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Thanks all very much for coming today.  I’m going to speak about the prospects for the 
emerging markets or as we like to call the big emerging markets, the Trillion Dollar Club 
countries, in the context of what is going on in the United States and worldwide, in the 
context of the ongoing financial crisis. 

 
Turning quickly to Mike Mussas central scenario, emerging-market growth comes 

down from 7.4–6.4 percent to about 6 percent and while this reduction is not 
insignificant, thus far, the impact on major emerging markets including China, India, 
Brazil, and Russia are, on his estimate, relatively modest. I think this is a result of some 
combination of limited financial contagion so far and a greater ability to contain financial 
contagion because, unlike in the past, some countries are running current-account 
surpluses. They have a very, very high level of reserves and relatively more … debt and it 
is noteworthy and somewhat reassuring that China, which is the biggest emerging-market 
country, seems relatively invulnerable to financial contagion. Nicholas Lardy made a 
presentation two weeks ago touching on some of these issues. 

 
Second point: Trade contagion so far also seems to be limited because the 

industrial countries’ slowdown, while substantial, is not yet serious and not quite a full-
blown recession. So in the central scenario, what I take away from Mike’s presentation is 
that, by and large, this is going to be relatively muted, not all hell breaking loose. If you 
look at some of the indicators of emerging-market risk, compared to previous episodes, 
so far at least, it has been relatively muted. Risk indicators have gone up for Brazil, much 
more for Russia, and relatively little for China, and the spreads are about 300–350, which 
is not very high relative to previous crises. On the exchange rate, you find China 
relatively unaffected. India’s and Korea’s exchange rates started declining earlier, in 
some sense predating the current turmoil partly because of inflation concerns, commodity 
price increases, and the fact that these oil-price increases significantly affected their 
current accounts. Only recently have Brazil and Russia been affected, but again, not that 
much, so contagion at this stage seems to be, we’ll say, contained, but not yet flashing 
amber signals. 

 
But what I want to do in the rest of my brief presentation is to talk about the risks 

that I believe are nearly all on the downside. Mike has mentioned that some countries 
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remain very vulnerable to financial contagion and he mentioned the large current-account 
deficit countries: Bulgaria, Romania, the Baltics, one could add South Africa, and of 
course, if commodity prices head south, the commodity exporters such as Russia, 
Venezuela, and Ecuador will remain vulnerable. So these risks remain and, in some ways, 
these are the kind of countries that are vulnerable to financial contagion in the 
conventional sense, but there is, I think, another vulnerability that needs to be emphasized 
much more, which is that healthy net positions and sound sovereign balance sheets do not 
necessarily provide insulation. A couple of good examples here are Russia and many of 
the East Asian countries, where, even as we speak, liquidity conditions are tightening and 
I’m told that the loan syndicate market in vast parts of East Asia has again frozen up. 

 
I think the important point here is that when you have skittish markets with 

significant rollover risk and significant gross financing flows, these become very 
important and rolling them over is not automatic, creating significant risk. For example, 
Russia’s corporates have a rollover requirement of about $50 billion this year. The 
Russian banking system is exposed to contagion. It’s heavily exposed in the real estate 
sector so, I think, there is a significant vulnerability here, but it applies to large parts of 
East Asia as well, where foreign corporates have borrowed abroad and faced significantly 
tightening liquidity conditions. Spreads have gone up. Interbank rates are going up and 
it’s because their sovereigns are vulnerable; it’s not going to make it automatic for them 
to switch their financing from foreign sources to domestic sources, so in many of these 
countries, risks to slower private investment remain substantial. 

 
And so I think the key point here is that one has to focus also on gross flows and 

gross financing requirements, and not extrapolate from the fact that sovereign balance 
sheets might be sound and therefore conclude that things are okay. The second point 
about the risks is that regardless of what happens today in Washington, I mean what I call 
the “Ben-Hankie Plan,” there is uncertainty about what effect it might have even were it 
to be ratified soon by Congress. If, for example, it doesn’t have the effect that it’s meant 
to, the financial crisis could deepen and if there is a full-blown recession in the United 
States, then I think, via the trade route, many, many emerging markets become vulnerable 
and even a country like China, which was relatively invulnerable on the financial side, 
faces a real risk of slowing exports and therefore, growth. 

 
I think, moreover, we have to recognize that we’re in a world of real uncertainty. 

These processes are not smooth or linear and external shocks, as we found out in the East 
Asian crisis, could simply be triggers that interact with other vulnerabilities. For example, 
Nicholas Lardy mentioned the other day that real-estate investment in China is softening, 
which is a potential source of slowing demand and slowing growth, and so it’s easy for 
an external shock to interact with any one of these inherent, pre-existing vulnerabilities, 
for multiplier effects to occur and produce discontinuous jumps. So these kinds of 
outcomes cannot be ruled out as yet. 

 
The other important point to note as far as emerging markets go is that if events 

take a bad turn, the space that emerging markets have to rebalance growths toward 
domestic demand is limited because inflation remains quite high, substantially high, and 
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well above policymakers’ tolerance levels. In Brazil, it’s about 6 percent; Russia, 15 
percent; India, 12 percent; and Korea, again 6 percent. These are very high, so the room 
for monetary policy to cushion any softening of external demand remains limited, which 
represents, I think, again a risk to the downside. Of course, there is some fiscal space in 
some countries, especially China, but with fiscal injections, we’re always uncertain about 
how feasible they are and how quickly they can take effect. The bottom line for me is that 
there are not inconsiderable risks of a significant slowdown in emerging markets with the 
big uncertainty being about the bailout plan and what impact it may have should it be 
passed in the next few days. 

 
So a second corollary is that whatever predictions we may make now about 

emerging markets and so on, the extent of uncertainty means that our confidence bands 
around these predictions have to be much wider. I want to throw out two thoughts or 
ideas. One can say many things about what’s going on in this crisis in terms of its impact 
on emerging markets, but I like to think of this in two ways. I think two things come to 
mind. 

 
First, when you step back and look at what’s happening, one can think of it as two 

related processes being underway now. On the one hand, there is a rebalancing of 
demand, of global demand, going on. At the same time, there’s a global reappraisal of 
risk that’s taking place. So these two processes are underway and the question is not 
whether it’s going to be orderly or disorderly. The question is whether it’s going to be 
minimally disorderly or maximally disorderly. I think that’s the range in which we’re 
operating and it seems to me that both of these processes invariably signify a negative 
impact on emerging markets and slowing growth. Reappraisal of risk necessarily entails 
higher cost of capital. Investment is going to be affected and that’s going to, in the short 
to medium run, slow down activity as well. On the rebalancing of global demand, we see 
now the US current-account deficit improving. The question is where is the offsetting 
impact going to be. Most Asian currencies are actually depreciating, as we know, so 
where is the give going to be in the system? That’s kind of an open question, which is 
going to speak to how this process is going to unfold. 

 
The second thought that comes to my mind from a policy sense is that I think 

what the current episode makes clear is that finance is global but regulation is still largely 
national and there’s an inherent tension that, I think, is increasingly coming to the fore, 
which will have to be addressed in the near future with greater multilateral cooperation. 
One can think of this in two ways in the current crisis. In terms of the causes, we know 
that the savings glut and undervalued exchange rates were a part of the problem, and the 
Peterson Institute has been in the forefront of arguments about the need to get some 
multilateral surveillance over exchange rates, and I think this episode is going to increase, 
or should increase, the urgency of those efforts. 

 
And second, in terms of solutions, we know that burden sharing on the downside 

is going to become more important in the days ahead. There is the whole UBS problem: 
whether foreign institutions are going to be covered by whatever plan now is going to be 
put out. In Europe, for example, a Belgian bank has big exposure in the United Kingdom. 
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It’s not obvious that regulatory mechanisms are in place to sort these things out in an 
orderly and smooth way, so how we are going to get burden sharing on the downside 
more generally in this episode as well as in future episodes is a question that I think needs 
much greater attention. 

 
Thank you very much. 


