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Executive summary 

The credit crisis is more global than any period of financial turmoil experienced 
during the past 60 years. As a result, the majority of small open economies – even 
those with healthy banking systems – have been affected by the crisis far more acutely 
than they would have been in the past.   

The global crisis is directly impacting on small open economies through two separate 
transmission levels: trade and finance. As a result of the trade transmission channel, 
the economies most severely hurt by the current crisis are those most dependent on 
exports – particularly manufactured exports.   

The fall-off in exports would need to be compensated for either by a commensurate 
decline in imports or by external funding for the widening current account deficit. 
However, a small open economy engaged in an import-intensive infrastructure 
programme would have limited scope for the trade deficit to narrow.  

The second direct transmission mechanism is finance. Rising risk aversion is expected 
to result in a slump in net capital inflows to emerging markets this year. And, with 
governments in developed countries remaining hungry for capital as government debt 
issuance remains large, any recovery in capital flows to emerging markets is likely to 
be gradual. Direct investment inflows are also likely to decline.  

These trade and financial shocks are leading to stresses on the overall balance of 
payments of many small open economies, and are likely to threaten developing 
countries’ ability to service their external debt and avoid a debt default situation.  

Faced with declining tax receipts, governments will find their ability to spend limited 
by the cost and the availability of credit in both the international and local markets. As 
a result, most developing countries are constrained from taking fiscal expansion 
measures similar to those of developed countries. 

In addition to the direct impacts of the crisis on small open economies, the crisis is 
also affecting these economies in a number of indirect ways. The contamination of 
fear from the global crisis has meant that all countries, including those whose banks 
have no solvency issues, are facing sharply higher costs for available funding. 

The impact of the global crisis may be exacerbated within heavily interdependent 
regions. The IMF notes the growing dependence of sub-Saharan African export 
receipts from tourism and transport services, which tend to be pro-cyclical – 
heightening the region’s exposure to the global recession. 

Finally, deteriorating growth inevitably results in political pressure for protection from 
import competition to protect domestic employment.  The 1930s demonstrated that 
raising trade barriers merely compounds recessionary forces and risks pushing the 
global economy into a prolonged contraction. Despite repeated assurances from G20 
leaders that protectionist measures will be avoided, many countries have implemented 
measures to restrict trade. These measures, coupled with industry subsidies 
implemented in developed countries, could potentially hurt future exports for small 
open economies. 
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1. Introduction 

The current economic and financial crisis is more global than any period of financial 
turmoil experienced during the past 60 years. While the origins of the crisis are located 
in the banks of the USA, UK and Europe, understanding the full impact of the credit 
crunch requires a much broader analysis.   

Much of the analysis of historical banking crises focuses on the impact on the 
economy of the country where excess lending preceded economic calamity. In the 
past, such crises have remained largely localised – for example the emerging market 
crises of the late 1990s, or Sweden in 1991 and Japan in 1992. In contrast, the present 
crisis is far more globalised. Therefore, even though the majority of emerging markets 
– or small open economies – still have relatively healthy banking systems, they are 
feeling the effect of the global credit crisis far more acutely than they would have in 
the past. And it has been far more severe than initially anticipated.   

The advanced economies are suffering their worst downturn since World War II. The 
accompanying increase in risk aversion has prompted investors to shift away from 
risky assets in both developed and emerging economies. In the developed world, 
investors have withdrawn their funds from the listed equities of financial companies 
and durable consumer goods producers (notably motor vehicle manufacturers), 
corporate debt and, in the wake of the collapse of Lehman Brothers, even money 
market funds that invest in short-term corporate credit.   

Money has simultaneously flowed out of countries with higher perceived risk. One of 
the first countries to be impacted upon was Iceland. After years of deposits flowing 
into its banking system, the rise in risk aversion saw foreign depositors attempting to 
withdraw their capital. As the Icelandic banks had lent most of their money to 
borrowers who bought assets abroad, they were unable to cope with the bank run.   

Since then a number of countries have been forced to turn to the International 
Monetary Fund (IMF) for assistance. These include Ukraine, Hungary, Turkey, Sri 
Lanka and Serbia. Fortunately, most of the large emerging markets have vastly 
improved their sovereign debt loads over the last decade. Therefore none of the large 
emerging nations – including Brazil, Russia, India and South Africa – have required 
external help so far.  

However, the interconnectedness of the global system means that small open 
economies with healthy balance sheets – like South Korea, South Africa and Mexico – 
may be affected by the global crisis in other ways.   

The direct risks to small open economies include:   

� slowing exports as both prices and volumes fall; 

� expanding current account deficits; 
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� greater difficulty in financing the current account deficit, as growing risk aversion 
reduces capital inflows; 

� lower growth and increasing job losses;   

� growing fiscal deficit as growth slows; 

� tighter credit conditions, making it difficult for governments to roll over external 
debt and finance the budget deficit; 

� companies and banks having difficulty accessing international credit markets.   

However, crises often have second-round effects that impact on small open 
economies in unexpected ways. Some of the indirect risks include:   

� transmission of the credit crisis to local market, causing a credit crunch despite 
relatively healthy balance sheets at local banks; 

� withdrawal of funds from the banking system as parent banks withdraw funds 
from local subsidiaries; 

� marked deterioration in neighbouring countries’ finances, where fiscal 
dependence on commodities or exports is high; 

� a sharp rise in public debt as government seeks to mitigate the effect of the credit 
crisis, potentially hampering planned infrastructure investment programmes;   

� a slump in stock markets, leading to underfunded pension funds in both the 
private and public sectors;  

� protectionist politics. 

2. Direct risks 

The current financial and economic crisis is impacting on small open economies 
through two separate transmission channels: trade and finance. The first transmission 
channel is trade.  

2.1. Trade: slowing exports as both prices and volumes fall 

Initial hopes that a decoupling of the Anglo-Saxon and emerging market economies 
would allow emerging markets, notably China, to provide an alternative engine of 
world growth quickly faded as the full impact of the Anglo-Saxon downturn on global 
trade – and hence on export-orientated emerging markets – became increasingly 
evident.  

The immediate impact of the crisis was a sharp fall-off in consumption in developed 
markets. The dramatic plunge in US retail sales is shown in the graph in Figure 1. 
With demand collapsing, production in developed economies ground to a halt. Of 
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course, banks’ reluctance to provide working capital to companies exacerbated the 
problem.   

Figure 1 – US retail sales (% year-on-year) 
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Source: US Census Bureau, Macquarie Research, March 2009 

Figure 2 – Collapse in global exports and industrial production,  
1997–2008 

 

Source: John Mauldin, February 2009 

The unexpectedly rapid collapse in consumption in the developed world caused global 
demand for emerging market exports to evaporate – prompting exporters in 
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developing countries to slash production and cut jobs. Alarmed by spiralling 
unemployment, consumers in emerging economies have cut back too. 

The combined impact of reduced consumer demand in the Anglo-Saxon economies, 
coupled with the reduction in imported inputs for producers and a weakening in 
consumer demand in emerging economies, has resulted in a collapse in global 
industrial production and world trade (see Figure 2). This is the worst performance of 
both global exports and industrial production in the post-war period.  

Therefore it is not surprising that export volumes have also contracted sharply in 
countries across the world. However, commodity exporters like Brazil and South 
Africa have not seen as large an impact on volumes as has East Asia. This is because 
the bulk of the adjustment is taking place in the price of the commodities that are 
exported. The charts in Figure 3 show that there has been a sudden and very dramatic 
collapse in a range of commodity prices. In the case of South Africa, platinum prices 
– despite the recent recovery – are currently at half their peak level. The only 
commodity to hold up strongly is gold.   

Figure 3 – Spot commodity prices, 2002–2009 

 

Source: Bloomberg 

The consensus forecast is for global growth to bottom out in the third quarter of 2009 
and improve into 2010. Thus far, emerging economies with healthy domestic demand 
have fared far better than the export-orientated economies. A year ago, the consensus 
view was that countries with large current account deficits would be most vulnerable 
to any global slowdown as investors might refuse to fund them, leading to a collapse 
in lending, asset values and growth. In fact, those economies that have been most 
severely hurt by the global recession are not those that are most indebted, but rather 
those economies which were most dependent on exports – particularly manufactured 
exports.   
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While current account deficits are potentially a problem, particularly if a country’s 
debt is denominated in another currency, recent experience suggests that it is the 
proportion of exports to GDP and the composition of exports that provide a better 
guide to a country’s vulnerability, rather than whether the trade balance is in surplus 
or deficit. Therefore export-dependent countries, ranging from Germany and Japan to 
Taiwan and South Korea, have suffered most in the current crisis.   

Given the severity of the downturn, the general expectation is that the recovery will 
be quite sharp. In fact, though there is much talk about the recovery being “U-” or 
“L-” shaped, consensus forecasts a “V-”shaped growth path.  

Looking at US GDP growth over the last 150 years, there has not been any period 
where the recovery was “U-” or “L-”shaped. However, there are several instances 
where the recovery was “W-”shaped. To our mind, that is the greatest risk at this 
stage.   

Part of the reason for the dramatic decline in activity has been the very rapid 
destocking that has taken place. For example, most motor manufacturers have been 
producing fewer units than they have been selling. As a result, when demand does 
start to improve, there will be a marked uptick in production. There is a risk that such 
relief proves temporary, as the second-round effects of tumbling profits and rising 
unemployment squeeze investment and consumer spending. This would result in a 
“W-”shaped recovery.  
 
However, current forecasts remain focused on a “V-”shaped recovery – as shown in 
the charts in Figure 4 – with the run-down in inventories supporting a rebound in 
activity from late 2009 onwards.   

Therefore by the end of 2010, commodity demand is expected to have recovered.  
Growth in China and India is expected to remain relatively robust throughout this 
period. As a result, commodity prices are expected to start rebounding quite strongly 
as we move into 2011. This provides a medium-term positive outlook for a small, 
open commodity exporter like South Africa.   

The main risk is that one or both of these events do not materialise and commodity 
demand remains weak for the next five to seven years. This would require a significant 
adjustment on the part of commodity exporters.   
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Figure 4 – GDP forecasts for developed world, China and India  
(% year-on-year) 

 

Source: Consensus Economics, Macquarie Research, March 2009  

2.2. Trade: current account deficits widen 

The fall-off in exports would need to be compensated for in one of two ways: 1) by a 
commensurate decline in other imports; or 2) by external funding for the widening 
current account deficit. The latter is almost impossible to obtain in the current 
environment – as we will discuss later.  

The downturn in both consumer spending and fixed investment spending evident in 
emerging markets, as a result of the current global turmoil, suggests that declining 
imports will at least partially offset the slump in export earnings. If, however, a small 
open economy is embarking on an import-intensive infrastructure programme, the 
scope for the trade deficit to narrow would be limited. This will pose a challenge since 
the financial crisis will make it increasingly difficult to source external funding to 
finance the resultant current account deficit. 

Further fuelling the widening deficit will be the likely slump in earnings from services. 
A small open economy dependent on earnings from the local tourism sector will be 
particularly vulnerable to the current global recession. For example, it is anticipated 
that tourist arrivals in the Caribbean will slump by a third this season. 

Fortunately, other components of the current account are also likely to decline in the 
current environment. Contrary to the widespread belief that the much quoted current 
account number is mainly a function of the trade balance, in South Africa the deficit 
on the services account currently makes up over 60% of the total current account 
deficit, with the balance accounted for by the trade deficit. The main reason for the 
income deficit is dividend outflows. These payments to foreign shareholders are 
expected to decline, due to a fall-off in corporate earnings during the global economic 



centre for poverty employment and growth 

HSRC 

12 

slump. This is particularly relevant for resource companies, whose foreign ownership 
tends to be greater than that of industrial and commercial companies. 

Reduced interest payments to foreign bondholders and short-term foreign deposits in 
rands are also likely to contribute to a narrowing of the services deficit. Finally, the 
deficit should also benefit from reduced shipping and transport costs associated with 
the decline in oil prices.  

The resultant narrowing of the current account deficit reduces dependence on foreign 
capital inflows. Despite these favourable dynamics, several prominent small open 
economies will still be left with current account deficits in 2009. Their ability to 
finance these will depend on international capital markets.  

This brings us to the second transmission mechanism – finance.   

2.3. Finance: rising risk aversion leads to lower capital 
inflows 

The second transmission channel is through finance. Just two years ago, the search for 
yield by investors in developed countries resulted in nearly a trillion US dollars 
flowing into emerging markets around the world. However, the global financial crisis 
has triggered a slump in demand for riskier assets, as countries repatriate their capital 
to finance their domestic financial stimulus packages and as banks and investors 
withdraw their funds to shore up balance sheets and reduce borrowings. Investors 
around the globe, faced with the major slump in equity markets, are withdrawing from 
emerging markets and seeking the safety of the US Treasury market. Net capital 
inflows are forecast to decline from US$929 billion in 2007 to just US$165 billion in 
2009, according to the International Institute of Finance (see Figure 5). As a result, 
companies in developing countries are likely to find it difficult to roll the many 
hundreds of billions of dollar of foreign loans due this year. 

Into 2010, capital flows will be driven by two conflicting factors. On the one hand, 
growth dynamics in developing markets are likely to be more positive – with 
reasonable domestic demand being supplemented by a gradual export recovery. On 
the other hand, governments in developed markets will remain hungry for capital as 
government debt issuance is likely to remain large. Therefore, while we expect a 
recovery in capital flows to emerging markets in 2010, the pick-up will be far more 
gradual than was the decline. 

But it will not just be portfolio flows that will be impacted on in the current 
environment. Direct investment inflows are also likely to decline, as potential 
investors experience difficulties in gaining access to credit and a downturn in 
economic activity. If the past record is a guide, aid flows are also likely to be seriously 
affected in the near future. Aid has been found to be pro-cyclical with both donor and 
recipient incomes.  
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Figure 5 – Net private equity flows to emerging markets (US$ billions), 
2003–2009 
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Source: International Institute of Finance  

Workers’ remittances are also likely to slow, because the majority originate in 
advanced economies where the economic slowdown is most pronounced. 
Furthermore, immigrants are often the first to lose their jobs during downturns. 
Finally, trade financing has also been affected by rising risk aversion, and is choking 
trade flows; a shortfall of US$25 billion in trade financing was reported at a recent 
World Trade Organisation (WTO) meeting. 

These trade and financial shocks are leading to stresses on the overall balance of 
payments of many small open economies – with a fall in foreign reserves, and a 
depreciation of the local currency in some countries. Together these factors are likely 
to threaten developing countries’ ability to service their external debt and avoid a debt 
default situation. Ten countries have already been forced to approach the IMF for 
emergency loans and many other countries are likely to be lining up in the near future. 

While much of the focus in recent months has been on the current account deficit, it 
is also important to take into account short-term foreign exchange debt coming due.   

As well as financing a current account shortfall, a country has to repay or roll over 
existing debts. If external finance is not available, or is prohibitively expensive, this 
would require a country to run down its reserves. By estimating the external-financing 
needs (defined as the sum of the current account balance and the stock of short-term 
debt) over the next 12 months, it is possible to assess the absolute risk of a developing 
country to the current financial crisis. Table 1, showing short-term financing 
requirements for selected countries, is compiled using forecasts from Credit Suisse.   

Analysts at UBS have calculated the gap between the combined current account and 
short-term external debt levels and the stock of foreign exchange reserves for 45 
countries. It appears that only 16 of them have a financing “gap”, while the balance 
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has enough reserves to cover a year’s worth of payments, even if there are no new 
capital inflows. Virtually all of these 16 countries are in central and eastern Europe.   

Table 1 – Short-term financing requirements 

 Current account 
balance/GDP 

Net short-term 
external debt/GDP 

Total financing 
requirement over 
the next 12 months 

Hungary –4 –14 –18 

Poland –5 1 –4 

South Africa –7 –5 –12 

South Korea 1 –20 –19 

Chile –4 –3 –7 

Turkey –4 –4 –8 

Russia –4 –40 –44 

Brazil –2 –13 –15 

Colombia –4 –9 –13 

India –4 –19 –23 

Thailand –1 –29 –30 

Mexico –2 –10 –12 

Indonesia 1 –4 –3 

Malaysia 8 –40 –32 

Philippines 3 –18 –15 

China 7 –32 –25 

Source: Credit Suisse 2009 

All of the above factors are causing stress on the real sectors of small open 
economies, with declines in GDP and industrial output, a reversal in poverty 
eradication and a slowdown in social development, as governments face reduced 
revenues and budgetary stress. As a result, most developing countries are constrained 
from taking fiscal expansion measures similar to those of developed countries. 

2.4. Lower growth and increasing job losses 

The impact of the crisis on the growth of a small open economy will initially be felt in 
the export-orientated sectors – from reductions in both export volumes and export 
prices – as demand from the developed economies collapses. The slump in 
commodity prices will further exacerbate the impact for resource-based economies. 
The crisis thus represents a substantial headwind for the export-orientated and 
resource-based sectors of developing economies. 

Falling export demand will quickly lead to a pull-back in investment plans. This trend 
will be compounded by the rising cost of credit as well as increased difficulty in 
obtaining it. As a result, investment plans around the globe are being delayed or 
cancelled. This means that private fixed investment spending is also likely to be 
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dampened as a result of the crisis. The longer the crisis persists, the harder-hit fixed 
investment spending is likely to be. 

Using South Africa as an example, we conducted a brief survey across Macquarie 
South Africa’s research team in July 2008 to gauge expectations for capital 
expenditure across sectors. This survey was then updated in late January 2009, and the 
results are presented in Table 2. Capital expenditure expectations had unravelled in 
just six months. While most commodity sectors had planned to expand capital 
expenditure in July 2008, all of these had been scaled back by January 2009. With the 
exception of telecommunications, every other sector is now anticipated to scale down 
capital expenditure plans over the next six months.  

Table 2 – Expectations for capital expenditure across sectors, 2008–2009 

 August 2008 January 2009 

 Have your 
capital 
expenditure 
plans increased 
or decreased in 
the past year? 

Do you think 
capital 
expenditure will 
be scaled up or 
down in the next 
6 months? 

Have your 
capital 
expenditure 
plans been 
increased or 
decreased in the 
past year? 

Do you think 
capital 
expenditure will 
be scaled up or 
down in the next 
6 months? 

Food UP UP UP DOWN 

Telecoms UP UP UP UP 

Construction UP UP DOWN DOWN 

Oil UP UP UP DOWN 

General mining UP UP DOWN DOWN 

Steel UP UP DOWN DOWN 

Platinum UP UP DOWN DOWN 

Gold DOWN UP DOWN DOWN 

Specialised 
finance 

DOWN DOWN DOWN DOWN 

Banks DOWN DOWN DOWN DOWN 

Retail DOWN DOWN DOWN DOWN 

Motor DOWN DOWN DOWN DOWN 

Property DOWN DOWN DOWN DOWN 

Paper DOWN DOWN DOWN DOWN 

Source: Macquarie Research, February 2009 

More interestingly, several domestic sectors were also far more bearish – these 
included food producers and construction. It is thus clear that the crisis has also 
impacted on the domestic components of growth.  

While few developing economies were as reliant on consumer spending as the Anglo-
Saxon economies, the heightened risk of unemployment, the negative wealth effects 
of lower house prices and stock markets, and the growing risk aversion of local banks 
all suggest that consumer spending will be dampened for some time – particularly as 
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consumers begin saving a larger portion of their income to compensate for the loss of 
wealth in housing and equities. The extent to which consumers are indebted – and 
have reduced their savings – will impact on the speed with which consumer spending 
recovers once the crisis has run its course. 

The downturn is likely to impact on middle- and upper-income earners first, given 
their sensitivity to the wealth effect of declining house prices and stock markets and 
access to credit. Lower-income earners are likely to be impacted on with a lag, as first 
job losses and then lower wages erode their spending power – the latter as company 
profits come under pressure as the downturn intensifies. 

Job losses are likely to start in export-orientated sectors – such as mining and 
manufacturing - but as the downturn gathers momentum in other sectors of the 
economy, so too job losses are likely to be experienced in financial and consumer-
spending related sectors. 

Table 3 – Forecast for job losses in South Africa, 2009 
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Total number of employees per sector (1 000s) 

2006 1 088 398 1 737 119 1 024 3 055 611 1 309 2 319 11 660 
2007 1 041 432 1 757 98 1 054 2 935 696 1 482 2 560 12 055 
2008 F 920 365 1 780 98 1 060 2 905 770 1 578 2 600 12 076 
2009 F 910 345 1 710 103 1 075 2 850 760 1 421 2 650 11 824 

Net additions to employment per sector (1 000s) 
2006 163 (13) 31 19 89 31 (5) 13 127 455 

2007 –47 34 20 –21 30 –120 85 173 241 395 
2008 F –121 –67 23 0 6 –30 74 96 40 21 
2009 F –10 –35 –100 5 15 –55 –10 –157 50 –267 

Growth in employment per sector (% year-on-year) 
2006 17.6 (3.2) 1.8 19.0 9.5 1.0 (0.8) 1.0 5.8 4.1 
2007 –4.3 8.5 1.2 –17.6 2.9 –3.9 13.9 13.2 10.4 3.4 
2008 F –11.6 –15.5 1.3 0.0 0.6 –1.0 10.6 6.5 1.6 0.2 
2009 F –1.1 –9.6 –3.9 5.1 1.4 –1.9 –1.3 –9.9 1.9 –2.2 

Source: Macquarie Research, February 2009 

Table 3 summarises Macquarie’s forecasts for job losses in 2009 in South Africa. It is 
estimated that almost 270 000 jobs will be lost, concentrated in the mining, 
manufacturing, retail and financial services sectors. While losses in the first two 
sectors will affect mainly lower-income workers, the losses in the last two include 
many middle-income workers.   
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Thus around the world, governments are likely to provide one of the few sources of 
employment growth, consumption spending and fixed investment in the short term as 
the other sectors adjust in the aftermath of the crisis. However, faced with declining 
tax receipts, governments will find their ability to spend limited by the cost and the 
availability of credit in both the international and local markets.  

2.5. Growing fiscal deficit as growth slows 

As economic activity slows, first in the export-orientated sectors and then in the 
domestic sectors, so government receipts will falter. Table 4 depicts the IMF’s 
estimates for the relationship between commodity price changes and fiscal revenue 
during 2008 and 2009. South Africa looks relatively insulated, while Russia and Brazil 
are far more exposed.   

Table 4 – Loss of fiscal revenue due to commodity price movements  
(% GDP), 2008–2009 

 

Source: IMF 2009 

As government revenues slow due to weaker or contracting growth, so the pressure 
on government to introduce a fiscal stimulus package is likely to increase. The extent 
to which the resultant deterioration in the fiscal deficit is a problem depends largely 
on the health of the fiscus prior to the crisis. Where the deterioration is seen as a 
direct, and temporary, result of the current global crisis, investors are unlikely to be 
perturbed. Nonetheless, it is likely to be increasingly difficult for developing 
economies to raise funds for their stimulus programmes on international markets as 
they are crowded out by the soaring borrowings of the Anglo-Saxon economies, 
where budget deficits are forecast to rise to over 7% of GDP in both 2009 and 2010, 
as Table 5 shows.   

 

 

 

 



centre for poverty employment and growth 

HSRC 

18 

Table 5 – Budget deficit (% of GDP), 2006–2014 

 

Source: IMF 2009 

The anticipated deterioration in governments’ fiscal deficits, and the resultant increase 
in borrowing required – at a time of increasingly scarce, and expensive, finance – 
suggest that some of the planned investment spending by governments will be 
shelved, delayed or revised. In addition, increased dependence on financial markets 
will limit the scope for increased social spending by small open economies. If the 
widening deficits are seen as unsustainable, countries will be unable to borrow at 
reasonable rates.   

2.6. Rising risk aversion leads to tighter credit conditions 

As the level of uncertainty in the global economy has risen, so the willingness of 
investors to take risks has declined. As a result, the risk premium demanded for a 
range of assets has increased sharply. This includes loans to auto manufacturers, 
emerging markets and commodity producers.   

The graph in Figure 6 depicts South Africa’s credit default spread. This indicates the 
cost of insuring South African government foreign currency debt.  It clearly shows the 
sharp spike in the risk premium in recent months.  

This same trend has affected the debt of most small open economies – making it 
more expensive for governments to borrow in the credit markets. 
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Figure 6 – South Africa’s credit default swap spread, 2007–2009 

 

Source: Bloomberg, 2009 

2.7. Companies (and banks) have difficulty accessing 
international credit markets 

In addition to government financing requirements, often a country’s banks and 
corporates have to finance offshore debt. Thus a useful measure of financing risk is 
net foreign assets (or liabilities) of a banking system to reserves. A positive number 
implies that a country’s banking system has lent more abroad than it has borrowed 
from abroad. The Czech Republic, China, South Africa and Mexico all fall into this 
category. In contrast, a negative number means that a country’s banks have borrowed 
more abroad than they are owed. The most worrisome countries on this measure are 
Hungary, Poland and South Korea. Details are provided in Table 5.   
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Table 5 – Foreign assets and liabilities for national banking systems,  
2009 forecasts 

 

Foreign 
assets of 
banking 
system 

Foreign 
liabilities 
of 
banking 
system 

Net 
foreign 
assets of 
banking 
system 

Forex 
reserves 
ex gold 

Net foreign 
banking 
assets/reserves 

Czech Rep. 38.5 18.5 19.9 36.6 54.4% 
Egypt 21.7 5.9 15.8 32.5 48.6% 
South Africa 50.3 37.0 13.3 30.6 43.3% 
Phillippines 18.5 10.0 8.5 33.2 25.6% 
Mexico 25.5 8.2 17.3 90.2 19.1% 
Taiwan 97.6 52.4 45.2 294.2 15.4% 
China 304.3 87.2 217.2 1946.0 11.2% 
Thailand 13.8 8.6 5.2 108.2 4.8% 
Chile 10.1 9.2 0.9 23.4 3.7% 
Israel 24.4 23.2 1.2 41.9 2.9% 
India 12.5 12.2 0.3 49.6 0.7% 
India 1.4 0.4 1.0 239.7 0.4% 
Brazil 41.8 76.9 –35.1 223.1 –15.7% 
Russia 83.2 162.5 –79.3 371.4 –21.4% 
Turkey 50.1 66.4 –16.3 70.4 –23.1% 
Korea 71.5 129.2 –57.7 201.1 –28.7% 
Poland 30.0 60.1 –30.1 59.3 –50.8% 
Hungary 18.4 35.8 –17.4 31.5 –55.3% 

Source: Economist Intelligence Unit, Macquarie Research, March 2009 

3. Indirect risks 

3.1. Transmission of the credit crisis to the local market 

Many countries believed that if their banks did not have the solvency issues of the 
British or US banks, then there would be little impact on their credit markets. In many 
ways South Africa falls into this category. However, with house prices under pressure, 
banks in many countries are opting to reduce lending. Add in the contamination of 
fear from the global crisis, and corporates all over the world are having trouble 
accessing credit. 

In emerging markets, credit conditions have not tightened to the point where 
companies cannot access working capital. There has not yet been a sharp contraction 
in net lending as has happened in Europe or the USA. However, the cost of the 
available funding has increased sharply.   
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The key question is whether banks in small open economies will start lending in the 
second half of 2009. Right now, loan growth is very sluggish. In South Africa, asset-
backed credit growth was zero in January 2009 (see Figure 7). Though it recovered in 
February, given the rhetoric coming from the banks we expect any pick-up to be very 
slow. The big four banks in South Africa have been at pains to warn that they are 
increasingly cautious of lending because of deteriorating credit quality.   

Figure 7 – South African asset-backed lending (% month-on-month), 
1991–2009 

 

Source: South African Reserve Bank & Macquarie Research, April 2009 

China and India are the clear exceptions. In both these countries, credit growth is 
accelerating despite slumps in industrial production. Strong government involvement 
is the main cause of this.   

As global conditions stabilise, we expect healthy banks to begin lending again. 
However if they do not, and continue to aggressively ration credit, 2009 growth 
forecasts across the world will be lowered yet again. 

3.2. Withdrawal of funds from the banking system  

As the financial system has globalised, foreign banks are often involved in a range of 
jurisdictions. When these banks are not deposit takers, they often receive funds from 
the parent banks. The risk is that as the holding companies come under pressure, they 
will withdraw their capital from their local subsidiaries. This puts both the local 
banking system and the balance of payments under pressure.  

According to the IMF, risks of contagion from distressed foreign parent banks to 
local subsidiaries within sub-Saharan Africa could be associated with parent banks 1) 
withdrawing capital from African subsidiaries; 2) calling in loans to their African 
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subsidiaries; 3) no longer investing local profits in local subsidiaries; or 4) taking a 
combination of these measures. 

3.3. Sharp deterioration in neighbouring countries’ 
economies 

The impact of the global crisis may be exacerbated within heavily interdependent 
regions. In particular, the IMF notes the growing dependence of sub-Saharan African 
countries and other small open economies on export receipts from tourism and 
transport services, which tend to be pro-cyclical – heightening the region’s exposure 
to the global recession. 

Given that South Africa is the dominant economic player within the sub-Saharan 
region, any negative impact from the global crisis is likely to be inflicted by South 
Africa on its neighbours, rather than the reverse. While neighbouring countries are 
becoming increasingly important as destinations for the export of South African 
goods and services, the total proportion of exports these countries consume is still 
relatively small.  

The one potential negative factor for South Africa is a possible influx of economic 
immigrants, as job prospects in neighbouring commodity-dependent economies stall. 

3.4. Sharp rise in public debt as government seeks to 
mitigate the effect of the crisis 

While the need for increased government spending is widely understood, there is 
reluctance in certain quarters to be overly aggressive. This has been most clearly 
voiced by German Chancellor Angela Merkel.   

A recent paper by Carmen Reinhart and Kenneth Rogoff noted that while 
government debt “explodes” during a financial crisis, the main causes are the 
“inevitable collapse in tax revenues and the often ambitious countercyclical fiscal 
policies aimed at mitigating the downturn” (Reinhart & Rogoff 2008). The real value 
of government debt tends to rise by an average of 86%, as Figure 8 shows. In this 
regard it is important to keep in mind that the cases shown in Figure 8 refer to 
isolated incidents of banking crisis, whereas the current crisis is unusually global in 
nature – which means that numerous governments around the globe will be raising 
their public debt simultaneously. This will have implications for both the availability 
and the cost of public debt. 

The adjustment required to rein in this debt level often tends to trigger a subsequent 
recession. Jean-Pierre Dumas, an economic consultant to the IMF, recently noted:  
“In short, I fear that additional economic growth today will be achieved at the cost of 
long-term stagnation.”  
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Figure 8 – Cumulative increase in real public debt in the three years 
following a banking crisis 

 

Source: Reinhart & Rogoff 2008 

A recent IMF paper on the state of public finances, edited by Carlo Cottarelli, 
highlighted the argument that “market confidence in governments’ solvency is a key 
source of stability and a pre-condition for economic recovery” (Cottarelli 2009). The 
paper went on to recommend four necessary components of any stimulus package: 1) 
it should not be permanent; 2) there should be a clear commitment to medium-term 
fiscal corrections once conditions improve; 3) structural reforms need to be 
implemented simultaneously; and 4) demographic issues affecting health and pensions 
need to be addressed.   

As simple and sensible as components one and two appear to be, they are deceptively 
difficult to achieve. Milton Friedman once noted that “there is nothing so permanent 
as a temporary government programme”. The last component is necessary, as sharp 
stock market declines often lead to underfunded pensions in both the private and 
public sectors.     

3.5. Slump in stock markets leads to underfunded pension 
funds in both private and public sectors 

The concept of underfunded pensions only has meaning for defined benefit schemes. 
In South Africa the vast majority of private sector schemes are of the defined 
contribution type.   

In a defined benefit scheme, members are promised minimum benefits based on a 
proportion of their final salary and years of service. The difference between the 
present value of the promised pension payments and the current value of the assets in 
the fund is the funding gap. Therefore a plunge in the value of fund assets, as equity 
markets have fallen, creates a large shortfall in defined benefit schemes.  
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Fortunately, the South African government’s employee pension fund (GEPF) has a 
significant investment in bonds.  This has provided some protection against the fall in 
equity markets. As a result, the GEPF was still able to provide a 9% increase in 
benefit payments applicable from 1 April 2009. Though this was below the average 
inflation rate for the previous 12 months of 10.5%, it was still better than many 
private sector schemes were able to afford.   

Funds with much higher equity weightings would have experienced a significant 
decline in asset values. The subsequent funding gap will eventually need to be filled by 
cash infusions from the government – unless stock markets recover dramatically in 
the coming years. Therefore resources that would otherwise have been used for 
poverty alleviation or infrastructure spending will be diverted into filling the public 
sector pension shortfall.   

Turning to the private sector, the prevalence of defined contribution funds means that 
the risk has effectively passed from the employer to the employee. Therefore when 
equity markets – and thus fund values – plunge, employees receive lower pension 
payouts. There is no risk borne by the employer. This means that there is no impact 
on company finances or investment plans. However, pensioners end up much poorer.   

3.6. Protectionist policies 

Deteriorating growth inevitably results in political pressure for protection from import 
competition to protect domestic employment. The 1930s clearly demonstrated that 
raising trade barriers merely compounds recessionary forces, and risks pushing the 
global economy into a prolonged contraction.   

Encouragingly, G20 leaders have twice reiterated their commitment to avoiding 
protectionist measures. Unfortunately, since the beginning of the financial crisis, many 
countries, including 17 of the G20, have implemented 78 measures to restrict trade. 
Of these, 47 have been implemented since October 2008, as shown in Figure 9.   

In South Africa’s case, this means that some of the past benefits from agreements 
such as the African Growth and Opportunity Act (AGOA) accords may fall away, 
potentially hurting future exports.   

In addition, subsidies to domestic industries by governments in developed countries 
are hugely distortionary. For example, developed countries’ agricultural subsidies used 
to be the main distortion in world trade, but these are now accompanied by huge 
subsidies to financial institutions and emerging subsidies to manufacturing (such as 
the auto industry). Developing countries lack the funds to match these subsidies, and 
should be allowed to take measures to prevent subsidised service providers like banks 
and subsidised goods from overwhelming their domestic markets. 

 

Figure 9 – Protectionist measures taken (N), Oct. 2008–Feb. 2009 
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Source: World Bank, 2009 

Moreover, many of the fiscal stimulus plans require recipients to “buy local”.  New 
forms of trade protection that affect developing countries should not be introduced. 
The fiscal stimulus programmes should not exclude goods and services from 
developing countries, as has happened with the Buy American clause in the recent US 
stimulus package. Developed countries are mainly exempt from the clause due to their 
commitment to the WTO plurilateral procurement agreement, from which most 
developing countries are excluded. 

4. Conclusion 

The global credit crisis has resulted in a sharp decline in both global demand and 
production.  Consequently exports have plunged in countries across the globe. As a 
result, developing countries with domestic demand are faring better than those with 
high export dependency.   
 
Going forward, the outlook remains very cloudy. The fundamental problem is the 
over-leveraging amongst consumers, banks and some corporates in the USA, UK and, 
to a more limited extent, Europe. In order for the world economy to recover fully, 
these balance sheets need to reduce their debt levels. That will be a prolonged process.   
 
As part of this process, domestic demand needs to grow in countries such as China, 
Japan and Germany. Unfortunately any significant pick-up in demand in the latter two 
countries looks unlikely. Aging populations have contributed to increased savings and 
stagnant spending.   
 
Fortunately China looks as though it has the tools to stimulate domestic demand –in 
terms of both investment and consumption. There have been a number of signs that 
private investment in China is picking up nicely. If these trends continue, this bodes 
well for commodity producers around the globe.   
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Unfortunately, the recovery process for other exporting countries will be more 
prolonged. And with protectionism rising, the threats to the trade in manufactured 
goods and services are rising as well.   
 
For too long, the world was dependent on the USA as the final source of demand. 
And while the US economy may begin to recover nicely in the coming months, as the 
dramatic plunge in inventories since October 2008 results in a pick-up in production, 
the underlying imbalances will take far longer to resolve.   
 
In such an environment, global risk aversion is likely to remain elevated for some time 
to come. As a result, a small open economy with a current account deficit to finance 
needs to ensure that international markets retain confidence in local economic policy. 
Any mistrust in local policy – or fears of populist moves – would quickly be punished 
with a swift withdrawal of capital.   
 
This would weaken the currency and become a significant obstacle to any import-
intensive infrastructure programme. In fact, if the pressure became acute, it could put 
a stop to a government’s infrastructure programme. Therefore it is absolutely vital 
that any stimulus package does not damage long-term fiscal sustainability.   
 
Any small open economy will not be given the leeway to run budget deficits as large 
as those that the USA and the UK have recently announced.   
 
It is perfectly understandable that small open economies will try to prop up demand 
by running more expansionary budgets.  However this requires funding from either 
local or foreign investors. A large economy like the USA or even the UK can indulge 
in money printing – otherwise known as quantitative easing – where the central bank 
prints money to buy government bonds. Unfortunately, small open economies will 
not be given the same leeway. Such moves are likely to result in an upward move in 
local bond yields, due to inflation concerns and a marked weakening of the currency.   
 
If the budget deficit grows too large, and public borrowing rises too quickly, this will 
also hurt a country’s potential growth. Higher debt levels mean that a greater share of 
government expenditure will be diverted towards funding the debt service costs. This 
means that spending on health care, education and even infrastructure will ultimately 
have to be curtailed to repay the debt.   
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