~ A Service of
’. b Leibniz-Informationszentrum

.j B I l I Wirtschaft
) o o o Leibniz Information Centre
Make YOUT PUbllCCltlonS VZSlble. h for Economics ' '

Audiguier, Cindy

Research Report

The Impact of the Global Financial Crisis on the Least
Developed Countries

FERDI Policy Brief, No. B59

Provided in Cooperation with:

Fondation pour les études et recherches sur le développement international (FERDI), Clermont-
Ferrand

Suggested Citation: Audiguier, Cindy (2013) : The Impact of the Global Financial Crisis on the Least
Developed Countries, FERDI Policy Brief, No. B59, Fondation pour les études et recherches sur le
développement international (FERDI), Clermont-Ferrand

This Version is available at:
https://hdl.handle.net/10419/269661

Standard-Nutzungsbedingungen: Terms of use:

Die Dokumente auf EconStor durfen zu eigenen wissenschaftlichen Documents in EconStor may be saved and copied for your personal
Zwecken und zum Privatgebrauch gespeichert und kopiert werden. and scholarly purposes.

Sie durfen die Dokumente nicht fiir 6ffentliche oder kommerzielle You are not to copy documents for public or commercial purposes, to
Zwecke vervielféltigen, 6ffentlich ausstellen, 6ffentlich zugénglich exhibit the documents publicly, to make them publicly available on the
machen, vertreiben oder anderweitig nutzen. internet, or to distribute or otherwise use the documents in public.
Sofern die Verfasser die Dokumente unter Open-Content-Lizenzen If the documents have been made available under an Open Content
(insbesondere CC-Lizenzen) zur Verfiigung gestellt haben sollten, Licence (especially Creative Commons Licences), you may exercise
gelten abweichend von diesen Nutzungsbedingungen die in der dort further usage rights as specified in the indicated licence.

genannten Lizenz gewahrten Nutzungsrechte.

Mitglied der

WWW.ECONSTOR.EU é@“}


https://www.econstor.eu/
https://www.zbw.eu/
http://www.zbw.eu/
https://hdl.handle.net/10419/269661
https://www.econstor.eu/
https://www.leibniz-gemeinschaft.de/

FONDATION POUR LES ETUDES ET RECHERCHES SUR LE DEVELOPPEMENT INTERNATIONAL

\

The Impact of the Global
Financial Crisis on the Least
Developed Countries
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Abstract
This paper investigates the short-run effects of the 2007-09
global financial crisis on GDP growth in least-developed
countries (LDCs) compared to the effects on other low
income countries and lower middle income countries. This
paper shows that for many individual LDCs, 2009 was not
extraordinarily bad. The output shock following the financial
and economic crisis was less than expected and hit LDCs
less than other developing countries. Moreover, the growth
declines are on average well explained by the collapse in
export demand. In two years, the volume of world trade fell
by a third. Finally, there are few robust relationships between
the annual cross-country growth variation between 2007
and 2009, and the variables reflecting policy and structural
environment. The main exception is foreign aid that has

A 2, Mitigated the negative impact of external shocks on

R economic growth in LDCs.
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P Introduction

In recent research (Audiguier 2012), we argue
that for many individual LDCs 2009 does not
stand out as an extraordinarily bad year. LDCs
showed unexpected growth resilience during
the 2007-9 global crisis and their average growth
rate remained high by historical standards.
What differs from past crises was that output
declines across LDCs and other countries were
unusually synchronized. LDCs, less open and
less financially integrated in the global econ-
omy were thus less affected than expected due
to the nature of the crisis by itself. The global
financial crisis that started in 2007 raises three
important questions for LDCs. First, what have
been the short-run effects on growth in LDCs
and are the effects different from those in other
LICs? Second, what are the key transmission
mechanisms? Third, how do the effects depend
on policies and country characteristics?

P A lower impact of the global
financial crisis on LDCs
as a group

Output responses to the financial crisis have
been quite heterogeneous across countries.
Although the global crisis has substantially
slowed growth in LDCs, other LICs and MICs
were more severely hit (Figure 1). Indeed, 2009
represented the biggest shock to growth since
the 1970s for LICs as a group but this is not the
case for LDCs. Among developing countries,
MICs and oil economies were the most adversely
affected. The crisis also caused a dramatic col-
lapse in advanced economies, the most severe
since the 1970s.

Figure 1: Change in output growth rate
(percentage points)
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note 1: Number of countries: 37 (LDCs); 60 (Low & Middle-Income Countries
excluding LDCs) and 20 (Advanced Economies).

note 2: Calculations exclude countries with population less than 1 million and
transition economies except for the LDCs category. The LDCs category excludes
Equatorial Guinea.

note 3: A vertical line shows where projected values begin.

Note: Figure 1: Change in output growth rate (percentage
points). For each group of countries, the annual change in
output growth is computed.

In contrast to past crises and to other groups
of countries in the world, growth remained
positive for LDCs as a group and in two-thirds
of individual LDCs; the median growth equals to
3.3 % for LDCs and 1 % for low and lower-middle
income countries in 2009 (Figure 2). Finally, even
at the peak of the crisis, LDCs showed a higher
resilience than expected and their average
growth rate remained rather high by historical
standard. For most individual LDCs economies,
2009 does not stand out as an extraordinarily
bad year as pointed out before.
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Figure 2: Economic growth in LDCs
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Note: No data available for Somalia /// Source: WEO October 2010

P> The trade channel as a driver
of the output decline

The output shock following the financial and
economic crisis was less than expected and hit
LDCs less than other developing countries. This
seems to be the result of a lower integration
into the global economy than upper-middle
income countries, advanced economies and
fuel exporters, and then a lower sensibility to

contractions of external demand and foreign
investments. Unlike precedent crises, the trans-
mission of the recent worldwide crisis mainly
occurred through the trade channel in devel-
oping economies. A sharp fall in international
trade affected all countries in the world in 2009
but LDCs to a less extent. LDCs that are less
dependent on external markets, saw a relatively
smaller decline in their global external demand.
In contrast, when examining the changes in



the external terms of trade, the period 2007-09
does not stand out as exceptionally negative.
Meanwhile, foreign direct investment (FDI) into
LDCs and LICs & MICs declined in 2009 on aver-
age by amounts that were large by historical
standards, but still fairly small relative to GDP. In
LDCs, private investment rates remained at low
levels but were resilient during the crisis.

P Responses of the LDCs

LDCs group benefited from a high growth rate
from 2000 to 2007 and thus entered the crisis
with a stronger macroeconomic position than
in the past. Benefiting from the boom period,
LDCs' pre-crisis macroeconomic policy buffers
have played an important role in mitigating the
impact of the crisis. From 2000 to 2007 LDCs as
a group achieved some improvements: stron-
ger international reserve coverage, a reduction
in current account deficit, lower inflation and
lower fiscal deficits and public debt. Interna-
tional reserves in particular increased since 1980
to reach record levels in 2007 in LDCs. However,
despite stronger policy buffer than in the past,
LDCs continue to lag behind average develop-
ing countries. The situation differs across LDCs
for which performance strongly depends on
their export specialization.

LICs and LDCs adopted a countercyclical fiscal
response in response to the global shock. LICs
and LDCs as a group did not curtail spending
and thus increased expenditures. As a result,
the median fiscal deficit widened in 2009 and
2010. This was possible due to higher coverage
of international reserves and external financing.

We also examined the external policy response
to the crisis, mainly the role of foreign aid and
remittances during the crisis. LDCs described as
the most vulnerable developing countries are
traditionally highly dependent on foreign aid.

On average in 2007, aid disbursements repre-
sented more than 9% of GDP for non-fuel LDCs
and went up to 12.7% for commodities LDCs. As
a result, foreign aid might have helped to cush-
ion the impact of the financial crisis. However,
since the crisis affected most of donor countries,
there was a risk of an aid budgets’ decrease
which would have dampen LDCs recovery. But
programmable aid" has been on an upward
trend since 2000 and did not fall during the crisis
(Figure 3). Moreover, programmable aid growth
rate has been higher for LDCs since 2006 than
other developing countries. Nevertheless, aid
targets are not expected to be respected since,
due to the crisis and the pressure on their bud-
gets, advanced economies only plan a marginal
increase in their aid commitments in the com-
ing years.

Figure 3: Programmable aid
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Countries excl. LDCs); 39 (Low & Lower Middle-Income Countries excluding LDCs).

note 2 Calculations exclude fuel exporters Note 3: Programmable aid is measured
as the total volume of aid received by each country in constant prices.

Source: OECD-DAC

1. Programmable aid is a measure of aid computed by OECD-
DAC that only includes “real” transfers of funds to recipient
countries. It thus excludes flows to the recipient countries in the
form of administration fund, student costs and refugees’ costs
as well as humanitarian aid and debt relief that are considered
as unpredictable. This measure also does not net out loan
repayments. Programmable aid is now available since 2000
and is roughly a little over a half of their gross bilateral official
development aid.
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P Cross-Country and Panel
analyses

Cross-country analysis shows that the sharp
growth declines observed in LDCs in 2008-09
are on average well explained by the magnitude
of the external shocks which they faced over the
period. LDCs were affected by the global crisis
through a decline in the global demand rather
than adverse terms of trade as it occurred in
past shocks.

Econometric analysis also suggests the role
of foreign aid to dampen the effect of exter-
nal shocks. Foreign aid which has been on an
upward trend since 2000 did not fall during the
crisis in LDCs and buffered the impact of exter-
nal shocks. The cross-country analysis indicates
a negative association between the share of
aid in GDP and the decline in domestic growth:
countries with a higher share of aid experienced
a smaller growth decline. LDC economies that
are heavily dependent on foreign aid (with an
average of aid representing 9% of GDP in 2007)
saw growth decline by less. Interestingly, net
flows of FDI were also not severely affected by
the global financial crisis.

By exploiting within-country variation, a panel
approach can yield additional insights. First,
external demand and terms of trade to a bigger
extend for LDCs are highly significant determi-
nants of output growth for LICs. Foreign aid is
found to buffer the impact of large negative
shocks to terms of trade and external demand
in LDCs. As seen before, the 2007-09 global crisis
has been defined as an external demand shock
and aid appeared to dampen the negative
impact of this large external demand shock to
growth. In the context of the global downturn,
foreign aid allocated to LDCs increased and
helped LDCs avoid growth collapse. This result
is in line with the argument that aid dampens
the effect of structural vulnerability. Indeed it
was argued that aid is more effective in coun-

tries which are more vulnerable to external
shocks. Aid can reduce their negative impact on
economic growth through its stabilizing impact.
More precisely, aid helps to dampen the nega-
tive impact of export volatility shocks. However,
developing countries are facing other types of
shocks (climatic instability, external demand
shocks ...) to which aid can also respond.

P Case studies: How three LDCs
limited the negative impact of
the global crisis?

The research paper also presents three case
studies (Mali, Uganda, and Zambia), which high-
light the roles of targeted policies to counter the
effects of the 2007-2009 financial crisis in a vari-
ety of country circumstances. These three coun-
tries all experienced a limited negative impact
of the global crisis. While Mali and Uganda regis-
tered a higher growth in 2008 compared to 2007
before dropping in 2009, Zambia’s GDP growth
rate declined in 2008 before increasing again in
2009. More precisely, Mali succeeded in stabiliz-
ing its real GDP growth despite the weakening
of external demand and lower exports. Ugan-
da’s high dependence on remittances made it
exposed to the global crisis. However due to
policy space for responding to the impact of
the financial turmoil, the economy was only
marked by a relatively modest dip in growth.
Zambia was highly vulnerable to the global
crisis mainly because of a sharp decline in the
price of copper, their primary export commod-
ity, and a reduction in foreign direct investment.
Nevertheless, the crisis did not materialize into
a drop in GDP growth per capita, supported by
an increase in foreign aid disbursements. The
paper develops further the impact of the global
crisis in those three countries and the policy
space for responding to the impact of the finan-
cial turmoil.



P Conclusion

LDCs showed resilience during the peak of the
crisis, and were able to recover quickly in 2010,
registering a higher growth rate of 5.7 percent.
After this episode of sustained and higher eco-
nomic growth interrupted by the global crisis,
challenges for LDCs are then to implement
sound macroeconomic policies to retrieve their
pre-crisis economic growth rate. In a context of
a dire state of the global economy reflected by
commodity prices weakness, LDCs major buf-
fers will be needed to face other large negative
external shocks. For instance, a deterioration of
the terms of trade will remain a central issue in
LDCs and might dampen their abilities to build
up their international reserves which were
clearly used as an adjustment factor in 2007-9.
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