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Can Economies from Asia and Latin America be the Drivers of World Recovery?

Choongsoo Kim
Governor, Bank of Korea
Asia-LAC High Level Economic Policy Forum
Tokyo, Japan, October 13, 2012

Before presenting my views, I would like to thank the Asian Development Bank and
the Inter-American Development Bank for inviting me to speak at this conference.

I find that the issue for discussion is very topical, and has far reaching implications
not only for world economic recovery but also global rebalancing. While the specific
questions in the background note are useful to organize our thinking, I will address

the issue from a broad perspective by exploring the following three questions:

° First, where do Asia and Latin America stand now in the world economy?

° Second, can these two regions achieve dynamic and sustainable growth by
promoting domestic demand more than they promote exports?

° Third, what are the risks that these regions will face as they shift toward

domestic demand-driven growth?

Where Asia and Latin America stand in the world economy

First, let me briefly discuss the question of where Asia and Latin America now stand
in the world economy, and how their economic statuses will likely evolve in the
future.

Asia and Latin America together accounted for 37% of world GDP in 2010, a ten
percentage point higher level than they had one decade ago. Extrapolating from
current trends, the IMF projects the two regions as likely to account for 43% of
world GDP by 2017. And according to a long-term projection by the ADB,
meanwhile, Asia alone will account for one-half of global output by 2050. The two
regions are also habitats of large populations, close to three-quarters of the world’s
total, suggesting their potential to offer the biggest market to the world. And indeed,
their purchasing powers, as measured either by their per capita incomes or by the
sizes of their middle classes, have risen rapidly since the 1990s, particularly in Asia.

What about the contributions of these two regions to world growth? Asia and Latin
America have recovered from the global crisis faster than their advanced peers, even
if the recoveries have not been uniform across countries within them. Specifically, the
two regions accounted for 56% of global growth during 2009-11. Asia's contribution



to world growth is expected to become even larger in the years ahead.

At first glance all of these figures look quite promising, and one might argue that
Asia and Latin America can be the drivers of world economic recovery. For this
argument to be realistic, however, there is an important condition that must be met—
namely, that Asia and Latin America must be able to offer domestic demand for
goods and services to the world economy, on a sufficiently large-scale and sustained
basis, and independently of advanced economies.

Rebalancing sources of growth

This consideration naturally leads me to my second question, concerning the prospects
for domestic demand-driven growth in these two regions.

Asian and Latin American growth performance over the business cycle frequency has
become increasingly more synchronized with that of the advanced regions, as can be
seen from the rising correlations in growth between the two groups. And the
synchronization has become even tighter after the global crisis. While this evidence
should in principle reflect two-way causality, the causality, at the moment, seems to
be running more strongly from the advanced regions to Asia and Latin America than
the other way around. Moreover, for emerging Asia, private consumption accounts for
a far smaller share of GDP than in the advanced regions or Latin America, and its
contribution to growth is also significantly smaller.

Two broad implications are borne out from these features of Asia and Latin America.
First, there is room for promoting domestic demand-driven growth especially in Asia,
while Latin America has good potential to grow further with more investment and
international trade. Second, it may nevertheless not be easy to promote domestic
demand on a sustained basis, particularly in Asia. This latter implication may not be
obvious at first glance, but the truth is that Asia has been less successful in
decoupling itself from the advanced regions since the Asian crisis, even despite
various reform efforts to this end.

I think now is the opportune time for Asia and Latin America to rethink about their
growth strategies. If we focus on the short-run, both regions do appear to have
greater policy spaces than their advanced peers for boosting domestic demand—
consumption in Asia and investment for Latin America—given their sound macro
fundamentals and improved resilience to financial shocks of external origin. In this
setting, further fiscal and monetary stimulus should help to boost domestic demand
and, ultimately, world recovery.

However, fiscal and monetary stimulus cannot be a durable solution to world
recovery. Many predict that it will take years, if not a full decade, for the world
economy to return to growth on par with its pre-crisis trends and for advanced



economies to restore fiscal soundness. Thus, if Asia and Latin America are to lead
world recovery for years to come, they should look beyond the short-run policy
stimulus.

This is why structural reforms are called for, to enhance productivity growth. Many
studies have identified a long list of reforms that could enhance growth and help
reduce the dependence on external demand. For example, better social safety nets
could help to reduce precautionary savings, while domestic financial development
could support more efficient resource allocation and better risk hedging. Product and
labor market deregulations would also contribute to increased productivity by
eliminating distortions.

I will not go into detail regarding such reforms, as they have already been discussed
extensively. What I would instead like to speculate on now is another policy option
that can be added, to the existing list of reforms for Asia and Latin America. It is
Free Trade Agreements, or FTAs in short. I know it may sound odd to speak of
FTAs as structural means for boosting domestic demand. But let me elaborate. A
recent study has convincingly argued that it is the production of high value-added
goods and services rather than trade surpluses or exports, what characterizes growth in
emerging economies, and that domestic demand-driven growth could materialize on a
sustained basis provided the demand for such goods and services is maintained. I
think FTAs could help emerging economies to meet the stated condition of this
argument. To be specific, FTAs can bolster domestic consumption by making foreign
goods and services more affordable at home at cheaper prices and by attracting more
foreign direct investment. FTAs could also act as triggers for needed reforms and
deregulation, particularly in the service sector where foreign competition has typically
been limited.

Risks down the road

What risks would Asia and Latin America face if they were to depart from their
long-cherished growth strategies? Both regions are highly dollarized in their
international trade and finance and, for Latin America, also in domestic finance. As
such, free and unfettered access to the international capital markets is a key to macro
and financial stability in both regions. But the reality is uncertain and often limited
market access. And shifting toward more domestic demand-driven growth may lead to
stronger home currencies and smaller foreign exchange buffers than at present.
Concerns about such risks may have in fact discouraged or delayed the desired
economic transitions in many Asian and Latin American countries until now.

Both regions need to protect themselves from such financial risks by minimizing their
financial vulnerabilities at home and developing effective macro-prudential frameworks.
But I should stress here that advanced countries can and should also play a role in
strengthening the global financial safety nets. Their role in this regard is essential,
because they supply the reserve currencies and, therefore by construction, they are



most likely to be the sources of any global liquidity disruptions that might occur in
the future.

Conclusion

So in conclusion, my answer to the question posed for this session, "Can the
Economies from Asia and Latin America be the Drivers of World Recovery?" is “yes,
they can” — conditional on better and more proactive global cooperation in finance
and trade. I hope that my optimistic view proves correct, for the benefit of us all.

Thank you for your attention.
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