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“Nirvana” is defined as the state of freedom from suffering. For emerging markets,
that state is over...
Andres Velasco, September 11, 2013

The real question is what will happen when the turmoil moves to debt markets. Many countries
have built up substantial reserves, and are now issuing far more debt in domestic currency...
there is surely more drama to come over the next few years.

Kenneth Rogoff, February 6, 2014

In the medium term, ... the potential for technological catch-up growth and secular
convergence remains strong in most emerging countries. The pace of a country’s
convergence will depend... on the quality of governance and the pace of structural reforms.
Kemal Dervis, February 17, 2014

The most likely scenario is that most major emerging markets ... will experience a transitional
growth slowdown but will not be derailed by shifts in monetary policy in the West, with high growth
rates returning in the course of the coming year...

Michael Spence, February 20, 2014

But, again, these problems are self-inflicted, and many emerging economies do have stronger
macro and structural fundamentals, which will give them greater resilience when the Fed starts
hiking rates. When it does, some will suffer more than others; but, with a few exceptions
lacking systemic importance, widespread distress and crises need not occur.

Nouriel Roubini, June 29, 2015

As global investors navigate the uncertain waters of emerging markets in the next few years, they
should remember that, for these economies, the wave of industrialization and urbanization and the
associated productivity gains are far from over. With their faster-growing populations and
productivity, they will enjoy a growth advantage over developed economies for some time to come.
Laura Tyson, June 30, 2015

With hindsight, it has become clear that there was in fact no coherent growth story for most
emerging markets. Scratch the surface, and you found high growth rates driven not
by productive transformation but by domestic demand, in turn fueled by temporary

commodity booms and unsustainable levels of public or, more often, private borrowing.
Dani Rodrik, August 13, 2015

Something has gone badly wrong in the emerging economies... The search for culprits is under

way: commodity prices, fracking, US interest rates... But the answer is simpler and more traditional.
It is politics.

Bill Emmott, August 17, 2015

In short, though emerging economies’ debts seem largely moderate by historic standards, it is
likely that they are being underestimated, perhaps by a large margin. If so, the magnitude of the
ongoing reversal in capital flows ... may be larger than is generally believed — potentially large
enough to trigger a crisis.

Carmen Reinhart, October 9, 2015






EXECUTIVE SUMMARY

Slowdown in emerging markets after a golden decade. Since 2010, growth has been slowing in emerging
market economies (EM). EM growth has remained well below pre-crisis (2003-08) rates and, by 2014, had
fallen below its long-term (1990-2008) average. This follows half a decade during which EM as a group
achieved its highest growth since the 1980s and became the main engine of global activity, accounting for
about 52 percent of global growth. The protracted deceleration in EM growth contrasts with the weak but
steady recovery in advanced economies (AE) from a 2012 trough.

There has been intense debate about the nature of and appropriate policy responses to the growth
slowdown in EM. The objective of this Policy Research Note is to shed light on this debate by addressing
the following questions:

e What are the main characteristics of the slowdown?
e What are the key drivers of the slowdown?
e Which policies are available to stimulate growth?

A synchronous and protracted slowdown. The slowdown has been unusually synchronous and protracted
(Figure 1). It has affected a sizeable number of EM, especially large ones. Although the slowdown is taking
place against a backdrop of a weak, but not stressed, external environment, its breadth is comparable to
previous episodes of global turmoil. By 2014, the number of EM slowing for three consecutive years
reached the levels seen during the global financial crisis of 2008-09. The deceleration in EM growth has
been broad-based, with concurrent declines in growth in most components of demand. Growth rates of
investment and exports suffered especially sharp cutbacks, falling to less than half of their 2003-08
average levels. The slowdown has been associated with repeated downward revisions in EM growth
forecasts. Recent growth forecasts for 2015 are slightly below 4 percent, down from as high as 7.6 percent
in 2010. Repeated forecast downgrades and high-frequency indicators suggest that the slowdown might
not be simply a pause, but the beginning of an era of weak growth for EM.

Caused by external and domestic factors. The EM growth slowdown was initially driven by external
factors but domestic factors have increasingly weighed on growth since 2014. External factors holding
back growth since 2011 include weak world trade, low commodity prices, and tightening financial
conditions. Domestic factors include a steady slowdown in productivity growth, bouts of policy
uncertainty, and an erosion of policy buffers that has made it difficult to support activity with fiscal and
monetary stimulus.

Part cyclical, part structural. Decelerating potential growth has, on average, accounted for one-third of
the slowdown in EM growth since 2010. However, the degree to which structural factors contributed to
the slowdown varies widely across countries. Much of the decline in potential growth resulted from a
slowdown in productivity growth.

Appropriate policy response. Policies can play an important role in mitigating the adverse effects of the
slowdown and promoting growth (Figure 2). Since the growth deceleration has both cyclical and structural
components, both cyclical and structural policies need to be employed, but their relative importance
varies across countries. Even where cyclical factors appear predominant and policy space is ample, the
uncertainties around the underlying drivers of the slowdown imply that the optimal policy mix requires
the adoption of structural policies to improve medium- and long-term growth prospects in addition to the
use of any cyclical policies.



Fiscal and monetary policies. To the extent that the slowdown reflects, at least in part, a cyclical
deceleration, expansionary fiscal and monetary policies could support growth.

e Fiscal policy. Crisis-related fiscal stimulus, both during the crisis and in its wake, has reduced the
maneuvering space in several EM. Persistently low oil prices have further narrowed fiscal policy
room in most oil-exporting countries but widened it in some oil-importing countries. Provided
there is sufficient policy space, infrastructure investment can be a particularly effective
instrument for fiscal stimulus to help lift activity and boost employment. Fiscal multipliers can
range from nil in countries with large fiscal deficits (in excess of 7 percent of GDP) to 2.5 in
countries with sizable fiscal surpluses (around 2 percent of GDP).

e Monetary policy. Monetary policy options diverge between commodity-importing and
commodity-exporting countries: while most of the latter EM have limited monetary policy room
to maneuver, many in the former group should have some space to counteract shocks and
stimulate activity. In commodity-exporting EM, depreciating currencies have increased inflation
pressures and weakened balance sheets with foreign exposures. This has compelled several
inflation-targeting central banks to tighten their monetary policy stance. Even after these interest
rate hikes, real policy rates appear to remain low in several commodity-exporting countries. In
oil-importing countries, the drop in oil prices has reduced inflation and allowed central banks to
cut rates. However, inflation pressures may resume once the effect of lower oil prices dissipates.

Structural reforms. Reforms could mitigate the sources of the growth slowdown in the medium- and long-
term, especially those associated with structural factors. Since the 2008 global financial crisis, EM’s record
with respect to structural reforms has been mixed. Although there has been progress in strengthening
infrastructure and reducing administrative obstacles in some EM, governance reforms have been lagging.
Corruption and infrastructure gaps remain key obstacles to doing business in many EM. Policies to
improve the investment climate, enhance the functioning of labor markets, and raise human and physical
capital could boost productivity. Past episodes of governance reforms appear to have been associated
with more than one-percentage-point higher growth compared with non-reform periods.

Larger risks down the road? Three major risks arise from the slowdown in EM. First, in a context of already
weakening capital flows, slow growth could combine with bouts of global financial market volatility and
lead to sudden stops in major EM. Sudden stops have been associated with sharp output and investment
contractions: historically, GDP growth has declined, on average, by almost 7 percentage points and
investment growth plummeted by more than 21 percentage points in the two years following a sudden
stop episode. Second, in light of the growing importance of EM in the world economy, a persistent
slowdown or hard landing in EM could derail a fragile global recovery. Third, weak EM growth would make
it difficult to reduce poverty and improve standards of living.

A rough patch or prolonged weakness? EM have come a long way over the past two decades: they have
been able to improve their macroeconomic policy frameworks, reduce debt and inflation levels, diversify
their production and exports, and establish stronger global trade and financial linkages. In a nutshell, the
EM of today are surely not the crisis-prone EM of the 1980s or 1990s. However, after enjoying years of
strong growth, EM find themselves at a crossroads. While the growth slowdown since 2010 could simply
be a rough patch, it could also signal the start of an era of slow growth given the persistent nature of the
factors that have driven the slowdown so far. In light of the significant global risks going forward, EM
urgently need to put in place an appropriate set of policies to address their cyclical and structural
challenges and promote growth.



Figure 1. Characteristics of the slowdown

A synchronous and persistent slowdown has been underway in EM since the post-crisis rebound of 2010, narrowing
the growth differential between AE and EM. The slowdown has been driven by both external and domestic factors,
and has had both cyclical and structural components. Repeated short- and long-term forecast downgrades suggest
that EM may continue to suffer from weak growth in the coming years.

A. Growth B. EM-AE growth differential
Percent 1990-2008 Average Percentage points
8 =2003-08 Average 8
6 I 6
4 [ L 4
2 M
0| N
o 0 N v
—
8 -2
Emerging  |[Frontier Markets| Advanced S 3 8 ] = =
. o] o)) o o o o
Markets Economies — — 3V N N N
C. Actual and potential growth: EM D. External and domestic drivers of slowdown: BRICS
Percent mActual growth I;ercentage points
8 =Potential growth
6 2
4 1
) 0
m External
0 m Domestic
-2
-2 o 2 3 N d 0 od 0 o 0 o
O O «+« «=+H N N 0 M < <
S888d8d8d8d8:84¢
N N AN NNNNNNNNNNNN N AN NN NN NN A
E. EM growth forecasts for 2015 F. Long-term growth expectations: BRIC
Percent B GEP Percent mBRIC
7
= WEO m BRIC excluding China
Consensus 6
5 5
4 4
3
3
2
1 2
0 1
99 33 38 33 33 83 89 0
CO £E6 €0 €Eg £0 €8 96 2010 2011 2012 2013 2014 2015
86 3 86 3% 80 3% g6

Source: World Bank Global Economic Prospects (GEP), IMF World Economic Outlook (WEO), Consensus Forecasts, World Bank, Haver Analytics.
A. Weighted average growth.

B. Difference between weighted average EM growth and weighted average AE growth.

C. Unweighted averages to reflect the full universe of EM.

D. Based on a Bayesian vector autoregression estimation using data for 1998:1 to 2015:2 for 18 EM. Each bar shows the percentage point deviation
of growth from the sample mean. See Figure 8E for additional details.

E. Consensus Forecasts for 2015 growth are only available from January 2014. In each column, the first date refers to the edition year of the World
Bank GEP and the month-year of Consensus Forecasts, and the second date refers to the edition year of the IMF WEOQ. September 2015 forecasts
for GEP are working assumptions. All columns show growth forecasts for 2015 as of the date shown in the column.

F. Each column shows five-year ahead Consensus Forecasts as of the latest available month in the year denoted. Unweighted averages. Five-year-
ahead Consensus Forecasts for South Africa are not available.



Figure 2. Policy options to cope with the slowdown

The infrastructure gap in EM remains large, suggesting that expansionary fiscal policy could be an effective stimulus
tool. Fiscal space has shrunk in many EM, reducing fiscal multipliers. Monetary policy space has narrowed for
commodity exporters. With room for countercyclical policies narrowing in many EM, structural reforms should be
employed to promote growth.
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A. EM with general government debt above 60 % of GDP in 2015 include Brazil, Egypt, Hungary, India, Morocco, Pakistan. See Figure 18B for details.
B. Fiscal multipliers after two years for different levels of fiscal balance (in percent of GDP), estimated from an IPVAR model using a sample of 15
emerging and frontier markets. Values on the x-axis correspond to percentiles of the fiscal balance; solid line represents the median; shaded area
is the 16-84 percent confidence band.

C. Hikes and cuts refer to central banks’ rate decisions, including base rates, policy rates, repo rates, Selic rates, discount rates, reference rates,
lending rates, refinancing rates and benchmark rates. The number of rate cuts is presented with a negative sign. There are 11 commodity exporters
and 13 commodity importers.

D. Access to electricity is in percent of population; power outages of firms in a typical month (number); power outages value loss in percent of
sales; electricity transmission and distribution losses in percent of total output. International best practice (“frontier”) is the average for the top
5% percentile for access to electricity and for the bottom 5% percentile for power outages, value lost to power outages, and power losses.

E. Based on an event study of episodes of significant reform spurts and setbacks (two standard-error change in at least one of four WGI ratings)
for 1996-2014 of EM and FM. See Figure 22A for additional details.

F. Magnitude of slowdown is the change in growth during 2010-14. Low, medium, and high reform refer to the 25, 25%-75%" and 75" percentiles
of the distribution in change in average governance of EM from 2010-2014. See Figure 22B for additional details.



l. Introduction

A synchronous growth slowdown has been underway in emerging markets (EM) since 2010.> Growth in
these countries is now markedly slower than, not just the pre-crisis average, but also the long-term
average. As a group, EM growth eased from 7.6 percent in 2010 to 4.5 percent in 2014, and is projected
to slow further to below 4 percent in 2015. This moderation has affected all regions (except South Asia)
and is the most severe in Latin America and the Caribbean. The deceleration is highly synchronous across
countries, especially among large EM. By 2015, China, Russia, and South Africa had all experienced three
consecutive years of slower growth. The EM-AE growth differential has narrowed to two percentage
points in 2015, well below the 2003-08 average of 4.8 percentage points and near the long-term average
differential of 1990-2008.

The disappointing growth performance comes after a “golden era” for EM, especially during the early
2000s. From the early 1980s to 2008, EM were able to deliver record-high growth rates while transforming
the world economic landscape and becoming truly global players. By 2014, emerging markets accounted
for 34 percent of global GDP, more than one-and-a-half times as much as they did in 1980 (Figure 3).
Moreover, during the 2000s, emerging economies, especially the larger ones, were a main source of global
growth, accounting for about 52 percent of world growth during the pre-crisis period and 60 percent
during 2010-2014.

The rising importance of emerging markets in the global economy was also reflected in their rapid
integration into international trade and finance. The share of global trade attributable to EM doubled
between 1994 and 2014, from 16 percent to 32 percent. In global finance, gross private capital flows to
emerging economies exceeded $1 trillion in 2014 (about 20 percent of private inflows to all economies).
EM deepened their economic ties not only with AE, but with each other. For instance, from 2000 to 2014,
the share of EM exports to other EM nearly doubled, to 30 percent.

EM economies surprised most commentators by weathering the global financial crisis better than
advanced economies and bouncing back rapidly in 2010. This was driven by a variety of factors, including
the size and strength of their domestic demand, ample policy buffers built up prior to the crisis and the
increased importance of intra-EM trade. While fluctuations in growth have become more synchronous
among EM since the mid-1980s, growth in EM seems to have become less sensitive to growth in AE. Their
successful performance during the crisis combined with their newfound business cycle independence led
some to argue that emerging market economies had decoupled from AE.?

After enjoying years of enviable growth, however, EM are at a crossroads. While the recent growth
slowdown could be a rough patch, it could also be the beginning of an era of sluggish growth. In light of
the growing importance of EM economies, a persistent slowdown or hard landing in EM could derail a
fragile global recovery. Conversely, renewed growth momentum in EM could buoy activity in many of
their trading partners and the world economy.

1 For a list of 24 EM economies, please see Annex |. The group of EM generally includes countries with significant access to
international capital markets, as defined by being classified as an EM by two of the three stock indexes of S&P, FTSE, and MSCI.
2 A number of studies analyze the growth performance of EM economies and how their dependence on advanced economies
has evolved over time (King 2010; Kose and Prasad 2010; Magnus 2010; Spence 2011; O’Neill 2011; World Bank 2011a; Sharma
2012; Henry 2013; De la Torre et al. 2015).



Figure 3. EM in the global economy

Over the past two decades, EM have generated a rising share of global output and became a major source of global
growth.

A. Share of world output B. Contribution to world growth
Percent Percent
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Source: World Bank, IMF World Economic Outlook, World Development Indicators.

A. Each column shows the period average of the share of global output contributed by each group denoted. 1990s average starts in 1992. Data for
2015 are forecasts.

B. The columns denote the percent contribution of each group to global growth over the periods denoted. Data for 2015 are forecasts.

The recent slowdown in EM has been a source of a lively debate, as evident from the quotations at the
beginning of this Note. Some economists paint a bleak picture for the future of EM and argue that the
impressive growth performance of EM prior to the crisis was driven by temporary commodity booms and
rapid debt accumulation, and will not be sustained. Others emphasize that a wide range of cyclical and
structural factors are driving the slowdown: weakening macroeconomic fundamentals after the crisis;
prospective tightening in financial conditions; resurfacing of deep-rooted governance problems in EM;
and difficulty adjusting to disruptive technological changes. Still others highlight differences across EM
and claim that some of them are in a better position to weather the slowdown and will likely register
strong growth in the future.?

This Policy Research Note seeks to help move the debate forward by examining the main features, drivers,
and implications of the recent EM slowdown and provides a comprehensive analysis of available policy

options to counteract it. Specifically, it addresses the following questions:

e What are the main characteristics of the EM growth slowdown?
e What are the key drivers of the slowdown?

e Which policies are available to stimulate growth?

3 For details about these debates, see Hausmann (2013), Velasco (2013), Rogoff (2014), Spence (2014), Dervis (2015), Emmott
(2015), Reinhart (2015), Rodrik (2015), Roubini (2015), and Tyson (2015).
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Figure 4. Slowdown in perspective

Emerging market growth has slowed steadily since 2010, and coincided with a gradual recovery in advanced
economies. The slowdown has been wide-reaching across regions and affecting an unusually large number of EM for
several years, comparable only to previous crisis periods. Unprecedented since the 1980s, the majority of BRICS
economies are slowing simultaneously. Growth forecasts for 2015 have been revised downward repeatedly.
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Analytics.

Note: Due to data availability, FM long-run average for 1990-2008 starts in 1993. EM, FM, and AE as defined in Annex I.

A. C. D. Weighted average growth. Regional growth numbers are for EM.

B. Difference between weighted average EM growth and weighted average AE growth.

E. Number of EM countries in which growth slowed for three consecutive years by the year denoted. BRICS refers to Brazil, Russia, India, China,
and South Africa. Economies expected to slow for three consecutive years in 2015 are China, Indonesia, Russia, and South Africa.

F. Consensus Forecasts for 2015 growth are only available from January 2014. In each column, the first date refers to the edition year of the
World Bank GEP and the month-year of Consensus Forecasts, and the second date refers to the edition year of the IMF WEO. September 2015
forecasts for GEP are working assumptions. Bars show growth forecasts for 2015 as of the date shown in the figure.
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Figure 5. BRICS growth

Growth in BRICS, with the exception of India, has been slowing significantly after 2010. These slowdowns are expected
to continue over the near term.
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Source: World Bank, IMF World Economic Outlook, World Bank (2015b, c, d).
A. B. Period averages of annual real GDP growth rates. Data for 2015-17 are forecasts.

Il. Characteristics of the slowdown

Since the post-crisis rebound of 2010, EM growth has slowed steadily (Figure 4). Since 2011, EM growth
has been well below pre-crisis rates and, by 2014, had fallen below its long-term average. As a result, the
growth differential between emerging markets and advanced economies has begun to narrow, and is
expected to fall below its historical average by 2015. The slowdown currently underway is:

e Synchronous and protracted. The growth slowdown among emerging markets since 2010 has
been unusually synchronous and protracted and has affected a sizeable number of EM. The share
of EM growing below their 1990-2008 long-term average has increased from about one-fifth in
2010 to about 80 percent in 2014. The slowdown has affected all regions except South Asia. The
most severe slowdown has taken place in Latin America and Caribbean.

e Especially among large EM. BRICS (Brazil, Russia, India, China, and South Africa) account for about
two-thirds of emerging market GDP and MIMT (Mexico, Indonesia, Malaysia, and Turkey) for
another one-eighth. Unprecedented since the 1980s, four of the nine largest emerging markets—
the BRICS and the MIMT—appear to be simultaneously headed for a slowdown in 2015 for at least
the third consecutive year. After 2010, all BRICS have been growing at rates below their 2003-08
average (Figure 5). Similar synchronous and protracted EM growth slowdowns had only occurred
during the global and regional turmoil periods of the early and late 1990s as well as the 2008
global financial crisis.
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e Repeatedly disappointing. The EM slowdown has surprised most forecasters and caused repeated
downward revisions, especially because the deceleration is taking place amid a backdrop of a
weak but not stressed external environment. Growth forecasts have been revised downwards, on
average and in virtually the majority of EM, in every forecast round since mid-2011. For example,
in early 2013, EM growth was expected to be 5.6 percent in 2015, but, by June 2015, this
projection had been revised to 4.2 percent (World Bank 2013; World Bank 2015f).*

e Broad-based domestically. The growth slowdown has been broad-based, reflecting simultaneous
decelerations in all components of demand (Figure 6). Investment and exports slowed most
sharply to well below their long-term average growth rates (excluding the transition recession in
Russia in the early 1990s). In contrast, private and government consumption fell more modestly.
As a result, GDP growth has fallen below the long-term average and well below pre-crisis growth
rates.

e Amid gradual recovery in AE. The slowdown in EM contrasts with the anemic but steady recovery
in advanced economy growth. Starting in 2012, AE growth has on average risen from 1.1 percent
to 1.7 percent, and is forecasted to strengthen to 1.8 percent by the end of 2015. This trend
suggests that in 2015, AE growth would again be in line with its long-term average from 1990-
2008, contrary to EM. About 54 percent of AE had experienced consecutive years of higher growth
from 2012-2014.

o Along with slowing growth in FM and other developing economies. A similar slowdown set in
among FM in 2011, a year later than in EM. Growth in FM decelerated from 5.4 to 2.3 percent
during 2011-2014, and is expected to slow further to 1.4 percent by the end of 2015. More
broadly, the share of developing economies slowing below their 1990-2008 long-term average
has increased from about one-third in 2010 to one-half in 2014.

e Likely to continue over the short term. Both industry and consumer confidence indicators suggest
that the growth slowdown in EM appears set to continue over the near term.> On average, over
2010-14, emerging markets’ manufacturing Purchasing Managers’ Indices (PMI) have
deteriorated sharply, from levels indicating robust expansion to levels indicating contraction. As
of October 2015, they remain below the threshold for a contraction in all EM except India, Mexico,
Poland, and Russia (Figure 7). Consumer confidence has similarly fallen steadily since 2014. In
more than half of EM, consumer confidence is now at a level indicating that consumers expect a
deterioration of economic conditions (i.e. below 50).

4 Similar downward revisions took place among Consensus Forecasts and IMF World Economic Outlook forecasts.

5> Purchasing Managers’ Indices are based on monthly surveys from private firms and measure managers’ current sentiment and
confidence on production, inventory, new orders, supplier deliveries, and employment. These surveys are available for almost
half the EM sample.
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Figure 6. Sources of growth

The growth slowdown in EM was reflected in all components of demand, with the sharpest slowdowns in
investment and exports. Investment, export, and GDP growth have fallen below long-term averages while
consumption has been more resilient.
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Figure 7. Growth performance and prospects

Purchasing Managers’ Indices have been, on average and in the majority of EM with available data, below the
threshold indicating recession since early 2015. Consumer confidence indicators suggest further deterioration
ahead. As growth has fallen below its long-term average, long-term expectations of growth have been declining.
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A. Unweighted average PMI for Brazil, China, India, Indonesia, Korea, Malaysia, Mexico, Poland, Russia, South Africa, Turkey. A PMI
below 50 indicates contraction. The latest data is as of Oct 2015.

B. Latest PMI is as of Oct 2015.

C. Long-term averages are country-specific for 1990-2008. Long-term average for the Czech Rep. starts in 1991.

D. Consumer confidence indicators for Brazil, Chile, China, Colombia, Czech Republic, Hungary, India, Indonesia, Korea, Malaysia, Mexico,
Philippines, Poland, Russia, South Africa, Thailand, Turkey. “Average” indicates unweighted average (rebased to 50 = neutral). A value
below 50 indicates that consumers expect a deterioration in economic conditions.

E.F. Each column shows five-year ahead Consensus Forecasts as of the latest available month in the year denoted. Unweighted averages.
Five-year-ahead Consensus Forecasts are not available for EM in the Middle East and North Africa, Pakistan, and South Africa.
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I1l. Sources of the slowdown

The synchronous nature of the growth slowdown in emerging and frontier markets suggests that common
factors may be at work. These factors could be associated with either external factors or a coincidence of
similar domestic developments. An extensive literature has documented the predominant role of external
factors in lifting EM growth during the 2000s until the global financial crisis (Fayad and Perrelli 2014; IMF
2014a). The slowdown since 2010 has been attributed to sliding commodity prices (Gruss 2014); financial
system strains (Aslund 2013); and weaker trading partner demand (Cubeddu et al. 2014; Fayad and Perrelli
2014; IMF 2014a). Alternatively, common factors could reflect a coincidence of domestic developments,
including policy tightening (Fayad and Perrelli 2014), political uncertainty, demographic trends, and
slowing productivity growth (Dabla-Norris et al. 2013).

Country-specific Bayesian vector autoregression models are estimated to identify key external and
domestic factors weighing on growth in 18 EM economies. External factors include U.S. growth and 10-
year bond yields, Chinese growth, the EMBI spread, and the terms of trade. Domestic factors include
inflation, the real exchange rate, and short-term interest rates.®

Since 2010, the drivers of the EM growth slowdown have pivoted from predominantly external towards
more domestic ones. Between 2010 and 2013, an unfavorable global macro-financial environment was
the main driver of the EM growth slowdown (excluding China, Figure 8). This included, especially, a terms
of trade deterioration since 2011, U.S. growth setbacks in 2013 and a steady slowdown in China’s growth
since 2010. From 2014, domestic factors have become increasingly more important in driving growth. In
addition to unfavorable domestic shocks, China’s growth slowdown and deteriorating terms of trade have
weighed especially heavily on growth in commodity exporters. In BRICS, domestic factors were the
predominant source of downward pressure on growth in 2014. These factors reflected rising short-term
interest rates and real appreciation in China. Underneath these short-term factors, a trend slowdown in
productivity growth has been underway. Although not easily measured on a high-frequency basis for a
large number of countries, bouts of political uncertainty have raised political risk in some large EM.

6 The methodology follows Litterman (1986). The sample includes quarterly data for 1998 Q1 to 2015 Q2 for 18 EM (all EM
excluding Egypt, Morocco, Pakistan, Qatar, Saudi Arabia, and the United Arab Emirates). In the analysis for the EM sample, China
is excluded, as its growth is an external factor. In the analysis for BRICS, China is included, in which the estimation for China does
not separately include its growth as an external factor. The external variables are assumed to be contemporaneously exogenous
to variables in the domestic block. The Cholesky ordering is in the order the variables are listed in the text. See Annex Il for
additional details.
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Figure 8. External and domestic drivers of the slowdown

Since 2010, the drivers of the EM growth slowdown have pivoted from predominantly external towards more
domestic drivers. External drivers included a terms-of-trade deterioration since 2011, U.S. growth setbacks in 2013,
and a steady slowdown in China’s growth since 2014. From 2014, domestic factors increasingly slowed growth,
especially in BRICS. China’s growth slowdown and deteriorating terms of trade have weighed especially heavily on
growth in commodity exporters since 2014.
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Source: World Bank estimates.

Note: Each bar shows the percentage point deviation of growth from the sample mean.

A.-D. Based on a Bayesian vector autoregression estimation using data for 1998:1 to 2015:2 for 18 EM. External factors include U.S. growth and
10-year bond yields, Chinese growth, EMBI spreads, and terms of trade. Domestic factors include domestic inflation, the real exchange rate,
and short-term interest rates. All charts show the unweighted average contribution to EM growth excluding China, since China’s growth is
considered an external factor.

E.F. Based on the same Bayesian vector autoregression estimation as in A-D. In estimates for China, its growth is not separately included as an
external factor. Unweighted average contribution to BRICS growth, including China.

17



A. External factors

Weak global trade

During 2000-07, global trade grew at an annual average rate of about 7 percent. Much of this growth in
trade originated in EM, as annual growth in EM trade averaged 11 percent over the same period. The
rapid increase in global trade during the 2000s was an important driver of growth in a number of small
open EM. Contributions to growth from external demand reflected a combination of increased trade
openness and higher trading partner growth (IMF 2014b).

Since 2010, however, global trade growth has slowed significantly (Figure 9). And, given many EM are
highly open economies, the slowdown in world trade has weighed heavily on their growth. By 2014, global
trade had fallen 20 percent short of its pre-crisis trend (World Bank 2015a). The first half of 2015 saw the
slowest growth in global trade since 2009, reflecting a significant contraction in import demand from
emerging markets, including from Asia and Central and Eastern Europe. This deceleration in trade has
been broad-based, affecting a wide range of commodity-exporting and importing EM.

This post-crisis trade slowdown has been attributed to five factors (World Bank 2015a):

e Anemic advanced economy growth. Advanced economies constitute about 60 percent of global
import demand (and, of this, the EU accounts for 35 percent) and receive just under half of all EM
exports. From 2010-2015, advanced economy real GDP growth remained below 2 percent and
import growth below 4.8 percent—well below pre-crisis growth rates. By 2014, real GDP in the
United States and the Euro Area was 8-13 percent below pre-crisis trend and import demand 22-
23 percent below pre-crisis trend, respectively.

e Changing composition of global demand. The composition of global demand has shifted away
from highly trade-intensive commodities. The recovery has been particularly anemic in
investment. As a result, by 2014, global investment demand was almost 10 percent below pre-
crisis trend (and in the Euro Area, 30 percent below trend). Private and government consumption
have returned near to their pre-crisis trends. Since capital goods are typically the most import-
sensitive among all components of aggregate demand, the income elasticity of trade has declined.

e Slowing expansion of global value chains. The maturation of global value chains has further
reduced the elasticity of trade flows to activity. During the 1990s, a decline in shipping times and
cost and trade liberalization encouraged rapid fragmentation of production across borders. As
production processes expanded across countries, trade grew substantially among the members
of the production chain. With maturing supply chains, this trade growth has slowed.” As a result,
trade has become less sensitive to both activity and exchange rate movements (Constantinescu,
Mattoo, and Ruta 2014; Ahmed, Appendino and Ruta 2015).

e Weak trade finance. While conclusive evidence remains elusive, there are concerns that higher
capital requirements and tightened financial regulations have reduced banks’ willingness to
extend trade finance (World Bank 2015a).

e Slowing momentum towards further liberalization. The pace of trade liberalization—or, at least,
of easing impediments to trade—has slowed since the crisis (see more on this in Section IV.B).

7 Some supply chains may even have begun to shorten again as higher-value added activity moved to EM. For example, China’s
imports of parts and components has declined from a peak of 60 percent of its total merchandise exports in the 1990s to about
35 percentin 2012, as foreign inputs were replaced with domestic ones (Kee and Tang 2014). This has contributed to a particularly
pronounced decline in China’s elasticity of trade to activity.
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Figure 9. World trade

After being a key driver of global trade until the crisis, EM export growth has slowed sharply since 2010. This reflects
weak global demand, especially among advanced economies; a shifting demand composition away from
investment; slowing growth in global value-chains, including in China; and modest momentum in trade
liberalization.
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Source: Bown (2014), IMF Direction of Trade Statistics, WTO, World Bank, Constantinescu, Mattoo and Ruta (2014), World Bank, using UN
Comtrade Data.

A. Annualized monthly year-on-year growth rates of goods exports. Latest data is for June 2015.

B. Annual shares of EM goods exports. Data for 2015 is share of annualized exports as of June. ROW stands for rest of the world.

C. D. The post-crisis trend growth is assumed to be equivalent to the average growth rate during 1980-2008. Using this, the trend level for 2014
is rebased to 100. The 100 mark reflects where GDP, imports, investment, government expenditure and consumption would have been in 2014
if pre-crisis trends continued into the post-crisis period. Hence, bars below 100 show deviations from trends in 2014.

E. Share of total merchandise exports. Parts and components are the sum of three UN Comtrade broad economic categories: 42 (parts and
accessories of capital goods, except transport equipment), 53 (parts and accessories of transport equipment), and 22 (processed industrial
supplies not elsewhere specified).

F. Stock of imported products under temporary trade barriers, including antidumping, global safeguards, countervailing duties, and China-
specific transitional safeguard measures. Sample includes thirteen EM and five AE.
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While some recovery in global trade growth is projected over the next two years, it is expected to remain
significantly below pre-crisis averages, both in absolute terms and in relation to global GDP growth. On
the upside, the recent oil price plunge reduces the cost of transport, and hence could encourage global
trade flows. On net, however, the structural impediments to trade are expected to have more persistent
effects, and hence global trade growth is likely to remain weak.

Low commodity prices

Prices of oil and metals have declined by 50-60 percent from their 2011 peaks and are expected to remain
low for the next decade (World Bank 2015e; Baffes et al. 2015). Agricultural prices have declined
somewhat less, but are more than 20 percent below their 2011 peaks (Figure 10).

Since about half of emerging markets are commodity exporters, they are among the countries most
affected by the broad-based declines in commodity prices.® In several commodity markets, Brazil (iron
ore, and soybeans), Chile (copper), Indonesia (nickel and aluminum), or Russia (oil) account for more than
one-quarter of global exports. With falling export proceeds, the growth prospects of these countries have
dimmed considerably.

Behind this persistent and sharp decline in commodity prices is a series of supply shocks, which have
coincided with weak global growth. These have included faster-than-anticipated expansion of oil and
metals supplies (e.g., from shale oil in the United States and new mining projects across the world),
repeated downward revisions of demand projections, and U.S. dollar appreciation. Since 2014, oil market
supplies, in particular, have increased well beyond earlier expectations as a result of less-than-expected
disruptions from political uncertainty in the Middle East and an apparent switch in OPEC policy from
targeting global oil prices to targeting market share (Baffes et al. 2015). Slowing growth in major emerging
economies is contributing to softening commodity prices. For example, China accounts for more than one-
fifth of global demand for many metals (nickel, iron ore, aluminum, copper, tin, and zinc) as well as
soybeans.

As discussed below, procyclical policy tightening since the large oil price drop in the second half of 2014
has further dampened growth in several commodity-exporting EM. For instance, government revenues
from the resources sector have fallen sharply in commodity-exporting EM since current prices are well
below fiscal break-even prices (i.e. prices that would generate fiscal balance). Several commodity-
exporting EM have tightened fiscal policy to reduce financing needs. In some of them, currencies have
depreciated sharply (Brazil, Colombia, Peru, Russia) and central banks have raised policy rates—despite
weak growth—to anchor inflation expectations and financial stability risks.

8 Commodity exporters are, for the purposes of the study, defined as countries whose commodity exports account for 30 percent
or more of exports or whose exports of a single commodity account for 20 percent or more of exports in 2010-14, on average.
They include Brazil, Chile, Colombia, Indonesia, Malaysia, Peru, Qatar, Russia, Saudi Arabia, South Africa, and the United Arab
Emirates.
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Figure 10. End of the commodity supercycle?

Commodity prices have fallen sharply from 2011 peaks and are expected to remain low. This has particularly
affected growth in several emerging markets that account for a sizeable share of global exports of commodities.
Slowing growth in China, a major source of demand for commodities, contributes to lower commodity prices.
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Source: World Bank, Haver Analytics, BP Statistical Review, World Bureau of Metal Statistics.

A. Includes unweighted averages of WTI, Brent, and Dubai oil prices, 21 agricultural goods and 7 metal and mineral commodities.

B. The world aggregate represents the sum of reporting and non-reporting countries. For non-reporting countries, data is based on the partner
reported data (mirror data). Average over 2008-14. Includes exports of ores (e.g. bauxite) and oil products.

C. Oil production is estimated as oil rents, which are defined as the difference between the value of crude oil production at world prices and
total costs of production. Estimates are based on sources and methods described in World Bank (2011b).

D. Metals include Aluminum, Copper, Lead, Nickel, Tin, and Zinc.

Among commodity-importing EM, the growth benefits from lower commodity prices (especially low oil
prices), as a result of rising real incomes, have yet to materialize fully. A number of country-specific factors,
(e.g. political uncertainty, droughts, disruptions to power supply) have thus far offset much of the growth
benefit of lower oil prices. However, low oil and gas prices have presented opportunities to reduce
vulnerabilities in some commodity-importing EM. For example, inflation has subsided in a number of EM,
such as the Czech Republic, Hungary, India, and the Philippines. This has helped them maintain stronger
current account balances. Several EM reduced or eliminated fuel-subsidies (Indonesia, Malaysia), raised
energy taxes (India), or deregulated local fuel prices (Egypt, India). Fiscal windfalls from these measures
have been used for countercyclical savings.

Oil prices may have begun to find some support after the sharp decline since the second half of 2014, but
are expected to remain well below their 2013 levels over the medium-term. Second-round effects of low
oil prices on other commodities, together with robust supplies and soft demand, are also expected to
keep prices low for most other commodities over the medium-term.
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Tightening financial conditions

Global capital inflows (including direct, portfolio and other investment) have declined steadily from the
immediate post-crisis rebound, to about three quarters their 2010 levels by 2014.° Within this global
aggregate, net capital inflows to EM have been highly volatile (Figure 11). From their 2011:2 post-crisis
peak—which matched broadly their pre-crisis peak—they plunged by three-quarters in a new low in
2012:3, only to more-than-double again to a new peak in 2013:4. Since 2013:4, net capital flows to EM
have steadily declined from about 2 percent of GDP in 2014:1 to virtually zero by 2015:2 (Figure 11). This
has coincided with higher volatility in capital flows and larger swings in EM credit default swap (CDS)
spreads.

In 2015, net capital flows stalled to virtually zero—despite continued benign global financing conditions:
record-low interest rates in advanced economies and a significant balance sheet expansion by the
European Central Bank and the Bank of Japan. During the first half of 2015, net capital inflows into EM
shrank to less than one-tenth of their level in the second half of 2014. Although portfolio inflows remained
robust, portfolio outflows increased by one-third and other investment net inflows fell by two-thirds
between the second half of 2014 and the first half of 2015. The declines in net capital inflows largely
reflected developments in China: in the first half of 2015, portfolio outflows from China rose ten-fold and
net other investment inflows fell by four-fifths from the second half of 2014. Net capital flows to other
EM have been broadly stable at modest levels but were accompanied by a considerable increase in
corporate bond yields for EM.

The volatility of capital inflows to EM may have weighed on investment. Since 2010, investment growth
has slowed sharply in EM. In the BRICS, for example, investment growth has slowed from double-digits in
2010to 5 percent in 2014. A variety of country-specific factors have contributed to this: policy uncertainty
in Brazil and Russia, structural bottlenecks in South Africa and India, and uncertainty about a reform push
to rebalance growth in China.

Looking ahead, EM will likely face increasingly tighter financing conditions as the U.S. Federal Reserve is
expected to soon raise interest rates for the first time since the global financial crisis. This is likely to
initiate a gradual tightening cycle from currently record-low interest rates and is expected to slowly lift
global financing cost. In addition, prospects of increasingly divergent monetary policies between the
United States Federal Reserve and other major central banks increase the potential for further
appreciation of the U.S. dollar and elevated currency risk.

9 By 2014, portfolio inflows into equity and bond markets and direct investment flows had risen well above crisis levels; by 2014,
portfolio flows into EM were 50 percent above their 2007 levels. In contrast, deleveraging by EU banks dampened bank lending
flows to emerging markets as parent bank deleveraging of EU banks has raised funding cost and increased lending rates for EM
subsidiaries and affiliates, especially in emerging Europe and Central Asia (Feyen, Kibuuka, and Otker-Robe 2012). For a discussion
of the volatility of bond flows to EM and its implications, see Ramos-Francia and Garcia-Verdu (2015).
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Figure 11. Tightening financial conditions

Global capital flows, as well as EM CDS spreads, have been highly volatile since 2010. Since 2014, net capital flows
to EM have steadily declined, but this mostly reflected sharp portfolio and net other investment outflows from
China. The prospect of rising interest rates has contributed to depreciation in commodity exporting countries and
those with high current account deficits.
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Source: World Bank Global Economic Prospects and World Development Indicators, EPFR, Bloomberg, Federal Reserve Bank of St. Louis, JP
Morgan.

A.B. Four-quarter rolling sums. Other inflows and outflows refer to liabilities and assets, respectively, of the other investments (including bank
flows) category of balance of payments.

C. Three-month moving average of bond and equity flows, and simple average of 5-year sovereign credit-default swap spreads for Brazil,
China, Colombia, Indonesia, Kazakhstan, Malaysia, Mexico, Peru, Philippines, Russia, South Africa, Thailand, and Turkey. The latest observation
is Oct 2015.

D. Market-value weighted average. The latest observation is 6 Nov 2015.

E.F. CA stands for “Current account”. Unweighted averages. The latest observation is Oct 2015. EM excludes Qatar and the UAE.
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In all likelihood, the liftoff or subsequent rate increases will proceed smoothly. Faced with rising financing
cost and currency risk, however, investors are likely to increasingly differentiate among country prospects
and vulnerabilities. For example, both during the financial market turmoil of May-June 2013 and during
the broad-based U.S. dollar appreciation since mid-2014, exchange rates depreciated sharply against the
U.S. dollar in the more vulnerable EM and in those with weaker growth prospects, in particular commodity
exporters (Arteta et al. 2015).

Slowing remittance inflows have further tightened financial conditions in several EM. Growth in
remittance inflows (expressed in U.S. dollars) to EM has slowed, from 12.5 percent in 2010 to a projected
4.4 percent in 2015 (World Bank 2015i). This has reflected a growth slowdown in several important source
countries as well as a sharp depreciation in host country currencies, especially the Russian ruble.

During the last decade, remittances have been sizeable for EM, comparable to FDI and ODA. Since 2000,
total remittances have averaged about 44 percent of the size of total FDI (Figure 12). Several EM (Egypt,
India, Morocco, Pakistan, Philippines) have received substantial inflows of capital as well as remittances
over the last decade. Compared with capital flows, remittances tend to be a resilient source of foreign
exchange, as they are weakly correlated with capital flows and the domestic business cycle. As such,
remittances have the potential to provide some stability for the balance of payments, and hence for the
overall economy more generally, when capital inflows decline (World Bank 2015a).

Several large EM, especially commodity exporters in the Middle East and Russia, are important sources of
remittances to other EM. Their growth slowdown, or recession in the case of Russia, could continue to
weigh on remittance outflows from these sources. In addition, it may encourage the early return of
migrants who may have difficulty reintegrating into local labor markets (EBRD 2015).

The external factors driving the EM growth slowdown are likely to remain in place. As global supply chains
mature and the AE recovery remains hesitant, world trade is likely to stay weak. Large investments over
the past decade to boost the supply of commodities and prospective weakness in demand continue to
keep downward pressure on commodity prices. The normalization of US monetary policy will likely
coincide with increasingly tighter global financial conditions and more volatile capital flows to EM.
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Figure 12. Slowdown in remittances

Growth of remittances has decelerated in recent years. Remittance flows are a sizeable and stable source of
foreign exchange for EM. They tend to be uncorrelated with domestic business cycles and capital flows, including
during episodes of sudden stops.
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Source: World Bank (2015a, 2015i), World Development Indicators, IMF Balance of Payments data, Haver Analytics.

A. Remittances are based on IMF Balance of Payments Manual 6; FDI is foreign direct investment, net inflows.

B. Volatility is defined as the standard deviation of the detrended ratio of the relevant inflow to GDP. ODA is net official development
assistance and official aid received.

C. The bars show the percentage of emerging markets in each category in which remittances have been acyclical, procyclical or countercyclical
during 1980-2012. Remittances (remittances relative to capital flows) are considered as: (i) procyclical if the correlation between the cyclical
components of remittances and output is positive and statistically different from zero, (ii) countercyclical if it is negative and statistically
different from zero and (iii) acyclical if the correlation is not statistically different from zero.

D. Values are averages of remittances and net capital inflows for emerging markets that have experienced sudden stop episodes. Index
numbers are calculated with a base of 100 for the period three years before the sudden stop year (-3). Capital Inflows are net, i.e. the

difference between amounts brought in by foreign entities and the amounts sent out by domestic entities. The horizontal axis denotes years.
0 (zero) refers to the year of the sudden stop episode.
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B. Domestic factors

Slowing productivity growth

In a number of emerging markets, productivity growth has declined substantially. To estimate
productivity, GDP is decomposed into total factor productivity (TFP) and factors of production using a
production function approach.?® This decomposition suggests that the growth slowdown in emerging
markets since 2010 has predominantly reflected slowing TFP growth (Figure 13). Factor accumulation—
both capital and labor—has contributed about three-quarters to growth. By 2014, on average across
emerging markets, TFP growth had reached well below its historical (1990-2008) average. This decline
was particularly pronounced among smaller emerging and frontier markets. In the BRICS, TFP growth
declined less and appears to have stabilized below its historical average. These findings are in line with
those of other studies who document that emerging market TFP growth has slowed by about 2 percentage
points from 2006-2007 to 2013-2014 (IMF 2015a).

The productivity slowdown since 2010 has been most pronounced in the Middle East and North Africa,
Latin America and Caribbean, and Eastern Europe and Central Asia (Figure 13). Productivity growth ground
to avirtual haltin Eastern Europe and Central Asia in 2012 and in Latin America in 2014, from 2-2% percent
in 2010-11.1! In the Middle East and North Africa, productivity has been falling since 2007 and, since 2012,
at an accelerating pace. In contrast, productivity growth has held steady in Sub-Saharan Africa and risen
in South Asia.

A similar decomposition is conducted for potential growth to illustrate the degree to which the growth
slowdown has reflected structural factors or a cyclical weakening from the immediate post-crisis rebound
(Figure 14).22 Since the global financial crisis, potential growth in EM has declined steadily below historical
average levels. Softening potential growth accounted for about one-third of the growth slowdown in
emerging markets from peak growth in 2010 to 2014, and about half of this reflected a slowdown in
productivity growth. However, the degree to which structural and cyclical factors contributed to the
slowdown varies widely, ranging from a share of one-tenth to more than the entire decline in growth. A
large literature, using varying samples, also finds that both cyclical and structural factors have contributed
to the post-crisis EM growth slowdown.

10 GDP is assumed to be characterized by a Cobb-Douglas production function of total factor productivity, labor proxied by
employment, and the capital stock derived using the perpetual inventory method, assuming a labor share of national income of
0.7 (Burns et al. 2014). Total factor productivity is derived as the residual.

11 In both regions, growth has been supported by capital accumulation and, in Latin America, also by labor accumulation (Sosa,
Tsounta, and Kim 2013; Tsounta 2014).

12 potential output growth is calculated as a function of the growth rates of potential labor and capital inputs as well as potential
TFP. The estimates for potential labor growth assume full employment, with the unemployment rate and the labor force
participation at equilibrium values. Potential labor input growth is thus calculated as the growth rate in working age population.
The stock of capital is constructed using a simplified version of the perpetual inventory methodology from investment data,
assuming a depreciation rate of 7 percent (IMF 2005; Burns et al. 2014). Implicitly, this assumes that there are no shifts over time
in the productivity of investment, e.g. as a result of a shift from non-housing into housing investment (D’Auria et al. 2010).
Potential TFP growth is the growth rate of the HP-filtered actual TFP (calculated as the Solow residual). While IMF (2015)
calculates potential growth in the BRICS based on a multivariate filter, they obtain similar estimates of both potential growth and
the slowdown in potential TFP growth.

13 However, underneath this average, the relative contribution of structural and cyclical factors differs across countries (Anand
et al. 2014; Cubeddu et al. 2014; Tsounta 2014; and De Gregorio 2015). For example, structural factors have been considered
prominent in emerging Europe as well as in China. On the other hand, cyclical factors have played more important roles in LAC
and other parts of emerging Asia.
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Figure 13. Productivity growth and factor accumulation

The emerging market growth slowdown since 2010 has mainly reflected slowing total factor productivity (TFP)
growth. TFP growth in EM has slipped from its strong 2000s levels to rates below its long-term average over 1990-
2008. The TFP growth slowdown in the BRICS was pronounced from 2010-12, but has stabilized since then.
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Source: World Bank, Haver Analytics.

A-D. Unweighted averages to reflect the full universe of EM.

E.F. EAP stands for East Asia and Pacific, ECA stands for Europe and Central Asia, LAC stands for Latin America and Caribbean, MNA stands
for Middle East and North Africa, SAR stands for South Asia, and SSA stands for Sub-Saharan Africa. Since each region has one economy that
accounts for one-third or more of regional GDP, all data are unweighted averages to reflect trends across the region more broadly. To
ensure a sufficiently large sample, each region indicated includes both EM and FM.
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Figure 14. Potential growth

Since the crisis, potential growth has steadily slowed in EM and appears to have shifted to a lower level in FM.
Potential growth in EM and BRICS has now fallen below its long-term average over 1990-2008.
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Figure 15. Demographic trends

In EM, working-age population share has been declining, along with slowing population growth rate.
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Source: World Bank estimates, based on data from UN (2015).
A. Share of population aged 15-64 as a ratio to total population.
B. Annual growth rate of total population.

Part of the slowdown in potential output and productivity growth across the emerging world reflects
demographic trends, which have passed a turning point since the global crisis with potentially profound
implications for growth (Figure 15). Since 2010, working-age population growth has slowed from pre-crisis
rates in EM in all regions. The slowdown has been most marked in Europe and Central Asia and the Middle
East and North Africa. As a result, the share of the working age population has risen only marginally or
fallen in all EM regions other than Sub-Saharan Africa (World Bank 2015g).

These trends have contributed to slowing potential output and reduced the “demographic dividend” in
two ways. First, slowing growth of the working-age population has reduced growth in labor inputs.
Second, a shift in the age structure of the labor force has been associated with lower innovation,
productivity growth, and savings.*

Looking ahead, falling fertility rates and rising life expectancy will intensify these trends and may put
additional pressures on productivity growth in particular and GDP growth more broadly. In particular, by
2025, outright declines in the working age populations are expected in Europe and Central Asia—partly
as a result of emigration—and in East Asia and the Pacific. South Asia and Sub-Saharan Africa are
exceptions, since still-high population growth will lead to an increase in the share of the working-age
population.

14 See Higgins (1998); Bloom, Canning, and Sevilla (2003); Bloom and Canning (2004); and Aksoy et al. (2015). For example, among
advanced countries, a shrinking share of the working age population may explain a slowdown in average annual growth from
2000-09 to 2010-19 of some 0.6 percentage points in Japan and 1.3 percentage points in the United States (Aksoy et al. 2015). In
contrast, In India, almost half of the increase in per capita income since the 1970s may be attributed to the “demographic
dividend” (Aiyar and Mody 2011).
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Figure 16. Policy uncertainty

There have been multiple episodes of elevated policy uncertainty in EM and AE since the global financial
crisis.
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Source: Baker, Bloom, and Davis (2013), International Country Risk Group, various country reports from Economist Intelligence Unit,
Bloomberg, and Consensus Forecasts.

A.B. 12-month moving averages of Economic Policy Uncertainty Indices (Baker, Bloom, and Davis 2013). The Economic Policy Uncertainty
Index is a weighted average of newspaper coverage of policy-related economic uncertainty and, depending on the country, the
disagreement among forecasters and, for the United States, the number of federal tax provisions set to expire in future years. A higher
value indicates more uncertainty in economic policy. The latest observation for Japan is as of Aug 2015, and those for all other economies
are as of Oct 2015.

C. Unweighted averages of Political Risk Rating for EM. A higher Political Risk Rating indicates lower political risk. Political Risk Ratings
are a weighted average of ratings of government stability, socioeconomic conditions, investment profile, corruption, the role of the
military in politics, law and order, external and internal conflict, religious and ethnic tensions, democratic accountability and bureaucratic
quality. The EM volatility index refers to JPMorgan's emerging market volatility index, which tracks the level of implied volatility of
emerging market currencies.

D. Annual average shares of the cumulative number of emerging market countries for which a presidential or parliamentary election has
been held over the intervals 2000-09 and 2010-14.

Increasing policy uncertainty

Since the global financial crisis, there have been repeated bouts of economic policy uncertainty in major
advanced economies and EM. In advanced economies, it began to surge in 2008 to a peak in 2013 and has
remained above pre-crisis levels since then (Figure 16). Discussions about debt ceilings, government
shutdowns and the timing of interest rate liftoff in the United States, the euro area sovereign debt crisis,
and concerns about the effectiveness of Abenomics in Japan have contributed to this uncertainty. Bouts
of policy uncertainty have also swept across EM since the global financial crisis. In BRICS, policy
uncertainty intensified around new Five-Year plans in China, elections in India and geopolitical tensions in
Russia. More broadly among EM, political risk as measured by ICRG’s political risk index has steadily
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increased.’® The underlying steady rise in political risk and episodes of policy uncertainty have been
reflected in bouts of stock market and currency volatility.

By dampening consumer and business confidence, policy uncertainty can set back growth and recoveries
or deepen recessions. Waiting for a resolution of uncertainty, firms and households delay or reduce
investment and consumption of durable goods.'® This adverse impact of policy uncertainty can be larger
in countries with less-developed financial markets, as is the case in many EM. In addition, financial
institutions facing uncertainty typically increase risk premia and limit lending, which reduce firms’ access
to credit and, in turn, firms’ investment spending.l” Concerns about policy direction can also dampen
foreign direct investment as well as other types of capital flows.!® Uncertainty shocks have accounted for
as much as 50 percent of cyclical volatility in EM and other developing countries.®

Looking ahead, if heightened policy—especially political—uncertainty persists, it may severely constrain
policymakers’ ability to support growth. Countercyclical fiscal and monetary policies may be harder to
implement when investors focus on rising uncertainty and/or widening vulnerabilities. Capital outflows
and depreciations amidst weakening confidence may limit the effectiveness of countercyclical policies in
lifting activity (Chinn 2014). Structural reforms also often stall amidst political uncertainty.

Eroding policy buffers

During the global financial crisis and its immediate aftermath, a number of EM employed expansionary
fiscal and monetary policies to support activity. Their ability to employ effective countercyclical policy
during the crisis was a major accomplishment. However, the erosion of policy buffers has made it
increasingly difficult to stem the growth slowdown through fiscal and monetary stimulus in many
countries. A comprehensive discussion of available space for cyclical and structural policies is provided in
the next section.

Domestic factors that have been driving the slowdown so far are likely to continue to weigh on growth.
With aging populations, labor inputs are expected to shrink and productivity growth is likely to slow as
the demographic dividends of the 1990s and 2000s fade. This trend will be most pronounced in major EM
(but may still lag in some FM by a generation). Unless EM implement credible medium-term policy and
reform programs, policy uncertainty will likely persist, weakening investor confidence and slowing
investment growth. This will in turn impede the long-run technological progress that is the foundation of
sustained growth. Moreover, the longer growth weakness persists, the more domestic policy buffers will
likely erode and limit the use and effectiveness of cyclical policies to support activity. Countercyclical fiscal
and monetary policies may become more difficult to implement when investors focus on shrinking policy
space, rising uncertainty, and widening vulnerabilities.

15 The International Country Risk Guide (ICRG) political risk index is a weighted average of ratings of government stability,
socioeconomic conditions, investment profile, corruption, the role of the military in politics, law and order, external and internal
conflict, religious and ethnic tensions, democratic accountability and bureaucratic quality.

16 Carriere-Swallow and Céspedes (2013) find that, in comparison to the U.S. and other developed countries, emerging
economies experience more severe declines in investment and private consumption following policy uncertainty shocks, endure
longer recovery, and do not have a subsequent overshoot in activity.

17 See Barro (1991), Rodrik (1991), and Julio and Yook (2012).

18 See Julio and Yook (2013), Gourio, Siemer, and Verdelhan (2014), and Karolyi (2015). On the other hand, elections may provide
incentives for policymakers to implement growth-enhancing policies, as growth has been shown to help generate incumbent
electoral wins (Brender and Drazen 2008; Gupta and Panagariya 2014).

19 See Carriére-Swallow and Céspedes (2013). In advanced markets, a sizeable real impact of uncertainty has also been
estimated: for example, an increase in policy uncertainty—as defined by the Economic Policy Uncertainty Index (Baker, Bloom,
and Davis 2013)—similar in size to the increase between 2006 and 2011, could reduce U.S. real GDP by almost
2.5 percent below baseline (Kose and Terrones 2015).
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IV. Policies available to stimulate growth
A. Cyclical policies

To the extent that the growth slowdown in EM is partly a cyclical deceleration, fiscal and monetary policy
could support growth—provided there is sufficient policy space. This section discusses countercyclical
fiscal and monetary policy options.

Fiscal policy

Fiscal stimulus could help promote activity. Fiscal multipliers—the increase in real GDP generated by a 1
percent increase in fiscal spending—for emerging markets are up to 0.6 in the short-term and up to 0.9 in
the medium-term. Fiscal multipliers tend to be larger during recessions than expansions, in countries with
ample fiscal space, in less open economies, and for fiscal stimulus conducted through expenditure
increases, especially public investment, rather than tax cuts (llzetzki, Mendoza, and Végh 2013; World
Bank 2015a).

Sizeable infrastructure needs may warrant public investment, especially since infrastructure investment
can be a particularly effective instrument for fiscal stimulus to lift activity in the short run. Using public
investment as a proxy for infrastructure investments, multipliers have been estimated to range from 0.25
to 1in EM (IMF 2014b). Using measures of physical capital stock, a 1 percent increase in physical capital
stock has been estimated to raise short-run growth in Sub-Saharan Africa and Latin America and Caribbean
by 1-2 percentage points (Calderdn and Servén 2008, 2010). In addition to raising short-term activity,
infrastructure investment can help raise long-term capital stocks and increase productivity (Fernald 1999;
Gonzalez-Navarro and Quintana-Domeque 2010). However, estimates of long-term output effects of
public investment vary widely (Bom and Ligthart 2014).%° In addition to raising domestic growth,
infrastructure investment may also foster trade (and thus growth of partner countries), boost
employment, and help reduce income inequality.?

While some of the largest infrastructure deficits have been identified for low-income countries and
frontier markets, EM also lag by global comparison. Access to water and sanitation remains incomplete,
power outages are common, access to communications networks is limited, and rail infrastructure is
underdeveloped (Figure 17).

20 The output effects of public infrastructure have also been shown at the subnational level. For example, Indian states with
greater electricity supply in agriculture have grown faster (Rud 2012).

21 |nfrastructure bottlenecks may lower trade between developing countries by about one-quarter and exports from developing
to high-income countries by more than half (Francois and Manchin 2013). Micro- as well as macroeconomic studies suggest
sizeable employment gains from infrastructure investment. For example, an electrification program in South Africa may have
raised female employment by nine hours per week (Dinkelman 2011). Separately, every $1 billion increase in infrastructure in
MENA countries has been estimated to potentially generate 11,000 jobs in oil-importing economies and 49,000 jobs in oil-
exporting economies (Estache et al. 2013). Rural road development has raised worker and household incomes in Bangladesh and
Vietnam by facilitating mobility among the poorest households (Khandker and Koolwal 2007, 2010; Mu and van de Walle 2007;
Calderdn and Servén 2014).
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Figure 17. Infrastructure shortages

Infrastructure needs remain significant in emerging and, especially, frontier markets. Access to water and
sanitation remains incomplete, power outages are common, access to communications networks is limited, and
rail infrastructure is underdeveloped.
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Note: Unweighted averages for latest available data (varies by country and indicator but typically for 2012).

A. Percent of population with access to improved water and sanitation facilities.

B. Access to electricity in percent of population; power outages of firms in a typical month (number); value lost due to power outages in
percent of sales; electricity transmission and distribution losses in percent of total output. International best practice (“frontier”) is the average
of values for the top 5" percentile for access to electricity and the average of the bottom 5t percentile for power outages, value lost to power
outages, and power losses.

D. Rail freight stands for goods transported by rail in million tons per km of rail lines. Quality of port infrastructure ranked from 1 to 7 where
1 = extremely underdeveloped and 7 = well developed and efficient by international standards.

Infrastructure investment needs, however, have to be assessed against financing cost and implementation
capacity (Kraay and Servén 2013). In advanced economies, public investment has been shown to raise
growth without significantly raising public debt ratios. In contrast, because of less economic slack and
lower efficiency of investment in emerging and frontier markets than in advanced economies, growth
benefits in the former are smaller, subject to significant uncertainty, and entail rising public debt (Gupta
et al. 2014; IMF 2014b).

The effectiveness of stimulus measures such as infrastructure spending also depends on the availability
of fiscal space. High public debt or deficits can turn fiscal multipliers nil or even negative as households
and firms save to prepare for subsequent fiscal consolidation and as investors require higher risk premia.
For example, two-year multipliers in emerging and frontier markets can range from negative when the
fiscal balance is in the bottom quartile of EM to 2 when the fiscal balance is in the top quartile (Estevao
and Samake 2013; World Bank 2015a).
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Since the crisis, fiscal positions of EM have deteriorated considerably (Figure 18). Their fiscal balances
have weakened from, on average, a surplus of 1.2 percent of GDP in 2007 to a deficit of 4.1 percent in
2015. Debt capacity has deteriorated in these economies as well: debt has on average risen from 37
percent of GDP in 2007 to 44 percent of GDP in 2015. In more than one-third of EM, government debt has
increased by more than 10 percentage points of GDP since 2007 and in one-quarter of them government
debt levels are in excess of 60 percent of GDP. Overall, sustainability gaps—the difference between actual
deficits and debt-stabilizing deficits—are negative (i.e. fiscal debt is set to rise steadily) in about half of
EM.

The sharp drop in oil prices since mid-2014 has contributed to further deterioration in the fiscal positions
of oil-exporting EM, as government revenues have fallen sharply. This fiscal deterioration has also been
reflected in weakening credit ratings among oil-exporting countries. Several commodity-exporting
countries have tightened fiscal policy even as their growth slowed (Brazil, Malaysia). In oil-importing
countries, however, shrinking fiscal vulnerabilities may have created some space. In countries with
sizeable fuel subsidies and low energy taxation, lower oil prices have also presented an opportunity for
subsidy and tax reform to re-build buffers against future cyclical downturns, or to expand spending on
infrastructure investment and poverty-reducing activities (e.g. Egypt, India, and Indonesia).

Most EM appear to have little to no room to implement fiscal stimulus over any but the shortest period.

e At best, oil exporters that have entered the oil price slump of 2014 with large surpluses and low
debt (Qatar, Saudi Arabia, United Arab Emirates) can smooth the adjustment of their economies
to a “new normal” of persistently low oil prices. However, in most oil-exporting EM, surpluses
have already turned into sizeable deficits, and debt is rising in 2015.

e In several non-oil commodity-exporting EM (Brazil, Chile, Colombia, Peru), deficits have widened
from a less favorable starting position by more than a percentage point and debt has risen above
50 percent of GDP in 2015 (Brazil, Colombia).

e |n 2010, several commodity-importing economies entered the EM growth slowdown with deficits
above 4 percent of GDP and debt above 50 percent of GDP (Egypt, Hungary, India, Poland), and
their debt and deficits remain elevated despite consolidation efforts.

Monetary policy

Like fiscal stimulus, monetary policy could help boost growth amidst a cyclical slowdown in activity
through a number of channels: by reducing interest rates on government securities, interbank borrowing
and bank lending; by weakening the exchange rate; by increasing asset prices (especially equity and house
prices) and thus by inflating the value of collateral for borrowing. Monetary policy tends to be more
effective when financial markets are deeper and more developed.
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Figure 18. Fiscal policy buffers

Fiscal space is necessary to ensure that fiscal policy is effective. Among EM, fiscal space on average has shrunk
significantly since the crisis, as rising government debt and fiscal deficits have weakened debt sustainability—
sharply in some countries. This has also been reflected in deteriorating credit ratings.
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Source: World Bank (2015a), IMF World Economic Outlook, Haver Analytics.

A. Bars show the interquartile ranges. Dots show the median values.

B. EM with general government debt above 60 percent of GDP in 2015 include Brazil, Egypt, Hungary, India, Morocco, Pakistan. Sustainability
gap is defined as the difference between the actual overall fiscal balance and the debt-stabilizing fiscal balance at current growth rates. A
negative sustainability gap indicates an unsustainable stock of debt and deficit. EM with negative sustainability gaps in excess of -2 percent of
GDP in 2015 include Brazil, Egypt, India, Pakistan, and Saudi Arabia.

C. Fiscal multipliers for different levels of fiscal balance (in percent of GDP) after two years, estimated from an IPVAR model using a sample of
15 emerging and frontier markets. Values on the x-axis correspond to percentiles of the fiscal balance; solid line represents the median;
shaded area is the 16-84 percent confidence band.

D. The sovereign rating is calculated as the simple average of long-term foreign-currency credit ratings of countries with Standard & Poor’s
Rating Service. The latest observation is August 2015.
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Figure 19. Monetary frameworks and currency regimes

EM’s ability to implement independent monetary policy has strengthened, as they have increasingly shifted away
from exchange rate targeting towards flexible exchange rate regimes and inflation targeting monetary policy
frameworks.

A. EM with inflation-targeting monetary policy B. EM with floating exchange rate regimes
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Source: Hammond (2012), Central Bank News, World Bank, Haver Analytics, IMF AREAER.

A. Economies with inflation targeting frameworks in 2014 are Brazil, Chile, China, Colombia, Czech Republic, Hungary, India, Indonesia,
Mexico, Pakistan, Peru, Phillipines, Poland, Russia, South Africa, South Korea, Thailand, and Turkey. Includes formal and informal inflation
targeting.

B. Includes freely or indendepently floating exchange rate regimes. Excludes currency boards, conventional pegs, stabilized arrangements,
crawling pegs, crawl-like arrangements, pegged exchange rates with horizontal bands, and other managed arrangements (IMF 2015b).
Economies with floating exchange rate regimes in 2014 are Brazil, Chile, Colombia, Hungary, India, Indonesia, Korea, Mexico, Peru, Philippines,
Poland, Russia, South Africa, Thailand, and Turkey.

However, EM typically have less developed financial systems than AE, which constrains the effectiveness
of monetary policy. Policymakers in EM face a variety of challenges that differ significantly from those
facing their counterparts in advanced economies, including a susceptibility to rapid reversals in capital
flows and the risk of financial contagion; a minimal influence on global markets combined with time-
varying external credit constraints; an inability to borrow internationally in domestic currency; the
management of international reserves; higher degree of pass-through from exchange rate fluctuations to
domestic prices; and usually pro-cyclical fiscal policies (Lane 2003; Devereux, Lane, and Xu 2006; Chinn
2014; Mishra et al. 2014).

Monetary policy frameworks have improved significantly across EM over the past decade. In particular,
EM have increasingly shifted towards flexible exchange rate regimes over the 2000s (Figure 19). In the
process, many of them have oriented their monetary policy regimes towards inflation targeting. By 2014,
about 75 percent of EM had inflation targeting frameworks. Inflation targeting frameworks can help
stabilize business cycles provided medium-term inflation expectations remain anchored and central banks
are able to change short-term interest rates without triggering offsetting shifts in long-term interest rates
(Lane 2003).

Notwithstanding strengthened monetary frameworks, financial stability concerns may remain a constraint
on monetary policy in EM with the rise in the share of foreign currency debt from 30 percent of GDP in
2007 to 36 percent of GDP in 2014. Concerns about the inflationary impact of depreciation and foreign
currency exposures in private and public balance sheets may prevent central banks from implementing
accommodative monetary policies to support growth.
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Figure 20. Monetary policy buffers

Among oil-importers, the oil price drop has reduced inflation below target levels and made room for policy
accommodation. Among oil exporters, recent depreciations have been associated with higher inflation. In many
commodity exporters, current policy rates are below levels implied by a Taylor rule, whereas in many commodity

importers, current policy rates are above those levels.
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Source: Hammond (2012), Central Banking News, World Bank, Haver Analytics, Consensus Forecasts.

A. Latest observation is September 2015. Includes both formal and informal inflation targets.

C. Hikes and cuts refer to central bank rate decisions, including base rate, policy rate, repo rate, Selic rate, discount rate, reference rate, lending
rate, refinancing rate and benchmark rate. The number of rate cuts is shown with a negative sign. There are 11 commodity exporters and 13

commodity importers.
D. Real policy rate refers to the nominal policy rate less inflation, reflecting the latest available data as of Sept/Oct 2015. Taylor rule rate is a real

rate calculated as 1.353*(Expected Inflation - Inflation Target) + 2.233, in which the coefficients on inflation gap and the constant are based on
estimated Taylor rules of EM inflation targeting economies by Ostry, Ghosh, and Chamon (2012).

The room to maneuver in the short-run and EM monetary policy buffers—well-anchored inflation
expectations, low foreign currency exposures, low short-term external debt—have diverged between
commodity exporters and importers (Figure 20). A Taylor-rule illustrates the gap between real policy rates
and real interest rates implied by expected inflation and inflation targets (Figure 20). Most commodity-
exporting EM have limited monetary policy space, whereas many commodity-importing EM have some
room to counteract shocks with further interest rate cuts and thus stimulate economic activity.
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e |n the majority of commodity-exporting countries, monetary policy is constrained by either fixed
exchange rate regimes (Qatar, Saudi Arabia, United Arab Emirates) or above-target inflation
(Brazil, Colombia, Russia), partly as a result of weakening investor sentiment accompanied by
depreciation. Central banks in those countries are balancing the need to support growth, stabilize
inflation, and temper currency pressures (including containing financial stability risks from foreign
currency exposures). In fact, real policy rates in some EM are already well below those implied by
a Taylor rule.??

e In contrast, lower oil prices have temporarily reduced inflation in oil-importing countries and
opened up room for monetary policy rate cuts to support activity (Egypt, India). Compared with
rates implied by a Taylor rule, there might even be further room to cut rates in several commodity-
importing EM. However, this room may dissipate quickly once oil prices stabilize.

B. Structural policies

The sustained and broad-based growth slowdown raises the specter of a growth trap looming in emerging
markets. In general, during their development process, countries may go through an extended period of
slow growth that leaves them stagnating within a certain interval of per capita income, typically at middle-
income levels. This phenomenon has been dubbed the “middle-income trap” (Gill and Kharas 2007, 2015;
Annex Il). Measured by the threshold income advocated by Eichengreen, Park, and Shin (2012), about
one-third of EM could be in a middle-income trap as of 2014. In fact, several EM share characteristics
typically associated with the middle-income trap, such as slowing TFP growth, rising investment cost,
unfavorable demographic features, and rising income inequality (Anand et al. 2014, Cubeddu et al. 2014;
De Gregorio 2015). Evidence suggests that escaping the middle-income trap requires a variety of
structural reforms ranging from improvements in the market-enabling environment, to strengthening
policy capacity to the functioning of labor markets (while maintaining adequate labor protections), to
closing of gaps in the formation of human and physical capital (Agénor and Canuto 2012; Aiyar et al. 2013).

Emerging markets are known to have discontinuous growth paths, lurching from sudden stops into growth
spurts (Pritchett 2000). Improvements in structural characteristics are strongly associated with episodes
of growth takeoffs and expansions (Abiad et al. 2012; Berg, Ostry, and Zettelmeyer 2012; IMF 2013). As a
result, structural reforms could help mitigate the sources of the recent growth slowdown. Institutional
reforms in the conduct of monetary and fiscal policies can also do much to improve the capacity to
stabilize cyclical fluctuations. In addition to these long-term benefits, the implementation of structural
reforms can lift investor confidence in growth prospects in the short run. Moreover, growth gains from
structural reforms could be particularly large in EM and FM, as compared to AE, for two reasons. First,
emerging and frontier market economies tend to display higher inter-sectoral dispersion in productivity
than advanced economies (Dabla-Norris et al. 2013; Anand et al. 2014). Second, misallocation of capital
and labor is pervasive in a number of emerging and frontier markets (Hsieh and Klenow 2009; IADB 2013).
Indeed, greater market and financial sector access have been associated with stronger TFP growth during
2010-12 compared with 2003-07 (Qureshi, Diaz-Sanchez, and Varoudakis 2014).

22 Taylor rule rate is a real rate calculated as 1.353*(Expected Inflation - Inflation Target) + 2.233, in which the coefficients on
inflation gap and the constant are based on estimated Taylor rules of EM inflation targeting economies by Ostry, Ghosh, and
Chamon (2012).
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Fiscal, labor, and product market reforms

In many EM, unfavorable demographic trends may lend urgency to structural reforms to support growth
(Dabla-Norris et al. 2013; Anand et al. 2014). Reforms to lift labor productivity and mobility to ease
demographic pressures have also been identified as major priorities by the Group of Twenty (G20 2015).
Policy priorities to address the challenges created by population aging include implementing labor market,
pension, and product market reforms to improve the efficiency of resource allocation and strengthen
fiscal sustainability (World Bank 2015g).%

e Pension reforms can raise growth by increasing the labor supply and increasing savings. For
example, Karam et al. (2010) find that pension reforms not only boost consumption in the short
run, but also increase investment in the long run by lowering government debt. For the Euro Area,
Cournede and Gonand (2006) show that a gradual rise in the retirement age, once combined with
constraints on non-aging related expenditures, helps raise growth. In addition, pension reforms
strengthen fiscal sustainability by reducing expenditures on benefits and improving debt
dynamics (Barrel, Hurst, and Kirby 2009). This could help widen fiscal space and allow the effective
implementation of fiscal stimulus to support activity.

e Labor market reforms can raise growth by lowering unemployment and encouraging a more
efficient allocation of labor (Blanchard, Jaumotte, and Loungani 2013). Incentives for greater or
longer labor force participation may offset demographic pressures and, by reducing benefits and
increasing social contributions, widen fiscal space.?* Payroll tax reductions and collective
bargaining decentralization in Chile appear to have helped lower unemployment (Edwards and
Edwards 2000). Less restrictive employment protection legislation to increase labor market
flexibility is associated with higher productivity (e.g. Bassanini and Venn 2008). In China,
eliminating hukou restrictions may increase real worker incomes over the long-term (Bosker,
Deichmann, and Roberts 2015). Labor market reforms combined with other reforms, including
financial sector reforms, could significantly raise growth and reduce unemployment in economies
in the Middle East and North Africa (Agénor et al. 2007).

e Product market reforms can raise growth by improving productivity and increasing firm entry
India’s delicensing reforms in the 1980s (Srivastava 1996) and services sector deregulation in the
1990s (Arnold et al. Forthcoming) have significantly raised firm productivity in those sectors most
affected by the licensing reform. These growth-enhancing effects of product market
deregulations are higher under more flexible labor markets and in conjunction with other reforms
(Aghion et al. 2008; Pelkmans et al. 2008). Evidence from OECD’s Product Market Regulation
(PMR) indicators suggests that the largest EM, including BRICS, have additional room for product
market reforms relative to AE.?

2 |ncreases in savings and investment by the amount of its saving gap have been estimated to potentially raise growth in Brazil
by 0.3 percentage point (World Bank 2015g).

24 Unemployment insurance reforms in Germany in 2005 have reduced long-term unemployment by about 1.4 percentage points
(Krebs and Scheffel 2013).

2> For more about the impact of product market reforms, see Nicoletti and Scarpetta (2003); Blanchard and Giavazzi (2003);
Wlfl et al. (2010); Prati, Onorato, and Papageorgiou (2012). The OECD’s economy-wide Product Market Regulation indicator is
a measure of the overall level of restrictiveness in any given country’s product markets, and is constructed based on survey
questions related to three aspects: barriers to entrepreneurship, barriers to trade and investment, and state control (Koske et al.
2015).
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Improving the business environment

Whereas labor market and pension reforms support growth by increasing the labor force and improving
the allocation of labor, improvements to the business environment may also raise total productivity
growth. A growing literature has documented the long-term benefits associated with business
environment reforms in emerging and frontier markets:

e Promote growth. Large improvements in business environments are also associated with a
significant increase in per capita growth (Divanbeigi and Ramalho 2015). Even modest
improvements in business environments have been associated with higher growth and lower
macroeconomic volatility.?® Especially an easing of financial constraints has been credited with
raising growth at the firm, sector, and macroeconomic levels (King and Levine 1993; Rajan and
Zingales 1998; Beck and Demirguc-Kunt 2006).

e leverage infrastructure investment. Business environment reforms combined with infrastructure
investment can have especially potent growth effects. The increase in firm start-ups and farm
productivity as a result of land reform in China was larger in villages with lower travel time to the
nearest city (Deininger et al. 2015). Across a large set of countries, power sector reforms appear
to have improved the quality of electricity supply more in countries where regulators were more
independent (Jamasb, Nepal, and Timilsina 2015). In Uganda, poor access to power supply
decreased firm investment and productivity (Reinikka and Svensson 2002).%’

e Increase job creation, firm productivity, and formality. Lower startup costs, easier registration
requirements, improved management practices, and better access to finance have been linked to
more firm entry, employment creation, and productivity improvement in a range of countries.?
Trade liberalization in India (Topalova and Khandelwal 2011) and bankruptcy reform in Brazil
(Ponticelli 2015) have boosted firm productivity and growth. Reforms to strengthen property
rights have also led to a shift towards more formal activity in the retail sector in Brazil (Monteiro
and Assungao 2012).

Governance reforms

Enterprise surveys suggest that a major obstacle to growth in EM relates to governance, especially
corruption (Figure 21).%° To varying degrees in South Asia, Sub-Saharan Africa, the Middle East and North
Africa, and Latin America and Caribbean, corruption is facilitated by burdensome practices for licenses
and permits; inefficient tax administration; heavy-handed customs and trade regulations; and weak
judicial system that fail to robustly protect investor and property rights.

26 See Claessens and Laeven (2003); Cooley, Marimon, and Quadrini (2004); Loayza, Oviedo, and Servén (2005); Djankov,
MclLiesh, and Ramalho (2006); Dethier, Hirn, and Straub (2008); and Hanusch (2012).

27 Drawing policy conclusions at the national level from micro-studies faces two limitations. First, a change in de jure constraints
may not be reflected in de facto business constraints. Second, data based on questionnaires and surveys may target a limited
subset of the corporate or household sector.

28 See Desai, Gompers, and Lerner (2003); Klapper, Laeven, and Rajan (2006); McKenzie and Woodruff (2015); Klapper and Love
Forthcoming; including Mexico (Bruhn 2011, 2013; Bruhn and Love 2014) and Portugal (Branstetter et al. 2014).

22 For evidence on the negative relationship between corruption and growth, see Mauro (1995); Tanzi and Davoodi (1997); and
Li, Xu, and Zhou (2000). Pritchett and Summers (2014) cite governance as a constraint to uninterrupted growth for China and
India.
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Figure 21. Reform needs

Structural reforms are needed to address infrastructure bottlenecks, especially in energy, and strengthen
institutions, partly to reduce corruption. Large EM still possess room for product market reforms.
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A. For each indicator, each bar shows the EM average of the country-specific percentage of firms citing that indicator as a major contraint.
Each diamond shows that indicator for high-income OECD economies. The averages are computed across data of the latest available year
starting in 2009 in each country. Korea, Malaysia, Thailand, Qatar, Saudi Arabia, South Africa, and the United Arab Emirates are not available.
Indicator for “Tax” denotes the average of the indicators of constraints to tax rate and tax administration. Customs and regulation refer to
constraint in customs and trade regulation.

B. Each bar shows the index in the degree of restrictiveness in economy-wide product market regulations, as measured by survey responses
to questions on barriers to entrepreneurship, barriers to trade and investment, and state control. The index ranges from 1 to 6, where 1=least
restrictive and 6=most restrictive. Among AE, data are not available for Hong Kong, Malta, Singapore, and the U.S. The latest available data is
for the year 2013.

Using the Worldwide Governance Indicators, an event study is conducted to illustrate the differential
growth outcomes associated with periods of reform spurts and setbacks.3® The analysis, which controls
for country time-invariant and global factors, identifies 50 episodes of significant reform spurts and 47
episodes of reform setbacks among the sample of 64 EM and FM between 1996 and 2014. A reform spurt
episode is defined as a two-year interval in which a country’s index on the Worldwide Governance
Indicators improves in at least one of the four areas of interest (regulatory quality, control of corruption,
rule of law, or government effectiveness).

The improvement needs to be of at least two standard deviations.3! A reform setback episode is
analogously defined: a two-year interval in which a country’s index on the Worldwide Governance
Indicators deteriorates in at least one of the four areas of interest by at least two standard deviations.

30 The Worldwide Governance Indicators (available 1996-2014; Kaufmann, Kraay, and Mastruzzi 2010) summarize a number of
underlying indicators from a wide range of sources into indices of regulatory quality, government effectiveness, control of
corruption, and the rule of law. The indicators extract the principal component from a wide range of indicators using a rich set of
sources. Each indicator is based on rescaling and aggregating data from a variety of government and private institutions.

31 Reform spurts that are accompanied by simultaneous setbacks in one of the other three indicators are excluded. Analogously,
reform setbacks that are accompanied by reform spurts in one of the other three indicators are excluded. Reform spurts that
took place under an IMF program—perhaps more exogenous than indigenous reform programs—are considered separately.
Reform spurts covered by an IMF program were associated with a larger growth differential.
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Figure 22. Growth and governance reforms

Significant reforms in governance are positively associated with growth performance. During the most recent
slowdown period, countries that were able to increase the quality of governance more appeared to experience milder
slowdowns.

A. Growth differential during reforms and setbacks B. Change in growth and governance quality: 2010-14
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Source: World Bank’s Worldwide Governance Indicators (WGlI).

A. The columns show the cumulative growth differential of economies during and prior to an reform spurt or setback episode, relative to those
that experienced neither spurts nor setbacks. Spurt (setback) is defined by a two-year increase (decrease) by two standard deviations in one or
more of the following four measures of the WGI index: regulatory quality, government effectivness, rule of law, and control of corruption.
Differentials are based on estimates from a panel data regression with time and country fixed effects. The sample spans 64 EM and FM over 1996-
2014. Annex Il provides additional details about the empirical exercise.

B. The bars show the changes in growth during 2010-14. Low, medium, and high reform refer to the 25%, 25%-75" and 75™ percentiles of the
distribution in changes in average governance of EM from 2010-2014. Average governance is defined as the unweighted average of each economy’s
regulatory quality, government effectivness, rule of law, and control of corruption index in the WGI indicators. The WGI indicators are principal
components of a wide range of survey-based and other indicators.

Growth during reform spurt episodes rose more than 1 percentage points above growth during non-
reform periods and growth during reform setbacks declined by about the same magnitude (Figure 22).
Isolating one particular episode, the EM slowdown of 2010-14, the decline in growth was indeed lower in
countries with the largest improvements in economic governance (Figure 22). The sample of 24 EM is split
into three groups: the top 25", 25M-75™, and bottom 25" percentiles of countries with the largest
improvements in the average index on four Worldwide Governance Indicators during 2010-14. Growth in
the “high reformers” in the top quartile slowed by 1 percentage point during 2010-14, whereas growth
decelerated on average by 4 percentage points among the “low reformers” in the bottom quartile.

Status of structural reforms

Reform momentum towards a market-enabling environment has been mixed throughout the 2000s across
EM, with no concerted reform drive during the post-crisis period (Figure 23). Since the crisis, reforms have
focused on regulatory reforms, such as reducing the burden of tax compliance or registering a startup
business, as well as reforms that facilitate infrastructure investment, such as construction permits and
electricity supplies.3? However, legislative reforms, for example to ensure contract enforcement, have
lagged (Figure 23).

32 Reform progress is measured as the distance to frontier score in the Doing Business indicators. Doing Business Indicators
(available 2004-2015 at best) summarize expert surveys on the ease of starting and closing businesses, registering property,
getting credit, enforcing contracts, dealing with construction permits, accessing electricity, trading across borders, and paying
taxes. Each indicator is an aggregate based on simple unweighted averages of a series of sub-indicators arising from survey
questionnaires. The frontier is defined as the country-year observation over the full sample period that indicates the easiest
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An arguably unwelcome effect of the crisis has been the setback in reform momentum towards trade and
financial liberalization. During 2006-09, the ease of cross-border trading, as measured by the World Bank’s
Doing Business indicators, improved significantly in EM.?® Since then, however, the pace of improvements
has slowed substantially, by about two-thirds and several EM have put in place outright trade restrictions
(WTO 2015). Trading internationally in EM is still, on average, about 11 percent more “difficult” (as
captured in the number of documents, days and cost spent to comply with regulations) than in advanced
economies. EM’s temporary trade barriers on imports have also increased. On the financial front, in the
aftermath of the global financial crisis, a number of EM have put in place capital account restrictions
limiting off-balance sheet activities and foreign exchange exposures in the banking sector or imposing
sanctions. Heightened uncertainty about capital flows in the subsequent few years has led EM to be
hesitant in significantly relaxing their capital account restrictions.3*

While many EM have implemented reforms in specific areas, a few have announced comprehensive
structural reform plans, including China, India, and Mexico (World Bank 2015h). Although the pace of
implementation remains a concern, these plans have been well received by investors. China continues to
gradually implement its November 2013 reform agenda, which spans from financial, fiscal, state-owned
enterprise, land and labor reforms to social and environmental measures. India formally adopted inflation
targeting in 2015, thus strengthening the credibility of the central bank; reduced barriers to FDI in
insurance, telecommunications, railways, and retail; eliminated diesel subsidies while raising excise duties
on petroleum and diesel fuel; approved the introduction of a harmonized goods and services tax; and
committed to increasing public investment. Mexico approved major reforms in 2013-14 that include
opening up deep water and shale oil fields to the private sector, increasing competition in the
telecommunications sector, widening the tax base, and easing some employment restrictions.

business environment. The ease of starting a business is higher the lower the number of days and procedures and the cost of
starting business. The ease of access to credit is higher the more extensive coverage of credit bureaus and the stronger collateral
and bankruptcy laws. The ease of paying taxes is greater, the fewer days and forms are needed to file taxes, the fewer taxes exist,
and the lower the profit tax rate and other business fees.

33 The World Bank’s Doing Business indicator on ease of trading across borders measures the average distance to the frontier of
the number of documents required for exports and imports (for banks, customs clearance, port and terminal handling, and
transport), the number of days and cost required to comply with regulations (for obtaining, filling and submitting all documents,
inland transport and handling, customs clearance and inspections, and port and terminal handling excluding sea transport time).
34 Areas for further reform needs and priorities vary across regions as well. In East Asia and Pacific (EAP) as well as Europe and
Central Asia, substantial room exists for reforms in state-owned enterprises and the banking sector to promote competition,
improve governance, and facilitate financial development. Reforms to increase labor market flexibility are needed in Latin
America; Middle East and North Africa; and South Asia to address structural unemployment. EAP, South Asia, and Sub-Saharan
Africa can also benefit from fiscal reforms to reduce poorly targeted subsidies and improve fiscal space. Subsequently, this would
enhance the ability to remove infrastructure bottlenecks, a significant growth constraint facing most parts of the world (World
Bank, 2015a and 2015f).
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Figure 23. Reform progress

Reform momentum has been mixed during the 2000s. The crisis brought a series of reforms to ease tax burdens
and access to credit. Since then, reforms have been most pronounced in the areas related to business regulations,
construction permits, and electricity access. The pace of easing financial and trade restrictions has also slowed.
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Source: World Bank Doing Business Indicators, Chinn and Ito (2006).

A.B. Ease of starting a business, enforcing contracts, and resolving insolvency indicators start in 2003. Ease of registering property and getting
credit start in 2004. Investor protection, tax burden, and dealing with construction permits start in 2005. Electricity access starts in 2009. Ease
of obtaining credit, investor protection, and resolving insolvency end in 2012. All other indicators end in 2014. EM excludes Qatar. The dark
blue bars denote the distance to frontier score in the earliest year (except electricity access: the earliest year was 2009 and denoted by the
light blue bar). All other bars denote changes over time. Each year refers to June of previous year to June of current year.

C. Number of countries with a decline in the Chinn-Ito index from the previous year.

D. Unweighted average across EM, FM, and AE countries of the indicator in ease of trading across borders. Distance to frontier score refers
to the best performance among more than 150 economies for 2005-2014. Ease of trading across border refers to the time and cost of
exporting and importing a standard cargo of goods by sea and is measured based on surveys from legal experts. Bahrain, Malta, and Qatar
are excluded. Each year refers to June of previous year to June of current year.

V. Risks down the road

A. Growth: A perfect storm?

The recent slowdown in EM has been taking place against the background of rising risks. These include
setbacks in the recovery in major advanced countries; a hard landing in China; and large swings in oil prices
and the possibility of bouts of financial market turmoil, whether triggered by central bank actions in
advanced economies or eroding credit worthiness in EM, and further weakness in commaodity prices.
These risks (more fully discussed in World Bank 2015f) could threaten growth in EM and have significant
global repercussions.
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Figure 24. Growth risks down the road

Persistent growth slowdowns in EM and FM have been associated with an increased likelihood of contractions.
Deteriorating external conditions increase the risk of sudden stops, which may have substantial growth
consequences.

A. Increase in probability of a contraction after one- B. Sudden stops and GDP growth
four years of slowdown
Probability Percentage point, deviations from t=0
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Source: IMF World Economic Outlook, World Bank, Arteta et al (2015).

A. Each column shows the increase in likelihood of entering a contraction in the current year if a growth slowdown of one-four years has
begun in the previous year. Estimates are based on a linear probability model. A contraction is defined as negative growth rates, and a
slowdown is defined as a lower growth rate than that of the previous year. Estimation includes year fixed-effects to control for the impact of
global common shocks. The unconditional sample probability of a contraction is 0.13. The sample spans 64 EM and FM over 1985-2014. Annex
11l provides additional details on the empirical exercise. Probability is expressed as percent.

B. Blue line denotes averages for emerging and frontier economies that experienced systemic sudden stops. Dotted lines indicate the 75™ and
25% percentiles. A systemic sudden stop is a period when capital flows fall one standard deviation below their historical mean and, at the
same time, the VIX index surpasses by one standard deviation its historical mean. The calculations include 21 nonconsecutive systemic sudden
stop episodes for 58 emerging and frontier economies in 1995-2014.

Although the U.S. interest rate liftoff and subsequent tightening cycle is expected to proceed smoothly,
there is a risk that they lead to abrupt changes in market expectations that could, in turn, prompt a spike
in U.S. long-term interest rates, volatility in global financial markets, and a sharp increase in borrowing
cost for emerging markets—similar to the way initial discussions of U.S. monetary policy normalization
triggered the “taper tantrum” of May-June 2013. If, in response to the liftoff, U.S. long-term bond yields
were to jump 100 basis points (as they did during the taper tantrum), capital inflows to emerging markets
could decline by up to 2.2 percentage points of GDP over the following year.

Deteriorating external conditions, perhaps resulting from U.S monetary policy tightening or elevated
uncertainty about growth prospects in a major EM, could potentially combine with domestic factors into
a “perfect storm” by sparking a sudden stop in capital inflows to multiple emerging markets. Especially at
risk are countries where vulnerabilities have increased or where there has been uncertainty about policy
direction, or where long-term growth prospects have deteriorated significantly (Arteta et al. 2015).
Sudden stops in capital flows could thus compound the slowdown already underway in EM (e.g. Becker
and Mauro 2006; Hutchison and Noy 2006). The short-run costs of such “systemic” sudden stops can be
substantial. In a larger sample of emerging and frontier markets, Arteta et al. (2015) report that output
growth declined, on average, almost 7 percentage points and investment growth declined more than 21
percentage points in the two years following a systemic sudden stop (Figure 24).

The protracted growth slowdown in emerging markets since 2010 also raises concerns that it could itself
trigger financial stress with significant global implications. A sustained growth slowdown in EM erodes the
reserves in private and public sector balance sheets. Eventually, this could lead to a loss of investor
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confidence in the prospects and resilience of these economies and trigger a sharp contraction. Indeed,
with every year of slowing growth, the probability of an economic contraction rises (Figure 24).3*> The
spillovers from a slowdown in BRICS to other EM, and from EM to each other and frontier markets may
be sizeable (World Bank Forthcoming). In turn, a slowdown in EM could have the potential to derail the
fragile global recovery.

B. Poverty: Gains at risk?

During the 2000s, a rising tide of growth has brought prosperity to many of the world’s poorest. In 2000,
37 percent of the global population lived in a low-income country (LIC); today only 8 percent does. A large
share of the global population now lives in middle-income countries: 76 percent in 2015, up from 48 back
in 2000. Importantly, poverty rates fell sharply during the 2000s such that the Millennium Development
Goal on reducing extreme poverty was reached ahead of time, in 2011: the share of the population living
on $1.90 per day (in constant prices) fell from 29 percent in 1999 to 14 percent in 2011 (Figure 25; World
Bank 2015g).

The growth slowdown in major emerging and frontier markets since 2011 thus raises concerns that the
significant decline in poverty achieved recently may not be repeated over the next decade or may even
be reversed. Even if growth could be sustained at rates over the decade since 2004, the global poverty
rate would be around 4 percent. If, however, growth remained at historical average rates—close to
currently expected growth rates—until 2030, the global poverty rate would be close to 6 percent (World
Bank 2015g). Under most plausible scenarios, the World Bank’s goal of lowering the share of the global
population living in extreme poverty (on less than $1.90 per day) to 3 percent by 2030 would be a
challenge to achieve.

VI. Conclusion

A sustained growth slowdown has been underway in emerging markets since 2010. It has been associated
with bouts of financial market volatility, partly as a result of uncertainty about growth prospects. This
raises the risk that various adverse developments combine with a weak growth environment to precipitate
an episode of intense financial market stress among some EM, which could also derail the still-fragile
recovery in advanced economies. Faster growth is also needed to continue progress towards reducing
poverty.

The recent slowdown in EM has generated an intense debate about the characteristics, sources, and policy
implications of the slowdown. This PRN examines these issues and addresses major questions on the
slowdown.

What are the main characteristics of the slowdown? The EM slowdown has been unusually synchronous
and protracted. The current slowdown is comparable only to previous episodes of global turmoil, even
though this time it is taking place against a backdrop of a weak, but not a stressed external environment.

What are the major drivers of the slowdown? The EM slowdown has been driven by a wide range of
external and domestic factors. Among the external developments are weak world trade, low commodity

35 A linear regression is estimated of the probability of a contraction in output on dummies indicating the entry into one, two,
three, or four years of slowdown in the previous year, controlling for global factors with year dummies. The sample uses annual
data for 64 EM and FM over 1985-2014. Annex |l provides details of the empirical exercise.
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Figure 25. Poverty implications

EM have accounted for a large share of global poverty reduction over the past 25 years. Slower-than-expected EM
growth would add to challenges to reach the World Bank’s goal of eradicating extreme poverty—by reducing the
share of people living on 51.90 per day below 3 percent—by 2030.

A. Evolution of global poverty B. Global poverty in 2030 in different growth
scenarios
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Source: World Bank (2015g).

A. Headcount ratio denotes the share of the population living on less than $1.90 per day (2011 PPP prices). LIC, LMI, and UMI stand for “Low
income Economies,” “Lower-middle-income Economies,” and “Upper-middle-income Economies,” respectively.

B. The “High-growth” scenario is based on the assumption of annual GDP growth of 4.4 percent and household income growth of 3.9 percent,
and is the scenario under which the World Bank’s poverty reduction goal of a 3 percent poverty rate by 2030 can be achieved. The “past
decade growth” scenario assumes that each country grows at the country-specific average rate observed over 2004-2013. The “historical
growth” scenario assumes that each country grows at the country-specific average rate observed over 1994-2013.

prices, and the prospects for tightening financial conditions. These external factors have coincided with a
cyclical weakening in EM following a short-lived, post-crisis rebound and with domestic structural
bottlenecks. Slowing productivity growth and heightened policy uncertainty are domestic challenges that
are also shared by many EM. The erosion of policy buffers after the global financial crisis has made it
increasingly difficult to stem the growth slowdown through expansionary policies in many countries.

Which policies are available to stimulate growth? The appropriate policy response to slowing growth
depends on the degree to which the deceleration stems from cyclical or structural causes. Uncertainty
around such an assessment suggests that the optimal mix requires both policy buffers that allow cyclical
policy (if available and needed) as well as structural policies to improve m edium- and long-term growth
prospects. The combination of countercyclical and structural policies could be mutually reinforcing. That
said, the room for accommodative cyclical policies is limited in many EM, lending urgency to putting in
place structural policies to upgrade governance structures, improve business environments, and manage
demographic pressures.

A rough patch or prolonged weakness? EM registered record-high growth rates prior to the global
financial crisis. They were also able to manage the global financial crisis well by implementing effective
countercyclical fiscal and monetary policies. However, EM now find themselves at a crossroads. The
growth slowdown since 2010 could be a rough patch before they recharge their batteries of growth;
alternatively, it could signal the start of an era of weak growth, especially, given repeated forecast
downgrades and the persistent nature of the factors that have driven the slowdown so far. In light of the
significant global risks going forward, EM need urgently to strengthen policies to promote growth.
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Annex I. Country Classification

Emerging market economies (EM) generally include countries with a long-established record of significant

access to international financial markets. Frontier market economies (FM) include countries that are

usually smaller and less financially developed than EM, and with more limited access to international

capital markets. EM include 24 countries that are classified as Emerging Markets in at least two of the
three stock indexes by S&P, FTSE, and MSCI. FM include 40 countries that are classified as Frontier Markets
by at least two of the same three indexes.

Table Al.1. List of Countries

Emerging markets

Frontier markets

Advanced economies

Brazil
Chile
China
Colombia
Czech Rep.
Egypt
Hungary
India
Indonesia
Korea
Malaysia

Mexico

Morocco
Pakistan
Peru
Philippines
Poland
Qatar
Russia

Saudi Arabia
South Africa
Thailand
Turkey

UAE

Argentina
Azerbaijan
Bahrain
Bangladesh
Bolivia
Botswana
Bulgaria
Costa Rica
Cote d’lvoire
Croatia
Ecuador

El Salvador
Gabon

Georgia

Ghana
Guatemala
Honduras
Jamaica
Jordan
Kazakhstan
Kenya
Kuwait
Lebanon
Mauritius
Mongolia
Namibia
Nigeria

Oman

Panama
Paraguay
Romania
Senegal
Serbia

Sri Lanka
Tunisia
Ukraine
Uruguay
Venezuela
Vietham

Zambia

Australia
Austria
Belgium
Canada
Denmark
Finland
France
Germany
Greece
Hong Kong
Iceland
Ireland

Italy

Japan
Luxembourg
Malta
Netherlands
New Zealand
Norway
Portugal
Singapore
Spain
Sweden
Switzerland
United Kingdom
United States
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Annex Il. The Middle-Income Trap: A Brief Literature Review

The growth slowdown in EM raises concerns that many of these middle-income countries would be unable
to generate sufficiently high growth to emerge to high-income status. Indeed, as documented by Gill and
Kharas (2007, 2015), most middle-income economies have failed to converge to the US in per capita
income over 1960-2012 and remained in a “middle-income trap”. A large literature (Table A2.1) has
explored the factors that drive countries into the middle-income trap and those that lift them out of it.
This Annex presents a brief review of the literature to address the following questions. First, what is the
middle-income trap? Second, what are the causes of the middle-income trap? Third, which policies could
help avert or exit the middle-income trap?

What is the middle-income trap? The term “middle income trap” was coined by Gill and Kharas (2007). It
describes an extended period of stagnation at a certain level of per capita income. Growth appears to
slow by 2-3 percentage points when per capita income reaches around $16,700-$17,000 (in 2005 prices;
Eichengreen, Park, and Shin 2012). Eichengreen, Park, and Shin (2013) argue that high growth in middle-
income countries may decelerate in discrete steps in two ranges of per capita incomes ($10,000-$11,000
and $15,000-516,000, in 2005 prices). Other authors have interpreted the middle-income trap as a result
of misguided policies rather than a statistical pattern around key income thresholds. A policy focus on
maintaining fast growth in middle-income countries may lead to unsustainable policies that eventually
create the “trap-like” pattern of low growth (Im and Rosenblatt 2013).

What are the causes of the middle-income trap? The middle-income trap has been attributed to slowing
productivity growth and rising factor input cost as per capita income grows. About 85 percent of the
growth slowdowns in middle-income countries can be explained by slowing total factor productivity
growth, which partly reflects diminishing gains from sectoral reallocation of labor and capital and from
reliance on imported foreign technology (Agénor and Canuto 2012; Eichengreen, Park, and Shin 2012). As
per capita income rises, labor cost (Agénor and Canuto 2012) increases, which slows the shift towards
higher value-added products and reduces competitiveness (Lin and Treichel 2012). The determinants of
growth appear to differ at low and high-income levels: capital accumulation becomes a less effective
growth strategy as economies transition to high-income status (Bulman, Eden, and Nguyen 2014).

Which policies could help avert or exit the middle-income trap? Policy recommendations have focused
on improving competitiveness, sustaining technological upgrading, and ensuring macroeconomic stability.
Policies to strengthen competitiveness include establishing better institutions and macroeconomic
policies, more flexible labor markets, stronger property rights and more modern infrastructure (Hall and
Jones 1999; Roller and Waverman 2001; Berg, Ostry, and Zettelmeyer 2012; Lin and Treichel 2012; Aiyar
et al. 2013; Gill and Kharas 2015). Greater trade integration in the high-tech sector and openness to
foreign direct investment can facilitate technological spillovers from advanced countries (Berg, Ostry, and
Zettelmeyer 2012; Aiyar et al. 2013; Eichengreen, Park, and Shin 2013; Arias and Wen 2015; Gill and
Kharas 2015). Improved education system, more dynamic R&D activity, and less high-skilled outward
migration could further help absorb and develop technological advances (Sala-i-Martin, Doppelhofer, and
Miller 2004; Weinberg 2011; Lin and Treichel 2012; Eichengreen, Park, and Shin 2013). Finally, the
sustainability of growth is key to avoiding a growth slowdown at middle-income levels. This includes
avoiding exchange rate misalignments (Berg, Ostry, and Zettelmeyer 2012; Eichengreen, Park, and Shin
2012) and maintaining fiscal and external sustainability (Zhuang, Vandenberg and Huang 2012).
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Table All.1. Middle-Income Trap: Selected Studies

Authors

Methodology

Objectives and Results

Agénor and
Canuto, 2012

Theoretical Model.
Two-period
overlapping
generations model

Evidence for middle-income trap in a two-period overlapping generations model of growth with
endogenous occupational choices.
e Improved access to advanced infrastructure may help exit from the middle-income growth trap.

e Policy recommendations include property rights protection and flexible labor markets.

Agénor, Canuto,

Theoretical Model.

Impact of financial access, product innovation, and labor supply on the likelihood of entering the

and Jelenic, Two-period middle-income trap using an OLG model with endogenous distribution and credit market frictions.
2014 overlapping e Multiple equilibria may emerge in the model, one of which is a middle-income trap characterized
generations model by low wages in the design sector, a low share of the labor force engaged in innovation activity,
and low growth.
e Policies aimed at promoting the production of ideas and improving incentives to invest in skills
may allow a country to move away from the middle-income trap.
Aiyar, Duval, Probit regression & | Determinants of the middle-income trap.
Puy, Wu, and Bayesian Model e The middle-income trap is defined as a special case of growth slowdowns and is identified as a
Zhang, 2013 Averaging large sudden and sustained deviation from the growth path predicted by a basic conditional

convergence framework.
e Roles of institutions, demography, infrastructure, the macroeconomic environment, output
structure and trade structure are important in driving the likelihood of middle-income traps.

Berg, Ostry, and
Zettelmeyer,
2012

Identify structural
breaks in economic
growth in 140
countries &
regression analysis

Drivers of sustained growth.

e Growth duration is positively associated with these factors: the degree of equality in income
distribution; democratic institutions; export orientation (higher propensities to export
manufactures, greater openness to FDI, and avoidance of overvalued exchange rates);
macroeconomic stability.

50




Authors

Methodology

Objectives and Results

Bulman, Eden,
and Nguyen,
2014

Regression Analysis

Pattern of growth at middle-income levels.

Find evidence that the determinants of growth at low and high-income levels differ.
Middle-income countries may need to change growth strategies to transition smoothly to high-
income status, but this does not imply the existence of a middle-income trap.

Eichengreen,
Park, and Shin,
2012

Regression analysis
using international
data starting in 1957

Growth patterns of middle income countries, with a focus on structural slowdowns.

Rapidly growing economies slow down significantly: growth rate downshifts by at least 2
percentage points when their per capita incomes reach around $17,000 in 2005 constant
international prices.

Growth slowdowns are more likely in countries that maintain undervalued real exchange rates.

Eichengreen,
Park, and Shin,
2013

Regression analysis
using international
data starting in 1957

Incidence and correlates of growth slowdowns in fast-growing middle-income countries.

A number of countries appear to have experienced two slowdowns, one in the $10,000-$11,000
range (based on 2005 constant international prices) and another in the $15,000-$16,000 range.

Slowdowns are less likely in countries that have relatively high levels of secondary and tertiary
education and in which high-technology products account for a relatively large share of exports.

Felipe, Kumar,
and Galope,
2014

Cross country case
study

Historical transitions across income groups.

Historically, it has taken a “typical” economy 55 years to graduate from lower middle income
(52,000 in 1990 purchasing power parity [PPP] dollars) to upper-middle income ($7,250 in 1990
PPP $).

Historically, it has taken 15 years for an economy to graduate from upper-middle income to high
income (above $11,750 in 1990 PPP dollars).

As of 2013, there were 10 (out of 39) lower-middle-income economies and 4 (out of 15) upper-
middle income economies that were experiencing slow transitions (i.e., above 55 and 15 years,
respectively).
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Authors

Methodology

Objectives and Results

Felipe, Abdon
and Kumar,
2012

Cross country case
study based on 124
countries that have
consistent data for
1950-2010

Working definition of the middle-income trap and threshold number of years for a country to stay in
the middle-income trap.

A country that becomes lower middle-income (i.e., reaches $2,000 per capita income in 1990 PPP
dollars) has to attain an average annual per capita income growth rate of at least 4.7 percent to
avoid falling into the lower middle-income trap (i.e., to reach $7,250, the upper middle-income
level threshold).

A country that becomes upper middle-income (i.e., reaches $7,250 per capita income) has to
attain an average annual per capita income growth rate of at least 3.5 percent to avoid falling
into the upper middle income trap (i.e., to reach $11,750, the high-income level threshold).

Lin and Treichel,
2012

Case study

Causes of the middle-income trap in Latin America and Caribbean; challenges and opportunities that
China's rise brings for Latin America.

Countries in Latin America and Caribbean are caught in a middle-income trap due to their inability
to upgrade from low value-added to high value-added products.

The region could achieve dynamic growth through continuous structural upgrading in sectors
intensive in factors such as natural resources, scientific knowledge, and unskilled labor. This
would require investments in education, research and development, and physical infrastructure.

Zhuang,
Vandenberg,
and Huang,
2012

Case study

How China can avoid the middle-income trap.

Avoiding the middle-income trap requires continuous industrial upgrading through innovation
and moving from a low-cost to a high-value economy.

Moving from a low-cost to a high-value economy requires a critical mass of firms with strong
incentives for innovation. It also requires the government to create a conducive macroeconomic
and market environment.
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Annex lll. Empirical Methodology
A. Bayesian VAR Estimation — External vs domestic Shocks (Figure 8)

The estimation consists of a nonstructural Bayesian VAR (BVAR) for 18 EM. The baseline model has 8
variables: real GDP growth, 5 external variables and 3 domestic variables. The model quantifies the growth
effects of the external shocks and domestic shocks.

External variables include the following:

US real GDP growth (pp -- log difference)

US 10-yr Treasury Bond rate (pp)

China GDP growth (pp -- log difference)

EMBI Yield (pp)

Terms-of-trade growth (pp -- log difference)
Domestic variables include the following:

Domestic inflation rate (pp -- log difference)
Rate of real exchange rate appreciation versus USD (pp -- log difference)
Domestic short-term interest rate (pp)

The Cholesky decomposition is used to identify shocks, with ordering of the variables above.

The data series are quarterly, ranging from 1998:Q1 to 2015:Q2. The model is estimated for each of the
18 countries in the sample. The sample includes the following countries: Brazil, Chile, China, Colombia,
Czech Republic, Hungary, India, Indonesia, Korea, Malaysia, Mexico, Peru, Philippines, Poland, Russia,
South Africa, Thailand, Turkey.

B. Growth effects of reforms (Figure 22A)

Values in columns of Figure 22A are based on a panel data regression in which the dependent variable is
real GDP growth. A spurt (setback) is defined as a two-year increase (decrease) by two standard deviations
in one or more of the following four measures of the WGI index: regulatory quality, government
effectiveness, rule of law, and control of corruption. The WGI indicators are principal components of a
wide range of survey-based and other indicators. For each index, the standard deviation is measured as
the average of the standard errors of the WGI index in the beginning and at the end of each two-year
interval. Episodes in which there were improvements in one measure and simultaneous setbacks in
another are excluded. The sample spans 64 EM and FM over 1996-2014.

Let t denote the end of a two-year spurt or setback. The coefficients are dummy variables for spurts and
setbacks over the [t-3, t+2] window around these episodes. In figure 22A, “Reform” denotes the t=[-1,0]
window (i.e. during the two years of improvement/deterioration). “Pre-reform” denotes the t=[-3,-2]
window. For each window, each column shows the sum of coefficients. Reform spurts associated with
(and without, though not shown in chart) an IMF program are estimated in a separate regression. All
coefficients show the growth differential of economies during an episode compared to those that
experienced neither improvements nor setbacks. All estimates include time fixed effects to control for
global common shocks and country fixed effects to control for time-invariant heterogeneity at the
country-level. Under robust standard errors, estimates during the reform spurt window are jointly
significant at the 10 percent level, and likewise for the reform setback window. The growth differentials
during reform spurts associated with IMF programs are jointly significant at the 1 percent level.
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C. Probability of contraction (Figure 24A).

The estimates in the columns of figure 24A are based on a linear regression in which the dependent
variable equals to 1 if an economy has experienced a contraction in growth in year t. The independent
variables equal to 1 if in the previous year (t-1), growth has begun to slow down for the number of
consecutive years denoted in the column, and 0 otherwise. A slowdown in growth is defined as a lower
growth rate than that of the previous year. The following table shows the regression estimates.

Dependent variable:
=1 if economy experiences a contraction in year t

One-year slowdown [t-1] 0.026
(0.018)
Two-year slowdown [t-1] 0.051**
(0.025)
Three-year slowdown [t-1] 0.080*
(0.042)
Four-year slowdown [t-1] 0.108*
(0.058)
R? 0.10
Observations 1,793

Note: The coefficient estimates show the increase in likelihood
of entering a contraction in the current year if a slowdown of
one-four years has begun in the previous year. Robust standard
errors are in parentheses. ** and * denote significance at the 5
and 10 percent levels, respectively. Estimation includes year
fixed effects. The unconditional sample probability of a
contraction is 0.13. The sample spans 1985-2014 across 64 EM
and FM.
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