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THE SOUTH CENTRE

In August 1995 the South Centre was establishedp@smanent inter-
governmental organization of developing countries.pursuing its
objectives of promoting South solidarity, South-Botboperation, and
coordinated participation by developing countrigs international
forums, the South Centre has full intellectual pefelence. It prepares,
publishes and distributes information, strategicalyses and
recommendations on international economic, sociad @olitical
matters of concern to the South.

The South Centre enjoys support and cooperationm frine
governments of the countries of the South and iegular working
contact with the Non-Aligned Movement and the Grafip/7. The
Centre’s studies and position papers are preparegtawing on the
technical and intellectual capacities existing imitBouth governments
and institutions and among individuals of the Sotitirough working
group sessions and wide consultations, which irvaxperts from
different parts of the South, and sometimes froemNorth, common
problems of the South are studied and experiendekaowledge are
shared.
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|. ISSUES AT STAKE

After a deep and widespread contraction in econ@uitvity and significant loss of
output and employment, policy makers, financial lgsta and media pundits all
appear to be heartened by the news coming frorardiit parts of the world that the
worst is over. The main concern now is about tinength and the shape of the
recovery — that is, whether there will be a shavpshaped upturn that would
recuperate most, if not all, output and employmesses incurred during the past two
years or a sluggish, U-shaped, recovery wherespitiepositive growth, output will
stay below its potential for some years to comejahcdreation will remain sluggish.
In addition, there is of course the possibilityaoflouble-dip or a W-shaped recovery
that may result from inventory cycles or prematxi from stimulus packages.

Over the medium term hopes are for the global @egnto go back to the
kind of rapid and broad-based expansion enjoyeuh fitee early years of the decade
until 2008 without, however, the accompanying ficiah fragilities and trade
imbalances. This optimistic scenario depends, targe extent, on a measured
rebalancing of the US and Chinese economies - dhgedt deficit and surplus
countries, respectively. In view of the centrahqd occupied by the dollar in the
international reserves system, it is recognized tinéernational monetary and
financial stability crucially depends on spendingciline by the US, in line with its
income, allowing for a fundamental and sustaineldriz®-of-payments adjustment.
However, in order to maintain growth, the US shoualot simply cut domestic
absorption but also shift to export-led growth. @uderly US adjustment would also
require,inter alia, a shift by China from export-led to consumptiod-growth and
the realignment of the exchange rate of the RMBragjghe dollar. In this way,
prospects for global stability are expected to wrprwithout sacrificing growth.

Even if such a rebalancing proceeds smoothly, megtloping and emerging
economies (DEEs) are caught in a dilemma: theydarened if the US adjusts and
damned if it does not. On the one hand, “busimssasual’” would expose them to
recurrent currency and financial instability. QOwetother hand, retrenchment and
adjustment in the US could cause problems on skefrergs. It is likely to lead to
tightened global financial conditions and this sdbnews for several DEEs with
structural external deficits and hence dependentcapital inflows to sustain
acceptable growth. More importantly, there is tloeo country that could act as a
global locomotive. For the reasons spelt out latehis paper, China cannot replace
the US even if it maintained growth of some 10 pent based on domestic
consumption rather than exports.

We thus need more than US-China rebalancing t@isugtobal stability and
growth. First, China should not only acceleratandstic consumption but also

2 This was broadly the plan promoted by the IMFtinmultilateral consultations to reduce global
imbalances on the eve of the crisis. Althoughdhisis has resulted in sizeable changes in external
positions and savings patterns, the Fund recogtimdsmbalances are not a problem of the past and
there is still a need to remove global imbalanses;Blanchard and Miles-Ferretti (2009)
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increase its import content. Second, a globatuestring of the pace and pattern of
demand cannot exclude the two other major surpbusitcies, Japan and particularly
Germany which have been siphoning off global demanithout, unlike China,
adding much to global growth. Finally, attentiohosld be paid to the global
financial architecture so as to ease the paymeamtsti@ints over deficit and indebted
developing countries.

There is more, however, to global imbalances thanroeconomic geography.
Market-driven globalization has systematicallyetiltthe balance of economic power
against labour and in favour of capital, as ingidaby the falling share of wage
income almost everywhere. The outcome has beearwmhsumption in all major
surplus countries, notably China, Germany and Jafdde threat of global deflation
has been avoided thanks to consumption and promenges financed by debt,
investment income and capital gains brought abgutapid credit expansion and
asset inflation, notably in the US but also a numtfeother advanced economies
(AEs) and DEEs, particularly in Europe. This psxédas, in its turn, produced
growing trade imbalances, large shifts in net agssitions of countries and increased
financial fragility, culminating in the most ser®post-war economic crisis.

The world economy now faces a serious dilemmanitial consolidation and
retrenchment in deficit countries would raise tlpecire of economic stagnation,
while a return to financial bubbles and debt-driexpansions could mean that the
next crisis may even be worse and the state in eéhrmeaker financial position to
respond effectively. But in either case, the adpemts exist only in appearance
since, without restoring the balance between lalamal capital, neither stability nor
growth may be sustained for long.

There are no signs that a reorientation of pdicireeeded for such a
rebalancing are on the agenda of the major cosntrighe international community
at large. Consequently, the world economy geneealtl DEEs particularly may face
more serious challenges in coming years than the&g Been during the recent global
downturn. The outcome could be sluggish, unevehearatic growth, continued and
even deepened instability in currency and asseketsgrthe rise of protectionism and
economic nationalism, escalation of conflicts ia thternational trading system and a
backlash against globalization.
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[I. BUBBLES, EXPANSION AND IMBALANCES

The principal source of these difficulties is th8 Bconomy which has been driven by
two back-to-back bubbles since the early 1990&ntéred the 1990s with a recession
which had been deepened by a banking and realeestsis (i.e., the so-called
Savings and Loans crisis) produced by a combinatiofinancial deregulation and
deposit insurance in the previous decade. Theonsgpwas a sharp reduction in
interest rates which allowed debtors to refinanelet @t substantially lower rates and
banks to build up capital by arbitraging betwees Fed and the Treasury — or riding
the yield curve, as the markets would put it. Thgether with advances in
information technology, created the dot-com bubbléhe second half of the 1990s,
accompanied by a boom in the housing market (B2ae8). The Fed refrained from
applying the brakes even though its chairman rezegnthat financial markets were
driven by "irrational exuberance" rather than ecoimofundamentals.

The housing bubble continued with even greaterefafter the bursting of the
dot-com bubble in the early years of the 2000skban the first place to deliberate
policy action by the Fed which responded to thdapske in equity markets by
bringing policy rates to historical lows for feaf asset deflation and recession.
Second, the collapse of the stock market made timesg in property even more
attractive. Finally, new legislation introducedtire late 1990s allowed greater room
for banks to expand high-risk, speculative lendimgpugh securitization. All these
combined to produce a massive credit expansiomrimperty investment as well as
for consumption.

These bubbles played a major role in the fall afdatold savings and the rise
of external deficits in the US. The dot-com bubfémerated a strong wealth effect
on private consumption while financial deregulataond low interest rates facilitated
household access to credlitRapid growth in private consumption was sustaibgd
capital gains from rising house prices in the 20@8shomeowners increasingly
extracted equity to finance consumption. As altesousehold savings, which was
some 6 per cent of GDP in the early 1990s staxefalt rapidly and disappeared
altogether on the eve of the 2008 crisis. This wasored by growing external
deficits — the US current account was broadly beddnin the early 1990s, but it
registered a deficit of over 6 per cent in 200hisTled to a massive accumulation of
dollar liabilities abroad, undermining the stalyiliand even the reserve-currency
status of the dollar.

The exchange rate and reserve policies of surglustdes, notably China and
Fuel Exporters (FEs), contributed to the surgeansamer lending and spending in
the US during the sub-prime bubble while also mgjpiheir own exports. They
pegged their currencies to the dollar and wereesdrid invest a very large proportion
of their surpluses in US Treasuries and the delgjoeernment sponsored mortgage
firms. Without such large inflows, credit expamsidhe consumer spree and the
property bubble could not have been sustaineddiog.l The dollar and long-term
interest rates would have come under strain arsdwbuld have made it difficult for

® On the impact of capital gains from the dot-conblile on household consumption, see Maki and
Palumbo (2001), and on the impact of low interatts on household debt, see Debelle (2004).
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the US to pursue lax monetary and regulatory pedicind keep on spending beyond
its means.

Monetary conditions in Japan and Europe also addedlobal liquidity
expansion from the early years of the decade.cyolierest rates were kept almost at
zero in Japan under conditions of deflation andnethe otherwise conservative
European Central Bank joined in and lowered interates considerably. After a
brief downturn the world economy enjoyed a peridexceptional growth until the
outbreak of the crisis in 2008. Average globaivgh exceeded that of the 1990s by
one-half while growth in DEEs was twice as fasttlas 1990s, exceeding even the
rates achieved during the golden age. World trad#ollars increased by 2.5 times
during the same period and DEEs as a whole stasteah growing current account
surpluses which exceeded $600 billion in 2007 oictvitwo-thirds belonged to Asian
DEEs and the rest to FEs. Search-for-yield in ¢@rs of ample liquidity also
redirected private capital flows to DEEs which rdsem $50 billion in 2002 to
exceed $600 billion. Twin surpluses on current eayital accounts allowed DEES to
accumulate large amounts of international resewtdsh increased fivefold to reach
$5.3 trillion at the end of 2008.
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[ll. CRISIS, RECESSION AND RECOVERY

This impressive global economic performance wasviad by an equally impressive
global economic downturn, second only to the GBagtression of the 1930s. While
both the boom and bust originated in financial regskin advanced economies, and
financial contagion has helped to spread the downtthe main channel of
transmission of the crisis to DEEs has been throtige. Despite widespread
expectations of decoupling, more successful expodependent directly or indirectly
on US and European markets, including China, MeXf@rea, Taiwan, Malaysia and
Singapore, have been hit much harder than countrigssa better balance between
domestic and external sources of growth such aa,lilonesia and Brazil.

The financial impact of the crisis on DEESs, unlfkeancially fragile European
economies, has generally been quite “benign”. rAfie collapse of Lehman Brothers
there was a period of rapid exit of capital from E3Eand sharp increases in risk
premia on their sovereign debt, exerting heavyirgglpressures on currencies and
causing large drops in asset markets. Howeveh aggressive monetary easing in
the US and sharp cuts in interest rates acrosaHlsegenerally, capital flows to DEEs
soon recovered, driven to an important extent biadecarry-trade (Roubini 2009).
This, together with significant easing of monetpolicy in several DEES, including
China and India, gave rise to bubbles in asset etsr&knd put upward pressures on
currencies and commodities. As in the early 20Q0$icy responses to the bursting
of a financial bubble thus gave rise to another, i this time not in the US itself,
but in the DEES.

The two economic powerhouses, the US and Chingptedathe strongest
policy response to the crisis. While the US figoatkage has focussed on tax cuts
and transfers, China allocated some 15 per cer@@®P mainly to investment in
infrastructure while spending a relatively smalttpan transfers to households. In
both countries there has been aggressive easinmgpoétary policy. In the US this
was designed mainly to bail-out troubled finandanatitutions and allow banks once
again to build up capital by riding the yield curv&ntil now, there has been little
bank lending to households and business. In Chyapntrast, monetary easing led
to a rapid expansion of credit which, together vgtivernment policies designed to
revive real estate demand, has created a bubbie jproperty market.

On the basis of the most recent evidence globalvexy appears to have
started around the second half of 2009. In mosieptions, every single major
economy is expected to register positive growtl2@i0 and the IMF (2010) has
raised its projections for global growth to 2.9 pent. However, these are all subject
to the usual caveat about downside risks, partiguthose that could arise from a
premature exit from stimulus programmes.

* However, as pointed out by the BIS (2010) the beidppears to have ran out of steam at the
beginning of 2010 with equity prices falling anadit spreads widening on risky assets as a refult o
unevenness of global economic recovery and incdeesecerns about sovereign credit risk in Europe.
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There is, however, a certain degree of ambiguityaréing what is meant by
exit. It can refer to two different things; endiagreversing reflationary measures. In
the former sense exit would mean no more cutsterest rates or quantitative easing
on the monetary front, and no new cuts in taxes iaedeases in discretionary
spending on the fiscal front. In the case of reakrthere would be monetary
tightening and interest rate hikes and fiscal cbdaton designed to reduce structural
budget deficits.

Central Banks have ended interest cuts in almdsmnajor developing and
developed economies. In major AEs there are sagms ®©f monetary tightening,
with the US Fed raising the interest rate it charge short-term loans to banks. In
several DEEs, including China, monetary tightenhas started as interest rates
and/or banks reserve requirements are raised ghadhith the upturn in growth. On
the fiscal side there appears to be no plans farpeckages. But fiscal retrenchment
is still not yet anywhere in sight.

Even without a monetary and fiscal policy reveriag current recovery may
be followed by another dip if stimulus programmesnit lead to sustained increases
in private spending. Indeed, the 1990s witness®@ral failed fiscal pump-priming
attempts in Japan in conditions of financial frigilvhereby recovery stalled when
fiscal injection came to an end. Such an outcoaraot be entirely ruled out in the
current recovery. In the US consumers have beerstaotly retrenching and
deleveraging in response to a significant detetimmeof their balance sheets resulting
from some $12 trillion loss of asset values, witlu$ehold savings moving rapidly in
to positive territory. So far much of the increaseonsumer spending has been due
to one-off effects of transfers (cash-for clunkerfgod stamps, extended
unemployment benefits etc.) and tax cuts. Withalblpb prospects and continued
consumer retrenchment, the strength of recoverynse® hinge much more on
exports than consumption.

In China consumer spending held up during the staghne in growth, but it
has not provided much impetus to offset the shagirtk in exports. On various
estimates, between 80 and 90 per cent of Chinesetlyrin 2009 was due to
investment, with the investment ratio climbing t0 Her cent. While largely
offsetting the deflationary impact of the declime exports, the investment boom
resulting from fiscal and monetary expansion hageddio excess capacity already
apparent in various sectors. This is likely to beeanore pervasive if exports do not
pick up as stimulus packages fade away since e sif consumption in GDP is not
expected to register a significant increase. larexports expanded at double digit
rates at the end of 2009 but slowed down in eadl$02 Should exports fail to
resume their strong expansion, growth in 2010 n@yr@ach its 2009 level. But an
aggressive exports push by China could deependte frictions it has already faced
not only with the US and the EU but also with otli¥EEs including India and
Indonesia.

® See Wolfe and Ziemba (2009) and Ho-Fung (2009).
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[V. NO RETURN TO “BUSINESS AS USUAL" — NEED FOR US ADJUSTMENT

While it is generally agreed that a premature poteversal in major AEs could tip
the world economy back into recession, there ase abncerns that delayed exit
might be highly damaging and could even lead teepdr and more pervasive crisis.
Near-zero interest rates and rapid liquidity expamsif continued too long, would
imply increased financial fragility in several DEmBich have been receiving large
amounts of arbitrage capital and carry-trade flawsearch of high returns, as in the
period preceding the crisis. For the US therecargcerns that these, together with
large fiscal deficits and growing public debt, aueventually give rise to
considerable increases in long-term interest rdtesause of rising inflation
expectations, thereby reducing growth.

Perhaps a more important threat to stability armmvgr concerns US external
deficits and the dollar. Even if, as expected,scmnmers continue to deleverage and
reduce debt by keeping consumption below income/rahe US economy can start
running higher external deficits along with growigdget deficits, which could both,
on current trends, reach double digit figures asoportion of GDP by the end of the
decade. These twin deficits could place considergvessure on the dollar,
particularly if surplus countries are no longerexai® finance its deficits, and the US
economy may end up facing an external constraintHe first time in its post-war
history, unable to maintain a position of benigglaet towards the dollar,. If, on the
other hand, surplus countries resume the policipfbicial settlement” of US deficits
by dumping their surpluses into US Treasuries, veeild/ be back to business as
usual, with attendant consequences for globallgiabi

Short of another bubble in asset prices and coatimear-zero interest rates,
US household spending over the next several ysagspected to rise more slowly
than disposable income, and the personal savings maay reach 10 per cent,
unprecedented in recent decalleBressures from the bond market are likely togforc
a US fiscal adjustment, particularly if combinedtwpressures on the dollar in the
absence of a strong support from surplus countrigse cost of decade-long bubbles
and aggressive monetary and fiscal policy respotosessses triggered by the bursting
of these bubbles could thus be below-potential gnaw the US for several years to
come. This would bring an external adjustmenddgh import cuts. But it would
also imply a significant slowdown in the global doeotive that has been pulling
many export-oriented DEEs.

Ideally, US fiscal adjustment should take placdha context of growth, as
under the Clinton presidency, but without bubblég¢ith consumer retrenchment, this
would depend very much on exports— that is, a $fuft consumption-led to export-
led growth. If successful, import cuts would thenavoided and external adjustment
would be achieved primarily by expansion of exporBut this would require faster
expansion of domestic demand in surplus countileduding DEEs and lesser
reliance of other DEEs on the US market.

® On US consumer adjustment in the coming yeaesGdiek and Lansing (2009).
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A shift to export-led growth is what the US admirasion is nhow aiming at.
The main objective of the National Export InitiaifNEI) launched by President
Obama in his State of the Union Address is to d@elports in five years to support
job creation’. This will require 15 per cent growth per annuriThis would mean a
significant acceleration from past performance. c#ding to a research note by
Goldman Sachs, over the past 25 years it took arage of 11 years for exports to
double. However, there were also periods where Ule achieved rapid export
growth. This includes two episodes during theaitifinary 1970s when exports
doubled within 5 years as well as the late 1980snnith took 7 years to achieve a
similar increase. Since 2000 US exports have groyveome 11 per cent per annum
in dollar terms — imports and hence the trade ddfi@ve also grown roughly at the
same rate. During 2006-08, export growth reaclmdes13 per cent per annum,
almost double the rate of growth of imports. Agdrof 15 per cent growth per
annum is very ambitious but not unreachable and ldvdoring significant
improvement in the US trade balance even if the pase of imports is maintained.

The details of the NEI do not seem to have bedy fubrked out but certain
features emerge from recent pronouncements. Riste will be considerable
government support in the form of technical asasafor exporters, notably small
firms and farmers, market research and credit prowi In a way the US appears to
be shifting to a form of industrial policy for expgromotion, after many years of
opposing any such intervention — an initiative neisgent of general export
promotion policies pursued in Japan through JETB&pdn Export Trade Promotion
Organization) and in the Republic of Korea throug®TRA (Korean Trade
Promotion Corporation).

Second, there is emphasis on greater market aabesad. In this respect,
the plan calls for, on the one hand, strict enforeet of US trade laws against
restrictive and unfair practices by its trading tpars and, on the other hand,
promotion of greater reciprocal market access tjimobilateral and multilateral
agreements, including through the Doha Round.

Third, agricultural exports are among the areasr&vbensiderable progress is
envisaged. But these are not expected to be eédubler the next five years. Indeed,
such a rapid growth of agricultural exports canetachieved without prising open
the markets of DEEs. Such an attempt would cdytdace stern resistance from
DEEs with weak agriculture and kill any chance lo¢ tDoha Round coming to a
successful conclusion.

Finally, a weak dollar does not appear to be adeyent of this strategy.
However reference is made to enforcement of USettadis against unfairly priced
imports which implies that sanctions can be sowg#inst countries considered as
manipulating their exchange rates to gain competifadvantage. This could be
particularly problematic since such sanctions dbaoone under existing multilateral
disciplines, either in the WTO or the IMF.

US fiscal and balance of payment adjustment coldd emean considerably
tightened global financial conditions compared &ang before the outbreak of the

" For the information used in this section and ndetails, see US Department of Commerce (2010),
Thomson Reuters (2010) and Yang (2010).
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crisis. It may bring significant increases in net& rates which will be bad for
international debtors and countries dependent oeigo capital flows. It is also
likely to lead to an unwinding of dollar carry-teacand associated outflows from
DEEs, pushing the dollar up and exerting downwaeggure on currencies in several
deficit DEEs as well as on commodity prices whiehd to move inversely with the
exchange rate of the dollar.This likelihood is further increased by the fioai
turmoil in the eurozone. Indeed, contrary to wydetld expectations, the years ahead
could well witness the demise of the euro, rathantthe dollar, given that sovereign
debt problems are no less serious in the eurozmreinh the US and that the region
lacks effective institutional arrangements to addrignancial difficulties of member
countries, as seen in the present crisis.

8 On the possible impact of dollar carry-trade esets and currencies, see Pineida. (2010).
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V. CHINA TOO NEEDS TO ADJUST, BUT IT CANNOT BE A GLOBAL LOCOMOTIVE o

External adjustment in the US and slow growth inrdpe will no doubt be
problematic for China because of the important ouation that exports to these
markets have made to its rapid growth. It is tiluat the average domestic value-
added content of Chinese exports is not much nite balf of their total value and
the rest are accounted for by foreign value-addednly imported inputs from Japan
and the DEEs linked to Sino-centric East Asian potidn network. Still, in the years
before the crisis, exports accounted for about third- of Chinese GDP growth
thanks to their phenomenal expansion of some 2%qarper annum - that is, more
than three times the world trade volume and domestisumption and twice as rapid
as domestic investment (Figure 1). The contributd exports to growth goes up to
50 per cent if spillovers to domestic consumptiomd anvestment are taken into
account.

China cannot keep its exports growing at similéésand continue to increase
rapidly its penetration in markets abroad at a timhen growth in the US and Europe
is below potential, unemployment remains high aickyg, and reduction in global
imbalances is seen as the key to global stabildy aggressive export push could
face stern resistance with attendant consequenceld stability of the international
trading system. If, on the other hand, it cutsrdite of expansion of its exports to a
more acceptable level, then, without a fundamesttahge in the pace and pattern of
domestic demand, its growth may barely reach 7cpat. Growth may drop a lot
more if the credit-driven investment bubble buretgosing bad loans and giving rise
to difficulties in overstretched banks and, eveliyya financial crisis.

The solution is naturally to raise domestic constummpfaster; accelerating
domestic investment to close the demand gap, as diarnng 2008-09, would simply
aggravate the problem. Since the early yearsefldtade private consumption has
been growing by 2.5 percentage points less than @mP5 percentage points less
than investment (Figure 1). As a result, the slbansumption in GDP fell from 55
per cent in the late 1990s to some 36 per centis downward trend in the share of
consumption in GDP would need to be reversed, withsumption growing faster
than both income and investment.

Contrary to widely held belief, under-consumptiarGhina is not the result of
exceptionally large household savings. Chinessséloold savings as a proportion of
GDP are not much greater than those in other DEEsalar levels of development.
Rather, under-consumption is due to a low sharboofsehold income and a high
share of corporate income in GDP. A very largepprbon of household earnings in
China consist of wages since government transiedsimvestment income are very
small. The share of wages in GDP has been cohsfatitng since the late 1990s
and this is perfectly mirrored by the declining ighaf private consumption (Figure
2). With the continued rise of profits, corporaggentions and investment, including
by state-owned enterprises, have come to exceper2€ent of GDP — far higher than

°® This section draws on Akyiiz (2010) which contaitesailed discussion of export dependence of
growth in China and DEEs in the Sino-centric EasiaA production network and the sustainability of
export-led growth.
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the rates seen during the earlier industrializatibdapan and the newly-industrialized
Asian economies.

Thus, the disparity between consumption and investrand the consequent
dependence on foreign markets is a reflection efithbalance between wages and
profits, and between household and corporate insoniédis needs to be rectified if
rapid and sustained growth is to be attained basedomestic consumption. This
calls for higher wages and elimination of the gatween wage and productivity
growth, significantly increased budgetary transfexstably to rural households, and
increased public spending on health, education lamgsing in order to reduce
household precautionary savings.

However, a shift by China from export-led growthctmsumption-led growth
would not be of much help to other DEEs. Thisasduse China is a major importer,
but not a major market. Its imports from other BE&e mostly in intermediate
goods, including parts and components, used foorpf finished goods, mainly to
the US and Europe, rather than for domestic consomp In recent years, over 60
per cent of China’s imports were used directlyratiiectly for exports and less than
40 per cent for domestic investment and consumptiGompared to consumption,
investment draws in relatively large quantitiesroports of intermediate inputs from
other DEEs, as seen during the 2008-09 investmeoinbgenerated by the policy
response to the crisis. By contrast, import intgnsf Chinese consumption is very
small, less than 8 per cent. Consequently, a &0f in the composition of
aggregate demand from exports to domestic consamptiould reduce Chinese
imports by some $40.

Since over 60 per cent of all intermediate impoft€hina come from other
DEEs, a shift from exports to the US and the Eddmestic consumption would lead
to a significant drop in the exports of DEEs to 1@hi This indirect exposure to a
slowdown in Chinese exports to the US and the Ephisicularly high among East
Asian suppliers of parts and components: for e®§0 worth of processing exports
of China to the US and the EU, about $35-$40 actougast Asian DEEs. These
economies have also direct exposure since the dShenEU together account for
more than a quarter of total exports of some o$¢hmountries. Japan is also among
the countries most exposed to a shift of China fexports to the US and the EU to
consumption-led growth since it provides over 15 pent of China’s total
intermediate imports.

The import content of private consumption in the I9Shree times that of
China. Thus, the reduction in US imports that dorgsult from a $100 cut in
domestic consumption would be 3 times the incréagehinese imports that would
be generated by an additional $100 worth of congiemp Furthermore, unlike
China, the import content of exports in the US asvdr than that of private
consumption so that a shift from consumption to ogtg would reduce its total
imports.

These imply that a shift from export-led growthcansumption-led growth in
China and a shift in the opposite direction in tH& would reduce aggregate imports
of these two countries from the rest of the worlth other words, a US-China
rebalancing would remove the demand stimulus thatUS has been providing to
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DEEs directly or through China without replacingwith adequate stimulus from
consumption-led growth in the latter country.

For DEEs looking for export-led growth, China ig mogood substitute for the
US. Its consumer market is considerably small¢rondy because of lower aggregate
GDP and higher personal savings rate, but alsouseaaf a lower share of household
income in GDP. Even if household income and comsuspending is raised
considerably, exports to China would still be liedgitby its very low propensity to
consume foreign goods, directly or as inputs imdmestic consumables. For China
to become a major market for other DEEs, it shaudtl only increase household
income and consumption, but also consume morediorgoods. But even then the
benefits may not all go to DEEs since China isrtyeamong the top markets to be
tapped by the US in the context of its NEI.
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VI. BRINGING IN THE BYSTANDERS : GERMANY AND JAPAN

In the debate on global stability and growth attents often focussed exclusively on
US-China rebalancing, to the neglect of the rols dould be played by two other
major economies, Germany and Japan. These cauntike China, have been
running large amounts of current account surplusésch hovered around 7.5 of
GDP in Germany and 4.8 per cent in Japan beforenbket of the crisis. They have
also been running bilateral trade surpluses wighUls, in the order of some $50 and
$75 billion, respectively. These are consideraohaller than aggregate and bilateral
trade surpluses of China — some 11 per cent of @P$270 billion, respectively.
However, the contribution of Japan and Germanyltda demand and growth is
much smaller and their reliance on exports is nurelater.

First of all, the conventional measure of bilaten@de balance is highly
misleading when countries’ exports to each oth&elvaidely different foreign value-
added contents. China’s exports to the US corddiot more foreign value-added
than exports of the US to China. For instancepmventional terms the trade surplus
of China with the US was estimated to be some &ilfidn in 2005, while in value-
added terms this figure comes down to less thanb#don (Lau et al. 2006). In the
same year Japan’s surplus with the US was aroubdb#Bon. Since the foreign
content of Japan’s exports is much lower than tneign content of US exports, in
value added terms Japan’s bilateral surplus wighUts turns to be higher than the
bilateral surplus of China with the US. German @i also have higher foreign
contents than US exports, but not as much as Ghiegports. Therefore, even
though China’s bilateral surplus with the US inueshdded terms is higher than the
bilateral surplus of Germany with the US, the d#fece is not as high as that
indicated by the conventional measure.

More importantly, Japan and particularly Germanyehbeen siphoning global
demand without adding much to global growth. Dgrz002-07, exports grew 25
times faster than domestic demand in Germany aBdi®es in Japan while this
figure was less than 3 for China (Table 1). Assult, in Germany GDP growth
exceeded growth of domestic demand by a factor .of @onsumption virtually
stagnated and its share in income fell while thaerestof exports increased. More
significantly, despite the widespread hype aboyteddence of Chinese growth on
exports, in both Germany and Japan, the contribusfoexports to growth was much
higher than that in China during the years preagdire crisis. Indeed, without
export growth, German GDP would have fallen by sdmger cent a year during
2002-07.

This lack of dynamism in domestic demand in genaral consumption in
particular is due to stagnant or falling real waged slow employment growth. In all
major AEs wages have been sluggish since the nfi@sl9including the 2002-07
economic expansion, and the share of wages in iacfath as real wages lagged
behind productivity growth (Sommer 2009). In th8,Wespite the downward trend
in the wage share, private consumption surgedamsest by asset bubbles, credit
expansion and household debt. This has not beewcabe in Japan and Germany.
Consequently, in both countries, notably in Germasyin China, the decline in the
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share of consumption followed the decline in tharslhof wages in GDP (Figure 3).
Unlike China, however, falling shares of wages andsumption in GDP have not
been associated with strong growth in real wagassumption and GDP. Naturally
the correlation between wages and private consomjati AES is not as strong as that
in China because of greater private holding of meeearning assets and easier access
to credit. Still the resemblance between Figurand Figure 3, particularly for
Germany, is remarkable.

In Germany, there seems to be two main reasortsgbhrunemployment, slow
growth of jobs and stagnant wages. First, reftgctargely the German aversion to
inflation, the European Central Bank has focusskdost exclusively on price
stability to the neglect of economic growth and ditions in the labour market.
Second, the accession of several low-wage CentichlEastern European countries
has lead to significant outsourcing by German firm$is has not only kept pressure
on the labour market in Germany but also servedesbrain investment at home.
Since there was no bubble or debt-driven consumpsiorge as in many other
European countries, consumption remained slugyfish.

In Japan, the gap between wage and productivitytirdas been greater than
most other AEs so that the share of wages in GDRaiter. As a result, the share of
labour income converged to the G7 average, fromsidenably higher levels in
previous decades. Increased competition from logt-DEESs has led to outsourcing
and exerted pressure on wages at home. Labouretm@ekegulation from the mid-
1900s onwards allowed greater space for employersnbove away from the
traditional practice of long-term employment whevages tend to rise with the
tenure, towards lower-wage, temporary employeem(Ser 2009).

Like China, an increased contribution of Japan@ednany to global demand
calls for faster expansion of domestic consumptibich, in turn, depends on faster
growth of labour income than has been the casarsoUnlike China, this is needed
in Germany and Japan not so much to replace extemaces of growth with
domestic demand, but to raise the overall growmt odthe economy. Even with an
unchanged rate of expansion of exports, a morel rgmwth of domestic demand in
these countries would naturally lead to a fastemtjn of imports and hence reduced
trade surplus, thereby increasing their contributmglobal growth.

19 German consumption remained sluggish comparedtblb economies such as the UK and Spain as
well as France where wages have been more vigerges Boltho and Carlin (2008)
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VIl. EXCHANGE RATE ADJUSTMENTS

It is often held that one of the main reasons flmbg trade imbalances is the
misalignment of exchange rates. On this view, dblar is overvalued against the
Chinese RMB by some 20-40 per cent and is resplefgiblarge trade deficits of the
US with China. Thus, if China stops “manipulatintg’ currency and allows it to float
freely, it will rise against the dollar, reduciniget US-China bilateral deficits. It is
argued that the reluctance of China and other Basin DEEs to allow their
currencies to appreciate against the dollar andctmsequent persistence of their
trade surpluses vis-a-vis the US place an undudebuon countries with freely
floating currencies. This is particularly true fibve euro, given the large volume of
trade between the US and Europe. While the cooreatf the trade imbalance
between the US and Germany may require the dallaetweak against the euro, the
rigidity of East Asian currencies could result mecshooting of the euro against the
dollar, with attendant consequences for internafiomonetary stability.

There can be little doubt that correction of blatemrency misalignments is
an important element in the adjustment of globaldér imbalances. However,
currency movements do not create additional denfandhe global economy as a
whole, but simply serve to redistribute demand ite@si across countries. The result
will simply be to alter relative growth rates, raththan raising the overall global
growth. Briefly, currency movements cannot addrdssproblem of global under-
consumption associated with sluggish wages.

A depreciation of the dollar against the RMB ane tlurrencies of other East
Asian DEEs will no doubt make Asian goods more espe in the US, and this itself
could reduce exports and trade surpluses in A®)antdes. However, this would not
solve the problem of under-consumption in China amgmatically bring an increase
in domestic demand to offset the decline in expoiféie outcome is likely to be a
reduction in growth. Appreciation against the doltan even aggravate the under-
consumption problem to the extent that the burdepassed onto wages. For these
reasons, the exchange rate is not an appropristieiinent to address the problem of
under-consumption and excessive reliance on expo@sina.

This is also true to a large extent for the excleatage of the dollar against the
euro and the yen. Appreciation of the euro wouddl grenerate higher wages and
faster growth of private consumption in Germanydeled, it could simply give rise to
“competitive disinflation” where the competitiveisegap is closed through falling
productivity-adjusted real wages and prices, asieas the case since the early years
of the decade (Fitoussi 2006). It is interestiogdte that both Germany and Japan
have often been able to run trade surpluses iaghesgate and bilaterally against the
US during the past several years irrespective@stthength of their currencies.

It is not clear how dollar depreciation against RMB would address the root
cause of the US problem of over-consumption. Ituidikely to produce a
significantly faster growth of exports to China giv that the import content of
Chinese domestic consumption is small and Chinageorits for investment are
closely tied to exports. On the other hand, e¥enreduces China’s exports to the



16 Research Papers

US, this may be replaced not so much by domestidymtion in the US as by imports
from other DEEs as long as US consumers continliegdeyond their means.

The US has been constantly running current accdefitits in the past four
decades regardless of the strength of the dollainagthe currencies of its principal
trading partners, blaming Germany in the 1970sadap the 1980s and now China.
The yen has been on a rising trend against tharddilring this period, but this has
effectively had no impact on the surplus of Japéh the US. Thus, while the role of
currency alignments cannot be denied in removingpbal trade imbalances, the
solution should be sought primarily in nationalipiels designed to address problems
of over-consumption in the US and under-consumgticurplus countries:

' In a recent interview the IMF Chief Economistj\@t Blanchard, has argued that the appreciation
of the RMB is not a panacea for the US. Accordimgn IMF model a 20 percent appreciation in the
RMB and the currencies of other East Asian DEEslavincrease the US GDP by about 1 percent,
“not enough, by itself to sustain growth in the tadi States” (Xinhua 2010).
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VIll. REMOVING THE DEFLATIONARY BIAS IN THE INTERNATIONAL FINANCIAL
ARCHITECTURE

While several AEs and DEEs with strong industriadl &xport potentials are looking

for markets, a number of DEEs are unable to imgodds and services as much as
required to satisfy the basic needs of their pdmrareduce poverty and sustain
acceptable growth because of foreign exchange ajesteven though these are
among multilaterally agreed development objectivestably in the MDGs. These

include not only small economies almost entirelpateent on commodity export

earnings, but also large, populous countries wathesdegree of progress in industrial
development. This coexistence of glut in more aded economies and unsatisfied
needs in poor countries is a reflection of theufailof the multilateral system, notably
the international financial arrangements, in prowdthe necessary financing to the
latter. Consequently, reform of these arrangemshould be an important part of
post-crisis global restructuring for greater stédpibnd sustained and broad-based
growth.

The coming years may see payments constraints @ndéveloping world
becoming tighter. During the pre-crisis global axgion many DEEs succeeded
raising growth while keeping their current accoubteadly in balance or running
moderate deficits. This included not only seve@r commodity exporters in Africa
and elsewhere but also some large emerging ecoe@uah as Brazil and India. In a
few emerging economies in Central and Eastern Euama Africa receiving massive
inflows of capital, growth was associated with ghanrrency appreciations and large
and growing deficits which these inflows more tltanered.

Global economic conditions in the coming years mayallow the repeat of
this experience. Returning to pre-crisis growtiesaunder conditions of a slowdown
in exports would require faster growth of domestemand which would, in turn,
mean larger external deficits. A tightening oflgdbfinancial conditions could make
financing of these deficits difficult and onerotisereby necessitating retrenchment in
domestic absorption and cuts in growth.

The areas of reform needed are well known, widkégussed after almost
every major financial crisis, only to be forgotteubsequently with economic
recovery. First, there is a need for greatly iase®l, stable and predictable
development financing for countries lacking adegqudbmestic resources for an
acceptable growth rate in order to make a denbiegy and close the income gap
with richer countries. In this respect we shouldven away from current
arrangements where provision of such financing dép®n the whims of the donors
who serve their own interest rather than those hef poorest countries and
communities. Since poverty reduction has beenaded|a global public good in
several UN summits and conferences in recent y#agse is a strong rationale for
establishing global sources of development finantkis could be achieved through
agreements on international taxes, including cusremd financial transactions taxes,
environmental taxes and various other taxes sutihoge on arms trade, to be applied
by all parties to the agreement on the transactoisactivities concerned and pooled
in a UN development funtf.

12 gee Atkinson (2005) for a menu of new sourcedestlopment finance.
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The second major area of reform concerns provisfanternational liquidity
at times of trade and financial shocks to enablentt@es to pursue countercyclical
macroeconomic policies so as to minimize loss dpwuand employment. This
should address the two major shortcomings in clesigling by the IMF. First, the
Fund has traditionally been much more willing toypde financing to keep countries
current on their debt and maintain open capitabaects than to finance imports and
support trade, employment and growth. Secondisciending is often associated
with pro-cyclical policy conditionalities which onlserve to deepen the deflationary
impact of shocks. The practice during the curcigis is not an exception in these
respects. A new facility, Flexible Credit Line,shheen established for emerging
economies deemed eligible on the basis of someef@edined criteria in order to
enable them to finance large and persistent capitiflows while poor countries have
been kept on a short leash for trade and curremuat financing”

The final important area of reform in this respeatcerns sovereign debt to
official creditors, both multilateral and bilateraDespite repeated initiatives several
poor countries continue to suffer from debt ovethatruggling to service unpayable
debt, thereby diverting budgetary resources anckidar exchange away from
development. The main problem here is that theeena impartial debt workout
mechanisms and the assessment of debt sustainabiléft to creditors, notably the
IMF. Sustainability is often judged on the badi©iow much debt and debt servicing
a country can tolerate without paying adequatenttie to its implications for
development and poverty, and debt servicing is rgiygimacy over all other
economic and social objectives.

A consensus appeared to emerge among the majarpleythe early months
of the current crisis on the need for reform ofititernational financial architecture in
these and many other areas. A numbeadafioc initiatives have been launched and
proposals put forward in various fora including theited Nations, the Group of 20
and the Bretton Woods Institutions. So far nor#éfie commitment has been made
nor action taken to resolve any of these issudse past record in this respect is not
very encouraging. Despite a wide agreement onesystreform to bring more
effective governance to international finance afteseries of crises in emerging
economies in the 1990s and proliferation of profsosar reform, theFinancing for
Development initiative launched at the UN Conference in Morggrin March 2002
has yielded no significant outcome in this respdtis particularly up to developing
countries to secure that this is not the fate efdhgoing process initiated in the UN
in the June 200€onference on the World Financial and Economic Crisis and its
Impact on Devel opment.

13 For further discussion of these issues varioupgsals for reform, see Akyiiz (2009); and for IMF
programmes in developing countries during the cureceisis, see Weisbrat al. (2009).
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IX. CONCLUSIONS

Globalization has tilted the balance between laltemot capital against the
former. Closer integration of China and India irtee global economy and the
collapse of the Soviet Union have doubled the dlti@ur force and tripled the total
number of workers producing for international mask@kytz 2006). This, together
with increased international mobility of capitaldalabour-market deregulation, has
significantly reduced the bargaining power of waske In almost all industrial
countries productivity-adjusted real wages havenbgsling, resulting in falling
shares of labour income in GDP. In DEEs such asalexpansion of exports of
manufactures has no doubt brought some benefiabtur, as it moved them from
low-productivity rural employment to higher-prodivdy industries. But in these
countries too, industrial wages have fallen wehibd the productivity growth.

This means that the purchasing power of labour tvergoods and services
they are producing has been falling. The consdqiereat of global under-
consumption and deflation has so far been avoitadks to surges in spending on
consumption and property driven by asset and chedibles and increased household
debt not only in the US, but also in a number dfeotAEs and DEEs, notably in
Europe. This has also been associated with mas#imational capital flows and
sharp changes in net asset positions of countries.

However, this process has generated not only Igieal imbalances but also
financial fragility and instability, leading to th@ost serious post-war global crisis.
We now face a major dilemma. On the one handiuarréo “business as usual” so as
to restore growth based on debt-driven consumgtiahproperty booms will simply
mean postponing the adjustments needed for red@icidg imbalances and financial
fragility, and this will inevitably result in a dper global economic and financial
crisis. On the other hand, financial consolidatiand retrenchment by highly
indebted consumers and deficit countries to redtegility could simply raise the
spectre of under-consumption and global deflattbreatening growth and welfare.
This trade-off between financial stability and gtbwexists, however, only in
appearance because unless the underlying problemundir-consumption is
addressed, neither financial stability nor growtiyrbe sustained for long.

Thus, a post-crisis global economic restructuriagneeded. This should
include reforms in the sphere of finance so agtluce the susceptibility of the world
economy to recurrent crises and to remove the titeflry bias in the international
financial architecture. But it should also seekatckle global under-consumption by
restoring the balance between labour and capitatigh high wage settlements and a
return to full employment policies. Without detened action on these fronts, the
coming years may well witness sluggish, erratic amgtven growth, increased
instability in asset and currency markets, the rife economic nationalism,
protectionism and trade conflicts, and a strondlaast against globalization.
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Table 1: Real GDP and Demand
(Average annual percentage change) (2002-07)

Contribution of

exports to GDP

Real  Domestic Consumption Exports
GDP Demand P P growth (per cent)

Chind 10.7 9.4 7.8 25.4 34.1

Germany 1.2 0.3 0.1 7.6 143.2

Japaf 1.8 1.1 1.1 9.3 49.9
Source:

a: Akyuz (2010)
b: IMF: WEO Database. Last column is authostmeates based on the methodology

described in Akyliz (2010), using import contenteadeom Kranendonk and Verbruggen (2008) for
Germany and from Johnson and Noguera (2009) fanlap
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FIGURES

Figure 1: China — Real Growth Rates (2002-08)
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Figure 2: Wages, profits and private consumptiam China
(As a percentage of GDP)
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Figure 3: Wages and private consumption in Germaayd Japan
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