
and 130 percent of euro area GDD, respectively. This is more than in
many other advanced economies such as the United States, where the
corresponding figures are 90 percent and 110 percent of GDP. In addi-
tion, according to Trading Economics,'' the EU is becoming increasingly
open. Since the euro was created, the size of the eurozone areas exter-
nal assets and liabilities has grown by about 40 percent. Hence, if we
were to focus on emerging markets alone, one of the most interesting
developments in recent years is the fact that the eurozone has become an
attractive destination for FDI from the largest of these economies. For
instance, during 1999 to 2005, the amount of FDI from Brazil, Russia,
India, and China in the eurozone tripled, to about €12 billion euros

($16.2 billion).

Emerging Markets

The long-term fundamentals for emerging market growth, we believe,
are directly linked to the potential for emerging market companies to
tap into the favorable long-term economic growth prospects for all the
emerging economies. As pointed out in earlier chapters, those growth
prospects are based on two main factors: positive demographic trends
(with some exceptions) and balance sheets that are not reliant on and
burdened by debt, as seen across advanced economies. Combined, these
are potent and sustainable benefits for emerging markets.

The rising population numbers that many emerging nations are
experiencing help to ensure that aggregate demand will grow faster while
the strong and underleveraged balance sheets—of both consumers and
sovereigns—help to assure investors that the pace of investments and con-
sumption can be kept in balance. This is in contrast to the deleveraging
process—both at the government and consumer level—that will take
years to run its course in many developed markets. Such deleveraging
will continue to exert strong deflationary pressures on these developed
economies. While there is a great deal of uncertainty as to how devel-

oped-market central banks will counter these pressures, any expansion of
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global liquidity should favor assets with better growth prospects, such as
the ones found in emerging market economies.

We believe, however, that emerging markets need to exercise some
caution (driven by the prospects for liquidity withdrawal), should the U.S
Federal reserve and the ECB, as well as other advanced economies’ central
banks, begin to shutter their quantitative easing programs. Relatedly, we
see signs that currency and interest rates in many emerging markets need
to adjust to more sustainable equilibriums. For instance, in the BRICS
bloc, currencies need to depreciate and real interest rates need to rise.
While this may be tough to enact, it is necessitated by the deterioration
of the aggregate current account balance of the emerging market universe
since 2007, which has been caused by the weak demand from advanced
economies, weakening commodity prices, and the stimulating domestic
demand policies that have prevailed in many emerging markets since the
global financial crisis.

Emerging markets will need to weather financial market turbulence
and maintain high medium-term growth. The appropriate policy mea-
sures will differ across these economies. However, many of them have

some policy priorities in common:

e First, policymakers should allow exchange rates to respond
to changing fundamentals and facilitate external adjustment.
Where international reserves are adequate, foreign exchange
interventions can be used to smooth volatility and avoid
financial disruption.

* Second, in economies in which inflation is still relatively
high or the risks that recent currency depreciation could feed
into underlying inflation are high, further monetary policy
tightening may be necessary. If policy credibility is a problem,
strengthening the transparency and consistency of policy
frameworks may be necessary for tightening to be effective.

¢ Third, on the fiscal front, policymakers must lower bud-
get deficits, although the urgency for action varies across
economies. Early steps are required if public debt is already
elevated and the associated refinancing needs are a source of

vulnerability.
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* Fourth, many economies need a new round of structural
reforms that include investment in public infrastructure,
removal of barriers to entry in product and services markets,
and in China, rebalancing growth away from investment

toward consumption.

A correction already has started as many emerging market currencies
have been depreciating against the U.S. dollar and the euro for nearly a
year. These downward trends have been distinctly unfavorable since the
rebound at the end of the crisis. We also are starting to see some upward
ticks in interest rates in certain countries. As part of this adjustment, there
is a possibility that we will see lower economic growth, which could be
negative for earnings-growth expectations. The market has already started
to discount this notion as seen through the lower valuations of emerging
versus advanced economies.

The causes for such trends vary in opinion. There is a belief that
emerging markets may be in a cyclical slowdown. Another belief is that
emerging markets are now experiencing a decrease in growth potential.
We believe, based on our own research that both are true. Extraordinarily
favorable world conditions, be it strong commodity prices or global
financial conditions, led to higher potential growth in the 2000s, with, in
a number of countries, a cyclical component on top. As commodity prices
began to stabilize and financial conditions tightened, potential growth is
lowered and, in some cases, compounded by a sharp cyclical adjustment.
Faced with these conditions, governments in emerging markets are now
faced with two challenges: adjust to lower potential growth, and, where
needed, deal with the cyclical adjustment.

Considering a potential slow down on these economies, at least when
compared to the 2000 rates, structural reforms not only will be necessary,
but urgent. Such structural reforms may include rebalancing toward con-
sumption in China, or removing barriers to investment in India or Brazil.
Regarding cyclical adjustments, the typical standard advice from macroeco-
nomics applies, such as the consolidation of debt in countries with large fis-
cal deficits. Countries with inflation running persistently above government
targets, such as in Vietnam and Indonesia, a tighter and, even more impor-

tantly, more credible monetary policy framework must be implemented.
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Frontier markets and other low-income countries must avoid a buildup
of external and public debt. Many of these countries have succeeded in
maintaining strong growth, partly reflecting better macroeconomic poli-
cies, but their external environment has also been changing. Foreign direct
investment has started to moderate with declining commodity prices, and
commodity-related budget revenues and foreign exchange earnings are at
risk. Timely policy adjustments will be important to avoid a buildup in
external debt and public debrt.

When assessing the prospects for advanced economies, the archi-
tecture of the financial system is still evolving, and its future shape and
soundness are still unclear. Unemployment remains too high, which will
continue to be a major challenge for several years to come. As for emerging
markets, and the implications of its rise in the world economy, the impact
is multifaceted, and already is being felt around the globe. It encompasses
two areas of immediate concern for central bankers in those countries and

around the world, namely global inflation and global capital flows.

The Impact of Emerging Markets Rise on the Global Economy

The integration into the global economy of a massive pool of low-cost,
skilled workers from emerging markets has tended to exert downward
pressure on import prices of manufactured goods and wages in advanced
economies.’”” Emerging markets have significantly contributed to the
increase of the labor force and the reduction of labor costs around the
world. The available labor force in the global economy has actually doubled
from 1.5 to 3 billion, mainly as a reflection of the opening up of China,
India, and Russia’s economies.'® The price of a wide range of manufac-
tured goods has declined over the years. Furthermore, through numerous
channels, this process of wage restrains and reduced inflationary pressure
in the manufacturing sector also has affected wage dynamics and distri-
bution in the services sector, mainly due to outsourcing. Consequently,
these effects have contributed to the dampening of inflationary pressures.

Conversely, there are opposing dynamics to be considered between
advanced economies and emerging markets. Some resources, such as
energy and food, have become relatively scarce over time due to the

increased demand from emerging economies, such as China and India.
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We believe this may have been a source of increased inflationary pressure
over the past few years, although we acknowledge that it is difficult to
make an exact assessment of this contribution, since commodity prices
also are affected by supply conditions and geopolitical factors. Nonethe-
less, according to Pain, Koske, and Sollie’s study,'* the rapid growth in
emerging countries and their increasing share in world trade and GDP
may have contributed to an increase in oil prices by as much as 40 per-
cent, and real metal prices by as much as 10 percent in the first five years
of the new millennium.

Allin all, it is difficult to measure accurately the total impact of emerg-
ing markets on inflation. For instance, the IMF has estimated that glo-
balization, through its direct effects on nonoil import prices, has reduced
inflation on average by 0.25 percent per year in advanced economies."
The overall impact, however, is more difficult to estimate and extricate
from other factors that could reduce inflation. For example, the increase
in productivity growth and the stronger credibility of monetary policy are

two impending factors.

A New Form of Capitalism

Recently, Dr. Goncalves returned from China, and during his return
flight, he came to the realization that although he teaches on the subject
of China in his international business program at Nichols College, he
had missed the point when it came to that country’s profile. He kept
thinking about how Taipei, a democracy in Taiwan, with all of its tall
gray buildings seemed more like a communist country than China. In
contrast, Hong Kong’s Time Square, the World Trade Centre, Causeway
Bay, and its SOHO seemed more like Manhattan on steroids. Despite the
plethora of books and articles he’s read on the subject, he came to realize
that Chinese communism today isn't anything like his antiquated vision
of it, which was formed by living in the United States and shaped by the
Soviet Union (now Russia).

The communism he witnessed in Hong Kong and Macau, although
we must note these two countries are Chinas Special Administration
Regions (SARs), are true examples of capitalism at its core. In contrast

to the West and most advanced economies today, unemployment rates in
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Hong Kong and Macau are only four and two percent respectively. Hong
Kong hosts the most skyscrapers in the world, with New York City a dis-
tant second, with only half the amount. Hong Kong also holds the most
Rolls Royce’s in the world. Macau’s per capita income is $68 thousand, in
contrast to $48 thousand in the United States.

What impacted him the most during his 21 days there was the opti-
mism of it’s people. This is in contrast to the cynicism heard constantly
in the West, where people seem to have lost their excitement about the
future. There, young and old, people yearn and strive for more than what
they have. He agrees with Goldman Sachs’ Jim O’Neill, who coined the
“BRIC countries” back in 2000, in his assertion that “China is the great-
est story of our generation.”'® China’s general macroeconomics is very
promising. It scores well for its stable inflation, external financial posi-
tion, government debt, investment levels, and openness to foreign trade.
At the microlevel it falls just below average on corruption and use of
technology. Bug, the latter is changing rapidly.

There simply is no overstating China’s importance to us all, particu-
larly the West, notwithstanding the 1.3 billion Chinese. Like it or not, we
must realize that the entire planet, all 6.5 billion, is and must be invested
in China’s success. Doubts? In 1995, China’s economy was worth roughly
$500 billion. In just 16 years it has grown more than tenfold. By 2001,
its GDP was $1.5 willion, at the time it was smaller than the United
Kingdom and France. Today, China is the second largest economy in the
world.

Undeniably, it will be a hard road for China to maintain its consis-
tent 9 to 10 percent annual growth moving forward. Their growth rates
will most certainly decelerate. The question is by how much and how
smoothly. In March 2014, the government announced a 7.5 percent
growth target for its thirteenth five-year plan. This is best for its econ-
omy and people so that policy makers can better focus on the quality of
the growth, instead of sheer quantity. After all, no country can sustain
growth by building ghost cities as China has been doing. The good news
is that China does not have to maintain the 10 percent GDP growth
pace in order to continue to grow and actually surpass the United States
to become the largest economy in the world. For now, China is still only

about one third of the U.S. economy (in comparable dollar terms).
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It appears that Chinas Communist Party, with 80 million members,
is not just the world’s largest political party but also its biggest chamber
of commerce. That can be worrisome, as China’s influence and impact
on all advanced and emerging markets around the world looms large.
The eurozone crises have many of us in the United States concerned.
As it deteriorates, it will impact Wall Street and the United States econ-
omy. However, anything that happens in China is far more important

and impactful to the fate of the world economy than the eurozone crises.

China’s Challenges

As Brazil, Russia, India, and China, the BRIC countries, advance full-
steam ahead. Jim O’Neil’s decade-old prediction for this group of only
four countries remains prescient. BRIC is growing an economy that will
surpass the combined size of the great G-8 economies by 2035.* Very lit-
tle is said, however, about China’s shattering stories of the hordes of small
business owners committing suicide, leaving China, or flat out emigrating
to the West. It makes me wonder how much vested interest Goldman
Sachs has in such predictions.

Don't get us wrong. We are avid proponents of the rise and formida-
ble influence the BRIC countries are having on the global economy. In
Dr. Goncalves’ Advanced Economies and Emerging Market classes, students
are exposed to detailed characteristics of the engine propelling the BRICs,
its impact on the G-8, and how to position themselves professionally to
capitalize on it. But, we cannot ignore the public outcry of Chinese entre-
preneurs facing the deterioration of business conditions in that country.

The somewhat positive step taken by the People’s Bank of China
(PBOC) in December 2012, to alleviate China’s alleged liquidity crisis,
should cause us to reassess the sustainability of its economy at current

rates. China is far from a liquidity crisis, however, possessing an M2' that

* Ibidem, pg. 201.

T A category within the money supply that includes M1 in addition to all time-
related deposits, savings deposits, and noninstitutional money-market funds.
M2 is a broader classification of money than M1. Economists use M2 when
looking to quantify the amount of money in circulation and trying to explain

different economic monetary conditions. Source: Investopedia,
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has surpassed the United States, reaching nearly $11.55 trillion. This
was due, in part, by reducing the reserve requirement ratio®, (RRR), to
21 percent from its record high of 21.5 percent.

It is not clear to us whether China is on a sustainable economic path,
at least until it slows down its equity investments and begins to pay more
attention to and empower its middle class. The Chinese people won't be
willing to spend if they don’t have a decent health or retirement system,
which impels them to save, on average, 30 percent of their income. Chi-
na’s obsession with extreme growth, sustained now for over a decade, has
become the huge white elephant for global markets. Unless the Chinese
government begins to deal diligently with this issue, it may not be able to
prevent an epic hard landing of its economy.

Much like Western economies, China blames the tightening of mon-
etary policy as the feeder of its ever-growing white elephant. Again, much
like the West, it looks more like a systemic issue, since its main markets,
the United States and Europe, are both battling a probable imminent
double recession, which is squeezing their buying power. In addition,
ahead of the West, inflation is rising. Wage inflation is causing the hungry
elephant to erode China’s main competitive advantage in the manufac-
turing industry. The tightening of monetary policy is anathema to this,
but the transformative systemic change in the Chinese economy isn'.
Just look at the Purchasing Manager Index” (PMI), which dropped to
49 in December, much lower than market expectations, to realize that the
manufacturing sector is bleeding. In early 2013 the PMI climbed to 53,
but manufacturing goods in China have been declining. As depicted in
Figure 3.7, in October 2013, China’s PMI fell to 52.6, and even further,
to 50.2 in February 2014.

* The portion (expressed as a percent) of depositors’ balances banks must have
on hand as cash. This is a requirement determined by the country’s central bank,
which in the United States is the Federal Reserve. The reserve ratio affects the
money supply in a country. This is also referred to as the “cash reserve ratio” (CRR).
T A monthly index of manufacturing, considered one of the most reliable leading
indicators available to assess the near-term direction of an economy. An index
reading above 50 percent indicates that the manufacturing sector is generally
expanding, while a reading below 50 percent indicates contraction. The further

the index is away from 50 percent, the greater the rate of change.
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Figure 3.7 China manufacturing PMI as of December 20137

Source: Markit Economics, HSBCI.

Such declines in PMI produce a ripple effect of stocks piling up,
thereby driving up the cost of doing business. So much so that it has
become cheaper for China to transfer its manufacturing to the United
States, primarily to South Carolina. Certainly, labor costs, even in the
south of the United States, are higher than in China. But the cost of
energy is a lot cheaper, as is the cost of real estate, infrastructure, and
shipping across the Pacific.

What makes China’s white elephant so pale is that small and medium
businesses (SMBs), the driving force of China’s manufacturing, do not
have easy access to credit. China’s four major banks, Bank of China,
the China Construction Bank, the Industrial and Commercial Bank of
China, and the Agricultural Bank of China, control more than 70 percent
of Chinas banking market. These are state-owned banks which favor
state-owned companies, and, rarely, some fortunate private corporations.
This resource misallocation is feeding the pallid pachyderm at the expense
of SMBs, left with their only option of costly business financing,.

We do not profess to be economists, but looking at the sheer size
of China’s white elephant, it is clear to us that monetary policy alone
cannot fix the systemic insufficiencies of China’s economy. As long as the
economy remains vastly dependent on the United States and European

consumerism, countries currently dealing with their own herd of white
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elephants, and unable to consume as before, China’s exports will remain
massively strained. Consequently, the country is being burdened with a
severe excess capacity problem, pushing down the marginal returns of
investment and GDD, while fostering an uptick of inflation, unemploy-
ment, and possibly more bubbles.

As the United States and Europe deal with their own economic crisis,
they are being forced to place their deficit-fueled consumption economies
on a stringent diet. To deal with their own white elephant they will have
to shop and consume less, to give room for increasing saving rates which is
chronically low at the moment, and higher productivity. Such an unavoid-
able consumer diet could be disastrous for China, as data from the Econ-
omist Intelligence Unit and the U.S. Department of Commerce’s (DOC)
Bureau of Economic Analysis suggests that China will remain dependent
on an export-led economy until at least late 2030. If true, China must find
new markets and reduce its dependence on the West’s economies.

Could the BRIC countries be the ace under China’s sleeves? After
all, as O’Neil predicted, in the next two decades these four countries will
account for half of the population of the entire world (i.e., huge mid-
dle-class), and their economies will be larger than the G-7 countries com-
bined. Europe today has 35 cities with a population over one million,
but by 2030, India alone will have 68 cities with over one million and
China will have over one billion consumers living in cities. This stagger-
ing fact alone could mark the slow death of China’s white elephant, by
letting go of its dependence on the West, and the return of a progressive
flame-throwing dragon, ready to sizzle its middle-class economy and the
BRIC’s with sales aplenty of manufactured goods.

The question remains which will have more weight: the shortsighted

state-capitalist elephant or the farsighted free-market driven dragon?

Brazil: An Economy of Extremes

Dr. Goncalves recently returned from Brazil, and while observing the hus-
tle and bustle of Rio’s international airport, busier than ever, it dawned on
him that Brazil has much to be proud of. He is Brazilian, and therefore,
admits to being a tad biased, but the fact remains that a decade of accel-

erated growth and progressive social policies have brought the country
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prosperity that is ever more widely shared. The unemployment rate as
of September 2013 was 5.4 percent, up from 5.30 percent in August of
2013.* Credit is flourishing, however, particularly to the swelling number
of people who have moved out of poverty status and into the ranks of the
middle class. Income inequality, though still high, has fallen sharply.

For most Brazilians life has never been as hopeful, and to some extent
we see plenty of paradigm shifts. Women’s salaries are growing twice as
fast as those of men, even though they only occupy a mere 21.4 percent
of executive positions and despite the fact they hold most of the doctoral
degrees in the country (51.5 percent) and dominate the area of research
(58.6 percent). Women also own more companies in the Latin American
region (11 percent) than any other emerging country. The new shifts in
the Brazilian economy also benefit the black communities, which have
seen their salaries increase four times faster than their white counterparts,
bringing the population of the middle class blacks from 39.3 percent to
50.9 percent. According to research conducted by the Federal University of
Rio de Janeiro, of 20.6 million people who entered the workplace, only 7.7
million were white. Overall, the country is enjoying the boom brought by
commodities, in particular oil and gas, despite the global economic slow-
down. Are advanced economies entrepreneurs taking advantage of this?

If not, they should, but with a caveat. We believe what worked for
the Brazilian economy ten even twenty years ago, such as a focus on
commodities, low labor costs, and excessive focus on exports, won't work
moving forward. Today, Brazil is a new country, with new habits and
customs, and believe it or not, a population that possesses an extremely
clevated self-esteem. Meaning, the fledgling and rapidly growing Brazil-
ian middle class, 52 percent of the population since 2008, is in love with
itself and ready to spend. According to Goldman Sachs, more than two
billion people around the world will belong to the middle-class by 2030,
but the majority of Brazilians are already there.

In 2010, the United Nations Development Program’s (UNDDP)

report, ranked Brazil among the ten worst countries in the world in terms

* From 2001 until 2013, Brazil’s unemployment rate averaged 8.8 percent reach-
ing an all time high of 13.1 percent in April of 2004 and a record low of 4.6
percent in December of 2012.
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of income inequality, with a Gini* Index of 0.56 (one being ideal and
zero being the worst), tied with Ecuador and only better than Bolivia and
Haiti. Brazil is home to 31 percent of all Latin American millionaires,
about five thousand people with a net worth superior of $30 million.
More than 100 thousand Brazilians own financial investments of at least
one million reais, or about $500 thousand. But what this report fails to
include is that in 2008 the Gini index was far worse: 0.515. Since then,
2010 date indicates unemployment fell from 12.3 percent to 6.7 percent
and, as mentioned earlier, it is now at 4.9 percent. In 2003 there were
49 million Brazilians living in poverty. Six years later that number plum-
meted to 29 million as a result of government sponsored social programs.

Brazil’s primary challenge is in regard to education. In our view, the
global economy has essentially become a knowledge economy. However,
Brazil has not adequately invested in education, despite the commodi-
ties boon. Recently, the federal government launched several promising
educational programs, such as “science without barriers,” a program that
finances and sends several thousand higher education students abroad in
the STEM (science, technology, engineering, and math) disciplines. Sadly
though, the reality today is that approximately 80 percent of all corporate
professionals in Brazil do not have a college degree—one of the lowest
rates in the world.

According to a United Nations Educational, Scientific and Cultural
Organization (UNESCO) report, only 35 percent of Brazilians between
the ages of 25 and 34 have high school diplomas, which is three times
higher than those between the ages of 55 and 64 years of age. The new
generation of professionals is not being educated quickly enough. Com-
pare this data to South Korea, which planned for its economic growth by
increasing the number of high school graduates from 35 to 97 percent.
As of March 2013, the United States number was 75 percent. Still, in
the past five years, there have never been as many Brazilians studying,
with tangible results. In the past 10 years, 435 vocational schools opened

and the number of universities jumped from 1,800 to almost 3,000

* 'The Gini index is a measure of statistical dispersion intended to represent the
income distribution of a nation’s residents. It was developed by the Italian statisti-

cian and sociologist Corrado Gini.
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institutions, while the number of college students jumped 46 percent,
reaching 6.5 million. By comparison, the United States has 4,495 Tide
IV-eligible instituations and about 20.3 million college students. As we
look toward the future, despite all its shortcomings, we are looking at a
much more educated workforce in Brazil.

Until now Brazilians did not believe in their country’s potential and
suffered from a certain inferiority complex. Now, they have several rea-
sons to take pride in being Brazilian: the impressive economic boom of
late, greater access to education and to information (Brazil is fifth in the
world in Internet access, behind only China, U.S., India, and Japan), a
democratization of the culture, and the recognition of Brazil as an emerg-
ing country abroad.

While there are a variety of different methodologies being used to
study the relatively new field of Happiness Economics, or the efficiency
with which countries convert the earth’s finite resources into happiness or
well-being measures. The think tank company Global Finance has ranked
151 countries across the globe on the basis of how many long, happy,
and sustainable lives they provide for the people who live in them per
unit of environmental output. The Global Happy Planet Index'® (HPI)
incorporates three separate indicators, including ecological footprint, or
the amount of land needed to provide for all their resource requirements
plus the amount of vegetated land needed to absorb all their CO, emis-
sions and the CO, emissions embodied in the products they consume; life
satisfaction, or health as well as “subjective well-being” components such
as a sense of individual vitality, opportunities to undertake meaningful,
engaging activities, inner resources that help one cope when things go
wrong, close relationships with friends and family, belonging to a wider
community; and life expectancy. According to the report results, Brazil
ranks 21, while the United States is 105. (Costa Rica leads the way and

Vietnam is second.) Need we say more?



CHAPTER 4

Coping With Emerging and
Advanced Market Risks

Overview

For the past six years or so, advanced economies have been exposing inter-
national investors to a lot of risk, from the U.S. economy trembling over
its fiscal cliff and the EU struggling to control the eurozone crisis, to
Japan seemingly sunk into permanent stagnation. Hence, it would be
easy to conclude that the biggest global risks, as of now, would come from
these advanced economies.

Yet, that’s not what Eurasia, a political risk consultancy group, argues.
In its predictions for 2013, the group puts emerging markets at the top
of their risk rankings. That’s because, they argued, the advanced econo-
mies have proved in recent years that they can manage crises. Conversely,
there are several risks suggesting emerging markets will likely struggle to

cope with the world’s growing political pressures. Eurasia argues that

But...with an absence of global leadership and geopolitics very
much “in play,” everyone will face more volatility. That’s going
to prove a much bigger problem for emerging markets than the
developed world. In 2013, the first true post-financial crisis year,

we'll start to see that more clearly.*

People tend to think of emerging markets—including the so-called BRIC
nations of Brazil, Russia, India, and China—as immature states in which
political factors matter at least as much as economic fundamentals for the

performance of markets.

* Ibidem.
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It was even before the recent global financial crisis that growth of
emerging markets had shaken the foundations of faith in free markets,
which appeared to have fully, and finally, established the dominance of
the liberal economic model tested by the past success of advanced econ-
omies. The model’s fundamental components are private wealth, private
investment, and private enterprise. Figure 4.1 illustrates the significant

growth these regions have experienced in the past decade or so.
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Figure 4.1 Emerging markets led by BRIC have demonstrated
stronger growth than the advanced economies?

Source: IME
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To combat the economic and social challenges surfaced from the
global financial recession, both advanced and emerging economies have
injected politics and political motivations, on a scale we haven’t seen in
decades, into the performance of global markets. Massive state interven-
tions, including currency rate manipulation, inflation targeting, state cap-
italism, and economic nationalism in certain areas, have been accelerated
in markets as world-wide governments and central banks try to stimulate
growth and rescue vulnerable domestic industries and companies.

However, such a shift doesn’t guarantee a panacea for all economic
problems. Along with its own risks and intensified confrontation, emerg-
ing markets’ most tumultuous growth model seems to have more or less
reached a turning point. Growth rates in all the BRICs have dropped
while the United States and EU are facing possible secular stagnation;

that calls for a more thorough search for better measures and solutions.

Currency Rate

Currency war, also known as competitive devaluation of currency, is a
term raised as the alarm by Brazil’s Finance Minister Guido Mantega to
describe the 2010 effort by the United States and China to have the low-
est value of their currencies.’

The rationale behind a currency war is really quite simple. By devalu-
ing one’s currency it makes exports more competitive, giving that individ-
ual country an edge in capturing a greater share of global trade, therefore,
boosting its economy. Greater exports mean employing more workers and
therefore helping improve economic growth rates, even at the eventual
cost of inflation and unrest.

The United States allows its currency, the dollar, to devalue by expan-
sionary fiscal and monetary policies. It’s doing this through increasing
spending, thereby increasing the debt, and by keeping the federal funds
rate at virtually zero, subsequently increasing credit and the money sup-
ply. More importantly, through “quantitative easing” (QE), it has been
printing money to buy bonds, with its peak at $85 billion a month.

China tries to keep its currency low by pegging it to the dollar, along
with a basket of other currencies. It keeps the peg by buying U.S. Treasur-
ies, which limits the supply of dollars, thereby strengthening it. This keeps

Chinese yuan low by comparison. More recently, the yuan has taken a
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Figure 4.2 Leading export and import traders of 2012

Source: International Trade Statistics 2013 (WTO).

violent turn toward devaluation against the dollar since February 2014.
Obviously, both United States and China benefitted from currency rate
manipulation to secure their leading positions in international trade.

According to the WTO International Trade Statistics 2013 and as
depicted in Figure 4.2, the United States was the world’s biggest trader in
merchandise by then’, with imports and exports totaling $3,881 billion in
2012. Its trade deficit amounts to $790 billion, or 4.9 percent of its GDP.
China followed closely behind the United States, with merchandise trade
totaling $3,867 billion in 2012. China’s trade surplus was $230 billion,
or 2.8 percent of its GDP.

" China replaced the United States to become the world’s largest merchandise
trader in 2013. Data from the U.S. Commerce Department showed on Feb 6,
2014 that the United States’ combined exports and imports stood at $3.91 ril-
lion in 2013, about $250 billion less than China’s.
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Through manipulation of currency rate, devaluation also is used to cut
real debt levels by reducing the purchasing power of a nation’s debt held
by foreign investors, which works especially well for the United States. But
such currency rate manipulation has invited destructive retaliation in the
form of a quid pro quo currency war among the world’s largest economies.

A joint statement issued by the government and the Bank of Japan
(BQOJ) in January 2013 stated that the central bank would adopt a two
percent inflation target. Later, Haruhiko Kuroda, the BOJ’s governor
announced the BOJ’s boldest attempt so far to stimulate Japan’s economy
and end years of deflation. The bank intends to double the amount of
money in circulation by buying about ¥13 trillion yens in financial assets,
including some ¥2 trillion yens in government bonds, every month as
long as necessary. BOJ’s effort together with the months of anticipation
that preceded it has knocked the yen down sharply against the dollar

and other major currencies (as shown in Figure 4.3) and sparked a rally
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Figure 4.3 U.S. dollar exchange rates against currencies of selected
countries, January 2005-March 2014. Indices of U.S. dollars per
unit of national currency, 1 January 2005 = 100.

Sources: Federal Reserve Bank of St. Louis.
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in Japanese shares. It also has further reignited fears of currency tensions
around the globe.

The EU made its move in 2013 to boost its exports and fight
deflation. The ECB, after cutting its policy rate to 0.5 percent in May,
lowered its rate further to 0.25 percent on November 7, 2013. This
immediately drove down the euro-to-dollar conversion rate to $1.37
dollars.

Brazil and other emerging market countries are concerned because
the currency wars are driving their currencies higher, by comparison. This
raises the price of commodities, such as oil, copper, and iron, that is, their
primary exports. This makes emerging market countries less competitive
and slows their economic growth.

In fact, India’s new central bank governor, Raghuram Rajan, has criti-
cized the United States and others involved in currency wars that they are
exporting their inflation to the emerging market economies.

However, condemning the currency war and the United States,
BRICS, except for China, had their currencies devaluated against the
U.S. dollar after the financial crisis. (See Figure 4.3)

In currency wars, exchange rate manipulation can be accomplished

in several ways:

* Direct intervention—Adopted by the PBOC and BOJ, in
which a country can sell its own currency in order to buy
foreign currencies, resulting in a direct devaluation of its
currency on a relative basis.

* Quantitative easing—Taken by U.S. Federal Reserve, in
which a country can use its own currency to buy its own
sovereign debt, and ultimately depreciate its currency.

* Interest rates—Exercised by BOJ, Federal Reserve, and ECB
in which a country can lower its interest rates and thereby
create downward pressure on its currency, since it becomes
cheaper to borrow against others.

* Threats of devaluation—Used by the United States toward
China, in which a country can threaten to take any of the
aforementioned actions along with other measures and occa-

sionally achieve the desired devaluation in the open market.
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An important episode of currency war occurred in the 1930s. As
countries abandoned the Gold Standard during the Great Depression,
they used currency devaluations to stimulate their economies. Since
this effectively pushes unemployment overseas, trading partners quickly
retaliated with their own devaluations. The period is considered to have
been an adverse situation for all concerned as unpredictable changes in

exchange rates reduced overall international trade.

Control the Currency Rate and Capital Flows

To avoid a repeat of such painful history and damage to international
trade caused by ongoing currency wars, Pascal Lamy, former Direc-
tor-General of the WTO, pointed out in the opening to the WTO Sem-
inar on Exchange Rates and Trade in March 2012 that “the international
community needs to make headway on the issue of reform of the interna-
tional monetary system. Unilateral attempts to change or retain the status
quo will not work.”

The key challenge to the rest of the world is the United States policy
of renewed quantitative easing, which gives both potential benefits and
increasing pressure to other countries. Among the benefits would be to
help push back the risk of deflation that has been observed in much of the
advanced world. Avoiding stagnation or renewed recession in advanced
economies, in turn, would be a major benefit for emerging markets in
world trade, whose economic cycles remain closely correlated with those
in the developed world (Canuto 2010). Another major plus would be
to greatly reduce the threat of protectionism, particularly in the United
States. The most plausible scenario for advanced country protectionism
would be a long period of deflation and economic stagnation, as seen in
the 1930s (Canuto and Giugale 2010).

Based on our observations, the adjustment issue has been relatively
easier in other advanced economies (especially countries within the EU)
that also are experiencing high unemployment and are threatened by
deflation. In this situation, there could be a rationale not so much for a
currency war as for a coordinated monetary easing across developed coun-
tries to help fend off deflation while also reducing the risk of big exchange

rate realignments among the major developed economies (Portes 2010).
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In contrast, it is more complicated for most emerging markets, such as
China, that experience relatively stronger growth and higher inflationary
rather than deflationary pressures. In this situation, the U.S. easing poses
more challenging policy choices by creating added stimulus for capital
flows to emerging markets, flows that have already been surging since
2010, and attracted both by high short-term interest rate spreads and the
stronger long-term growth prospects of emerging economies.

To put currency rate and capital flows under reasonable control
with the increasing pressure from U.S. monetary easing, there are three
approaches suggested by the World Bank experts (Brahmbhatt, Canuto,
and Ghosh December, 2010).

First is to maintain a fixed exchange rate peg and an open capital
account while giving up control of monetary policy as an independent
policy instrument. This approach tends to suit smaller economies such
as Hong Kong that are highly integrated both economically and institu-
tionally with the larger economy to whose exchange rate they are pegged.
It is less appropriate for larger developing countries, such as China,
whose domestic cycles may not be at the same pace as the economy (in
this case the United States) to which they are pegged. Importing loose
U.S. monetary policy will tend to stimulate excessive domestic money
growth, inflation in the goods market, and speculative bubbles in asset
markets. By taking this approach, China’s adjustment will occur through
high inflation, the highest one among all major economies in Figure 4.4,
and appreciation of the real exchange rate. Countries may attempt to
avert some of these consequences by issuing domestic bonds to offset the
balance of payments inflows. But this course also has disadvantages, for
example, fiscal costs and a tendency to attract yet more capital inflows by
pushing up local bond yields.

Second is to pursue independent monetary policies that target
their own inflation and activity levels, combined with relatively flex-
ible exchange rates and open capital accounts, which a growing num-
ber of emerging economies have been moving toward in the aftermath
of the financial crises of the late 1990s. Given rising inflation pressures,
the appropriate monetary policy in many emerging markets at present
would likely be to tighten, which will, however, attract even more capi-

tal inflows and further appreciate exchange rates. Sustained appreciation
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raises concerns about loss of export competitiveness and could lead to
contentious structural adjustments in the real economy. So countries may
also fear that large appreciations will undercut their long-term growth
potential.* A standard recommendation for countries in this position is to
tighten fiscal policy (increasing the rate of taxation or cutting government
spending) as a way of reducing upward pressure on local interest rates and
the exchange rate.

Third is to combine an independent monetary policy with a fixed
exchange rate by closing the capital account through capital controls.
Such controls may sometimes be a useful temporary expedient, but they
are not unproblematic, especially in the longer term.

Figure 4.5 lists some of the main types of capital controls and some
evidence of their varying effectiveness. Foreign exchange taxes can be
effective in reducing the volume of flows in the short term, and can alter
the composition of flows toward longer-term maturities. Unremunerated
reserve requirements also can be effective in lengthening the maturity
structure of inflows, but their effectiveness diminishes over time. There is
some evidence that prudential measures that include some form of capital
control (such as a limit on bank external borrowing) may be effective in

reducing the volume of capital inflows.
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Figure 4.5 Effectiveness of capital control measures’

In practice, most emerging economies combine the three in varying
proportions, achieving, for example, a certain degree of monetary auton-
omy combined with a “managed” flexible exchange rate.

It is interesting to observe two major emerging economies as points
on this continuum. Brazil is an example of flexible exchange rates, inde-
pendent monetary policy and high international financial integration,
which is now experiencing a fluctuation in its exchange rate, and adding
pressure to its competitiveness. In addition, a rising current account defi-
cit is raising concerns about the risk of a future crisis. Under such circum-
stances, it is plausible for the policy makers to turn to a combination of
exchange market intervention and capital flow controls to try to temper
or smooth the pace of its currency appreciation. More importantly, Brazil
may need to tighten fiscal policy to reduce incentives for capital inflows.
Strengthening macroprudential and financial regulation as well as devel-
oping capital markets can help reduce the risk of a build-up in financial
fragility and improve the efficiency of capital allocation, along with better
safety nets to reduce the costs of transitional unemployment. Many of

these reforms will take time to implement.
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China, another member of BRIC, represents a different point with
limited exchange rate flexibility, backed by heavy exchange market inter-
vention, and some capital controls. China is experiencing the high infla-
tion pressures in goods and asset markets predicted by the first approach
offered by WTO. Chinese policy makers may understand and appreciate
the potential macromanagement benefits of greater exchange rate flexibil-
ity and more monetary autonomy. But the macroeconomic management
has become intertwined with deep structural imbalances—high invest-
ment relative to consumption, industry relative to services, and corporate
profits relative to wages—each bolstered by vested interests and a complex
political economy.

Authorities are concerned about the size and duration of transitional
unemployment caused by a downsizing of the tradable goods and export
sectors, which may become a threat to the social stability ranking high on
their priority list. Thus the move toward macroeconomic policy reform
and more exchange rate flexibility in China, though inevitable, is likely to
be prolonged (Brahmbhatt, Canuto, and Ghosh December, 2010).

To echo what Lamy said at the WTO seminar, reform of the inter-
national monetary system to cease currency war and put capital flow
under control takes time. Joint efforts, from advanced and from emerg-
ing economies, are needed in global platforms such as the G-20 and the
World Bank to coordinate advanced countries macroprudential and finan-
cial sector regulatory reform that can help reduce the risk and improve
the quality of capital flows to emerging markets. Such process would not
necessarily lead to radical accomplishment, but rather incremental action,
backed by sound commitment to momentous progress over the medium

term.

Inflation Targeting

Inflation, a rise in the overall level of prices, erodes savings, lowers pur-
chasing power, discourages investment, inhibits growth, fuels capital
outflow, and, in extreme cases, provokes social and political unrest. Peo-
ple view it negatively and governments consequently have tried to battle
inflation by adopting conservative and sustainable fiscal and monetary

policies.
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Because interest rates and inflation rates tend to move in opposite
directions, central bankers have adopted inflation rargeting to control the
general rise in the price level based on such understanding of the links
from the monetary policy instruments of interest rates to inflation. By
applying inflation targeting a central bank estimates and makes public a
projected or “target” inflation rate and then attempts to use interest rate
changes to steer actual inflation toward that target. Through such “trans-
mission mechanism,” the likely actions a central bank will take to rise or
lower interest rates become more transparent, which leads to an increase
in economic stability.

Inflation targeting, as a monetary-policy strategy, was introduced in
New Zealand in 1990. It has been very successful in stabilizing both infla-
tion and the real economy. As of 2010, as shown in Figure 4.6, it has been
adopted by almost 30 advanced and emerging economies.®

Inflation targeting is characterized by (1) an announced numerical
inflation target, (2) an implementation of monetary policy that gives a
major role to an inflation forecast and has been called forecast targeting,
and (3) a high degree of transparency and accountability.

A major advantage of inflation targeting is that it combines elements
of both “rules” and “discretion” in monetary policy. This “constrained
discretion” framework combines two distinct elements: a precise numer-
ical target for inflation in the medium term and a response to economic

shocks in the short term.”

Inflation Targeting With Advanced Economies

There are a number of central banks in more advanced economies—
including the ECB, the U.S. Federal Reserve (Fed), the BOJ, and the
Swiss National Bank—that have adopted many of the main elements of
inflation targeting. Several others are moving toward it. Although these
central banks are committed to achieving low inflation, they do not
announce explicit numerical targets or have other objectives, such as pro-
moting maximum employment and moderate long-term interest rates, in
addition to stablizing prices.

In popular perception, and in their own minds, central bankers were

satisfied with inflation targeting as an effective tool to squeeze high inflation
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Targeting inflation

Inflation Inflation rate | 2010 end-of- Target

targeting at adoption year inflation | inflation rate
Country adoption date | date (percent) (percent) (percent)
New Zealand 1990 3.30 4.03 1-3
Canada 1991 6.90 2.23 24/-1
United Kingdom 1992 4.00 3.39 2
Australia 1993 2.00 2.65 2-3
Sweden 1993 1.80 2.10 2
Czech Republic 1997 6.80 2.00 3+/-1
Israel 1997 8.10 2.62 24/-1
Poland 1998 10.60 3.10 254/-1
Brazil 1999 3.30 591 45+4/-1
Chile 1999 3.20 2.97 3+/-1
Colombia 1999 9.30 3.17 2-4
South Africa 2000 2.60 3.50 3-6
Thailand 2000 0.80 3.05 0.5-3
Hungary 2001 10.80 4.20 3+/-1
Mexico 2001 9.00 4.40 3+/-1
Iceland 2001 4.10 2.37 2.54/-1.5
Korea, Republic of 2001 2.90 3.51 3+/-1
Norway 2001 3.60 2.76 254/-1
Peru 2002 -0.10 2.08 24/-1
Philippines 2002 4.50 3.00 4+/-1
Guatemala 2005 9.20 5.39 54/-1
Indonesia 2005 7.40 6.96 5+/-1
Romania 2005 9.30 8.00 3+/-1
Serbia 2006 10.80 10.29 4-8
Turkey 2006 7.70 6.40 55+4/-2
Armenia 2006 5.20 9.35 45+/-1.5
Ghana 2007 10.50 8.58 8.5+-2
Albania 2009 3.70 3.40 3+/-1

Figure 4.6 Summary of Central Banks using inflation targeting to

control inflation

Sources: Hammond 2011, Roger 2010, and IMF staff calculations.
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out of their economies. Their credibility is based on keeping inflation down
and therefore they always must be on guard in case prices start to soar.

This view is dangerously outdated after the financial recession. The
biggest challenge facing the advanced economies’ central banks today is
that inflation is too low! After rebounding during the first two years of the
recovery, due to United States quantitative easing and loosening mone-
tary policy of other advanced economies, inflation in developed markets
has drifted lower since mid-2011 and generally stands below central bank
targets, as depicted in Figure 4.7. Given considerable slack in developed
economies, however, inflation may drop further.

The most obvious danger of such low inflation is the risk of slipping
into outright deflation, in which prices persistently fall. As Japan’s expe-
rience in the past two decades shows, deflation is both deeply damaging
and hard to escape in weak economies with high debts. Since loans are
fixed in nominal terms, falling wages and prices increase the burden of
paying them. Once people expect prices to keep falling, they put off buy-
ing things, weakening the economy further.®

This is particularly severe in the eurozone, where growth averaged
—0.7 percent in the first three quarters of 2013 and annual CPI infla-
tion fell from 2.2 percent at the end of 2012 to 0.9 percent in the year
to November 2013 (see Figure 4.7). At the same time the euro has
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Figure 4.7 CPI Inflation of United States eurozone, and Japan from
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appreciated 8.2 percent in 2013 against a weighted basket of currencies,
which is likely to be holding back inflation and growth. The ECB already
cut its main policy rate from 0.5 percent to 0.25 percent in November
2013, leaving little room for further interest rate cuts.

Meanwhile, inflation in the United States has fallen to around one
percent, the lowest levels since 2009 when the global recession and col-
lapsing commodity markets dragged down prices. These low inflation
rates raise the risk that the United States together with the eurozone could
be entering their own deflation trap with lost decades of low growth and
deflation ahead.

Interestingly enough, Japan sets a deviant example in inflation target-
ing, in which its central bank wants to reversely boost inflation to a set
target of two percent. Since the 1990s, the Japanese economy has lan-
guished in a weak state of feeble growth and deflation that has persisted
into this century. From 2000 to May 2013, annual inflation of the CPI
was negative (averaging —0.3 percent), while real GDP growth was less
than one percent over the same period.

The Prime Minister Shinzo Abe, who came to power at the end of
2012, introduced a raft of expansionary economic policies known as
“Abenomics” (see Chapter 3), which included a two percent inflation
target and buying about ¥13 trillion in financial assets (some ¥2 trillion
in government bonds) every month as long as necessary. Together with
heavy spending on public infrastructure and an active policy the Japanese
yen was weakened.

Japan’s economy has turned. Growth has averaged 3.1 percent so far
in 2013 and inflation rose from —0.3 percent in the year in May to 1.1
percent in the year in October. This puts it above inflation in both the
United States and eurozone for the first time this century. Rising Japanese
inflation is a direct consequence of expansionary economic policies intro-
duced in 2013, which could help the country escape from the lost decades
of low growth and deflation from the real estate crash of 1989 until today.
Abenomics including a surge of inflation is likely to have contributed
significantly to Japan’s improving economic performance.

The current situation in United States and eurozone calls for a con-
tinuation and possibly acceleration of unconventional monetary policy to

offset the dangers that deflation could pose on an already weak recovery.
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The experience of Japan provides a useful historical precedent. It is likely
that the ECB will engage in unconventional monetary policies to pro-
vide stimulus by extending its long-term refinancing operations (LTROs),
which provide unlimited liquidity to EU banks in exchange for collateral
at low interest rates. The ECB must also stress that its target is an inflation
rate close to two percent for the eurozone as a whole, even if that means
higher inflation in Germany.

The United States is still buying $55 billion worth of bonds a month
after its recent cut of $10 billion per month in April 2014, and will main-
tain its current policy rate at essentially zero for “a considerable time after
the asset purchase program ends.” If inflation continues to slow, QE
tapering could take even longer to be implemented. Meanwhile, the Fed
also can change its forward guidance as it just did to reduce the “thresh-
old” below which unemployment must fall even further from 6.5 percent

to 6 percent or below before interest rates are raised.’

Inflation Targeting With Emerging Economies

In emerging markets the inflation picture looks quite different. With
unemployment rates hovering around long-term averages, these economies
appear to be operating near their full potential. Correspondingly, emerg-
ing-markets consumer price inflation has been low since 2012 and has
edged higher in recent months. In the aggregate, consumer price weighted
emerging markets inflation ticked up to 4.2 percent year-over-year in Sep-
tember 2013, compared with 4.1 percent in August and 4 percent at the
end of 2012 (see Figure 4.8). The sequential trend inflation rate (three
months over three months, seasonally-adjusted annual rate) has risen
more sharply since midyear, reaching 5.5 percent in September 2013."
The concern for emerging-market economies is high inflation together
with potential slower growth. Inflation has started to pick-up in emerging
markets during 2013, even as growth has fallen short of expectations.
Growth looks particularly disappointing when compared with figures
from before the 2008 financial crisis. A poorer growth-inflation trade-off
suggests that economic potential in emerging markets has slowed con-
siderably. This observation is a particular worry in the largest emerging

markets, including China, India, and Brazil. All have been growing at
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Sources: J.P. Morgan Asset Management, data through September 2013.

poor rates compared with previous years, but inflation hasn’t fallen sig-
nificantly during the past year.

Inflation targeting has been successfully practiced in a growing num-
ber of countries over the past 20 years, and many more countries are mov-
ing toward this framework. Although inflation targeting has proven to be
a flexible framework that has been resilient in changing circumstances
including during the recent global financial crisis, emerging markets must
assess their economies to determine whether inflation targeting is appro-
priate for them or if it can be tailored to suit their needs. Facing the
unique challenge of high inflation with slow growth, emerging economies
may include currency rate and other alternatives, along with interest rates,

to play a more pivotal role in stabilizing inflation.

State Capitalism

The spread of a new sort of state capitalism in the emerging world is caus-
ing increasing attention and problems. As a symbol of state owned enter-
prises (SOEs), over the past two decades, striking corporate headquarters
have transformed the great cities of the emerging markets. China Central
Television’s building resembles a giant alien marching across Beijing’s sky-

line; the gleaming office of VIB, a banking powerhouse, sits at the heart
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of Moscow’s new financial district; the 88-story PETRONAS Towers,
home to Malaysia’s oil company, soars above Kuala Lumpur. These are all
monuments to the rise of a new kind of Hybrid Corporation, backed by
the state but behaving like a private-sector multinational.

State capitalism is described usually as an economic system in which
commercial and economic activity is undertaken by the state, with man-
agement and organization of the means of production in a capitalist man-
ner including the system of wage labor, and centralized management.'?

State capitalism also can refer to an economic system where the means
of production are owned privately but the state has considerable control
over the allocation of credit and investment, as in the case of France during
the period of dirigisme. Alternatively, state capitalism may be used similar
to state monopoly capitalism to describe a system where the state inter-
venes in the economy to protect and advance the interests of large-scale
businesses. This practice is often claimed to be in contrast with the ideals
of both socialism and laissez-faire capitalism.' In 2008, the term was used
by U.S. National Intelligence Council in “Global Trends 2025: A World
Transformed” to describe the development of Russia, India, and China.

Marxist literature defines state capitalism as a social system combining
capitalism, in which a wage system of producing and appropriating surplus
value, with ownership or control by a state. Through such combination, a
state capitalist country is one where the government controls the economy
and essentially acts like a single huge corporation, extracting the surplus
value from the workforce in order to invest it in further production.

State-directed capitalism is not a new idea. It’s remote roots can be
traced back to the East India Company. After Russias October Revo-
lution in 1917, using Vladimir Lenin’s idea that Czarism was taking a
“Prussian path” to capitalism, Nikolai Bukharin identified a new stage in
the development of capitalism, in which all sectors of national production
and all important social institutions had become managed by the state.
He officially named this new stage as “state capitalism.”"*

Rising powers have always used the state to drive the initial growth,
for example, Japan and South Korea in the 1950s, or Germany in the
1870s, or even the United States after the war of independence. But these
countries have-eventually found the limits of such a system and thus

moved away from it.



COPING WITH EMERGING AND ADVANCED MARKET RISKS 99

Singapore’s economic model, under Lee Kuan Yew’s government, is
another form of state capitalism, where the state lets in foreign firms and
embraces Western management ideas while owning controlling shares in
government-linked companies and directs investments through sovereign
wealth funds, mainly Temasek.

Within the EU, state capitalism refers to a system where high coor-
dination between the state, large companies and labor unions ensure
economic growth and development in a quasicorporatist model. Vivien
Schmidt cites France and, to a lesser extent, Italy as prime examples of
modern European State capitalism."

The leading practitioners of state capitalism nowadays are among
emerging markets represented by China and Russia—after Boris Yeltsin’s
reform. The tight connection between its government and business is
so obvious, whether in major industries or major markets. The world’s
ten biggest oil-and-gas firms, measured by reserves, are all state-owned.
State-backed companies account for 80 percent of the value of China’s
stock market and 62 percent of Russia’s. Meanwhile, Brazil has pioneered
the use of the state as a minority shareholder together with indirect gov-
ernment ownership through the Brazilian National Development Bank
(BNDES) and its investment subsidiary (BNDESPar).!¢

State capitalists like to use China’s recent successes against the United
States and EU’s troubles in the financial crises. They argue that state
owned enterprises have the best of both worlds: the ability to plan for the
future, but also respond to fast-changing consumer tastes. State capitalism
has been successful at producing national champions that can compete
globally. Two-thirds of emerging-market companies that made it onto the
Fortune 500 list are state-owned, and most of the rest enjoy state support
of one sort or another. Chinese companies are building roads and rail-
ways in Africa, power plants and bridges in South-East Asia, and schools
and bridges in the United States. In the most recent list of the world’s
biggest global contractors, compiled by an industry newsletter, Chinese
companies held four of the top five positions. China State Construction
Engineering Corporation has undertaken more than 5,000 projects in
about 100 different countries and earned $22.4 billion in revenues in
2009. China’s Sinohydro controls more than half the world’s market for

building hydropower stations."”
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In 2009, just two Chinese state-owned companies, namely China
Mobile and China National Petroleum Corporation, made more profits
($33 billion) than Chinas 500 most profitable private companies com-
bined. In 2010, the top 129 Chinese SOEs made estimated net profits of
$151 billion, 50 percent more than the year before (in many cases helped
by near-monopolies). In the first six months of 2010, China’s four biggest
state commercial banks made average profits of $211 million a day.

Under state capitalism, governments can provide SOEs and compa-
nies under their indirect control with the resources that they need to reach
global markets. One way is by listing them on foreign exchanges, which
introduces them to the world’s sharpest bankers and analysts. Meanwhile,
they can also acquire foreign companies with rare expertise that produces
global giants. Shanghai Electric Group enhanced its engineering knowl-
edge by buying Goss International for $1.5 billion and forming joint ven-
tures with Siemens and Mitsubishi. China’s Geely International gained
access to some of the world’s most advanced car-making skills through its
acquisition of Volvo for $1.8 billion.*

Governments embrace state capitalism because it serves political as
well as economic purposes. Especially, during the recent recession, it puts
vast financial resources within the control of state officials, allowing them
access to cash that helps safeguard their domestic political capital and, in

many cases, increases their leverage on the international stage.

Risks Associate With State Capitalism

Dizzied by the strength of state capitalism demonstrated through the
recent financial crisis, it is easy for outside investors to become blind to the
risks posed by the excessive power of the state. Companies are ultimately
responsible not to their private shareholders but to the government, which
not only owns the majority of the shares but also controls the regulatory
and legal system. Such inequality creates a lot of risks for investors.

There is striking evidence that state-owned companies are less pro-
ductive than their private competitors. An OECD paper in 2005 noted
that the total factor productivity of private companies is twice that of
state companies. A study by the McKinsey Global Institute in the same

* Ibidem.
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year found that companies in which the state holds a minority stake are
70 percent more productive than wholly state-owned ones.

Studies also show that SOEs use capital less efficiently than private
ones, and grow more slowly. The Beijing-based Unirule Institute of Eco-
nomics argues that, allowing for all the hidden subsidies such as free land,
the average real return on equity for state-owned companies between
2001 and 2009 was —1.47 percent.* SOE: typically have poorer cost con-
trols than regular companies. When the government favors SOEs, the
others suffer. State giants soak up capital and talent that might have been
used more efficiently by private companies.

SOE: also suffer from “principal-agent problem,” which indicates the
tendency of managers, as agents who run companies, to put their own
interests prior to the interests of the owners who are the principals. This
problem is getting more severe under state capitalism. Politicians who can
control or influence the nomination of SOE executives may have their
own agenda while being too distracted by other things to exercise proper
oversight. Boards are weak, disorganized, and full of insiders.

For example, the Chinese party state exercises power through two
institutions: the State-Owned Assets Supervision and Administration
Commission (SASAC) and the Communist Party’s Organization Depart-
ment. They appoint all the senior managers in China Inc. Therefore, even
the most prestigious top executives of China’s SOEs are cadres first and
company men second, who naturally care more about pleasing their party
bosses than about the market and customers. Ironically, Chinas SOEs
even have successfully attempted to make them pay more dividends to
their major shareholder, that is, the state.

Politicians under state capitalism have far more power than they do
under liberal capitalism, which creates opportunities for rent secking and
corruption on the part of the SOE elite. State capitalism suffers from the
misfortune that it has taken root in countries with problemartic states. It
often reinforces corruption because it increases the size and range of prizes
for the victors. The ruling parties of SOEs have not only the government
apparatus but also huge corporate resources at their disposal.

In China, where its long history combines with a culture of guanxi

(relationships) and corruption, the PBOC, China’s central bank, estimates

* Ibidem.
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that between the mid-1990s and 2008, some 16,000 to 18,000 Chinese
officials and SOE executives made off with a total of $123 billion. Russia
has the nepotism and corruption among a group of “bureaugarchs,”
often-former KGB officials, who dominate both the Kremlin and business.
Other BRIC countries suffer from the similar problems. Transparency
International, a campaigning group, ranks Brazil 72nd in its corruption
index for 2013, with China 80th, India 94th, and Russia an appalling
127th. In contrast, as Figure 4.9 shows, advance economies favoring a
free market model score much better than their emerging market coun-
terparts under state capitalism.

State capitalism also stems the rise of various degrees of globalization
as it shackles the flow of money, goods, ideas, information, people, and
services within countries and across international borders. Ensuring that
trade is fair is harder when some companies enjoy the direct or indirect
support from a national government. Western politicians are beginning
to lose patience with state-capitalist powers that rig the system in favor of

their own companies.
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Figure 4.9 Corruption Perceptions Index 2013

Source: Transparency International Transparency International*

* More detail information available at http://cpi.transparency.org/cpi2013/

results/
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More worrying is the potential for capriciousness. State-capitalist gov-
ernments can be unpredictable with scant regard for other shareholders.
Politicians can suddenly step in and replace the senior management or
order SOEs to pursue social rather than business goals. In 2004, China’s
SASAC and the Communist Party’s Organization Department rotated
the executives of the three biggest telecoms companies. In 2009, they
reshuffled the bosses of the three leading airlines. In 2010, they did the
same to the heads of the three largest state oil companies, each of which

is a Fortune 500 company.

Response to State Capitalism

Will state capitalism completely reverse globalization’s progress? lan
Bremmer, the founder and president of the Eurasia Group, indicated that
it is highly unlikely. Despite the relatively high growth of emerging mar-
kets after the global financial crisis, it has not proven that government
engineered growth can outstrip the expansion of well-regulated free mar-
kets over the long run. States like China and Russia will face tremendous
pressures as internal issues contradict their development. Recently, we
witnessed the terrible environmental price China continues to pay for
its growth. And Russia’s vulnerable reliance on Vladimir Putin, at the
expense of credible governing institutions, put their economic resilience
to the test. A free market does not depend on the wisdom of political
officials for its dynamism; that’s the primary reason it will almost certainly
withstand the state capitalist challenge.

However, the financial crisis and advanced countries’ apparent respon-
sibility for it may ensure the growth of state capitalism over the next
several years. The future of this path will depend on a range of factors,
including any wavering of Western faith in the power of free markets,
the U.S. administration’s capacity to kick-start its economy growth, the
ability of Russian government’s dependence on oil exports to withstand
the pain inflicted by prices drop, the Chinese Communist Party’s ability
to create jobs and maintain tight control of its own people, and doz-
ens of other variables. In the meantime, corporate leaders and investors
must recognize that free market capitalism is no longer the unchallenged
international economic paradigm and that politics will have a profound

impact on the performance of markets for many years to come.
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Increasingly, multinational companies and international traders are
operating in an environment where they have to pay much more atten-
tion to politics, and they can’t invest purely on the basis of where the

markets may be attractive.'®

Economic Nationalism

In the good old days, growth in trade and cross-border investment
brought prosperity and development. Globalization appeared to deliver
rising living standards for all and there was no conflict. Leaders of nations
could simultaneously support the architecture of globalization while tak-
ing the plaudits for prosperity at home. That’s all changed. As English
statesman Lord Palmerston noted: “nations have no permanent friends or
allies, they only have permanent interests.”

Nations led by politicians, who are primarily interested in strengthen-
ing their political capitals by serving and protecting their most powerful
constituents (the local voters, political benefactors, or powerful industries
and interest parties), naturally try to help boost their domestic economies
rather than making choices with the global economy in mind. In the
aftermath of the global financial crisis, these interests dictated a body
of policies that emphasized domestic control of the economy, labor, and
capital formation, even if this required the reversal of the trend to greater
global integration and a return to economic nationalism."

The financial crisis inevitably revealed that integration reduces the
effectiveness of a nation’s economic policies, unless other nations take
coordinated action. Governments’ initial reaction to the global financial
crisis was to pour large amounts of government spending in a competitive
rather than cooperative way to bailout its own economy first, as shown in
Figure 4.10.

As it became clear that the recession would last longer than originally
anticipated, governments started to throw up barriers to trade and invest-
ment meant to keep local workers employed through the next election.
Economic nationalism leads to the imposition of tariffs and other restric-
tions on the movement of labor, goods, and capital. The United States
tacked a 127 percent tariff on to Chinese paper clips; Japan put a 778

percent tariff on rice. Protection is worse in the emerging world, as shown
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Discretionary Financial assistance Total crisis

fiscal stimulus (excluding guarantees) fighting
UK 1.6 32.1 33.7
Japan 4.2 26.5 30.6
China 5.8 21.3 27.1
us 3.8 214 25.2
Russia 5.4 16.7 22.1
Brazil 1.2 13.3 13.5
India 1.2 9.6 10.8
Germany 3.6 4.2 7.8
France 1.5 2.1 4.2
Ttaly 03 0.7 1.0

Figure 4.10 2009-2010 fiscal stimulus and financial bailouts,
percentage GDP (Select G-20 countries)

Source: IME 2009b.

in Figure 4.11. Brazil’s tariffs are, on average, four times higher than the
United States, and China is three times higher.

Besides tariffs, big emerging markets like Brazil, Russia, India, and
China have displayed a more interventionist approach to globalization
that relies on industrial policy and government-directed lending to give
domestic sellers more advantages. Industrial policy enjoys more respect-
ability than tariffs and quotas, but it raises costs for consumers and puts
more eflicient foreign firms at a disadvantage. The Peterson Institute esti-
mates local-content requirements cost the world $93 billion in lost trade
in 2010.%

For advanced economies, government procurement policies also favor
national suppliers. “Buy American” campaigns as seen in the recent U.S.
presidential election and preferential policies are used to direct demand.
Safety and environmental standards are used to prevent foreign products
penetrating national markets. According to Global Trade Alert, a moni-
toring service, at least 400 new protectionist measures have been put in
place each year since 2009, and the trend is on the increase.

Another obvious move in economic nationalism is through cap-

ital markets. Nations facing financial difficulties with high levels of
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government debt seck to limit capital outflows. These would prevent
depositors and investors withdrawing funds to avoid potential losses from
sovereign defaults. In Europe, there was a tendency for a breakdown in
the common currency and redenomination of investments into a domes-
tic currency.

In Cyprus, explicit capital controls designed to prevent capital flight
were implemented. On the other hand, low interest rates and weak cur-
rencies in developed economies have led to volatile and destabilizing cap-
ital inflows into emerging nations with higher rates and stronger growth
prospects. Brazil, South Korea, and Switzerland have implemented con-
trols on capital inflows.

As a result, global capital flows fell from $11 trillion in 2007 to a third
of that in 2012. The decline happened partly for cyclical reasons, but also
because regulators of nations who saw banks’ foreign adventures end in
disaster have sought to gate their financial systems.

Political tension and national security can make existing economic
nationalism more complicated and intensified. Mr. Snowden first revealed
the existence of the clandestine data mining program of U.S. National
Security Agency (NSA) in June 2013. The NSA involves U.S. firms in
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the IT and telecoms space. Basically, it ensures U.S. firms operate under
certain kinds of rules in connection with the U.S. government and the
military industrial complex. Snowden’s revelations provoked a storm in
the Chinese media and added urgency to Beijing’s efforts to use its market
power to create indigenous software and hardware.

As a consequence, U.S. technology companies including Cisco Sys-
tems immediately face new challenges in selling their goods and services
in China as fallout from the U.S. spying scandal, which caused relations
between Beijing and Washington to be strained by Mr. Snowden’s reports
of American espionage, starts to take a toll. Cisco Systems warned its
revenue would dive as much as 10 percent in the fourth quarter of 2013,
and keep dipping until after the middle of 2014, in part due to a backlash
in China after Snowden’s revelations about U.S. government surveillance
programs. Beijing may be targeting Cisco in particular as retaliation for
Washington’s refusal to buy goods from China’s Huawei Technologies Co,
a telecommunications equipment maker that the United States claims is a

threat to national security because of links to the Chinese military.

Response to Economic Nationalism

Economic nationalism may offer near-term pain relief but, as a political
response to economic failure, it only risks locking in that economic fail-
ure for the long term. The world learned from the Great Depression that
protectionism makes a bad situation worse.

Trade encourages specialization, which brings prosperity. Economic
cooperation encourages confidence and enhances security. Global capital
markets, for all their problems, allocate money more efficiently than local
ones.

In December 2013, the WTO sealed its first global trade deal after
almost 160 ministers gathered on the Indonesian island of Bali and
agreed to reforms to boost world commerce. Tense negotiations followed
20 years of bitter disputes. At the heart of the agreement were measures
to ease barriers to trade by reducing import duties, simplifying customs
procedures, and making those procedures more transparent to end years

of corruption at ports and border controls.
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“For the first time in our history, the WTO has truly delivered,” WTO
chief Roberto Azevedo told exhausted ministers after the long talks. “This
time the entire membership came together. We have put the ‘world’ back
in World Trade organization,” he said. “We’re back in business ... Bali is
just the beginning.”

China, a key member of BRICS, also started to respond to the chal-
lenge in the right way. On December 2nd of 2013, the PBOC issued a
set of guidelines on how financial reform will proceed inside the new
Shanghai Free Trade Zone (SFTZ). This 29 sq. km (about 18 sq. miles)
enclave, created three months earlier, has been trumpeted by Li Kegiang,
the country’s prime minister, as a driver of economic reform under his
new administration.

To boost cross-border investment and trade, the PBOC wants to allow
firms and individuals to open special accounts that will enable them to
trade freely with foreign accounts in any currency. Selected foreign insti-
tutional investors may be allowed to invest directly in the Shanghai stock
market. Interest rates may be liberalized for certain accounts at designated
firms inside the SFTZ, which would open a new window of globalization

and free capital market in China.

Conclusion

As mentioned at the beginning of this chapter, the BRIC economies are
contributing less to global growth. In 2008 they accounted for two-thirds
of world GDP growth. In 2011 they accounted for half of it, in 2012
a bit less than that. The IMF sees growth staying at about that level for
the next five years. Goldman Sachs predicts that, based on an analysis of
fundamentals, the BRICs share will decline further over the long term.
Other emerging markets will pick up some of the slack including the
“Next 11”7 which includes Bangladesh, Indonesia, Mexico, Nigeria, and
Turkey, to name a few. Although there are various reasons to think that
this N-11 cannot have an impact on the same scale as that of the BRICs,
emerging markets other than BRIC will play a vital role in the future.
Advanced economies will continue to lose their share which will con-
tribute to a general easing of the pace of world growth,” as shown in

Figure 4.12.
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Figure 4.12 Emerging markets led by BRIC have demonstrated
stronger growth than the advanced economies

Source: Goldman Sachs.

Internationally, lower growth could focus leaders on increased coop-
eration and a new push for liberalization, which will mitigate the risks, as
discussed, of currency war, inflation targeting, state capitalism, and eco-
nomic nationalism. A predicted slowdown could bring new consensus to
global trade talks as witnessed in Bali in December 2013. More deals that
address nontariff trade barriers, and especially those on trade in services,

could yield bigger benefits down the road.






CHAPTER 5

Global Economies at War

Overview

More than half a decade has passed since the financial crisis hit, travers-
ing the global economy very rapidly, confirming just how interconnected
the world has become as ideas, information, capital, and new technolo-
gies have streamed across borders with increasing ease. Nevertheless, the
lack of sustained financial crisis response has made it clear just how frac-
tured the international political landscape has become, as advanced and
emerging economies’ diverging interests make global coordination ever
more difficult. Hence, despite sustained globalization, and in some cases
because of it, we are seeing a growing vacuum of global leadership, as well
as traditional geopolitical risks, which consequently are on the rise.

This chapter attempts to address key global issues for tomorrow that
demand our attention today. It provides an overview of many of the most
volatile, significant, and misunderstood developments reshaping the
global geopolitical landscape, from the growing global vulnerability of
public and private institutions to the increasing impact of public opinion
and protest.

As James Rickards (2011) argues the world is amidst a full-blown
currency war, and assuming this is true, there are several undercurrents
between advanced economies and emerging markets to which we need
to be attentive, beginning with the U.S.-China dynamics, the relations
between China and the Russian Federation, and more broadly the rest
of Asia. We also attempt to address the significant shifts in the Middle
East, and the unconventional energy revolution in North America that
is primed to reshape global energy markets and the world’s balance of
power. The central focus of this chapter, aside from developing aware-
ness that global economies are at war, is the fact that the world, more

than ever before, is constantly and rapidly changing, and international
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business professionals must seek guidance on how to understand the key
players in the evolving global landscape.

Such trends have gained momentum in shaping global trade, espe-
cially among advanced economies and emerging markets, leading to a
host of new challenges to policymakers worldwide, as well as interna-
tional traders and multinational corporations. In a world where the inter-
national agenda is coming undone, local and shorter-term challenges
take precedence for policymakers and international business leaders. That
itself is an issue, as longer-term risks go unaddressed and loom larger.
Furthermore, we have seen an increased vulnerability of elites, as a host
of new voices, whether from the voting booth in advanced economies,
populist parties, growing middle classes in emerging markets, or through
new technologies, have put added strain on leaders who are increasingly

takers rather than makers of policy.

Economies at War

Since 2010, government officials from the G-7 economies have been very
concerned with the potential escalation of a global economic war. Not
a conventional war with fighter jets, bullets, and bombs, but rather, a
“currency war.” Finance ministers and central bankers from advanced
economies worry that their peers in the G-20, which also includes several
emerging economies, may devalue their currencies to boost exports and
grow their own economies at their neighbors” expense.

Brazil led the charge, being the first emerging economy to accuse
the United States of instigating a currency war in 2010, when the U.S.
Federal Reserve bought piles of bonds with newly created money. From
a Chinese perspective, with the world’s largest holdings of U.S. dollar
reserves, a U.S. lead currency war based on dollar debasement is an Amer-
ican act of default to its foreign creditors. So far the Chinese have been
more diplomatic, but their patience is waning,.

These two countries are not alone, as depicted in Figure 5.1. Several
other emerging markets, such as Saudi Arabia, Korea, Russia, Turkey, and
Taiwan also have been impacted by a weak dollar. Quantitative easing
(QE) made investors flood emerging markets with hot money in search of

better returns, which consequently lifted their exchange rates. But Brazil
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Figure 5.1 Emerging market currencies inflated by weak dollar

Source: Frontier Strategy Group.

was not alone, as Japan’s prime minister Shinzo Abe has reacted to the
QEs in the United States and pledged bold monetary stimulus to restart
growth and vanquish deflation in the country.

As advanced economies, like the three largest world economies—
United States, China, and Japan respectively—try to kick-start their slug-
gish economies with ultra low interest rates and sprees of money printing,
they are putting downward pressure on their currencies. The loose mon-
etary policies are primarily aimed at stimulating domestic demand, but
their effects spill over into the global currency world.

Japan faces charges that it is trying to lower the value of its currency,
the yen, to stimulate its economy and get an edge over other countries.
The new Japanese government is trying to get Japan, which has been in
recession, moving again after a two-decade bout of stagnant growth and
deflation. Hence, it embarked on an economic course it hopes will finally
jump-start the economy. The government coerced the Bank of Japan to
accept a higher inflation target, which-triggered speculation that the bank
will create more money. The prospect of more yen in circulation has been
the main reason behind the yen’s recent falls to a 21-month low against
the dollar and a near three-year record against the euro.

Since Abe called for a weaker yen to bolster exports, the currency has
fallen by 16 percent against the dollar and 19 percent against the euro. As

the yen falls, its exports become cheaper, and also those of its neighbors,
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Figure 5.2 Central banks in the United States and Japan have
flooded their economies with liquidity

Source: WS] Market Data Group.

such as of Asian neighbors South Korea and Taiwan. At the same time
the exports for those countries further afield in Europe, become relatively
more expensive. As depicted in Figure 5.2, central banks in the United
States and Japan have flooded their economies with liquidity since mid-
2012 and into 2013, causing the both the yen and the dollar to weaken
against other major currencies.

In our opinion, common sense could prevail, putting an end to the
dangerous game of beggar (and blame) thy neighbor. After all, the IMF
was created to prevent such races to the bottom, and should try to broker
a truce among foreign exchange competitors. The critical issues in the
United States, as well as China and Japan, stem from ineffective public
policy, but more so a failed and destructive economic policy. These policy
errors are directly responsible for the opening salvos of the currency war
clouds now looming overhead.*

So far, Europe has felt the most impact of the falling yen. At the
height of the eurozone’s financial crisis in 2012, the euro was worth
$1.21, which was potentially benefitting big exporters like BMW, AUDI,

* Our opinion expressed here is from the point of you of international trade and
currency exchange as far as it affects international trade, and not from the geopo-
litical and economic aspects of the issue. We approach the issue of currency wars
not from the theoretical, or even simulation models undertaken from behind a
desk in an office, but from the point of view of practitioners engaged in inter-

national business and foreign trade, on the ground, in four different countries.
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Mercedes, or Airbus. However, at the time of this writing in December
2013, the euro is at $1.38 even though the eurozone is still the laggard of
the world economy.

Across the 17-strong euro area a recovery has been under way fol-
lowing a double-dip recession lasting 18 months, but it is a feeble one.
For 2013 as a whole GDP still will continue to fall by 0.4 percent (after
declining by 0.6 percent in 2012), but it is expected to rise by 1.1 percent
in 2014." A rise in the value of the euro has to do with the diminishing
threat of a collapse of the currency, will do little to help companies in the
eurozone—and barely help it regrow.

Chinese policymakers reject the conventional thinking proposed by
advanced economies. How about the yen’s extraordinary rise over the last
40 years, from JPY360 against the dollar at the beginning of the 1970s to
about JPY102 today?* Not to mention that despite this huge appreciation,
Japan’s current account surplus has only gotten bigger, not smaller. They
could also argue that the United States’ prescription for China’s economic
rebalancing, a stronger currency and a boost to domestic demand, was
precisely the policy followed by the Japanese in the late-1980s, leading to
the biggest financial bubble in living memory and the 20-year hangover
that followed.

Furthermore, the demand by the United States, which is backed by
the G-7 to revalue the renminbi, in our view, is a policy of the U.S.’s
default. During the Asian crisis in 1997 to 1998, advanced economies,
under the auspices of the IME insisted that Asian nations, having
borrowed so much, should now tighten their belts. Shouldn't advance
economies be doing the same? In addition, Chinese manufacturing mar-
gins are so slim that significant change in exchange rates could wipe them
out and force layoffs of millions of Chinese. As it is, labor rates are already
climbing in China, further squeezing margins. Lastly, a revaluation of
the yuan would only push manufacturing to other cheaper emerging mar-
kets, such as Vietnam, Cambodia, Thailand, Bangladesh, and other lower
paying nations without improving the advanced economies trade deficits.

Some G-7 policymakers believe these criticisms grumbles are over-

done; arguing that the rest of the world should praise the United States

* As of December 2013.
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and Japan for such monetary policies, suggesting the eurozone should
do the same. The war rhetoric implies that the United States and Japan
are directly suppressing their currencies to boost exports and suppress
imports, which in our view is a zero-sum game, which could degenerate
into protectionism and a collapse in trade.

These countries, however, do not believe such a currency devaluation
strategy will threaten trade. Rather, their belief seems to be that as cen-
tral banks continue to lower their short-term interest rate to near zero,
exhausting their conventional monetary methods in the process, they
must employ unconventional methods, such as QE, or try to convince
consumers that inflation will arise. The goal is to lower real (inflation-ad-
justed) interest rates. If so, inflation should be rising in the United States
and in Japan, which according to Figure 5.3 it is.

Over the past decade, Japan has seen the consumer price index (CPI)
for most periods hover just below the zero-percent inflation line (see
Figure 5.3). The notable exceptions were in 2008, when inflation rose
as high as two percent, and in late 2009, when prices fell at close to a
two percent rate. The rise in inflation coincided with a crash in capital
spending. The worst period of deflation preceded an upturn. Of course,

the graph does not provide enough data to conclude causal effects, but
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Figure 5.3 Japan’s inflation rate has been climbing since 2010 as a
result of economic stimulus

Source: Datastream, Natixis AM, Trading Economics,? Japan’s Ministry of Internal Affairs &
Communications.
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it seems, however, that the relationship between growth and Japan’s mild
deflation may be more complicated than the Great Depression-inspired
deflationary spiral narrative suggests. The principal goal of this policy
was to stimulate domestic spending and investment, but lower real rates
usually weaken the currency as well, and that in turn tends to depress
imports. Nevertheless, if the policy is successful in reviving domestic
demand, it will eventually lead to higher imports.

At least that’s the idea behind the argument. The IMF concluded that
the United States’ first rounds of QE boosted its trading partners’ output
by as much as 0.3 percent. The dollar did weaken, but that became a moti-
vation for Japan’s stepped-up assault on deflation. The combined monetary
boost on opposite sides of the Pacific has been a powerful elixir for global
investor confidence, if anything, to move hot-money emerging markets
where the interests were much higher than in advanced economies.

The reality is that most advanced economies have overconsumed in
recent years. It has too much debt. Rather than dealing with the debt
by living a life of austerity or accepting a period of relative stagnation
these economies want to shift the burden of adjustment onto its creditors,
even when those creditors are relatively poor nations with low per capita
incomes. This is true not only for China but also for many other countries
in Asia and in other parts of the emerging world. During the Asian crisis
in 1997 to 1998, Western nations, under the auspices of the IMF, insisted
that Asian nations, having borrowed too much, should tighten their belts.
However, the United States doesn’t seem to think it should abide by the
same rules. Better to use the exchange rate to pass the burden onto some-
one else than to swallow the bitter pill of austerity.

Meanwhile, European policymakers, fearful that their countries
exports are caught in this currency war crossfire, have entertained unwise
ideas such as directly managing the value of the euro. While the option of
generating money out of thin air may not be available to emerging mar-
kets, where inflation tends to remain problematic, limited capital con-
trols may be a sensible short-term defense against destabilizing inflows
of hot money. Figure 5.4 illustrates how the inflows of hot-money leav-
ing advanced economies in search of better returns on investments in
emerging markets have caused these markets to significantly outperform

advanced (developed) markets.
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Figure 5.4 In 2009 emerging markets significantly outperformed
advanced (developed) economies

Source: FTSE All-World Indices.

Currency War May Cause Damage to Global Economy

As more countries try to weaken their currencies for economic gain, there
may come a point where the fragile global economic recovery could be
derailed and the international financial system thrown into chaos. That’s
the reason financial representatives from the world’s leading 20 industrial
and developing nations spent most of their time during the G-20 summit
in Moscow in September 2013.

In September 2011, Switzerland took action to arrest the rise of its
currency, the Swiss franc, when investors, looking for somewhere safe to
store their cash from the debt crisis afflicting the 17-country eurozone, saw
in the Swiss franc the traditional instcrument to fulfill that role. The Swiss
intervention was viewed as an attempt to protect the country’s exporters.

In our view, policymakers are focusing on the wrong issue. Rather
than focus on currency manipulation, all sides would be better served
to hone in on structural reforms. The effects of that would be far more
beneficial in the long run than unilateral United States, China, or Japan

currency action, and more sustainable. The G-20 should focus on a
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comprehensive package centered on structural reforms in all countries,
both advanced economies and emerging markets. Undeniably, exchange
rates should be an important part of that package. For instance, to reduce
the U.S. current-account deficits, Americans must save more. To con-
tinue to simply devalue the dollar will not be sufficient for that purpose.
Likewise, China’s current-account surpluses were caused by a broad set of
domestic economic distortions, from state-allocated credit to artificially
low interest rates. Correcting China’s external imbalances requires elimi-
nating these distortions as well.

As long as policymakers continue to focus on currency exchange
issues, the volatility in the currency markets will continue to escalate.
Indeed, it has become so worrisome that the G-7 advanced economies
have warned that volatile movements in exchange rates could adversely
hit the global economy. Figure 5.5 provides a broad view (rebased at 100
percent on August 1, 2008) of main exchange rates against the dollar.

When it became clear that Abe with his agenda of growth-at-all-costs
would win Japan’s elections, the yen lost more than 10 percent against the
dollar and some 15 percent against the euro. In turn, the dollar dropped
to its lowest level against the euro in nearly 15 months. These monetary
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debasement strategies are adversely impacting and angering export-driven
countries such as Brazil, and many of the BRICS, ASEAN, CIVETS, and
MENA blocs. But these strategies also are stirring the pot in Europe. The
eurozone has largely remained quiet regarding monetary stimulus and
now finds itself in the invidious position of having a contracting economy
and a rising currency.

These currency moves have shocked BRICS countries as well as other
emerging-market economies, including Thailand. The G-20 is clearly
divided between the advanced economies, including the UK, the United
States, Japan, France, Canada, Italy, and Germany, and emerging countries
such as Russia, China, South Korea, India, Brazil, Argentina, and Indone-
sia. Top leaders of Russia, South Korea, Germany, Brazil, and China have
expressed their concern over the currency moves, which drive up the value
of their currencies and undermine the competitiveness of their exports.
If they decide to enter the playing field, like Venezuela, which has deval-
ued its currency by 32 percent, the world would plunge into competitive
devaluations. Competitive devaluations would lead to run-away inflation
or hyperinflation. Nobody will win with these types of currency wars.

James Rickards, author of Currency Wars: The Making of the Next
Global Crisis, expects the international monetary system to destabilize
and collapse. In his views, “there will be so much money-printing by so
many central banks that people’s confidence in paper money will wane,
and inflation will rise sharply.”®

If policymakers truly want to ward off this currency war, then it is a
matter of doing what was done in 1985 with the Plaza Accord.* This time,
however, we will need a different version, as it will not be about the
United States and the then G-5 at the time, in 1985. It will have to be an
Asian Plaza Accord under the support and auspices of the G-20. It should
be about the Asian export led and mercantilist leadership agreeing among

them. The chances of this happening, of advanced economies seeing the

* 'The Plaza Accord was an agreement between the governments of France, West
Germany, Japan, United States, and the United Kingdom, to depreciate the U.S.
dollar in relation to the Japanese yen and German deutsche mark by intervening
in currency markets. The five governments signed the accord on September 22,
1985 at the Plaza Hotel in New York City.
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necessity of it, or these economies relinquishing its powers in any mean-

ingful way, are not possible under current political strategies.

Currency War Means Currency Suicide

(Special contribution by Patrick Barron*®)

What the media calls a “currency war,” whereby nations engage in com-
petitive currency devaluations in order to increase exports, is really
“currency suicide.” National governments persist in the fallacious belief
that weakening one’s own currency will improve domestically produced
products’ competitiveness in world markets and lead to an export driven
recovery. As it intervenes to give more of its own currency in exchange
for the currency of foreign buyers, a country expects that its export indus-
tries will benefit with increased sales, which will stimulate the rest of the
economy. So we often read that a country is trying to “export its way to
prosperity.”

Mainstream economists everywhere believe that this tactic also exports
unemployment to its trading partners by showering them with cheap
goods and destroying domestic production and jobs. Therefore, they call
for their own countries to engage in reciprocal measures. Recently Martin
Wolfe in the Financial Times of London and Paul Krugman of the New
York Times both accused their countries’ trading partners of engaging in
this “beggar-thy-neighbor” policy and recommended that England and
the United States respectively enter this so-called “currency war” with full
monetary ammunition to further weaken the pound and the dollar.

I, Patrick, am struck by the similarity of this currency-war argument
in favor of monetary inflation to that of the need for reciprocal trade
agreements. This argument supposes that trade barriers against foreign
goods are a boon to a country’s domestic manufacturers at the expense of

foreign manufacturers.

* Patrick Barron is a private consultant in the banking industry. He teaches in
the Graduate School of Banking at the University of Wisconsin, Madison, and
teaches Austrian economics at the University of lowa, in Iowa City, where he lives
with his wife of 40 years. We recommend you to visit his blog at http://patrick-

barron.blogspot.com/ or contact him at PatrickBarron@msn.com.
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Therefore, reciprocal trade barrier reductions need to be negotiated,
otherwise the country that refuses to lower them will benefit. It will
increase exports to countries that do lower their trade barriers without
accepting an increase in imports that could threaten domestic indus-
tries and jobs. This fallacious mercantilist theory never dies because
there are always industries and workers who seck special favors from
government at the expense of the rest of society. Economists call this

“rent seeking.”

A Transfer of Wealth and a Subsidy to Foreigners

As Patrick explained in his article “Value in Devaluation?”™ inflating
one’s currency simply transfers wealth within the country from nonex-
port related sectors to export related sectors and gives subsidies to foreign
purchasers.

It is impossible to make foreigners pay against their will for the eco-
nomic recovery of another nation. On the contrary, devaluing one’s cur-
rency gives a windfall to foreigners who buy goods cheaper. Foreigners
will get more of their trading partner’s money in exchange for their own
currency, making previously expensive goods a real bargain, at least until
prices rise.

Over time the nation which weakens its own currency will find that
it has “imported inflation” rather than exported unemployment, the
beggar-thy-neighbor claim of Wolfe and Krugman. At the inception of
monetary debasement the export sector will be able to purchase factors
of production at existing prices, so expect its members to favor cheapen-
ing the currency. Eventually the increase in currency will work its way
through the economy and cause prices to rise. At that point, the export
sector will be forced to raise its prices. Expect it to call for another round
of monetary intervention in foreign currency markets to drive money to
another new low against that of its trading partners.

Of course, if one country can intervene to lower its currency’s value,
other countries can do the same. So the ECB wants to drive the euro’s
value lower against the dollar, since the U.S. Federal Reserve has engaged
in multiple programs of quantitative easing. The self-reliant Swiss suc-

cumbed to the monetary debasement Kool-Aid last summer when its
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sound currency was in great demand, driving its value higher, and making
exports more expensive. Lately the head of the Australian central bank
hinted that the country’s mining sector needs a cheaper Aussie dollar to
boost exports. Welcome to the modern version of currency wars, also
known as, currency suicide.

There is one country that is speaking out against this madness:
Germany. But Germany does not have control of its own currency. It
gave up its beloved deutsche mark for the euro, supposedly a condition
demanded by the French to gain their approval for German reunification
after the fall of the Berlin Wall. German concerns over the consequences
of inflation are well justified. Germany’s great hyperinflation in the early
1920s destroyed the middle class and is seen as a major contributor to the
rise of fascism.

As a sovereign country Germany has every right to leave the European
Monetary Union (EMU) and reinstate the deutsche mark (DM). I,
Patrick, would prefer that it go one step further and tie the new DM to its
very substantial gold reserves. Should it do so, the monetary world would
change very rapidly for the better. Other EMU countries would likely
adopt the deutsche mark as legal tender, rather than reinstating their own
currencies, thus increasing the DM’s appeal as a reserve currency.

As demand for the deutsche mark increased, demand for the dollar and
the euro as reserve currencies would decrease. The U.S. Federal Reserve
and the ECB would be forced to abandon their inflationist policies in
order to prevent massive repatriation of the dollar and the euro, which
would cause unacceptable price increases.

In other words, a sound deutsche mark would start a cascade of
virtuous actions by all currency producers. This Golden Opportunity
should not be squandered. It may be the only noncoercive means to
prevent the total collapse of the world’s major currencies through com-
petitive debasements called a currency war, but which is better and more

accurately named currency suicide.

Value in Devaluation?

The euro is in trouble. That is not news. What is news is that people

with deep pockets are willing to pay for economists to provide a solution.
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Lord Wolfson,’ the chief executive of Next, UK, has offered a £250,000
prize for the best way a country can exit the EMU. Five finalists for the
prize were announced in March 2013, but none of the five finalists—
Neil Record, Jens Nordvig, Jonathan Tepper, Catherine Dobbs, and
Roger Bootle—advocates a return to sound money; all assume that new,
national fiat currencies will float; and all assume that unproductive coun-
tries will benefit from devalued new currencies.

The theory is that a devalued currency will spur export-driven eco-
nomic growth. Furthermore, they have little confidence that economic
reforms—which they all, by the way, do recommend—will be achieved
in the near term and see devaluation as a quicker alternative. But will this

work? First a word about devaluation itself.

Devaluing Against Gold

Historically, devaluation of a currency referred to its relationship to
gold. Gold could not be expanded in any appreciable amounts very
quickly. It had to be dug up, minted, and placed into circulation at
some expense over a long period of time. Coin clipping and substi-
tuting a base metal for some percentage of the gold in coins were
carly means of money debasement. Later, paper currencies could be
expanded as quickly and as cheaply as the mint could run paper through
its presses, but even this pales in comparison to these electronic times in
which money can be expanded to any amount desired at the click of a
mouse.

Devaluations occurred, of course, even when governments admit-
ted that gold was money. Notable examples are the Swiss devaluation in
1936, detailed so succinctly by Mises in Human Action, and America’s
shocking 69 percent devaluation in 1934. Both of these, and others like
them, were considered shameful and self-serving acts. Devaluation was
tantamount to an admission of fraud. The country’s central bank had
printed and circulated more units of currency than it could redeem at
the currency-to-gold price it had promised its trading partners. This, of
course, had disastrous effects on everyone who held contractual promises

to be paid in gold.
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Devaluing Against Other Fiat Currencies

The devaluation advocated by many economists today is quite different in
one regard. There is no commodity reserve—gold or silver, for example—
against which the nation’s currency is to be devalued. Modern devaluation
advocates refer to the currency’s value, or exchange ratio, in relation to all
other fiat currencies. The exchange value between currencies is governed
by purchasing-power parity, which is the simple comparison of the price
levels of two countries as expressed in local currency. Nevertheless, the
mechanism for devaluing is still the same as that which occurred under
gold: inflation of the fiat-money supply.

For example, the central bank could give foreign buyers more local
currency with which to buy local goods. This increased supply of local
currency eventually works its way through the economy, raising all
prices. Economists refer to this process as “importing inflation.” The
devaluation advocates attempt to convince their countrymen that
what was once a shameful act is now a positive good. For example,
the Swiss are trying to lower the value of their currency in relation to
all others.

What of the proposition that taking positive steps to devalue one’s
own currency against all others, if it can be achieved, will actually help
a country become more competitive? What have others said on this

subject?

Insights From Kant, Bastiat, and Hazlitt

A policy of currency devaluation can be judged by whether or not it
satisfles Immanuel Kant’s “categorical imperative,” which asks whether
the action will benefit all men, at all places, and at all times. Certainly
devaluation will benefit exporters, who can expect to make more sales.
Their foreign customers get more local currency in exchange for their
own. Exports increase. The exporter’s position is one that is best examined
by considering Frederic Bastiat’s brilliant essay “That Which Is Seen, and
That Which Is Not Seen” and “The Lesson” found in Henry Hazlitts

Economics in One Lesson.
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At the instance of exchanging his money for more local currency, the
foreign buyer will indeed be inclined to purchase more of the goods from
the country that devalued. This we can see, and most pundits consider
it a good thing. The exporter’s increased sales can be measured. This is
seen. But what about the importer’s lost sales? Importers can expect the
opposite. The local currency will buy less, and they can expect sales to
fall due to the necessity of raising prices to reflect the reduced purchasing
power of their local currency. How can someone measure sales that never
happened? This is Bastiat’s unseen.

Hazlite would tell us to look at the longer-term effects of Bastiats
insight. What is seen is that exporters get first use of the newly created
money and buy replacement factors of production at current prices. The
increased profits from the higher sales enrich them, because they are the
carly receivers of the money. But how about those who get the money
much later, such as wholesalers, or not at all, such as retirees?

Over time the new money causes all prices to rise, even the exporter’s
factors of production. The benefits to the exporter of the monetary inter-
vention have slowly evaporated. The costs of his factors of production
have risen. His sales start to fall back to preintervention levels. What can
he do except lobby the government for another shot of monetary expan-
sion to give his customers even more local currency with which to buy

his products?

Monetary Expansion Creates the Boom-Bust Cycle

Even this increase in overall prices and their redistributive effects is not
the entire story. The increase in the nation’s money supply will cause the
boom-bust business cycle. The Wolfson Prize finalists, who see histori-
cal evidence in the beneficial effects of devaluation, have misinterpreted
the boom phase. For example, Jonathan Tepper writes “in August 1998,
Russia defaulted on its sovereign debt and devalued its currency. The
expected catastrophe didn’t happen.” Later he writes, “Argentina was
forced to default and devalue in late 2001 and early 2002. Despite dire
predictions, the economy did extraordinarily well.” But these are merely
the expected and temporary appearances of the boom phase caused by

monetary expansion. Not only does the bankrupt nation shed itself of its
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debt and get to keep its ill-gotten gains; its expansionist monetary policy
touches off a speculative boom. Neither Russia nor Argentina has built

sustainable, capitalist economies.

The Exporter as Wealth-Transfer Agent

It should be clear that there is no net benefit to the country that drives
down the purchasing power of its currency through monetary expansion.
The only reason the exporter makes more sales is that the buyer of the
exporter’s goods gets a lower price. This lower price was not the result of
manufacturing efficiencies, but of a subsidy—a transfer of wealth—from
some in the exporting country to the foreign purchaser of the goods.
With each successive monetary expansion, wealth is funneled to the
exporter, his employees, and others who get the money early in the expan-
sion phase. All others are harmed. In effect, his fellow citizens who are the
late receivers of the new money have subsidized the exporter’s sales. The
exporter is the unseen means by which the transfer is affected. The nation

as a whole is worse off; it is not more competitive.

Delaying Real Reform in a Fruitless “Race to the Bottom”

Politicians and their professional economist supporters are doing their
fellow citizens an injustice by pursuing devaluation as a quick and easy
means to improve national competitiveness. The source of real competi-
tive advantage is through liberal reform of economic policies that reward
industriousness in a people, to protect their property and even that of
foreigners from confiscatory taxation, and encourage savings. Over time
the country’s capital base in relation to its population will increase; an
increase in capital per capita, as economists say will raise real prosperity
through increased worker productivity. Instead of forthrightly pursuing
economic reform, which one must admit will be difficult, politicians and
their professional-economist supporters are fomenting a “race to the bot-
tom,” by which each country tries to boost exports via competitive deval-
uations against all others. The nation’s capital base will slowly dwindle
through the backdoor export subsidy made possible through monetary

debasement.
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The Moral Hazard of the Welfare State

There is nothing preventing any member of the EMU from becoming
more competitive right now. All that is required is willingness to lower
prices. As the common medium of exchange, the euro reveals uncompeti-
tive economic structures. So why do those countries wish to become more
competitive, but refrain from lowering prices? The answer is the welfare
state. In an unhampered market economy, there is no structural unem-
ployment. All who wish to work can do so, because there is never a dearth
of work to be done. But the welfare state removes the cost of pricing
one’s labor or one’s goods and services too high. One might say that the
welfare state underpins structural rigidities in an economy, such as labor
laws, licensing, and so on, by removing the cost of market interventions.
Devaluation does not address this underlying problem; therefore, devalu-

ation will not cure a country’s lack of competitiveness.

Conclusion

Devaluation means monetary expansion. The new money must enter the
economy somewhere, for example, payments to exporters. The ensuing
bubble is misinterpreted as a sign of the success of devaluation, but the
well-known deleterious effects of a rising price level, income redistribu-
tion, and malinvestment accompany the bubble. As the prices for export-
ers factors of production rise and the benefits of devaluation fade away,
there will be calls for more money expansion. If more than one country
pursues this policy, there ensues a disastrous race to the bottom.

The solution is sound money. Sound money reveals bad economic
policy and forces each country to live within its means. Governments will
come under pressure to liberalize their economies and shed themselves of

the parasitic destroyers of wealth. Devaluation retards this process.



CHAPTER 6

The Rebalance
of Global Trade

Overview

The global trade imbalance has been made abundantly clear by the ongo-
ing global economic malaise. In our view, the United States should be
comforted, not flustered, if the dollar’s use as the sole global reserve cur-
rency were to come to an end, as some pundits believe may soon happen.
The global financial crisis of 2007 has not yet been resolved, and China is
yet to face the worst of its effects. German domestic policies postunifica-
tion were as much responsible for the eurozone debt crisis as any domestic
factors in the affected countries.

Consequently, very likely the EU’s debt crisis will continue to affect
Spaniard and European economies and politics, probably leading Spain
and other countries to leave the euro due to lack of a strong fiscal union
or a transformation of Germany’s economic model. As of the summer of
2014, the ECB, during the first week of June, became the largest bank
to announce they'd charge banks a negative interest rate to deposit their
excess reserves at the central bank. This effective makes the banks pay the
ECB to hold their money there rather than the banks earning interest on
their deposits. The goal was to discourage banks from hoarding money
at the ECB, and instead send it flowing back out to the borrowers and
businesses that will stimulate the economy and raise inflation. In turn this
would depreciate the euro. As the euro drops in value, eurozone exports
should become cheaper and consequently, more globally competitive.

While we believe ECB’s strategy in setting a negative interest rate is a
bit drastic, with a very melodramatic optics, we do not think such strategy
will have much stimulative effect than the already set low rate. Money is

always very fungible across borders and across the ECB. To discourage
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banks from keeping their excess reserves on the ECB balance sheet, the
ECB is in effect rewarding banks that increase their private lending with
access to cheap funds. That’s been tried before in the UK without signif-
icant success. In our view, the most concerning factor of ECB’s strategy
is the very notion of negative interest rate. If negative interest rates cut
into banks’ margins, surely these banks will try to pass those negative rates
onto their customers, which is not a good prognostic for a typical Euro-
pean with a modest bank account. Banks may decide to alienate their
customer base, but while they may not transfer those negative rates onto
their customers, they may still transfer the cost and just call it something
else, such as a new fee structure. Even if it were to happen, however, most
customers, especially retail customers, would likely be reluctant to move
their money around from one bank to another. Nonetheless, the fear that
depositors may remove their money from the banking system entirely

may keep central banks from ever making rates highly negative.

China’s Rebalancing

China’s rebalancing, when it suitably begins, will see GDP growth rates
fall to below 6 percent and will average around 4.5 percent for a decade
or so, but this will not be a disaster for China. Nonetheless, trade tensions
around the world are set to rise until global imbalances are resolved. For
instance, back in March 2013, the Wuxi subsidiary of Suntech Power, one
of the world’s largest producers of solar panels, defaulted on a bond pay-
ment of more than $500 million. The company, once praised and feared
by Western analysts, went into technical bankruptey. Such insolvency of
Wuxi Suntech and its counterparts in other industries is an example of
the massive policy challenges that China still needs to confront before the
end of this decade. China’s solar-panel industry is illustrative because it’s a
classic example of massive investment outstripping demand.

What is really going on? The major problem is that household con-
sumption in China accounts for only around 38 percent of China’s GDP.
In other words, consumers have not begun picking up the economy’s
slack, as they must, if they are to fuel economic growth now that the
country’s investment-led model is reaching its limits. Chinese household

consumption as a share of GDP is barely half that of the United States,
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where it typically accounts for about 70 percent of economic activity,
and significantly less than the prevailing rate (approaching 60 percent in
recent years) of other large economies, such as Brazil, France, Germany,
and India.

As the Chinese government recognizes, Chinas economy must
rebalance by reducing its reliance on investment and increasing consump-
tion. Doing so while maintaining growth and stability requires both eco-
nomic and political changes. We already have some preliminary evidence
that economic changes are under way; political changes are harder to fore-
cast, but the probability is certainly higher than it was in the past. Firms
and executives must consider the likelihood of changes on both fronts
when crafting China strategies for the next decade. That means under-
standing the likely promise—and peril—of China’s great rebalancing.

As argued by Yasheng Huang,* a professor at the Massachusetts
Institute of Technology (MIT) in the United States,

There is no guarantee that rebalancing [in China] will succeed.
Part of the problem is that the politics associated with it—
boosting the income of Chinese households at the expense of
state-owned companies and other large investment-oriented enti-
ties—is actually more complicated than the economics. But one
thing is certain. China is rapidly reaching the point of dimin-
ishing economic and political returns from its investment-driven
model, which is headed for change one way or another: cither
through a proactive rebalancing, with reforms and policy adjust-
ments, or a forced rebalancing precipitated by rising stresses in
and beyond the financial system. So far, the signs are encouraging
that the new leadership is serious about changing China’s growth
model, and this is reason enough for global firms that have bene-
fited from China’s investment boom to rethink their strategies for

the years ahead.!

* Dr. Huang is a professor at the Massachusetts Institute of Technology’s (MIT)
Sloan School of Management, where he founded and heads the China Lab and
the India Lab, which provide consulting services to small and midsize enterprises

in China and India, respectively.
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Although most of the aforementioned paragraphs are opinions we, the
authors, share and are not at all in line with what one typically reads or
hears on the financial or mainstream press. Much of it has been forecasted
originally by Peking University Professor Michael Pettis.* Professor Pettis
bases much of his research on fairly simple economic accounting identities
concerning the relationship between any country’s domestic savings and
investment rates, production and consumption rates, and external current
and capital accounts. Building off these, he developed a theory, documented
in his book, with often misunderstood other theories, explanations, and
predictions for what went wrong internationally before the 2008 financial
crisis, what has been going on since, and where things are likely to head in
the future. A key area of his argument is that any domestic policy which
affects the relationship between savings and investment or production and
consumption has a trade effect, whether or not it is intended as such.

Therefore, the likely path to more sustainable levels of trade deficits
remains far less clear. Consider the potential global impact of populist
cries for protectionist trade policies ostensibly aimed at easing the difficult
transition to more sustainable trade and debt balances. In the event of a
trade war, which we discussed in Chapter 5 and is already happening,
we will all lose. Perhaps even more unsettling is how these consequences
would most likely manifest across nations.

The evidence presented in this chapter suggests that countries like
China, which depend heavily on total trade in relation to their overall
economy, could suffer most severely. This evidence further suggests that
instead of pursuing short-term quick fixes that would exacerbate the mal-
ady, global policymakers must work together to establish a long-term

path to more sustainable trade and debt balances.

Current Patterns of Global Imbalances

Many take as fact that the current pattern of global imbalances, or the
large and persistent trade deficits and surpluses across different parts of the

world, ultimately unsustainable, is due to China and ASEAN consuming

* In his recent book 7he Great Rebalancing: Trade, Conflict, and the Perilous Road
Abead for the World Economy.
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too little and saving too much. Since the global economy is a closed trad-
ing system, trade deficits and surpluses across all national economies must
always sum exactly zero. Therefore, because one part of the world saves
too much and runs trade surpluses means other parts of the world, partic-
ularly the United States, must run trade deficits.

However, just because deficits and surpluses are tightly intercon-
nected, it does not mean that trade surpluses in China or ASEAN have
been responsible for the United States and EU trade deficits. In addition,
China’s high level of savings might be dynamically-welfare optimizing for
its citizens. Note also that private enterprise in China might find self-ac-
cumulation the only way to generate investment funds.

The fact remains that countries with a current account surplus, as
depicted in Figure 6.1, must also be those with exports in excess of
imports, as shown in Figure 6.2. The range of imbalances among these
nations has widened dramatically in recent decades, leading to a very

unsustainable path. Notice in Figure 6.1 that Switzerland, Germany, and
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Figure 6.1 Cumulative current accounts as a percentage of GDP,
1970-2010
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Figure 6.2 Net exports as a percentage of GDP, 1970-2010

Source: CFA Institute.*

China currently enjoy the largest net trade surpluses, while the United
States, the UK, and Spain have the largest net deficits.

The magnitude of trade deficits matters because a country with an
ongoing trade deficit is, by definition, reducing its foreign assets or bor-
rowing. Not as well understood is that global trade patterns are financed
by gross asset flows, not ner asset flows. Hence, a country must have suf-
ficient gross foreign assets to finance any trade imbalance on an ongo-
ing basis. Undeniably, these gross asset financial flows grease the skids of
global trade. Practically speaking, trade deficits must be paid for by either
selling down gross assets or increasing gross liabilities by selling debt.

Despite the many theories and conjectures offered, the global economy
continues to struggle as it attempts to recover, slowly and painfully, from
the financial crisis it entered in 2007. According to the IMF’s July 2012
report, world output growth—expressed at market exchange rates—will be
roughly 2.5 percent in 2013 and about 0.5 percent faster in 2014. These
rates of growth are concerning, and are far slower than those that preceded

the crisis, although they are still positive. Meanwhile, China’s economic

* Ibidem.
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growth continues to sputter, even if at a lower rate. The euro is still under
threat, and the United States is still combating serious trade disadvantages.

In our view, the EU’s underlying problem is not budget deficits or
even unsustainable debt; these are mainly symptoms. The main problem
with the EU is the huge divergence in costs between the core and the
periphery. In the past decade costs between Germany and some of the
peripheral countries have diverged by anywhere from 20 to 40 percent.
This divergence has made the latter uncompetitive and has resulted in the
massive trade imbalances within Europe.

Trade imbalances, of course, are the obverse of capital imbalances, and
the surge in debt in peripheral Europe, which is debt owed ultimately to
Germany and the other core countries, was the inevitable consequence of
those capital flow imbalances. While EU’s policymakers alternatively worry
over fiscal deficits, surging government debt, and collapsing banks, there is
almost no prospect of them resolving the European crisis until they address
the divergence in costs. Of course, if they don't resolve this problem, the
problem will be resolved for them in the form of a break-up of the euro.

There is no doubt that trade deficits and surpluses narrowed signifi-
cantly during this so-called great recession.* The economic activity in the
advanced economies, mainly the G-7 nations, fell by 5 percent, while the
number of unemployed people around the world surged by more than
30 million.’> The global economy contracted by 0.8 percent in 2009, but
it rebounded strongly in the next two years as central banks around the
wortld-led by the U.S. Federal Reserve—embarked on massive monetary
stimulus programs.

As depicted in Figure 6.3, the situation was so dire that in November
of 2010, at the G-20 meeting in Seoul, the United States and other G-7
countries running high external deficits challenged those countries that
maintain surpluses, specifically China, Germany, and Japan, along with
other smaller emerging countries, to pick up the slack in global demand.

Predictably, this effort brought no tangible results.

* 'The great recession refers to the global contraction from December 2007 to
June 2009 that resulted in the world economy shrinking for the first time since
1945. The Great Recession was so-called because its severity and depth made

comparisons with the Great Depression of the 1930s inevitable.
T Ibidem.
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Figure 6.3 The imbalance of the global economy as a result of the
great recession
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Rebalancing the Global Economy May Not Be the Solution

Although we believe a global rebalance is to some extent necessary to
reduce trade deficits and surpluses, we argue that too much emphasis on
that may not be healthy for the global economy. Focusing too much on
rebalancing the global economy can actually be ill advised. Mind you,
this is not a book on international economics; none of the authors are
economists. But from the point of view of international trade and foreign
affairs, global rebalance should be viewed as an idea and an overall goal,
and not as a task or a mission.

For starters, emerging markets remain heavily dependent on con-
sumer demand in the United States and Western Europe. If this con-
sumer demand grows more slowly in the future, due to the unwinding
of household debts, the influence of higher risk premium on investment,
and the effect of rising national debt on government expenditures, would
the export-led emerging market economies continue to grow? The answer
to this question is critical, as it directly impacts strategies that will need to
be in place to stimulate domestic demand for the four billion people in
the emerging markets.

In the same way, assuming a rebalancing of the global trade is a realistic

strategy. What would be the impact of such rebalancing trade flows across
the different emerging markets, such as the ASEAN, CIVETS, MENA,
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and BRICS? Who is more likely to gain or lose from such rebalancing,
and what should the policy response, according to these countries’ differ-
ent economic structures, degrees of openness, and sociopolitical institu-
tions look like?

Furthermore, assuming global trade and capital flows were rebalanced
sustainably, what implications would this have for the future of reserve
currencies around the world? Can the U.S. dollar retain its reserve cur-
rency status while enabling global financial capital to flow to the most
profitable investment opportunities and global trade to flow where it is
needed most? Lastly, what reserve currency regime is required for sus-
tainable trade and capital flows? These questions are not easily answer-
able. In our view, U.S. policymakers should forget punitive tariffs against

Chinese imports; letting China grow rich might do the trick.

Global Economy is Already Undergoing Rebalancing

While Michael Pettis® argues that the global economy is already undergoing
a critical rebalancing, he points out that the severe trade imbalances impelled
on the recent financial crisis was the result of unsuccessful policies that dis-
torted the savings and consumption patterns of some nations, mainly the
G-7.* Pettis cautions about the yet to be seen consequences of these desta-
bilizing policies, predicting severe economic dislocations in the upcoming
years. He warns of a lost decade for China, the breaking of the Euro, and a
continuing decline of the U.S. dollar, all with long-lasting effects.

In Pettis’ views, there are a myriad of causes for his dismal global out-
look and economic prospect. He points to China’s maintenance of mas-
sive investment growth by artificially lowering the cost of capital, which
he warns to be unsustainable. He worries that Germany is endangering
the euro by favoring its own development at the expense of its neighbors’
states. He also argues the U.S. dollar’s role as the world’s reserve currency
burdens the U.S. economy. Pettis suggests that while many of these var-
ious imbalances may seem unrelated, including the U.S. consumption
splurge, the surging debt in Europe, China’s investment debauch, Japan’s

long stagnation, and the commodity boom in Latin America, they are all

* Ibidem.
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closely tied together. This tie makes any attempt to rebalance the global
economy impossible, unless each of the domestic issues (for both G-7
and G-20) are resolved. Moreover, he argues that it will be impossible to
resolve any issue without forcing a resolution for all.

In our opinion, policymakers around the world, mainly between the
G-7, are focusing too much effort on global rebalancing, which only
encourages currency tensions, such as the current one between China
and the United States. This ominously contributes to mounting protec-
tionist sentiment and tensions. Such efforts also divert attention from the
need for reforms at home. We argue that rather than focusing on global
rebalancing, the G-7 nations, and to some extent the G-20, should con-
centrate more on repairing their domestic problems and expanding their
domestic demand at the maximum sustainable rate.

We are of the position that a major rebalancing of global demand, or
more explicitly, a decrease of aggregate demand in deficit countries relative
to that of surplus countries must occur. This is important in order to foster
smaller trade deficits and surpluses, which has already occurred during the
great recession. Global demand already has undergone a major rebalanc-
ing during 2008 to 2009 as a consequence of the global credit crunch.

As depicted in Figure 6.4 countries with large current account deficits,

such as the United States and Spain, also experienced the biggest housing

USS$, bn As a percent of GDP
2009 2006-2008 2009 2010
United States -378.0 =53 -2.9 =32
Spain -74.1 -9.5 -5.4 -4.9
Italy -713 -2.8 -3.4 -2.8
Australia -40.9 =52 -4.1 -3.5
United Kingdom -28.8 -2.5 -1.3 -1.7
Saudi Arabia 20.5 26.6 5.5 9.1
Russia 49.0 7.2 4.0 4.5
Japan 141.8 4.0 2.8 3.1
Germany 160.6 6.9 4.8 5.5
China 297.1 10.0 6.0 5.0

Figure 6.4 Nations with largest current account surpluses and deficits

Source: IMF, Carnegie Endowment.®
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bubbles and have the most indebted consumers, forcing government
authorities to cut much more spending than surplus countries did. For
all the reasons aforementioned, we argue that a long-term trend toward
rebalancing, as promoted by G-7 nations, is very unlikely to happen.
The idea may be popular among the G-7 group, but we don’t believe
it will gain traction among the G-20. As advanced economies, without
much success so far, continue to pressure emerging markets to engage in
rebalancing, the G-7, particularly the United States, may be forced to
take a stand: either tackle the profound domestic vulnerabilities that have
been exposed, or put at risk the open, rules-based trading system that has

bolstered significant postwar prosperity.

Three Great Challenges Confronting the Global Recovery

Despite the challenges of rebalancing the global economy, we identify
three great challenges confronting the global recovery. The first one is
the exiting stimulus policies in the United States. The first phase of the
stimulus exit, widely known as the large fiscal contraction, or “fiscal cliff,”
appears to have survived without significant damage to consumers and
investment demands. The second phase of this stimulus exit still lies
ahead in the future, when the U.S. Federal Reserve Bank begins to reduce
its bond purchases. Judging by the near panic in the financial markets
following a speech by Chairman Bernanke in the fall of 2013 announc-
ing its imminence, this second phase may prove to be problematic. Yet,
the U.S. Federal Reserve Bank remains sensitive to the fact that unem-
ployment remains high as such is determined to ensure that monetary
tightening will only occur in response to clear signs that the economy is
strengthening,.

Also, keep in mind that the dollar is the world’s reserve currency,
which means the United States is the only country in the world, which
has no foreign trade constraint. However, this also means that the United
States current account deficit needs to grow if global trade is to expand.
Indeed, if the United States starts to export fewer dollars, then some-
one, somewhere will be unable to finance his trade. Since the United
States current account deficit is the monetary base of world trade, and a

reduction in the United States current account deficit is equivalent to a
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massive monetary tightening for the rest of the world, it is imperative to
monitor the growth of central bank reserves held at the Fed. As long as
these reserves continue to expand, there are few reasons to fear a hiccup
in the global trade system. However, as soon as central bank reserves start
to shrink, then countries around the world, emerging and advanced econ-
omies, which are running large current account deficits and large budget
deficits, may find it challenging to continue to push more debt through
the system. This is not true, however, in the case of China, as reserves at
the Fed are contracting in real terms.

The second challenge is to avoid the sharp slowdown in emerging
markets in the past couple years (2012 through 2013), particularly in
China, from collapsing. Growth has slowed precipitously in the BRICS
and ASEAN, among others. Yet, even with this slowdown, we believe
emerging markets as a group will continue to benefit from technological
advancements, high savings rates, significant investments in education,
and favorable demographics, including an ever increasing middle-class.
Despite the global crisis, emerging markets are still growing at an average
rate of five percent. China suffers from overly large and misallocated cred-
it-fueled investments as well as inadequate demand by households. As its
huge reservoir of surplus labor depletes, China’s wages are now rising fast,
pointing to a country less competitive in international markets and more
inclined to consume. China is unlikely to return to the fiery 9 to 10 per-
cent growth of the last three decades, but its solid fiscal position, robust
household balance sheets, and huge reserves suggest it will find a way to
sustain a more moderate pace and continue to support the global recovery.

The third and greatest challenge is to complete the extremely pain-
ful adjustment of the EU’s periphery. Europe’s huge deviation in costs
between the core countries and the periphery is significant, as discussed
earlier. In fact, for the past decade, costs between Germany and some of
the peripheral countries have deviated by anywhere from 20 to 40 per-
cent. This divergence has made the peripheral economies lose competitive
advantage, and has resulted in the massive trade imbalances within EU
as a whole. Countries such as Portugal, Greece, Spain, and Italy need
to regain international competitiveness and reorient their economy away
from domestic activity, such as construction and public services, and

more toward exports and import-substitutes, such as manufacturing and
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tourism. This is now happening at a steady if unimpressive speed and is
reflected in sharply lower current account deficits. For instance, in 2012
and 2013, exports in Italy and Spain grew in line with world trade (around
2.5 to 3 percent), while imports fell about 3 times faster than GDP.

In sum, how should global trade imbalances rebalance? The inexo-
rably deleveraging of current large trade deficits has been damaging and
requires global cooperation to put into place a credible fiscal plan to bring
down deficits deliberately. Such alternative solutions as monetary pol-
icy alone will continue to prove insufficient, and seeking a solution by
waging a trade war should be resisted. Following such quick-fix paths
could produce severe consequences for the global economy, and heavily
trade-dependent countries would feel the impact even more harshly.

The best resolution, and the one Keynes urged without success on
the United States in the 1920s and 1930s, is that Germany take steps to
reverse its trade surplus. It could boost disposable household income and
household consumption by cutting income and consumption taxes, and
as German houschold income grows relative to the country’s total pro-
duction, the national savings rate automatically would drop and the trade
surplus contract and eventually become a deficit. Or Germany could

engineer a massive increase in infrastructure spending.

The Importance of Multilateral Global Trade

Multilateralism refers to collective, cooperative action by states—when
necessary, in concert with nonstate actors—to deal with common prob-
lems and challenges when these are best managed collaboratively at the
international level. Areas such as maintaining international peace and
security, economic development and international trade, human rights,
functional and technical cooperation, and the protection of the envi-
ronment, and sustainability of resources require joint action to reduce
costs and bring order and regularity to international relations. Such prob-
lems cannot be addressed unilaterally with optimum effectiveness. This
rationale persists because all states, as well as some nonstate actors, face
mutual vulnerabilities and intensifying interdependence. They will ben-
efit from and are thus required to support global public goods. Even the

most powerful states cannot achieve security nor maintain prosperity and
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health as effectively acting unilaterally or in isolation. We have seen this
demonstrated again and again, and so the international system rests on a
network of treaties, regimes, and international organizations and shared
practices that embody common expectations, reciprocity, and equiva-
lence of benefits.

In an interdependent, globalized, and networked world, multilateral
trade will be the key aspect of international trade relations. All global
trade partners depend upon multilateral agreements and the underwrit-
ing of regularity and public goods in the international trade system. But if
they are to remain viable, multinational corporations (and governments),
the values of multilateralism embedded in them must be reconstituted
in line with 21st century principles of governance and legitimacy. Just as
importantly, they must be capable of addressing contemporary challenges
effectively. This may involve moving beyond the original roots of multi-
lateral global trade, reassessing the values on which multilateral trade is
based and promoted, and recognizing that contemporary and prospective
challenges call for more agility, nimbleness, flexibility, adaptability, and
anticipatory rather than always reactive solutions.

That said, without continual structural and procedural trading
reforms, the legitimacy and performance global trading deficits will
accumulate and there will be an intensifying crisis of confidence in the
world’s system of organized multilateral trade centered on the UN and
the WTO. The values and institutions of formalized multilateral trade as
currently constituted are neither optimally effective nor legitimate. The
chief multilateral organizations do not meet current standards of repre-
sentivity, consent, juridical accountability, rule of law, broad participa-
tion, and transparency—and therefore political legitimacy. The African
continent, for the most part, is practically excluded from it, to the
advantage of Sino-African multilateral trade and the peril of the West.
This is an acute problem precisely because international trade organiza-
tions play an increasingly important and intrusive role in people’s lives.
The more this happens, the more people will realize that multilateral
trade is value-laden, connoting fundamental social and political choices
regarding the balance between the market and equity, human rights,
governance, and democracy. Protectionism has no place in the global

rebalancing of trade.
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The world has become very interdependent in areas as diverse as finan-
cial markets, infectious diseases, climate change, terrorism, nuclear peace
and safety, product safety, food supply and water tables, fish stocks, and
ecosystem resources. In addition to their potential for provoking inter-
state military conflicts, these are all drivers of human insecurity because
of the threat they pose to individual lives and welfare. The challenge for
international trade and global governance—governance for the world to
produce order, stability, and predictability even in the absence of a world

government—is great, and can be broken up into six categories:

1. The evolution of international trading organizations to facilitate
robust global trade responses lags behind the emergence of collective
action problems such as infrastructure in emerging markets, liquid-
ity, governance, lack of foreign direct investments, and the curbing
of rampant corruption in frontier markets

2. The most pressing problems—nuclear weapons, terrorism, pan-
demics, food, water and fuel scarcity, climate change, and agricul-
tural trade—are global in scope and require global solutions. These
problems are major barriers to international trade, yet, the policy
authority and legal capacity for coercive mobilization of the required
resources for tackling them remain vested in states, mainly the West
and a few markets in the East.

3. There is a disconnect between the distribution of decision-making
authority in international trade institutions, such as the Interna-
tional Chamber of Commerce (ICC), and the distribution of mil-
itary, diplomatic, and economic power in the real world. Such gap
only contributes to civil chaos, which is an impediment to trade, in
countries such as Sudan, Congo, Sierra Leon, and even the Delta
region of Nigeria, to name a few.

4. There is also a disconnect between the concentration of decision-
making authority in intergovernmental forums and the diffusion of
decision-shaping influence among nonstate actors like international
markets, multinationals, and civil society actors.

5. There is a mutually undermining gap between legitimacy and efhi-
ciency. Precisely what made the G-8 summits unique and valuable—

informal meetings between a small number of the world’s most
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powerful government leaders behind closed doors on a first name
basis, without intermediaries and with no notes being taken—is what
provoked charges of hegemonism, secrecy, opaqueness, and lack of
representation and legitimacy. The very feature that gives the UN
its unique legitimacy, universal membership, makes it an inefficient
body for making, implementing, and enforcing collective decisions
6. During the Cold War, the main axis around which world trade and
political affairs rotated was East—West. Today this has morphed into
a North—South axis. For instance, the Copenhagen conference on
climate change was suboptimal in outcome in part because of the

colliding worldviews of the global North and South.

The net result of these six global trading governance deficits is to
disempower, disable, and incapacitate joint decision making for solving
collective action problems. As a corollary, the fundamental challenge for
the international community is how to restructure and reform the UN in
order to reposition it at the center of collective efforts to manage current
and anticipated global trading problems over the next quarter and half
century.

The paradigmatic institutions of global governance have been the
G-8 and the UN. The G-6/7/8, set up in 1975, was always a narrow
club of self-selected countries and, as such, never possessed either electoral or
representative legitimacy. Conversely, its many real global trading accom-
plishments notwithstanding, the UN has struggled to be relevant and
effective. Both the G-8 and the UN Security Council had become struc-
turally obsolete by the turn of the century. Looking at the two together,
unlike China, Brazil, and India are not permanent members of the UN
Security Council. Unlike Japan, China and India are not members of the
G-8. It is difficult to imagine any real contemporary global trading, or
rebalancing in this case, problem that can be addressed with the requisite
degree of effectiveness and legitimacy without the active participation of
all three Asian giants at the top table of decision making.

The emergence of the G-20 spoke powerfully to the need for an alter-
native global steering group to draw in all the world’s powerful actors
as responsible managers of the world order as stakeholders, not merely

rule-takers. Potentially, the G-20 offered the best crossover point between
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legitimacy, efficiency, and effectiveness. Its purpose would be to steer pol-
icy consensus and coordination, and to mobilize the requisite political
will to drive global trade reforms and address global geopolitical chal-
lenges while navigating the shifting global currents of power, wealth, and
influence. But in order to be legitimate, it still must work with and not
independently of or against the UN.

Unfortunately, what began as a major institutional innovation with
the first G-20 leaders’ summit in 2008 has fallen victim to aimless
meandering and a rhetoric-action gap where photo opportunities have
displaced global leadership. The group’s identity has been diluted and
its effectiveness compromised. Far from being a streamlined executive
body for global governance, the G-20 is arguably already bloated and
unwieldy.

For many, as argued by Ramesh Thakur,* “globalization is both desir-
able and irreversible for having underwritten a rising standard of living
and material prosperity throughout the world for several decades. For
some, however, globalization is the soft underbelly of corporate imperi-
alism that plunders and profiteers on the back of rampant consumerism
and almost brought the world to its knees in 2008 to 2009.”

There is growing divergence in income levels between countries and
peoples around the world. The deepening of poverty and inequality—
prosperity for a few countries and some people, marginalization and
exclusion for many—has implications for social and political stability
among and within states. The rapid growth of global markets has not

been accompanied by the parallel development of social and economic

* Ramesh Thakur is Professor of International Relations and Foundation Direc-
tor of the Centre for Nuclear Nonproliferation and Disarmament at the Austral-
ian National University in Canberra. He was formerly the Senior Vice Rector
of the United Nations University in charge of its Peace and Governance Pro-
gram at the rank of Assistant Secretary-General; Senior Adviser and Principal
Writer of the UN Secretary-General’s 2002 reform report; and a member of the
International Commission on Intervention and State Sovereignty and one of
the principal authors of its report The Responsibility to Protect. He has held
full-time teaching positions in New Zealand, Australia, and Canada and serves
on the advisory boards of several research institutes in Africa, Asia, Europe, and
North America.
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institutions to ensure balanced, inclusive, and sustainable growth. Labor
rights have been less sedulously protected than capital and property rights,
and global rules on trade and finance are less than equitable.

For Thakur,

even before the global financial crisis of 2008, many emerging
economies were worried about the adverse impact of globalization
on economic sovereignty, cultural integrity, and social stability.
“Interdependence” among unequals is tantamount to the depen-
dence of some on international markets that function under the
dominance of others. The financial crisis confirmed that absent
effective regulatory institutions, rampant transnational forces
could overwhelm markets, states, and civil society. It also raised
questions of the roles of international financial institutions and
ratings agencies—with their known proclivity to insist on austerity
and reduced spending for cutting deficits instead of looking to fos-
tering economic growth as the means to raise public revenues—in

dictating policy to elected governments.®

Globalization has also let loose the forces of “uncivil society” and
accelerated the transnational flows of terrorism, human and drug traf-
ficking, organized crime, piracy, and pandemic diseases. The notion that
endless liberalization, deregulation, and relaxation of capital and border
controls (except for labor) will assure perpetual self-sustaining growth and
prosperity has proven to be delusional. For developing countries, lower-
ing all barriers to the tides of the global economy may end up drowning
much of local production. But raising barriers too high may be futile or

counterproductive. Where lies the golden middle?
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understanding the impact emerging economies will have on the global
economy. Great primer for those interested in understanding the oppor-
tunities and complexities arising from the emerging markets such as
CIVETS and ASEAN and their influence on the advanced economies.
I highly recommend this book to anyone looking to learn more about
the interplay between emerging and advanced economies and what that
means for political economic shifts in the global order.
—Shaun Rein, Founder, China Market Research Group,
Shanghai, China; author The End of Copycat China:

The Rise of Creativity, Innovation and Individualism in Asia

This material accurately describes the economic realities outside the

American sandbox. From state-sponsored inflationary policy to the global

transfer of wealth, it is all here. A must read for any executive who per-
forms asset management and business operations on the world scene.

—Jim Willey, PE; Director Pearl Energy

Philippines Operating Inc, Philippines

A lucid, compact, and robust description and analysis about current

global economic trends, which I enjoyed reading. I've learned quite a lot

about the forces and fields that are trying to emerge, survive, and thrive in

an age of perennial complexity, black swans, and wicked fuzzy situations
we and the next generations will have to tackle.

—Fabian Szulanski, Director, System Dynamics Center.
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Forget the repeated crises of the 1980s and 1990s. The true threat now
comes from the developed world (advanced markets), with dodgy pol-
itics, weak economies, and an enormous debt overhang. It is not just
that the west is lost. Emerging markets have also improved immeasurably
since the fall of the Berlin Wall, as Soviet and U.S. interference reduced
and democracy took hold in many places. Electorates at the emerging
markets are willing to take short-term pain for long-term stability, while
monetary policy is far better run. Local institutional investors now play a
big part in many emerging markets, contributing to that stability. Curi-
ous to know more? Like I did, you must read Comparing Emerging and
Advanced Markets.
—-Alexandre Mesquita, MSc, Member of the Executive Board
at DNA Hunter and Strategy, and Business Development
Director at New Space Group, Sdo Paulo, SD Brazil

The hospitality industry is a major global industry in terms of GDP.
Comparing Advanced and Emerging Markets, underlines the growth
opportunities and the risks the hotel business is exposed to. This book
makes for mandatory reading for major hotel developers and operators,
especially in emerging markets.
—Gert Noordzy, International Hotelier and
Hotel Opening Expert, Macau S.A.R, China

It is often forgotten that Adam Smith, known as the father of Economics,
was himself a professor of Moral Philosophy. Rather than elaborate pious
abstractions, he chose to delve into the complex details of the exchange
of value that governs so much of men’s lives. Here surely were the nodes
of our ethical life. But, more he found that the systems themselves bore
justice, fairness and equality or the contrary. Hence the name of his book,
The Wealth of Nations. It is from this perspective that one may appreciate
Goncalves and Xia’s book. Not a technical economics tome, but one that
illuminates the systems under which we now live. Understanding is the
first step to changing systems for greater justice, fairness and equality.
—Jose Cardoso, Director of Education Programs,
Pacific Oaks College, California, USA
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Goncalves and Xia map out the financial past, present, and future of
emerging markets and their influence on the global economy. Providing
historical facts, quantitative data, and an analysis of current trends, this
book includes thoughts and contributions from scholars, the banking
industry, and the media, and serves as a useful reference on the economic
and fiscal forces being played around the world. Filled with all the dis-
ruptive elements of scholarly review, it invites us to reflect upon certain
assumptions, urges us to stay alert, and to consider how we might, as cit-
izens of the world, contribute to a sustainable balance between the world
economies. Written by non-economists, the presentation and observa-
tions are refreshing and informative for all levels of readership.
—Yvette Jusseaume, Assistant Director, Alliance—a
partnership between Columbia University, Ecole Polytechnique,
Sciences Po and Paris 1 Panthéon-Sorbonne, USA

At this time of unprecedented change, I felt my understanding of the
economies, politics, and condition of our global landscape was meager at
best. Comparing Advanced and Emerging Markets is a welcome contribu-
tion providing a practical working knowledge of the great shift powered
by the emerging markets and the disruption of so many economies at war.
Comprehending this game-changing crisis provides the knowledge that
many of us require in order to make decisions where uncertainty is often
an overriding variable.
—Kerri Holt, Special Projects Officer,
Dallas Independent School District, USA

This is compulsive reading for those who are interested in understanding
the nature of the global financial system in 21st century and the emer-
gent influences driving it. Erudite and accessible this book articulates the
tensions underlining the global geopolitical systems and proposes ways of
thinking about how the risks underlying these systems need to be under-
stood so as not to affect global economic stability. Well researched and
thought provoking!
—Dr Ralph Kerle, Global Strategic Growth and
Innovation Specialist, Sydney, Australia
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‘This is a must-read book for those wishing to improve their understand-
ing of how advanced economies and emerging markets interact across
the globe in current times. The rigorous analysis and innovative insight
provide us with a powerful tool to perceive the undergoing rebalance of
global trade.

—Filipe Manuel Peixoto Pereira, Senior Legal Advisor at Law

Reform and International Law Bureau, Macau SAR Government
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