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Key emerging market economies have made significant macroeconomic strides
as bigger and more resilient world players. In particular, the large economies of
Brazil, Russia, China and India, the so-called BRIC nations, have weathered the
global recession fairly well during the past two years, and are poised to provide
a much stronger global presence over the next decade. Their relatively strong
macroeconomic performance has once again raised the question whether the
BRICs (or the emerging markets in general) have in some respect ‘decoupled’
from the richer developed world. That is, are the business cycles of the BRIC
economies marching to the beat of their own drum and acquiring more macro-
economic independence from the twists and turns of the US business cycle?
This issue dwells upon a long running debate, and stems from confusion be-
tween economic resilience and decoupling. In a globalised world economy,
trade and financial linkages are expected to strengthen, with concomitant spill-
overs. As noted aptly by John Lipsky' from the IMF, “The global financial crisis
has underlined in a painful way that the globalised economy is a fact.”

This paper examines the recent economic resilience of the BRIC econo-
mies and tries to determine whether this strength is an indication of decoupling
from the developed world. We find that the BRICs recent ability to deflect exter-
nal shocks seems to be more heavily related to their crisis prevention systems
and better macroeconomic management, than a movement toward macroeco-
nomic independence from the club of wealthy nations. That said, while we do
not find evidence of decoupling as seen in either trade or financial sector link-
ages, we do see a marked shift in BRIC trading patterns away from the US and
toward the Eurozone and the developing economies, which does provide some
degree of immunity from the US business cycle.

1 Building a Post-Crisis Global Economy — An Address to the Japan Society, John Lipsky, First Deputy Managing
Director, International Monetary Fund, New York, 10" December 2009
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In general, the transmission of external financial shocks
to emerging markets can take varied paths and play out
over a long period of time. In the immediate short run, a
flight to safety prompts an exit from more liquid emerging
market assets, with equity markets facing the brunt of the
financial market panic. Higher borrowing costs, reduced
trade flows, along with shrinkage in foreign direct invest-
ments follow, with concomitant impact on the domestic
economy in terms of GDP growth and unemployment.

In keeping with the above pattern, the crisis and
recession that hit the mature economies in late 2008
caused equity markets to swoon and swiftly brought
about an abrupt shrinkage of trade and finance for ex-
port-dependent emerging markets. Even so, the overall
resilience of emerging markets during the US sub-prime
financial crisis has been noteworthy. As compared to
the 1997-98 Asian crisis, the impact on emerging mar-
kets was far less severe, which can be traced to better
macroeconomic management and stronger macro fun-
damentals. In essence, policy makers had the where-
withal to respond to the crisis with fairly swift action in
terms of substituting domestic demand for the predict-
able slide in external demand. Thus, recovery in key
emerging markets occurred far sooner than in their de-
veloped counterparts.

For the BRICs, the economic numbers speak for
themselves. Just recently, China announced that growth
during 2009 was up by 10.7%, even stronger than the
9.6% rate seen in 2008. India has been reporting strong
results as well, with year-over-year (YoY) growth accel-
erating to 7.9% in the third quarter of 2009 from 6.1%
in the prior quarter. In contrast, the news from Brazil
and Russia has been weaker; Russia reported nega-
tive GDP growth of 8.9% YoY through the third quar-
ter, while Brazil was at negative 1.2%. However, Brazil
is expected to rebound sharply in 2010, while Russia
in 2010 is likely to grow modestly, before rebounding

The crisis and recession
that hit the mature
economies In late 2008
caused equity markets to
swoon and swiftly caused
an abrupt shrinkage

of trade and finance

for export-dependent
emerging markets.
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more strongly during the remainder of the decade?. Th e g rOW| N g | nteg raJ[l O N Of

Table 1 provides the sharp contrasts with the devel-

oped countries. With mature economies set for a mod- BR|CS V\/|Th \/\/OHd ﬂ ﬂaﬂCla|
est growth period ahead with tepid consumer spending, marketg haS p ro\/ed J[O

the BRIC economies will be powering world growth.

While the macroeconomic performance was fairly b@ a mIX@d b\@SSlﬂg,
strong through the sub-prime crisis, at least for China HqSOfar aS J[hey rema|n

and India, the overall financial market performance has

been volatile. The growing integration of the BRICs with SUSC@DTI b|@ TO bOUTS O](
world financial markets has proved to be a mixed bless- GU p hoﬂa aﬂ d p&ﬂ | C

ing, insofar as they remain susceptible to bouts of eu-
phoria and panic. As an asset class, emerging markets
are the first to feel the brunt of any panic, even if the root
cause lies elsewhere.

TABLE 1: OVERACHIEVING BRICS

JidepReerEnic Real GDP Growth (% change)

Fundamentals
2005 2006 2007 2008 2009e 2010f 2011f

World 35 4,0 3,9 1,8 2,2 2,7 2,6
u.s. 3,1 2,7 2,1 0,4 -2,5 2,5 1,4
Eurozone 1,8 3,1 2,7 0,6 -4,0 0,8 1,2
Japan 1,9 2,0 2,3 -0,7 -5,5 1,4 1,0
BRICs Brazil 3,1 39 5,6 51 0,0 4,5 37
Russia 6,4 7,7 8,1 5,6 -7,8 3,0 4,1
India 9,2 9,7 9,1 6,1 58 71 7,8
China 10,4 11,6 13,0 9,6 10,7 9,3 8,3

Source: Economic Intelligence Unit

Co-trending behaviour in financial markets is apparent, especially during any
crisis. However, despite the rout from the sub-prime financial crisis, BRIC equity
indices recovered fairly quickly (Figure 1), driven by strong financial market confi-
dence in their ability to deliver superior results ahead. An interesting point to note
is that between January 2000 to December 2009, the Russian Traded Index has
posted the strongest gain of 724%, followed by the Brazilian Bovespa at 301% and
the Indian Sensex at 249%, along with a relatively smaller finish of 140% for China’s

2 The Economic Intelligence Unit (EIU) projects potential GDP growth, or the maximum level of output an economy can
attain without placing pressure on prices, at about 8% for China and India, and 4% for Brazil and Russia. These figures
assume that labour productivity growth will continue at a strong pace. The more widespread application of new technologies
provides ample room for productivity growth in both the manufacturing and services sectors.
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Shanghai A Share index. These gains® stand in stark contrast to the 8.9% ten-
year loss for the US Dow 30 index and the 24% loss on the S&P 500.

The stellar performance of equity markets is seen in bond markets
as well. According to BofA Merrill Lynch index data, Brazilian Sovereign
bonds, in US dollar terms, provided a total return of 273% from 2000—
2009. China clocked 100%, but the bond market prize again went to Rus-
sia with a 575% gain. Clearly, both equity and bond markets were very
bullish on Russian prospects over this period.

FIGURE 1/ BRICs’ Equity Twists

BRICS Equity Market Performance (Dec 30 1999 = 100)
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What explains the improved BRICs’ performance? The
aftershocks of the 1997—1998 Asian financial crisis
galvanised emerging market nations into better macro-
economic management. In particular, the faster pace of
economic growth has largely helped alleviate a recur-
rence of a funding crisis, and also helped reduce fiscal
imbalances. While the government sponsored stimulus
programmes did reverse the fiscal situation for virtually
all nations in 2009, the resurrection of stronger growth
should reduce the need for running fiscal deficits. More
importantly, current account deficits have shrunk; though
some deterioration for Brazil and India is evident, the
size of the current account deficits is considered to be
manageable in view of larger foreign exchange reserves.
Note that chronic current account deficits were to blame

While the government
sponsored stimulus
orograms did reverse the
fiscal situation for virtually
all nations in 2009, the
resurrection of stronger
growth should reduce the
need for running fiscal
deficits.

for the 1997 Asian crisis and its rapid spread to Latin America, where the
current account deficit was negative 3.4% of GDP at that time.

TABLE 2: FISCAL AND CURRENT ACCOUNT BALANCES LOOK MANAGEABLE

Fiscal balance (% of nominal GDP)

Current account balance (% of nominal GDP)

2007 2008 2009e 20010f 2007 2008 2009e 20010f
World -0,1 -1,1 -6,7 -6,7 0,6 0,3 0,3 0,1
uU.s. -1,2 -3,2 -10,0 -10,6 -5,2 -4,9 -3,2 -3,7
Eurozone -0,7 -1,9 -6,9 -7,6 0,6 -0,6 -0,4 -0,7
Japan -2,5 -2,7 -7,4 -8,0 4,8 3,2 2,8 2,7
BRICs Brazil 2,2 -1,6 -3,1 -3,0 0,1 -1,8 -1,0 -2,1
Russia 54 4,1 -7,4 -5,6 6,0 6,1 3,7 3,6
India 2,7 -6,2 -8,1 -7,4 -1,0 -3,0 -0,3 -0,3
China 0,6 -0,4 -3,8 -3,6 10,7 9,6 6,2 4,6

Source: Economic Intelligence Unit

On balance, BRICs’ vulnerability to financial shocks has diminished
and Table 3 shows more tangible proof on this front. Liquidity buffers have
risen, significant progress has been made with respect to reduced depen-
dence on short-term debt, while reliance on external debt has diminished.
The implicit goal of policy has been to avoid getting short on liquidity and

having to borrow from the International Monetary Fund,

with concomitant

conditionality. Thus, liquidity buffers have been built up considerably, to the
point where questions are being raised about the longer-term implications

of such a policy.
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For example, while China has amassed almost $2.5 trillion in reserves, a
continued drop in the US dollar’s value could erode this liquidity buffer?.

TABLE 3: LIQUIDITY AND VULNERABILITY INDICATORS SHOW STRENGTH

Liquidity & Vulnerability Indicators 1995 2000 2005 2009e

Total Reserves ($ bill.)

Brazil 50 32 53 228

Russia 14 24 176 415

India 18 38 132 262

China 75 168 822 2 480
Short-term Debt/Total Reserves (%)

Brazil 68,8 80,6 41,4 9,5

Russia 82,0 63,9 24,0 11,5
India 717 28,7 13,5 14,6
China 60,7 30,6 12,0 6,7

External Debt/GDP (%)

Brazil 20,9 37,5 21,3 15,6
Russia 38,7 61,6 30,1 29,2
India 26,5 21,5 15,2 17,9
China 15,6 12,2 12,3 7,4

Source: Economic Intelligence Unit

The stronger overall macro-financial performance and balance sheet
strength has led BRICs higher on the ratings scorecard. The slow steps to
investment grade ratings for BRICs are shown in Table 4, which depicts the
credit ratings on long-term foreign currency debt assigned by Standard &
Poor’s (S&P) and Moody’s. China was the only investment-grade BRIC ten
years ago, and has slowly moved up the rating scale; indeed, sovereign
credit default swap (CDS) spreads, which can be interpreted as a mea-
sure of the country’s default risk, of about 70 basis points (bps), suggests
that financial markets assign a higher credit rating to China than the rating
agencies, who are often behind the curve in upgrades. For other BRICs,
the hard-won progression to investment-grade has been slower and more
recent. Brazil was moved to investment -grade status by S&P in April 2008

4 The natural corollary is that China will seek to diversify its foreign exchange holdings away from the US dollar, a
topic that periodically roils financial market psyche. While there is no detailed data available on foreign exchange
reserve positions, the IMF's COFER data (Currency Composition of Official Foreign Exchange Reserves) does show

a shift away from dollar denominated assets on the part of emerging market nations. For example, in 2000, emerging
markets held 73.3% of their reserve assets in US dollars, but by the third quarter of 2009, this had dropped to 57.5%
In contrast, the euro share rose from 19.7% to 31.4%. If such a trend continues, this could spur a further decline in the
US dollar.
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(Moody’s moved it much later in September 2009); Rus-
sia was officially in default in January 1999, but became
investment-grade by January 2005; India moved up in
January 2007, although S&P has placed it on negative
outlook since February 2009, despite the strong eco-
nomic performance. The low CDS spreads indicate that
financial markets are more optimistic in their BRIC risk
assessment relative to other emerging markets.

The low CDS spreads
indicate that financial
markets are more
optimistic in their BRIC
rsk assessment relative to
other emerging markets.

TABLE 4: BRICS ARE RATED INVESTMENT-GRADE

Date Long-Term Ratings (Foreign Currency)

Brazil Russia India China
Jan’10 BBB- /Baa3 BBB/Baaft BBB-/Baa3 A+/A1
Jan’'00 BB- /B2 B-*/B3 BB/Ba2 BBB/A3

Source: Bloomberg. *As of Dec. 2000



I
THE DECOUPLING
THESIS RE-EXAMINED



SKOLKOVO

Moscow School of Management

The discussion thus far shows that the BRICs have be-

come a greater force in the global economy. However, O N ‘y R U SS|a S@@mS J[O
while strong economic performance and better bal- ha\/e red UC@d |TS Uade

ance sheets provide a strong buffer to help withstand a

crisis, a decoupling® from developed markets is not im- d @ p@ A d @ N Cy, b UJ[ h @a\/y
mediately apparent. On the contrary, we find evidence re ‘ |an Ce O n e n e rgy

of greater co-dependence, particularly on the financial

front, exports (by both Russia
Measures of openness, such as the share of ex- amd Braz| |> added more

ports and imports relative to GDP, rose during the past o !

decade (Table 5), as countries sought to cash in on the \/O|aJ[| ‘ |T§/ J[O J[helr @Xport
global boom. Thus, models of self-reliance that were re\/emues

central to Indian planning until the 1990s gave way to

more trade dependent structures, with both exports

and imports accounting for a larger share of GDP.

Only Russia seems to have reduced its trade depen-

dency, but heavy reliance on energy exports (by both

Russia and Brazil) added more volatility to their export

revenues.
Exports (% of nominal GDP) Imports (% of nominal GDP)
Openess Indicators
1995 2000 2005 2008 1995 2000 2005 2008
World 21.3 24.6 28.3 32.2 20.9 24.5 28.0 31.5
u.s. 11.0 11.0 10.3 12.7 12.2 14.8 16.0 17.6
Eurozone 28.9 37.0 38.3 41.9 27.4 36.3 36.8 40.9
Japan 9.1 11.0 14.3 17.5 7.7 9.5 12.9 17.3
BRICs
Brazil 7.3 10.0 15.1 14.3 8.8 1.7 11.5 14.2
Russia 29.3 441 35.2 314 25.9 24.0 215 21.9
India 11.0 13.2 19.9 22.7 12.2 14.2 22.7 28.0
China 19.5 23.4 36.3 35.8 17.9 21.0 30.9 27.9

WcTtouHumk: Economic Intelligence Unit

5 There is a considerable debate on the decoupling issue. For example, see “ Global
Business Cycles: Convergence or Decoupling?”, IMF Working Paper WP/08/143 by
M.A. Kose, C. Otrok and E. Prasad, June 2008
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While the openness indicators show greater external
interdependencies in the BRICs, there are several addition-
al themes that stand out:

¢ With the exception of China, intra-BRIC trade is still
negligible. Even vis-a-vis China, import shares are in the
range of 4—14%. China’s own import share from other
BRICs is in the vicinity of 2%, implying that the BRIC bloc
cannot sustain each other, at least at present.

e The share of both exports and imports from devel-
oped countries has diminished in importance, more so
vis-a-vis the US. In contrast, there is growing importance
of emerging and developing nations in trade, on both the
export and import side and this is likely to increase further.
China has been fairly aggressive on this front; for example,
while exports to Africa amount to a small 2.7% share, China

TABLE 6: BRICS’ TRADE DIVERSIFICATION AWAY FROM DEVELOPED MARKETS

Trade Diversification % of exports to: % of imports from:

BRICs 1998 2005 2008 1998 2005 2008
% Brazil vis-a-vis:

United States 19,4 19,2 13,7 23,6 17,5 14,9
European Union 29,9 22,8 22,9 29,9 24,6 21
Japan 4,3 2,9 3,0 7,0 4,6 3,7
Emerging & Developing 40,9 47,1 48,9 37,7 45,8 52,5
% Russia vis-a-vis:

United States 8,4 3,1 3,0 9,4 4,7 52
European Union 46,8 58,0 57 8 44,4 451 43,6
Japan 3,2 2,0 1,9 1,9 6,0 7,0
Emerging & Developing 46,6 42,3 445 44,6 42,8 43,5
% India vis-a-vis:

United States 21,1 16,8 11,7 8,7 6,3 6,7
European Union 27,4 22,4 21,3 25,7 17,4 14,5
Japan 51 2,4 1,8 5,7 2,8 2,6
Emerging & Developing 32,0 43,0 49,5 39,5 27,3 58,9
% China vis-a-vis:

United States 20,7 21,4 17,7 12,1 7.4 7,2
European Union 16,4 19,1 20,5 14,9 11,2 11,7
Japan 16,2 11,0 8,1 20,2 15,2 13,3
Emerging & Developing 15,4 20,3 28,7 15,6 259 32,3

Source: IMF
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has been steadily increasing its presence there.

In the current business cycle, there has been con- EXDOHS by J[he U 8 an d

siderable focus on whether the BRICs were now ca-

pable of pulling up and motoring the global economy. In J apaﬂ J[O B R ‘ C ﬂaTIO ﬂ S
this context, it would be pertinent to examine the impor- remains fa| Hy S ma| ‘

tance of BRICs in developed country trade. The exam-
ple of the US and Japan is given in Table 7. One feature
stands out here: the rich largely export amongst them-
selves. While the export importance of emerging and
developing countries has risen, it is largely they who are
dependent on sales to the US. Also, exports by the US

TABLE 7: REGIONAL US AND JAPAN EXPORTS AND IMPORTS PATTERN

Trade Diversification % of exports to: % of imports from:

US & Japan 1998 2005 2008 1998 2005 2008
% US vis-a-vis:

Advanced Economies 67,0 63,8 59,1 23,6 17,5 14,9
Emerging & Developing 33,0 36,1 40,8 37,7 45,8 52,5
BRICs Brazil 2,2 1,7 2,5 1,1 15 15

Russia 0,5 0,4 0,7 0,6 0,9 1,3

India 0,5 0,9 1,4 0,9 1,1 1,2

China 2,1 4,6 55 8,0 15,0 16,5
% Japan vis-a-vis:

Advanced Economies 74,8 65,8 57,7 58,1 42,0 36,8
Emerging & Developing 25,1 34,1 42,2 41,8 57,9 63,1
BRICs Brazil 0,7 0,5 0,8 1,0 0,9 1,1

Russia 8,4 3,1 3,0 1,0 1,2 1,8

India 0,6 0,6 1,0 0,8 0,6 0,7

China 52 13,4 16,0 13,2 21,0 18,9

Source: IMF

and Japan to BRIC nations remains fairly small; Japan’s
export share to China is the largest, at only 16%. Thus,
it is difficult to buy into the rhetoric that BRIC growth will
jumpstart the advanced economies anytime soon.
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Financial markets show no compelling evidence
of decoupling, and there is two-way transmission here.
BRIC clout comes from burgeoning international re-
serves (Table 3 and footnote 5), and even any hints of
a change in currency preferences have a sharp impact
on the US dollar and US financial markets. Additionally,
heavy foreign participation in US bond and equity mar-
kets adds a further dimension of importance. Foreigners
hold 49% of US Treasuries, 27% of equities, and 24%
of corporate bonds. Thus, the asset allocation prefer-
ences of BRIC nations can now exert a large impact on
the US. In short, the two-way causal connections have
become more pronounced between the BRICs and the
mature financial centres.

The financial crisis provides a good case study
on the financial market linkages. We examine a series
of fright factors that can transform seemingly robust
financial centres into extremely fragile states. The over-
all lesson is that fright factors remain strongly tethered.
While Lehman’s death, a ‘Black Swan’ event, drove
the market into a panicked state, we also note that the

FIGURE 2A: Credit Default Swaps Spreads
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financial markets did retrace their steps fairly quickly,
particularly with respect to the more solid BRICs. On
balance, the metrics show a newfound respect for BRIC
fundamentals, an opinion which has not been affected
by the recent Dubai debacle or the problems seen for
Greece. The fear metrics are as follows:

1) Credit Default Swaps (CDS): In a general sense,
credit default swap spreads provide a measure of de-
fault risk, or the premium that a buyer is willing to pay
for default protection. With Lehman’s demise, the initial
flight to safety pushed CDS spreads higher with liquid-
ity drying up even for creditworthy borrowers. Even so,
investors were more relaxed with respect to emerging
markets; CDS spreads have pulled back dramatically
(see Figure 2) from their initial panic, with emerging
market spreads now running close to levels seen in
mid-2008. The same situation is true for Brazil and Chi-
na, and although the price of Russian default protection
is still elevated, these have stabilised as well. Financial
markets have a tendency of penalising Russia the most,
given the checkered history of Russian defaults. While a

FIGURE 2B: Sovereign Credit Default Swaps
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FIGURE 3: Yields and Spreads
A: Interest Rates (%)

B: Spread Developments (basis points)
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sovereign CDS series is not available for India, individu-
al bank CDS have also returned to pre-crisis levels.

The relatively quick return to normalcy for emerg-
ing markets is encouraging, suggesting some degree of
‘decoupling’ from the US credit cycle. With their strong
economic performance, financial markets are not lump-
ing the BRICs with other emerging market economies,
which is a departure from earlier patterns. For example,
China, Brazil and Russia currently have CDS spreads of
70 bps, 115 bps and 160 bps respectively, which is sub-
stantially below the emerging markets CDS of 250 bps.
In contrast, US investment-grade CDS are at 77 bps,
while the high yield index is substantially higher at 480
bps. Thus, BRICs are being treated as a safer asset
class, distinct from US high yield and other emerging
markets.

2) Interest rates and spreads on sovereign bonds:
Figure 3 provides a comparative perspective on sov-
ereign bonds relative to US high yield and US BBB
bonds. The run-up and run-down of yields and spreads,
a measure of risk premium relative to US Treasuries,
also suggests herding behaviour. However, here too,
the fright factor was smaller and receded fairly quickly.
All BRICs have investment grade ratings and the rates
and spreads developments are tending to mimic BBB
credits for Russia and Brazil. China’s A+ credit rating is
showing up as very low yields and spreads.

3) Equity Markets: The co-movements in equity
markets are shown in Figure 4, which is highly sugges-
tive of synchronised behaviour. Additionally, although
turning points differ, the correlations are fairly strong.
Once again, it appears that financial market transmis-
sions remain strong across all countries.

4) Equity market volatility: The ultimate fear gauge
is the implied volatility on equity indexes, commonly re-
ferred to as VIX, which is computed from the prices for
a range of options on the respective equity indices to
derive an implied volatility measure®. It provides a quick

8 Simply stated, the VIX measure is a proxy for the expected (annualised) percentage
movement in the referenced equity index during the next thirty days. Thus, the current
VIX of 20 on the S&P 500 implies that the market expects a 20% annualised move in
the S&P 500 during the next 30 days, or a move of 5.8% (20/V12 months) during the
next 30 days.

BRICs are being treated
as a safer asset class,
distinct from US high
vield and other emerging
markets.

FIGURE 4: Equity Markets Show Common Trends
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proxy for measuring investor fear, since volatility is typi-
cally associated with financial market turmoil. Figure 5
tracks the VIX measures for the US, Eurozone and Ja-
pan and then examines their co-movements with that of
India (based on the Nifty 50 Index) and China (based
on major equity indexes, and often called CHIX). These
fear gauges tend to show more variation than seen for
the US, Eurozone and Japan, along with a high degree
of co-movement. Thus, financial markets show more
coupling rather than decoupling.

FIGURE 5: Equity Market Volatility — VIX indexes
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One way or another and often in
fits and starts, the BRIC economies
have arrived on the world economic
stage. Judging by financial market
reactions, there appears to be a
strong belief that these key emerging

Although BRIC decoupling is not
seen at present, there does appear
o be less dependence on the US
market, particularly via trade.

market economies have successful-
ly turned the corner and are set to
resume high growth. By and large,
the BRIC foundations have a self-
sustaining quality and if the policy posture remains pro-growth, with less
government interference, then these emerging economies should wield in-
creasing economic clout.

That said, however, we find no evidence of economic decoupling and
the business and financial cycles of both the emerging and developed
worlds remain very much in sync. It appears that globalisation, which has
greatly benefitted the BRIC economies, has also inextricably linked them
through broader trade and financial linkages. Although BRIC decoupling
is not seen at present, there does appear to be less dependence on the
US market, particularly via trade. Additionally, financial markets seem to be
viewing BRICs as a separate asset class relative to other emerging mar-
kets, and their investment-grade status is conferring a degree of immunity
to idiosyncratic risk events, such as the recent Dubai default and sovereign
financial problems in Greece.

Parul Jain, Ph.D.
Senior Research Fellow
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