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This paper talks to the global economy in which low income countries (LICs)
 will have to formulate their strategies for development and growth in coming years. The characteristics of this economy are certainly not of their choosing and its nature is by no means certain. Some of the dimensions of the global economy of the future have been well recognized for years, but have not been taken seriously in terms of forcing significant policy changes. But others are only now being recognized as a consequence of the current economic crisis. Like many structural flaws in a building, it has taken a serious tremor to reveal their severity and the sources of potential potential vulnerability that could threaten the stability and sustainability of the structure. Equally important, we can only guess whether, how, and by how much these structural weaknesses will be addressed by policy makers and the policy implications for LICs of the ways in which they are dealt with. Nevertheless, such uncertainties are now a fact of life that LICs will have to take into account as they consider the appropriate set of economic policies for coming years.

This paper will initially describe how the consequences of the current economic crisis may interact with forthcoming structural developments linked to demographic trends and existing policy frameworks, and pose considerable uncertainties for the global economic environment that will prevail in the next decade or so. The paper will then examine the uncertainties and challenges that this will pose for policy-makers in LICs. It will suggest some changes in the development policy paradigm, offering ideas on how LICs may need to reorient their policy frameworks, both to exploit the probable future global economic environment and to obtain adequate flexibility to respond to the uncertainties that will characterize it. 

I. The interaction of the global economic crisis with key structural trends in the global economy

Even before the onset of the global economic crisis in late 2007, many economic analysts warned of the challenges that the global economy would face in coming decades, first with the aging of the industrial country populations and then with the subsequent aging of China and some other important emerging market economies, particularly in Asia. In part, the challenges derived from past failures by many advanced economies to prepare the ground for these developments, both in terms of policy reforms in the social insurance field and in fiscal consolidation efforts. But the recent financial crisis has thrown a further monkey wrench into the economic policy environment. It has substantially enlarged public sector debts, created the possibility of a lengthy period of lost incomes and lower productivity, dramatically reduced the wealth of many households in some key industrial economies, and raised questions about the growth engines that will drive many industrial economies in the future.

Why does this matter for the LICs? Before discussing the various tensions that now characterize the global economic environment, and the heightened uncertainties that these now create, it is important to underscore what might be obvious, namely why these issues matter so much for LICs. The most obvious reasons relate to how much their economies depend on the pace and structure of global economic growth. Naturally, in their export of goods and services, LICs benefit when the pace of global economic growth is rapid, whether in the form of primary commodities, manufactured goods, or tourism receipts (the so-called “linkage phenomenon”). A robust global economy, particularly among the more advanced economies, also generates the savings that can fuel capital flows as well as direct foreign investments in LICs, fostering a climate where investors are open to taking risks and obtaining the potential profits from investment in LICs. With robust growth, unemployment levels are low, and the demand by individual countries for migrant workers from LICs is high, facilitating the substantial and, for many LICs, vital flow of remittances that can support consumption and investment, both among their poorest households and in the broader economy. Furthermore, when industrial economies’ fiscal positions benefit from strong growth, they are more open to meeting, and possibly increasing, their commitments to expand overseas development assistance.  

The recent recession substantially highlighted the impact of a weakening of these various linkages, as reflected in the significant slowdown in LIC exports, tourism from advanced economies, lost jobs among migrant workers, and the resulting fall in remittance receipts. For LICs, this has meant reduced foreign exchange earnings, a loss in the foreign exchange reserve cushions that had been built up in preceding years, higher public debt levels as they have pursued counter-cyclical fiscal policies, increased recourse to IMF loans, and a significant downward adjustment in imports. 

Much has also been made of the extent to which the “linkage” between industrial and emerging market economies (EMEs) has been a dominant factor of this recession, namely, whether or not the slowdown in the former has had a similar impact on the latter. Here the evidence appears mixed, as the strong fiscal stimulus package implemented by China has lessened the impact on EMEs from the industrial country economic recession. Such a partial delinking has limited the extent of the global slowdown, supported recent evidence of a modest recovery, and provided an independent source of demand for LIC exports. But even if there has been some delinking, the weight of the industrial economies in global GDP is sufficiently large that their growth has largely determined the global economic growth rate, and will do for many years to come.

Some key sources of vulnerability to the global economic superstructure: What are some of the key tensions that are now emerging as a consequence of the current crisis as well as from forthcoming demographic and environmental developments, and what might this presage about the global economic environment of coming years?


1. The significant loss of wealth by many households in industrial countries: The combination of the loss in asset portfolio values by many households and institutions and the drop in real estate values in some key industrial countries have created an important structural break in the pattern of savings and consumption behavior. This may be particularly relevant in the United States, the and United Kingdom, and a few other European economies (e.g., Netherlands, Ireland, Spain), where private asset holdings had been expected to finance a significant part of retirement incomes and/or where the real estate market was highly leveraged. Such losses create obvious and immediate problems for those of the baby boom generation close to retirement, forcing reconsideration of the timing of their retirement, and racheting up the need for savings to compensate for the loss in wealth. But even for households still far from retirement age, the loss in wealth has forced many to reconsider their willingness to incur debt to finance consumption and their attitude towards savings. Simply put, the need for a rebuilding of assets will dampen the prospects for debt-financed consumption as a major source of aggregate demand growth in many industrial countries for a number of years.

2. The loss of income associated with the current crisis: In addition to a loss in wealth, real output levels have fallen in most advanced economies and are only now starting to pick up again. The European Commission (EC) (2009, p. 198), in its recent report on the fiscal implications of aging populations, illustrates three potential scenarios that could characterize the prospects for output growth over the next decade and beyond: the most optimistic would see a rebound in several years such that unemployment and productivity levels would be restored to their pre-crisis levels; a less optimistic scenario suggests a “lost decade” in terms of higher unemployment and lower productivity growth rates, but with these indicators eventually being restored to pre-crisis rates; and, the most pessimistic scenario would entail a permanent shock, implying real income levels substantially and permanently below earlier expected trend lines over the next fifty years and beyond. Only the rebound scenario would imply only a modest loss of output from the crisis. The largest loss would arise in the permanent shock scenario, with output per capita levels 10% lower in 2020, 14% lower in 2040 and 18% lower in 2060, with the losses somewhat lower in the “lost decade scenario” (e.g., 8% lower in 2020). These losses would further reinforce the prospect of a slower pace of aggregate consumption demand growth in the industrial countries.

3. Incipient fiscal pressures associated with demographic and structural policy trends. These pressures emerge clearly from European reports as well as policy forecasts by the Congressional Budget Office and various policy institutes in Washington (Auerbach and Gale, 2009). In Europe, the recent EC study conservatively estimates that budgetary outlays on pensions
, health care
, and long-term care
 (inclusive of savings from reduced education outlays) will rise by 5-6 percent of GDP over the next fifty years. These estimates are conservative in that they largely understate the historical evidence on the cost pressures that new technologies will engender regarding spending on medical care. When this factor is also considered, the EC projections are likely to understate additional net spending. Similar results characterize the prognosis for the US. A recent Brookings study (Auerbach and Gale, 2009) suggests that the US will need, at the minimum, at least an immediate and permanent 5-6 percent of GDP reduction in the primary deficit in order for the budgetary position to be made sustainable. What must be stressed about these estimates is that they almost wholly represent budgetary pressures that existed before the current crisis; 

4. High fiscal deficits and public debt levels associated with automatic stablizers, the stimulus packages and financial sector restructuring efforts. Government fiscal stimulus programs and automatic stabilizers are now the major bulwarks supporting aggregate demand growth in industrial and emerging market economies. All analysts recognize that the impact of these programs will be a significant addition to the stock of public debt, raising their ratios to GPD significantly—perhaps by as much as 20-40 percentage points. But as noted above, almost all of the industrial countries already faced significant structural fiscal pressures as a function of future demographic trends and social insurance policy frameworks that ensure that the demographics will translate into additional fiscal pressures. Even in the absence of these aging-related structural trends, the elevated debt levels arising from the fiscal stimulus packages would have required some fiscal retrenchment to bring debt levels down to ensure budget sustainability. Now the magnitude of fiscal retrenchment required to achieve budget sustainability will be even larger and politically more difficult to achieve. 

What are the implications of the combination of the added fiscal liabilities associated with policies to address the current recession with those arising from future prospects of an aging population? Most pronouncements by international financial institutions make two points (IMF, 2009a, b). First, they reiterate the point often made by students of the last Great Depression, viz., that the fiscal stimulus packages should not be withdrawn too hastily for fear that it might prematurely abort any recovery. In the United States particularly, the fragility of the housing and consumption sectors remains of concern, abetted by the contractionary impulse being exerted by sub-Federal levels of government. 

Further liabilities may also need to be assumed by the government in the context of a financial sector that has not fully touched bottom.
 Additional spending might also be envisaged as governments pursue longer-term investment strategies with regard to the rebuilding of infrastructure, movement towards a restructuring of the energy sector, and expanded health sector coverage for the uninsured (in the United States). Fiscal stimulus packages may continue to be put in place in China and some Middle East oil producers as well, in order to limit the consequences of a demand shortfall from industrial country importers.

But second, analysts then underscore the absolute imperative for industrial governments to put forth clear and credible medium-term fiscal consolidation programs to restore a semblance of fiscal sustainability. The risk associated with a “do-nothing” policy by governments in the face of these projections would be to significantly undermine the fiscal credibility of governments, with the prospect of a substantially higher risk premium in borrowing for governments carrying excessive levels of public debt. In the case of the United States, many speculate that failure to act could result in inflationary pressure, higher real interest rates, and downward pressures on the real value of the U.S. dollar in currency markets. 

But achieving fiscal retrenchment will not be easy. The magnitude of stimulus that might continue to be necessary may remain large, extending into 2011 as a minimum. The magnitude of the retrenchment in fiscal policy that would then be needed simply to return to a semblance of the public debt position that existed pre-2008 would be considerable, and even this would then not be sufficient to address the looming fiscal pressures associated with an aging population. 

Moreover, government policy efforts to address these demographic and structural fiscal trends would contribute to a significant contraction in the contribution of government to aggregate demand growth, particularly in the context of the fiscal stance being mounted in the current crisis. 

Specifically, were actions taken to substantially trim nonaging-related areas of expenditure, this would significantly contract the growth in spending on goods and services in terms of the real demand from the government sector. Alternatively, were there to be actions to curtail spending on social insurance programs, a significant part of the cutback in government spending would necessarily be on public transfer programs. Most likely, these cutbacks would be reflected in reduced consumption by those households experiencing this loss in transfer income. Only some of this might be offset if households draw on other sources of income to sustain their previous consumption levels. For many households not close to retirement, the expectation of reduced future transfer receipts from the government associated with retirement would presumably create incentives to increase the rate of saving in order to ensure an adequate accumulation of assets during retirement.

In sum, the fiscal pressures arising from the aging of the industrial country populations carry with them substantial macroeconomic policy risks. They are likely to force governments to make serious cutbacks in either the transfer programs themselves or in non-aging-related programs, or lead to efforts at raising tax revenues. Few analysts believe that the budget sustainability concerns can be ignored, given the forward-looking concerns of capital market participants purchasing government bonds. This reinforces the concern that industrial country governments will not provide much of a stimulus to aggregate demand in the years ahead.

This raises the obvious issue, then, of what are likely to be the key sources of aggregate demand growth in these advanced economies? If industrial governments are constrained and households become conservative in their consumption behavior, then aggregate demand growth can only arise from an intensified pace of investment or expanded exports. But the former is likely to be heavily linked to prospects for higher consumption or exports. And a significantly higher growth in exports will entail a change in the exchange rate.

5. 
What will be the sources of future economic growth in the US? A far more speculative issue bears on how much the US will contribute to global economic growth. Ultimately, this will depend on what prove to be the sources of that growth. It is a question that is often raised sotto voce but not without concern, in the context of routine statements about an eventual resumption of past growth rates. But the current crisis has revealed dramatic weaknesses in the housing, financial and automobile sectors; an unemployment rate reaching levels not seen since the Great Depression, and a significant overleveraging of American households and many businesses. If health sector reform proves successful in terms of cost cutting, this would dampen growth in another one of the heretofore “dynamic” sectors of the economy. Reducing greenhouse gas  (GHG) emissions might engender additional investments for the restructuring of demand and supply in the energy markets, but it remains to be seen whether this can be accomplished in a way that is growth-promoting rather than growth-dampening. Together, it remains a matter of uncertainty as to which sectors will be the future growth engines of the US economy. While this question could be the subject of another paper, these uncertainties raise questions as to whether US real growth will be restored to its pre-2008 levels. Similar uncertainties could be posed for some other industrial countries, notably Japan, Italy, the UK, and Spain). This only adds to prevailing doubts about the robustness of the global economic environment that will face LICs in the decade ahead and the role that will be played by now industrial countries.

6.
Is there a prospect for past global current account imbalances to be reduced? In considering the global economic environment looking ahead, the obvious question looms as to whether the large global imbalances characterizing the pre-2008 global economy will be reduced. Specifically, are there forces in place to lower the large current account deficits of the United States and several large European countries and reduce the significant current account surpluses of China, Japan, some other emerging market economies (India, Brazil), the Middle East oil producers, and Germany? The above discussion suggests that the loss of wealth experienced in the United States might lead to a durable improvement in its aggregate savings rate. Equally, the eventual need for fiscal contraction to restore some semblance of fiscal sustainability—even if only limited to the withdrawal of the fiscal stimulus embodied in the 2009 Fiscal Stimulus package might further contribute to a lowering of the current account deficit. The contractionary pressures and the loss in wealth experienced in some European economies—notably Ireland and Spain—might additionally lower the current account imbalances of these countries

But more to the point, is there likely to be a significant shift in the policies pursued by those countries running significant current account surpluses? Here one must raise doubts as to whether there have been any obvious signs that these countries are willing or able to sustainably stimulate the demand necessary to foster a reduced current account surplus or to allow their real foreign exchange rates to appreciate sufficiently to accomplish this objective. For some of these countries, the latter would entail a conscious policy of shifting the basis of their growth strategy from one of export promotion to a more domestic-based consumption demand. In principle, one might observe an aging Japan or Germany moving in this direction, reflecting the recent appreciation of their exchange rates vis-à-vis the US dollar. But even for these countries, the inertial political economy forces that would oppose such a strategy are strong. There is little indication that this might be observed in China or among Middle East oil producers; for the former, the decentralized pressures for export growth remain strong, given the large investment in export capacity in the most powerful of China’s provinces.

This raises the concern that global economic balances might tilt further toward the “excess savings” and low real interest environment that characterized the pre-2008 policy environment. Such a possibility offers both potential opportunities and dangers to LIC policy makers. 

7. 
The looming demographic pressures facing China:  A major contributing factor to the global imbalances of the last decade has been the high rate of savings characterizing China’s economy (despite its record high investment rate). This has reflected both the high level of household savings—often seen as linked to the absence of an adequate social insurance framework for the bulk of the population—and the substantial internal savings of private and state enterprises. The excess in savings has been mirrored by significant current account surpluses, which have been channeled into foreign exchange reserves and direct foreign investments abroad. 

In some ways, for a country facing significant demographic change—an extraordinarily rapid aging of the population that will begin to be associated with a high share of the 65+ population by 2030, the accumulation of savings and capital has a certain logic to it. It has not only fueled the rapid growth of per capita incomes, but also an accumulation of national wealth that can potentially be drawn upon to finance transfers to the elderly once the elderly dependency rate rises (see Jackson and Freeman, 2009).
 

Two issues germane to the development prospects of LICs can be linked to the demographic pressures confronted by China, looking ahead two decades and more. First, while China has mounted a significant fiscal stimulus package in the last year to offset the fall in external demand for its exports, this does not seem to have shaken its pursuit of a strategy of running significant current account surpluses and accumulating significant net savings. Similarly, there has only been a limited pickup in domestic private consumption demand. Efforts at forging some new policy framework for social security and health care reform still appears at an early stage and not sufficiently generous or comprehensive to dilute the pressures on households to maintain a high savings rate. Thus, one can question whether China is likely to be a major source of additional global aggregate demand growth in the coming decade or so. Only after 2030 might one see China forced to run higher government deficits to finance social safety net and now nascent and newly developing social insurance programs. 

Second, once China’s elderly dependency rate does begin to rise, the absolute size of China’s elderly population will put enormous pressures on its labor market. This may simply mean that Chinese workers will continue to participate in the labor market far beyond what would be the normal retirement age, given the insufficiency for many of accumulated savings or government retirement transfers. But it also may imply that China may be open to immigration of workers from other countries, particularly where these workers can offer skills that are in demand. This will favor those LICs willing and able to exploit this opportunity for exporting labor and importing remittances.

8. 
The prospect of continued vulnerabilities in the financial sector: the recent crisis has revealed the potential difficulties that can confront regulators in addressing the structural weaknesses that have been revealed in the financial sector. Among the key challenges, one could mention the challenge of regulating and enhancing the transparency of exotic financial products, preventing a future overleveraging in the sector, limiting the use of off-balance sheet accounts, addressing the asymmetric remuneration incentives of those working in the sector, and dealing with the moral hazard challenges facing governments in the face of a potential financial breakdown. While recognizing the intense efforts now being mounted by national and international officials to reinforce the financial system and limit the prospect that these factors will subvert it again, it may still be very difficult to achieve the degree of international coordination and capacity needed to provide confidence that these problems will not recur.  There seems to be no let up in the development of complex financial products. Financial remuneration packages still appear large in a number of financial houses. 
Two implications emerge. First, it would be dangerous for LICs to assume that the practices that almost brought down the system in 2007-2008 may not recur, particularly with the prospect of a savings glut and a low interest rate environment continuing. Second, LICs and EMEs need to take stock of the factors that allowed some of these countries to avoid a heavy exposure of their financial systems to a seizing up of liquidity in the most recent crisis. The possibility of another bursting of asset bubbles and dampening of global growth cannot be minimized (though it would likely happen differently next time).
9.
Climate Change. There is a final structural change that will influence the economic policy environment of LICs. The fact of climate change and its potential future impacts is not likely to have a dramatic impact on the global economic environment itself, but for many LICs, climate change is already having an economic impact. These effects will be even more serious in the future. This also is not the place for an extended discussion of these effects—suffice it to say that it would be an enormous error for countries located in equatorial regions to ignore the higher temperatures, changing precipitation patterns, and increased sea level effects that will be felt increasingly in coming years. This is particularly the case for countries with important coastal population centers and a high share of their GDP derived from the agricultural, livestock and forestry sectors. Combined with the pressures that will emerge for LICs to pursue energy and transport policies that are low in GHG emissions, past patterns of investments in these sectors will need to be actively considered, particularly if financial incentives are provided by industrial countries for the pursuit of such an approach.

II. Paradigm Shift I: Should LIC policy makers more explicitly consider alternative medium-term scenarios in formulating their development strategies?

The preceding discussion has sought to underscore the uncertainties that characterize the global economy looking ahead. Without much difficulty, one can speculate as to how buoyant might be the pace of global growth, and the implications for LICs in terms of the growth in demand for their exports, for employment of their workers in advanced industrial countries, for the level of likely remittances, for the growth in demand for tourist services, and the strength of demand for primary commodities (starting with oil but extending to other primary mineral and agricultural products as well). One can equally speculate about the sources of that global growth. While past growth rates have obviously been the most rapid in China and India, other emerging market economies and some developing economies, the dominant role of the industrial countries in global GDP—particularly the US and Europe--made their more modest but firm GDP growth an important engine for global growth. A drop in the latter’s growth rate by 1-2 percentage points would weaken the global economic engine’s performance by roughly 0.5 – 1 percentage points, with serious ramifications for the development prospects, as presently structured, of many LICs. 

A further uncertainty rests on the likely policy dynamics that will characterize some of the key industrial countries. Will there be the political will to address the principal sources of looming fiscal pressure? Will policies be introduced that will weaken or strengthen the prospects for a resurgent and sustainable growth? How strong will be the downward pull of demographics on labor force growth, employment levels and potentially, productivity growth looking ahead? At the time of this writing, whether in the area of climate change, health care reform, or fiscal consolidation, the potential for political paralysis appears far more likely than that of dynamic political activism. 

The important point is the prevailing level of uncertainty. This uncertainty should underlie the approach taken by LICs in formulating their development strategies. What growth scenarios should LIC policy planners consider? Obviously, most LICs rely on the consensus short-term forecasts provided semiannually by the principal international financial institutions (IFIs), namely the IMF’s World Economic Outlook (2009a,b), the World Bank’s Global Economic Prospects 2009 (World Bank, 2008), and the OECD’s Economic Outlook (OECD, 2009). Given that the industrial countries dominate the governance of these institutions, there is inevitably an optimistic bias to these forecasts, and limited likelihood that a pessimistic forecast would be offered. Such forecasts tend to assume the prospect of reasonable policy actions and do not assume any change in the structural dynamics of industrial economies (e.g., their sources of growth) or in the likely configuration of global imbalances or in real exchange rates.

The trouble with these scenarios is that they do not provide an alternative vision of how the global economy might evolve over the medium to long-term. More pessimistic perspectives or ones that embody more complicated political and economic interactions tend to be relegated to negative voices in the academic community (e.g., Nouriel Roubini before the last crisis) and some outliers in the investment bank world. Are there viable other scenarios that LICs should be considering?

For example, one potentially adverse scenario would be that little progress would be made by industrial countries in fundamentally addressing the underlying sources of the recent crisis. Yet these countries would still be dealing with the consequences of the policy measures adopted during the crisis—expanded government debt levels and enhanced liquidity in the financial sector—and still faced with the consequences of looming demographic trends. How would such a scenario develop?

It might have the following attributes: (i) only a modest resumption of real growth in the industrial countries but at much reduced rates from the pre-2008 period and starting from the lower levels to which GDP had fallen during 2009. This would imply global growth much slower than in the past, thus ratifying the lower levels of import demands from developing countries of the 2008-09 period; (ii) little significant change in real exchange rates, particularly vis-à-vis the fundamental alignment of the renminbi and the US dollar, though one might see some realignment as between the US dollar, the Euro, and the Japanese Yen; (iii) some strengthening of the current account position of the United States (due to a somewhat higher savings rate and a continuing squeeze on available credit) matched by modest reduction in the surpluses of China, but with limited change in the global current account imbalances that have characterized the global economy over the last decade; (iv) limited reduction in rates of unemployment in the industrial countries; (v) only a modest rebound in primary commodity prices; (vi) a continuing elevated probability of another financial crisis, with low interest rates in industrial countries feeding risk-taking in emerging market countries and with only limited success in observed regulatory reforms; (vii) in contrast to 2009, industrial countries facing much weaker capacity to respond with hefty stimulus packages, reflecting their higher starting levels of public debt and looming aging-related outlays further aggravating their debt positions; and finally, (viii) the major buttress for global growth emerging principally from China continuing to pursue a policy of fiscal stimulus (though with only modest restructuring towards domestic demand-based sources of growth) and from growth in India and Brazil.  

The major consequence of such a scenario for developing countries would be a continued weak global growth environment not propitious for either manufactured or primary commodity exporters, a dampened terms of trade for primary producers, and continuing weakness in remittance incomes from emigrants in the industrial world. Continuing high levels of private sector financial flows would continue to be available but limited only to LICs capable of providing a low-risk environment and with strong growth from domestic sources providing potential investment opportunities for infrastructure and energy restructuring.

But this is just one potential speculative scenario! LICs should consider others. One potential approach would be for LICs to use the occasional long-term scenarios produced periodically by some of the key scenario building organizations, viz., the National Intelligence Council’s Global Trends 2025 or Shell International’s scenarios for 2025 (Shell International, 2005).
 Typically, such scenario exercises provide at least three and possibly four potential characterizations of the state of the world looking ahead two to three decades. They are always characterized as plausible and realistic portrayals of alternative ways in which the global political and economic situation might evolve. Almost certainly, some of these scenarios portray a picture widely at variance with the conventional wisdom underlying mainstream forecasts, highlighting the kinds of important structural shifts that can be plausibly imagined as the consequence of events and policy actions that could flow from the current situation. 

In many ways, while these scenarios do provide contrasting visions, they often lack the quantification necessary, particularly for the short and medium term, that allow the official forecasts to be effectively relied upon. LICs might thus wish to independently, and more boldly—perhaps through the agency of their Inter-Governmental Group of 24 (the so-called G24)-- formulate their own set of scenarios or key off the NIC scenarios and at least explore the short-term or medium-term implications of a significantly slower global growth scenario over the next decade, with industrial countries the principal source of that slower growth and with some dampened linkage effects on Asia. Alternative scenarios could explore the impact of a “structural break that might entail significant reconfiguration of key relative prices, including with respect to the configuration of exchange rates among the principal currencies, real interest rate levels, and global inflation rates. They might also explore alternative assumptions on likely growth in demand for primary commodities. 

The important point about such scenarios is that they should be plausible and credible, with a clear perspective on how the economic situation might evolve towards them. One cannot easily attach probabilities as to their likelihood, anymore than one can attach such probabilities to the so-called consensus forecasts of the IFIs. But their plausibility would give them sufficient weight that an LIC policy maker could explore their potential policy implications when plotting out an LIC’s medium and longer-term development policy strategy.

For an individual LIC, the objective of such an exercise would be twofold: 

· first, to explore the consequences for its real economy and macro aggregates in the event of alternative scenarios, clarifying what would be the principal effects on aggregate demand, the budget, the current account, and, particularly for commodity producers, the terms of trade; and 


· second, to assess what would be the policy configuration of the government in the event that a given scenario was seen to durably prevail over the next decade. 

To illustrate the role that such scenarios could play, assume there was a plausible chance that government tax and aid receipts will be substantially lower than has been assumed, or that the prospects for export receipts and remittances are substantially below past trends. How this would this affect budgetary policy, or exchange rate policy, or investment strategies? Similarly, if Asian economies are likely to be far more dynamic than those of the West, would this have implications for the structure of government investment or the focus of policies with respect to direct foreign investment? Most likely, many domestic policy priorities would be unchanged across alternative scenarios. But in some areas, strong prioritization efforts might be needed that would significantly shift budget allocations at the margin.  

Another value of such an exercise would be to provide greater attention to the need for obtaining flexibility in policy regimes. Given that there is uncertainty as to which scenario is likely to prevail, providing for the possibility of being able to adapt policies readily would minimize the losses that would be associated with a scenario that diverges importantly from the baseline. 

III. Paradigm Shift II: Do potential structural trends suggest development policies that should be more actively explored?

The phrasing of the above question clearly implies that the core of what development economists would prescribe as the traditional development paradigm remains valid: the emphasis on the development of human capital—improved health and provision of universal primary and even secondary education; investments in public infrastructure services—in particular, in telecommunications, energy, water and sanitation, transport, ports--that provide a platform for incentivizing private investment and facilitate productivity growth; adopting as much as possible technologies at the frontier that are usable in an LIC context; strengthening of policies, institutions and governance in order to ensure that the public sector provides a secure and safe environment and a competent regulatory framework; and, finally, a market-oriented policy framework that is underpinned by sound macroeconomic policies. These were prerequisites for the rapid growth of countries in Southeast and East Asia, in the former centrally planned economies of Eastern Europe and in the nascent growth observed in Brazil and India.

Underscoring the role of these core elements of the traditional development policy paradigm should not be seen as mere lip service. The number of LICs that will not realize the Millennium Development Goals by 2015 highlights the inadequacy of policies and governance frameworks in many countries and the insufficiency of the budgetary resources being provided for education and health. The same deficiencies apply when one examines both the financial requirements for a minimal infrastructure package and the likely availability of funding (World Bank papers; my paper).  Such countries will have a far more difficult time in simply standing still, let alone competing in the more challenging policy environment of the 21st century. The absence of an educated population will also make them less resilient in the face of the threats posed by natural disasters and policy shocks. 

But the effects of the recent financial crisis, the thrust of technological progress as well as incipient structural change in demographics and the environment suggest that at the margin, the thrust and focus of many development policies should be reexamined and probably modified. In a number of areas, one might even consider a more fundamental refocusing, with implications at the margin for budgetary policy. Six broad areas are the staring point for such a reconsideration.

1. Exploiting demographic change in the West and East Asia and a broadened, transnational, perspective by LICs as to which population groups are encompassed in their “welfare function.” Looming demographic trends indisputably underscore two key structural developments: 

· the incipient aging of the industrial West and subsequently of many emerging market economies (particularly of southeast Asia and China); and 

· the prospective growth of populations and a youth bulge in many LICs of Africa, the Middle East, and South Asia. 

The former will create potentially challenging stress fractures in the labor markets of those countries that will witness a decline in the size of their active labor force and growing needs in support of their elderly populations. The latter trend will challenge the capacity of many LICs to provide employment opportunities for a rapidly growing labor force. 

Given the abundance of the working age populations of the low-income world and the likelihood of relatively high, fertility rates continuing for at least a decade or so, investments in human capital as an exportable service would appear an obvious element of any development strategy. Those LICs that move expeditiously in this direction are likely to gain a head start advantage that would put them ahead of competitors as a source of supply.

	Box 2: The potential for migration to meet the demand for long-term care workers

There is little doubt that industrial countries and eventually China will witness a substantial increase in demand for long-term caregivers—nurses and care workers to service the needs of the elderly and very elderly. In coming decades, there will be a dramatic increase in the number of the over-65 age population, and an even larger increase in the number of those over-85, particularly those afflicted by various forms of dementia or in need for assistance with the daily functions of life. Yet the future will also witness further pressures in some industrial countries for increased labor force participation by women, making home care more difficult for many relatives. 

There is one country in particular, the Philippines, that over the years has invested heavily in nurse-training programs that have graduated far more nurses than were employable in the Philippines itself. These nurses have emigrated primarily to industrial countries (including Japan!), yielding the Philippines significant remittance income. This model of training workers for the prospect of emigration and the potential for remittances would seem even more relevant for many LICs looking forward, particularly as the needs of the aging countries extend beyond technical nursing to home care and less skill-intensive care-giving roles.


The potential for increased migration to fill the prospective gaps in labor-short industrial and emerging market economies offers many potential gains for LICs. Commentators have long noted the role that remittances have played in the last decade or so in supporting both investments and consumption in the countries from which these migrants have come. More recently, there is an awareness that the potential development gains from migration may be even more significant. Successful migrants can not only be the source of remittance transfers but may also remain actively engaged in their original countries, investing in businesses, providing human capital expertise in the formation and management of such businesses, and fostering further migration, all in a relatively virtuous cycle. 

Thus, one facet of a revised development paradigm would be for LICs to recognize that their “welfare” has a transnational character. Specifically, the success of their migrants in their destination countries is of substantial value to the welfare of the citizens who remain in their origin country. This encompasses more than the provision of remittance transfers to family members who have not migrated (wives, children and other relatives). Rather, fostering an active and successful program of fostering migration, particularly if it facilitates what is now known as “circular migration,” can be a pivotal element of a successful development strategy for the 21st century LIC (see Swedish Presidency of the European Union (2009), Newland (2009), Mazzucato (2009), and Solomon and Cholewinski (2009).

Circular migration arises when one observes active engagement by migrants in their former home country, including movement to and from that country even while the migrant may be formally integrated into the legal environment of the destination country, including as a citizen. Migrants who can be productively employed and integrated in their destination countries not only can remit transfers for consumption but remain actively engaged in their original home countries in the form of direct investments, engagement in local businesses, encouragement of involvement in the global economy by family members, transfer of new knowledge and skills (including the fostering of the use of modern technologies), a source of financing for governments (i.e., as purchasers of Diaspora bonds), and potentially resettlers at the time of retirement. Such circular migrants can be key instruments of development.

Success for such a strategy necessarily has implications not only in narrow terms with respect to migration, but also for the thrust and focus of education and training policies, since the potential negative consequences of migration in terms of brain drain also need to be considered. In effect, education and health policies need to explicitly take account, not only of an LIC’s local needs for manpower but the potential sources of demand that may derive from recipient countries, both in the industrial West and the emerging markets of Asia.

From the perspective of an LIC, there are a number of policies that need to be put in place to actively exploit these opportunities. Elements of such policies are already observable in several low- and middle-income countries (notably, the Philippines, Ghana, Mauritius), but with these few exceptions, a far more comprehensive and directed strategy towards exploiting these potentialities is needed, both domestically and diplomatically with potential recipient countries. Such policies would include:

· active consideration of dimensions and characteristics of labor market needs in industrial and emerging market countries as their demand for particular types of skilled migrants emerges. These demands will emerge progressively, first, as the nature of the pressures from the retirements of the baby boom population develop in Europe, Japan, and the United States; then as demands develop for long-term care workers as the elderly themselves move into the over-age 80 group; and finally, as one observes increased numbers of elderly in a decade or so in emerging market countries. Even earlier, in the case of China and some of the higher income countries of South and Southeast Asia, the rapid aging of their working age populations might begin to create a scarcity of low-cost unskilled workers even before their populations become significantly aged.

· Development of education programs that are responsive to the potential needs for labor by these sources of demand:  this may entail policies to educate and train more workers than are needed of given job skills in the origin country as well as workers who are trained specifically to obtain jobs outside the origin country. 

· Efforts at facilitating migration to potential destination countries: there are numerous dimensions that need to be more actively considered--twinning with destination country labor search organizations as well private sources of demand; helping migrants to understand the nature of the labor markets of potential destination countries; helping them deal with the formal visa and legal requirements of such countries; facilitating dual citizenship for such migrants (at least from the perspective of the sending country); facilitating ease of mobility back and forth between the country of destination and the origin country; negotiation of mechanisms to facilitate the transfer of earned social entitlements in the destination county for migrants who choose to retire to their original home country.

· Active efforts to exploit relative differences in demand among potential recipient countries: LICs can seek to play off those countries that are welling to foster a more secure legal environment for residency of their migrants relative to those countries that offer fewer incentives. From a development perspective, those destination countries that are prepared to provide the more secure legal environment can better foster circular migration—e.g., in terms of the ease of moving back and forth without difficult visa requirements; the possibility of dual citizenship—should be the focus of origin country efforts at job placement and incentives.

· Promotion of links with Diaspora communities by consular offices of origin countries in destination countries: much greater effort could be made by origin countries to facilitate remittances through low-cost channels; encourage involvement with the home country in terms of potential investment opportunities; and to incentivize the purchase of “Diaspora bonds” floated by the origin country government.

2. Building stronger ties with the dynamic economies of Asia, particularly China and India, as well as of Brazil. Even before the current crisis, China to a significant extent, and India to a lesser, had begun to build economic ties with many LICs, particularly in Africa. The focus of these efforts has principally been to secure assured sources of natural resources. But given that these economies are likely to be will become the most dynamic sources of global growth, building more sophisticated relationships will become even more important. The possibilities are numerous, ranging from subcontracting relationships in manufacturing, agricultural supply, tourism opportunities, and as indicated above, migrant labor for construction or services. In many respects, this mirrors the relationship that has developed in the last several decades between the Gulf States and workers from South Asia.
 Exploiting these opportunities may be easier in relation to India, because of the language commonality with many Anglophone countries, but harder as India itself has a large low-income population and its own low-income states represent an obvious competitor in many of these areas. Efforts at greater links with China would require a more conscious effort in terms of human capital investments, particularly in Chinese language studies in the universities. A similar initiative would be warranted in strengthening ties with Brazil, another emerging market powerhouse.

This argument is not meant to imply that economic relationships with the industrial countries will diminish or become unimportant, but rather that the dynamics of growth will become more centered in the Asian region. In the same way as multinational corporations from the West moved to integrate Asian firms into their production processes, LICs in Africa and Latin America should intensify their efforts to promote similar efforts to attract the major corporations of emerging market countries.

3. Intensified efforts to capitalize on the potential availability of global capital sources seeking investment opportunities and the need to mobilize domestic sources of capital:  One further implication of the potential change in the global environment is the prospect that one might see more, rather than less, availability of global savings in search of opportunities for profitable investment. Equally, the increasingly difficult fiscal positions of the advanced industrial countries threatens to limit the magnitude of overseas development assistance available to LICs. The implications are several:

· Recognizing the multiple factors that influence foreign direct investment choices (i.e., availability of adequate infrastructure, depth and extent of local and neighboring markets), efforts at strengthened governance will be an important prerequisite for providing confidence to foreign investors exploring the potential of alternative countries for direct foreign investment. This is particularly important as more countries seek to mount large infrastructural investment programs with reliance on public private partnerships (PPPs). Having a clear policy framework for PPPs in place, and a capacity to manage PPPs will be essential if resources are to be obtained for infrastructural investments outside those sectors where they have been easily acquired (such as the telecommunications sector).

· Encouraging the multilateral development banks to develop new insurance products that can facilitate risk management among LICs in the context of heightened risks. There are a number of likely adverse potential developments where the capacity to manage risk at low cost remains thin in the private sector. These include natural disasters and drought conditions associated with climate change as well as the potential for continued future shocks in the financial sector similar to those that occurred in 2007-08. Some movement has occurred—one sees the development of catastrophe bonds and regional climate insurance funds. But efforts to broaden the range of insurable risks and the potential number of insured could broaden the size of the market.  The importance of such an initiative would allow LICs to lessen the extent to which they are reliant on industrial countries for emergency grants and loans in the context of natural disasters. This is particularly important given that the industrial countries might prove more constrained in their capacity to provide aid resources in the context of tight fiscal positions.

· Exploiting the domestic resource mobilization potential associated with the demographic transition—falling fertility and increasing life expectancy—will be particularly critical. The lesson of the emerging market and high income countries that have successfully developed since the mid-20th century is the importance of exploiting the period when the share of the working age population is high in the total population and the dependency burden is low. For countries where women are presently discriminated against in the labor force, the growth opportunities wasted by the underutilization of women will not easily be recaptured.

· Pursuit of sound macroeconomic policies was an essential element of the development policy paradigm even before the current crisis. The example of some emerging market economies that overcame past records of poor macroeconomic management and are now able to borrow internationally in domestic currencies suggests that access to international capital markets for sound investment opportunities is not beyond the scope of many LICs. The standard litany of sound fiscal and monetary policy remains a fundamental prerequisite for policy, particularly in light of the weakened public debt positions of many LICs forced to respond to the crisis with countercyclical measures. Countries that were cautious about getting too much exposure to exotic financial products, that were cautious about their pace of capital market liberalization, and that maintained a strong foreign exchange reserve position proved better able to weather the storm of the recent financial crisis. Accepting the need for greater flexibility in exchange rates is particularly important considering the strong possibility of a significant realignment of major currencies in the years ahead.

4. Intensified efforts at regional integration: the difference in starting points among LICs poses particular challenges in the context of the likelihood of a significant slowing of demand emanating from the industrial countries as a consequence of population aging. LICs in Asia, being already significantly integrated in trade and subcontracting relationships with the larger economies of Asia, particularly China, are likely to continue to benefit from these relationships as China and India emerge as important powerhouses of the global economy. Central American countries likewise are reasonably integrated with the US, Canada, and Mexico. In contrast, regions that are less well integrated, notably sub Saharan Africa, will be hard pressed to establish comparable trading relationships unless these countries are able to strengthen their governance and institutional frameworks and improve the quality of their relatively abundant human resource stock. The potential for enhanced diversification of sources of demand thus may be determined by whether African countries are able to mobilize sufficient resources and political will for regional integration projects. This would involve the construction and maintenance of transport networks that could facilitate low-cost commerce with many land-locked states. This would provide an enhanced incentive for foreign investments in industries that could exploit the larger domestic markets that would be associated with regional integration.

5. Particular challenges faced by primary commodity exporters: the recent decade has seen many primary commodity producers benefiting from the strong surge in growth from emerging market economies. In Sub Saharan Africa, a number have been able to mobilize resources for investment by enhanced direct foreign investment in the mining sector by EMEs, including by the future sale of mining income. The demand for raw materials extends beyond the minerals sector to include countries with forestry reserves, also a source of tension in the context of pressures to limit deforestation in relation to climate change mitigation. For many LICs, the issue is whether what might be seen as the traditional and appropriate “development policy paradigm” can be implemented, rather than ignored. 

Many primary commodity exporting LICs, rather than using such resources for investments and for a transition to the time when the resources are depleted, have rather used the income from the exploited assets for consumption (at best, or for corruption at worst). Given the continuing growth in the active labor force of these countries (given high fertility rates), the urgency of using the income earned from natural resources for investments in other sectors that can generate productive employment is particularly critical and in principle would require an active industrial policy. This challenge is particularly great for those LICs whose reserves of such minerals is limited, such that misuse results in the waste of a real patrimony which could have been converted to other forms of physical or human capital conducive to further growth. For those LICs with oil reserves, the likelihood of continued strong demand and rising real prices can be assumed to be great, given the likelihood of difficulties in securing an adequate regime for climate change mitigation. But the principal challenge they face is to ensure that the exploitation of the resources optimize the potential income that might be realized, given the potential price effects that might derive from the imposition of a form of carbon tax regime.
6. Climate change will require policy actions to begin the process of adaptation and foster mitigation. For the former, this would encompass new efforts to ensure that the agricultural sector will be able to address changes in the pattern of precipitation and temperature levels. For countries with major urban centers near the coast, or with large low-lying areas, sea level rise over the next several decades will wreak havoc in the absence of efforts to adapt now and preemptively limit the impact of these future changes. 

Some LICs may also be able to benefit from investments that can generate solar energy products or produce biofuels. For the latter, this would be particularly useful in areas of the Sahel that don’t compete with agricultural land, and for which some crops might be viable, e.g., Jatropha curcas, which requires little water but which can be a source for biodiesal fuel. Developing countries also should be emphasizing, in the context of the forthcoming Copenhagen negotiations, the desirability of industrial countries pursuing intensified investments in solar battery technologies that could be exploited in a LIC context and for the transfer of technology regimes without patents and licensing requirements. Low-carbon development will need to be mainstreamed into development policies and LICs and EMEs will need to underscore that their willingness to pursue mitigation efforts as part of a global coalition will require adequate funding from the industrial world. This would also include obtaiing funds for forest preservation. LICs will need to give intense thought to how to ensure that the channeling of any such funds is allocated for development and mitigation purposes but without adverse effects on the competitiveness of their economies (Edenhofer and Brunner, 2009).
Concluding Thoughts

There is much preoccupation in the financial pages with whether the recovery from the crisis will be V-shaped, or W-shaped, or elongated U-shaped. All of these questions rest on the premise of a return to the underlying structure of growth that preceded the crisis. This paper suggests that the crisis was a wake up call, highlighting both the many aspects of the previous structure of growth that were unsustainable and the many structural forces associated with demographic trends, climate change, and technological change that may shift the balance of economic relations in the global economy. This has important implications for LICs. The major forces influencing the global economy are exogenous to them, so their task is to devise strategies for maximizing growth in a highly uncertain world where the past is no longer necessarily a good source of guidance as to what policies to pursue. But the vulnerabilities exposed by the past, are very much in evidence, as is the cost of addressing them. And many of the forces that will influence the future economic policy environment have long been understood. The challenge for LICs is thus to adapt their policy strategies to the new realities that the crisis has revealed. The development paradigms of the last few years that presume a business as usual global policy environment must now be at least viewed under the optic of a significant degree of uncertainty if not skepticism. At a minimum, LICs need to be flexible in their policy structures, responsive to the changing center of gravity of the global economy, attuned to the changing demands that will arise from the aging of the advanced economies, and preemptive to the implications of a warming globe. 
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Box 1: Nine potential sources of vulnerability





The significant loss of wealth by many households in industrial countries


The loss of income associated with the current crisis


Incipient fiscal pressures associated with demographic and structural policy trends 


High fiscal deficits and public debt levels associated with the stimulus packages and financial sector restructuring efforts 


Uncertain sources of economic growth in the U.S


Continuing large global current account imbalances


The looming demographic pressures facing China 


The prospect of continued vulnerabilities in the financial sector 


The consequences of climate change.�
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� This would exclude middle income and emerging market economies such as China or India.


� Despite the pension policy reforms undertaken by a number of European countries over the last decade, pension outlays are still projected to rise steadily due to the increased size of the retiree population eligible for retirement benefits, indexation policies, and the likelihood of some adjustment in pension benefits in cases where their adequacy is in question relative to prevailing income levels (particularly in countries where indexation only reflects a change in price levels).


� Pressures for spending on medical care derive from various factors: the increased number of elderly (whose average per capita spending levels are significantly above those of the nonelderly), recognizing the uncertainty as to whether increased longevity is associated with increased years of good health or poor health; the so-called “Baumol” effect, arising from the cost-pressures associated with a sector that experiences productivity growth less than that in the economy as a whole; and the impact of the rapid technological change that characterizes the medical sector. 


� The Commission projects a significant increase in overall spending in long-term care over the next several decades, reflecting the dramatic increase in the number of very elderly, the higher incidence of sources of disability within this group, and their much higher prevalence rates for dementia.


� Note the financially precarious positions of the US Pension Benefit Guarantee Corporation and the Federal Deposit Insurance Corporation.


� It can be asked whether the increased accumulation of capital and external investments will prove sufficient to finance higher government deficits and welfare transfers to the elderly in the future or whether workers will be prepared to bear the higher taxes required to finance them. Ultimately, the higher consumption of the elderly must be financed at the expense of the nonelderly working population. If the latter is significantly smaller, the latter may not be willing to purchase the assets of the elderly without a significant discount. Even the sale of externally acquired assets may not be liquidated without the prospect of some capital losses.


� Some World Bank staff also constructed scenarios for 2020 (World Bank, 2006), though it did not represent an official perspective of the Bank and it was a one-off exercise.


� There are obvious limits to this. At some point, migrants may so successfully integrate within their destination countries that their links to their origin countries may weaken and diminish. But this may only prove significant over several generations.


� Reference is often made to the “paradox of permanency,” viz., that the more secure the resident rights of a migrant in his or her country of destination, the more likely they are to circulate and to be economically engaged with their home country!


� The recent recession also highlights the vulnerabilities of such a strategy, with the sharp downturn in demand in the Gulf States for the emigrant workers from Bangladesh, Sri Lanka and India.








