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A. TOO CLOSE TO THE EDGE

1. Avyear of serial crises

After a rapid but uneven recovery in 2021, the world economy is in the midst of cascading and
multiplying crises. With incomes still below 2019 levels in many major economies, growth is slowing
everywhere. The cost-of-living crisis is hurting the majority of households in advanced and developing
countries. Damaged supply chains remain fragile in key sectors. Government budgets are under
pressure from fiscal rules and highly volatile bond markets. Debt-distressed countries, including
over half of low-income countries and about a third of middle-income countries, are edging ever
closer to default. Financial markets are jittery, as questions mount about the reliability of some asset
classes. The vaccine roll-out has stalled, leaving vulnerable countries and communities exposed to
new outbreaks of the pandemic. Against this troubling backdrop, climate stress is intensifying, with
mounting loss and damage in vulnerable countries who lack the fiscal space to deal with disasters, let
alone invest in their own long-term development. In some countries, the economic hardship resulting
from these compounding crises is already triggering social unrest that can quickly escalate into political
instability and conflict.

The resulting policy challenges are daunting, especially in an international system marked by rising
distrust. At the same time, the institutions of global economic governance, tasked since 1945 with
mitigating global shocks, delivering international public goods and providing a global financial safety
net, have been hampered by insufficient resources and policy tools and options that are “rigid and
old fashioned” (Syed, 2022; Yellen, 2022). Even as growth in advanced economies slows down more
sharply than anticipated in last year's Report, the attention of policymakers has become much too
focused on dampening inflationary pressures through restrictive monetary policies, with the hope that
central banks can pilot the economy to a soft landing, avoiding a full-blown recession. Not only is
there a real danger that the policy remedy could prove worse than the economic disease, in terms
of declining wages, employment and government revenues, but the road taken would reverse the
pandemic pledges to build a more sustainable, resilient and inclusive world (chapter IlI).

As noted in last year’s Report, the pandemic caused greater economic damage in the developing world
than the global financial crisis. Moreover, with their fiscal space squeezed and inadequate multilateral
financial support, these countries’ bounce back in 2021 proved uneven and fragile, dependent in
many cases on a further build-up in external debt. The immediate prospects for many developing and
emerging economies will depend, to a large extent, on the policy responses adopted in advanced
economies. The rising cost of borrowing and a reversal of capital flows, combined with a sharper than
expected slowing of China’s growth engine and the economic repercussions from the war in Ukraine,
are already dampening the pace of recovery in many developing countries, with the number of those
in debt distress rising, and some in default. With 46 developing countries already severely exposed to
financial pressure from the high cost of food, fuel and borrowing, and more than double that number
exposed to at least one of those threats, the possibility of a widespread developing country debt
crisis is a very real one, evoking painful memories of the 1980s and ending any hope of meeting the
sustainable development goals (SDGs) by the end of the decade.

The acceleration of inflation beginning in the second half of 2021 (figure 1.1) and continuing even as
economic growth began to slow down in the final quarter of the year has led many to draw parallels
with the stagflationary conditions of the 1970s. Despite the absence of the wage-price spirals that
characterized that decade, policymakers appear to be hoping that a short sharp monetary shock —
along the lines, if not of the same magnitude, as that pursued by the United States Federal Reserve
(the Fed) under Paul Volker — will be sufficient to anchor inflationary expectations without triggering
recession. Sifting through the economic entrails of a bygone era is unlikely, however, to provide the
forward guidance needed for a softer landing given the deep structural and behavioural changes that
have taken place in many economies, particularly those related to financialization, market concentration
and labour’s bargaining power.
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Figure 1.1 Countries with double-digit inflation rates, June 2022 vs June 2021

69 Economies with confirmed double-digit inflation, representing more than 2.1 billion of
world population, June 2022 (Consumer Price Index, change over respective period of previous year)
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23 Economies with confirmed double-digit inflation, representing less than 0.9 billion of world
population, June 2021 (Consumer Price Index, change over respective period of previous year)
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Source: UNCTAD secretariat calculations, based on Internati al Monetary Fund (IMF) data, Refinitiv, and various national
sources.’

Note: For 2022 (top figure), the latest monthly data are available for 164 of 182 economies; for 9 of them, figures are for
one of the last months in 2021; another 10 are estimations for 2022 from various sources. Out of 69 economies with
double-digit inflation, 18 show double-digit inflation rate (at least) since the end of 2019. For 2021 (bottom figure), out of
23 economies with double-digit inflation, 16 show double-digit inflation rate (at least) since the end of 2019.

' The designations employed and the presentation of material on any map in this work do not imply the expression of any
opinion whatsoever on the part of the United Nations concerning the legal status of any country, territory, city or area or
of its authorities, or concerning the delimitation of its frontiers or boundaries.
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The origins of this latest wave of inflation are, in fact, unique. The successful roll-out of the vaccine in
advanced and some developing countries and the easing of Covid restrictions, combined with continued
government supportforhouseholdsandfirms, saw demand pressures runningahead of supply responses
during the first half of 2021, creating bottlenecks, including in some key markets, such as automobiles.
The surgeininflation from the end of last year belied hopes that this would be a short-lived inconvenience.
However, the evidence does not suggest this surge has come from a further loosening of fiscal policy
or wage pressure, but instead derives largely from cost increases, particularly for energy, and sluggish
supply response due to a prolonged history of weak investment growth (chapter Ill). These have been
amplified by price-setting firms in highly concentrated markets raising their mark-ups to profit from two
rare opportunities — in 2021, the surge in demand due to the global recovery, and in 2022, the surge
in speculative trades related to a wave of global concern over the availability of particular sources of
energy, with no substantial changes in overall demand or supply.

Under these circumstances, continued monetary tightening — through rising central bank rates and the
normalization of their balance sheets — will have little direct impact on the supply sources of inflation
and will instead work indirectly to re-anchor inflationary expectations by further reducing investment
demand and pre-empting any incipient labour market pressures. A more immediate impact could be a
sharp correction in asset and commodity prices, from crypto currencies to housing and metals.

With financial entanglements since the global financial crisis (GFC) becoming increasingly global,
complex unanticipated shocks, including outbreaks of financial panic or extreme price volatility, or a
combination of external triggers, are a present danger. Monetary tightening poses additional risk to
the real economy and the financial sector: given the high leverage of non-financial businesses, rising
borrowing costs could cause a steep increase in non-performing loans (NPLs) and trigger a cascade
of bankruptcies. With direct price and markup controls ruled out as politically unacceptable, and if
monetary authorities are unable to stabilize inflation quickly, governments might resort to additional
fiscal tightening. This would only help precipitate a sharper global recession.

Finally, what does seem likely is that the impact of Fed tightening will be more severe for vulnerable
emerging economies with high public and private debt, substantial foreign exchange exposure, a high
dependence on food and fuel imports and higher current-account deficits (chapter II).

According to one recent estimate, an increase in United States interest rates of 1 percentage point
reduces real gross domestic product (GDP) by 0.5 per cent in advanced economies and by 0.8 per
cent in emerging economies, after three years (lacoviello and Navarro, 2019).2 These effects are
comparable to the domestic effects of a one-percentage-point increase in the United States interest
rate, which lowers the United States GDP by almost 1 per cent after 11 quarters (Fair, 2021). More
drastic increases by 2 to 3 percentage points would therefore depress the already stalling economic
recovery in the emerging economies by another 1.6 to 2.4 percentage points.

2. Global stagflation: spinning back down the years

Disruptions to global supply chains, armed conflicts in key commodity-producing regions, slowing
economic growth, turbulence in stock markets and accelerating inflation suggest a resemblance to the
stagflation of the 1970s (BIS, 2022; World Bank, 2022; Wolf, 2022). Accordingly, the recommended
policy action is aggressive monetary tightening, which is supposed to pre-emptively anchor inflationary
expectations and avoid the steep economic costs associated with a prolonged period of interest rate
increases, such as the world painfully experienced between 1979 and 1981 when the Fed introduced
a series of rate increases amounting to almost 9 percentage points.

2 Using a structural vector autoregression (SVAR) model, Fed economists Akinci and Queralto (2021) obtained broadly
similar results: an increase in United States interest rates by 1 percentage point is found to lower the United States real
GDP by 0.5 percentage points and the real GDP of emerging economies by 0.45 percentage points. The new inflationary
environment has changed the balance of risks. Gradually raising policy rates at a pace that falls short of inflation increases
means falling real interest rates. This is hard to reconcile with the need to keep inflation risks in check. Given the extent
of the inflationary pressure unleashed over the past year, real policy rates will need to increase significantly in order to
moderate demand. Delaying the necessary adjustment heightens the likelihood that even larger and more costly future
policy rate increases will be required, particularly if inflation becomes entrenched in household and firm behaviour and
inflation expectations.
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From this perspective, the Bank for International Settlements (BIS, 2022: 26) has clearly defined the
task facing central bankers:

“The new inflationary environment has changed the balance of risks. Gradually raising policy rates at a
pace that falls short of inflation increases means falling real interest rates. This is hard to reconcile with
the need to keep inflation risks in check. Given the extent of the inflationary pressure unleashed over
the past year, real policy rates will need to increase significantly in order to moderate demand. Delaying
the necessary adjustment heightens the likelihood that even larger and more costly future policy rate
increases will be required, particularly if inflation becomes entrenched in household and firm behaviour
and inflation expectations.”

These policy recommendations, along with calls for fiscal policy to address investor concerns by cleaning
up public finances (World Bank, 2022: 69), closely resemble the dominant policy recommendations
of the early 1980s, and these proved disastrous, particularly for developing countries, in terms of
economic growth, inequality and poverty (TDR, 2021).

The primary cognitive blinder hindering adequate understanding of the key lessons from past crises
is still the widely shared belief and confidence in monetary policy’s singular ability to reduce output
volatility and ensure stable and lasting growth in market economies in a neutral manner, without
affecting potential output growth of the economy under consideration (Goodfriend, 2007; Blanchard,
2018). In fact, the aggressive monetary tightening of the early 1980s provoked deep distributional
shifts within and across countries, and repeating that approach today could be equally damaging.

Moreover, while echoes of the 1970s are audible in current conditions, there are important differences
between then and now — and these should caution us to avoid drawing direct policy lessons. First, the
recent commodity price increases, when measured in real terms, have so far been smaller than in the
1970s. Figure 1.2 shows this for the real increase in global oil prices. Second, the energy intensity of
GDP has declined considerably since the 1970s (figure 1.3), reducing the inflationary impact of higher
energy prices.

Figure 1.2 Real oil price, January 1970-April 2022 (adjusted dollars per barrel)

1970 1975 1980 1985 1990 1995 2000 2005 2010 2015 2020

Source: World Bank (2022).
Note: Real oil prices are averages of Dubai, Brent, and WTI prices, deflated by the CPI index of the United States
(using March 2022=100).
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A second notable difference is that core global inflation in 2022 is driven by fewer sectors than it was
in the 1970s.% In 1979-1980, global headline inflation (a broader measure) and global core inflation
(which excludes volatile items such as food and energy) were similar: 15.2 per cent and 15.3 per cent,
respectively. But in 2022, the global core inflation rate is 2.8 per cent, whereas the global headline
inflation rate is much higher, at 7.5 per cent.*

Third, and insufficiently emphasized in many of the theorized parallels between the two periods,
nominal wage growth is not keeping up with consumer price index (CPI) inflation; hence, real wages
in developed and developing countries alike are stagnating or declining, ruling out a wage-price spiral
as the inflationary lubricant. This is not surprising given the declining influence of organized labour and
workers’ bargaining power in recent decades (ILO, 2022) — something also showing up in the secular
decline in the labour income share (figure 1.4).

Fourth, a final structural difference between the 1970s and the current conjuncture concerns the
significantly higher levels of indebtedness today in both developed and developing countries and for
both private and public sectors, with much of the developing country debt denominated in foreign
currency and short-term (chapter II).

In 1980, total debt of the emerging market and developing economies (EMDEs) stood at 65 per
cent of their GDP; half of this debt was sovereign debt and the other half was private-sector debt
(figure 1.5). When the Fed tightened monetary policy in the late 1970s and early 1980s in response
to rising inflationary pressures in the United States, it triggered the “Third World” debt crisis. Today
many emerging economies are facing even tighter financial conditions against a backdrop of high debt
(chapter Il). Fifteen EMDEs already experienced a downgrading of their sovereign debts in the first five
months of 2022. Monetary tightening by the Fed thus has a considerable risk of triggering a new chain
of financial crises in EMDEs (chapter II).

Figure 1.3 Energy intensity, 1965-2020 Figure 1.4 Labour share, 1980-2022
(percentage, megajoule to GDP) (percentage of GDP)
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— Devoloping economies (right axis)
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Source: Bank for International Settlements (2022). Source: United Nations Global Policy Model database.

Note: Labour share is calculated as the ratio of the sum of
compensation of employees and mixed income to GDP.

8 According to BIS (2022), inflation in the emerging economies is rapidly becoming more broad-based.
4 The global inflation rates are averaged for 66 countries, using CPI data for January to April 2022.
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Finally, far more central banks are independent today than in the early 1980s, with clear mandates
to prioritize inflation targeting (figure 1.6) and follow “transparent” monetary policy rules. Some
assessments (e.g. World Bank, 2022) say this “revolution” in monetary policy is better placed to anchor
inflation expectations, with core inflation becoming less sensitive and more resilient to (unexpected)
inflation shocks. What is missing in this narrative is that commercial banks have become progressively
less important financial actors in the intervening years, and a variety of non-bank financial institutions
have emerged as credit providers in a loosely regulated market environment (box 1.1). This evolving
“shadow banking” system, largely ignored (or worse yet, encouraged) by the authorities in the run-up
to the GFC, greatly complicates the transmission of monetary policy (chapter Ill). More than a decade
later, shadow banking poses renewed risks to financial stability, in advanced and developing countries
alike.

Figure 1.5 Debt, emerging market and

Figure 1.6 Number of countries with
developing economies, 1970-2020
(percentage, of GPD)

inflation-targeting central banks, 1990-2022
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Source: World Bank (2022). Source: World Bank (2022).
Note: GDP-weighted averages based on a sample
of up to 153 EMDEs.

Box 1.1 Exile on Wall Street: shadow banking and financial fragility

Non-bank financial intermediaries carry out many of the same fundamental functions as regulated
banks,® yet they remain unregulated. The universe of non-bank financial institutions and credit
providers, known as a shadow banking system, came under the spotlight during the GFC. It
comprised the markets for asset-backed commercial paper, repurchase (repo) deals, securitization
products, money market funds, private currency swaps and other over-the-counter (OTC) transactions
and off-balance sheet activities, often sponsored or owned by official banks. Largely unnoticed
until then, the vast network of unregulated credit intermediaries, their opague connectivity to the

® Including lending, deposit taking and similar operations that create credit.
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official banks and the hidden risks of such connections were at the epicentre of the global financial
implosion. Having started in the relatively isolated segment of the United States mortgage market,
the financial crisis spread through shadow banking channels, was magnified by the speculation by
hedge funds and other operations involving complex, unregulated financial products and threatened
the viability of the official banking sector.

The system of shadow banking not only endangered commercial banks, but also placed additional
demands for public bailouts provided by governments trying to prevent bank failures over the period 2007
to 2008. Despite some efforts to contain and regulate parts of non-bank finance, over the past decade, the
global shadow banking has expanded in size, geography and diversity. The share of global financial assets
held at shadow banking institutions increased globally from 42 per cent in 2008 to close to 50 per cent at
the end of 2019. In 2020, shadow banking institutions originated more than two-thirds of all United States
mortgages; the share of loans to businesses they hold is nearly equal to the share held by banks (Kelleher
and Basil, 2022). And while during the pandemic, the shadow banking sector’s relative share of total global
financial assets decreased from 49.7 per cent to 48.3 per cent in 2020, in 2021, shadow banks controlled
$226.6 trillion of assets out of the total of $468.7 trilion (FSB, 2021).

In advanced economies, shadow banking accounts for, on average, 56 per cent of total financial assets
(compared to 27 per cent in emerging markets). At the same time, the rate of growth of shadow banking
sectors has been faster in the emerging markets than in the advanced economies, especially in the loan
provision by non-bank entities dependent on short-term funding. According to the Financial Stability Board
(FSB), in 2021, shadow banks controlled $226.6 trillion of assets (out of a total of just over $468.7 trillion).
More than $57 trillion of the assets controlled by shadow banking entities are the result of their credit
creation functions, such as short-term market funding, credit intermediation and securitization base funding
(FSB, 2021).

This continuous expansion poses systemic and financial stability risks in advanced and developing
countries alike. In the United States, during the 2008 crisis and again in the 2020 pandemic, when funding
markets all but shut down, the Fed stepped in with trillions of dollars in support as a backstop for virtually
every asset class. This made the Fed the “market-maker of first resort” and a buyer in the asset backed
securities (ABS) market (Kelleher and Basil 2022). Today, similar pressures are mounting in the financial
system in China, where earlier attempts to reduce the shadow banking sector did not reduce financial
fragility. The debts accumulated by local banks through shadow banking facilities domestically, as well as
the debt exposures internationally, are threatening the China’s growth prospects in 2022-2023.

In other words, not only were the risks of the unregulated system of shadow banking not addressed
in the wake of the GFC, but they were magnified in the decade that followed. Today, shadow banking
poses new challenges to financial stability and is likely to require new intervention by the central banks in
2022-2023. In the context of the uncertainty of global growth prospects and high inflation expectations,
such interventions may not be as forthcoming as they were during the two previous financial crises. The
situation is much starker in the developing countries.

The large role of the shadow banking sector means central banks have limited capacity to control
credit expansion in large segments of the financial system. That is even more true for central banks in
many developing economies, as they have more fragile financial systems, higher debt denominated
in foreign currency and greater exposure to commodity price shocks. In fact, many of them began to
raise interest rates already in late 2021 (figure 1.7), but the inflationary pressures have not abated, and
the financial vulnerabilities have continued to build.

A recent analysis of 129 monetary policy tightening episodes over the period 1985 to 2018 has shown
that hard landings are more likely when monetary tightening is preceded by a build-up of (household)
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indebtedness — as is the case now (BIS, 2022). Hard landings are also historically associated with low
real interest rates before the start of the tightening cycle. To be precise, the average real interest rate
at the start of tightening cycles that end in hard landings is 0.4 per cent, compared to 1.4 per cent at
the start of those that end in soft landings. Given that real interest rates were relatively low at the start
of the current monetary tightening cycle, the initial conditions do not augur well for a soft landing.

Figure 1.7 Nominal interest rates, selected emerging economies, July 2021-May 2022 (percentage)
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Source: Bank for International Settlements (2022).

Today, inflation is caused by a mixture of disruptions in global supply chains, high (container) shipping
costs, the impact of war on key sectors, higher mark-ups, commodity-market speculators and the
ongoing uncertainty of an evolving pandemic. In this situation, central banks cannot bring inflation
down at a socially acceptable cost. Instead, supply-chain disruptions and labour shortages require
appropriate industrial policies to increase the supply of key items in the medium term; this must be
accompanied by sustained global policy coordination and (liquidity) support to help countries fund and
manage these changes (TDR, 2022; Gallagher and Kozul-Wright, 2022).

In the meantime, policymakers should seriously consider alternative paths of action to lower inflation
in socially desirable ways, including strategic price controls, better regulation to reduce speculative
trades in key markets, targeted income support for vulnerable groups and debt relief.

If monetary tightening in the advanced economies continues over the coming year, however, a global
recession is more likely, and, even if it is looser than the 1980s, it will almost unavoidably harm potential
growth rate in the developing economies. The permanent damage to economic development in these
countries will not only be substantial but will also leave the ambition to achieve a better world by 2030
dangling by the most precarious of threads.

3. Global stagflation redux: bad news on the doorstep

The decade following the GFC brought the global economy to its current precarious state. The period
was characterized by low levels of capital formation, weak (and in many cases falling) productivity
growth, stagnant wages and flagging aggregate demand. Since 2010, government budgets have
been kept on a tight leash (TDR, 2021). Yet financial markets remained buoyant, as central banks
maintained a loose monetary policy, with efforts to normalize their balance sheet proving ephemeral
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and in some cases (as in the 2013 taper tantrum) counterproductive. Profits also remained high, with a
large-firm bias, benefitting from weak regulatory oversight and a policy environment geared to lowering
production costs, with wages in particular showing little sign of picking up even as unemployment
dropped (chapter Ill).

In this high-profit-low-investment environment, financial engineering became an instrument of rent-
seeking behaviour, particularly among larger international corporations. Thanks to their market power,
they have often generated income from the manufacture of scarcity rather than the production of
goods or delivery of services (TDR, 2017; 2018). The spread of such behaviour through knowledge
monopolies, mergers and acquisitions, government procurement contracts etc. has been accompanied
by systematic tax avoidance, including the channelling of profits through offshore tax havens, the
accompanying growth of illicit financial flows and the widespread use of leveraged buyouts and share
buybacks. In many cases, this has led to a growing divergence between large cash-rich corporations
and small cash-strapped firms and an accompanying trend towards more highly concentrated markets
(Akcigit et al., 2021). These trends have locked in and in some cases exaggerated the high levels of
inequality that had emerged prior to the GFC (TDR, 2017; 2018; 2021).

The scarring effects of these trends reflect what some observers have dubbed “super-hysteresis”
whereby external shocks lead not only to a permanent loss of output due to recession but also to
a permanent reduction in the potential growth rate because the decline in capital formation (and
in aggregate demand) lowers labour productivity growth. In many developing countries, this
threat has been amplified by a process of stalled industrialization (and in some cases, premature
deindustrialization) rooted in the rapid liberalization of both the capital and current accounts under
structural adjustment programs in the 1980s and 1990s, which has led, in turn, to an even greater
dependence on commodity exports as a source of foreign exchange.

As noted in previous Reports, the slowdown in growth in the second half of the decade did little to
dampen the irrational exuberance in financial markets, further stretching the balance sheets of both
firms and households and creating new sources of fragility. This decoupling of finance and the real
economy was particularly evident in developing and emerging economies, as capital inflows from
advanced countries intensified after a sudden stop in 2013, driven by a search for higher yields.
By the end of the decade, on a wide variety of measures of debt sustainability, there were clear signs of
growing trouble ahead, unless growth picked up sharply or significant debt relief could be agreed upon
(TDR, 2019). Neither happened with the onset of Covid. At the end of 2015, the IMF classified 29 low-
income (Poverty Reduction and Growth Trust (PRGT) eligible) countries as in high risk of, or already
in, default; by 2019, there were 52, and in 2022, that figure had risen again to 59 (UNDESA, 2022).

The Covid shock in March 2020 was quickly and predictably registered by sharp turmoil in financial
markets, forcing the leading central banks to inject an unprecedented $9 trillion into them by the
end of the year, approximately nine times the amount injected between late 2008 and 2009. This
included liquidity support to financial institutions, direct credit lines to corporations and in the case of
the Fed, extended swap lines to select central banks in other countries, thus earning it, somewhat
hyperbolically, the title of the global lender of last resort (chapter lll). However, the Fed’s move steadied
financial markets.

With Covid, governments were obliged to reassess their spending priorities, as the health and safety
of their citizens took precedence over narrower economic goals. With a mixture of voluntary social
distancing and mandated lockdowns — particularly in the developed world — in place, governments
had little option but to put a floor under household spending through stimulus checks, enhanced
unemployment benefits and housing support, and extend financial support to businesses through tax
relief, loan guarantees and job retention schemes. As a result, government spending surged, largely
through increased transfers to households and businesses, albeit with considerable variation across
countries, particularly between developed and developing countries, reflecting their differing fiscal
space and sovereign debt issuing capacities.
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Despite their scale and the support extended to people in the most precarious economic situations,
these programs had little redistributive impact, reflecting pre-existing inequalities and interests (Tooze,
2021). Even with historically low (and in many cases negative) interest rates and the willingness of
central banks to assume private sector risks, investment, both public and private, remained subdued,
further locking in the supply-side weaknesses that had emerged during the previous decade. Moreover,
as central bank support triggered a surge in stock markets, the boom was skewed towards larger
firms in select sectors, notably high-tech and pharmaceuticals, whereas many in the old economy
remained in difficulty, further propelling the polarization of the previous decade (TDR, 2022).

In this sense, today’s combination of slowing growth and rising prices is rooted in the constraints
and contradictions of the financialized capitalism of our times, which are quite unlike those of 1970s
managed capitalism. The policy agenda needs to respond accordingly, beginning with a much more
pragmatic approach to bringing down inflationary pressures.

B. GROWTH PROSPECTS THROUGH THE FOG
OF WAR AND INFLATION

Two and a half years after the Covid shock, with many parts of the world economy still fighting the
pandemic, a new round of shocks has complicated the policy landscape. The V-shaped Covid shock
and recovery left many global supply chains disrupted, triggering wide inventory fluctuations and
multiple production bottlenecks. In the first phase of the pandemic, the demand for goods soared,
and the demand for services collapsed. Then, as countries eased their health-related restrictions on
the economy, the demand for services recovered even as the demand for goods remained high.
The two processes put upward pressure on both producer and consumer prices, even before the war
in Ukraine, pushing inflation in advanced economies above established monetary targets and in many
emerging and developing economies to a level not seen since the first Gulf War in the early 1990s.

Even though the risk of another mutation of the virus cannot be discarded, combatting inflation has
pushed public health down the economic policy priority list, particularly in advanced economies.
The increase in inflation sparked a debate about whether the Covid stimulus policies were too
expansionary in some countries, especially in the United States, or whether the problem was the
inevitable consequence of an ongoing adaptation to a new post-pandemic production and consumption
structure. In the end, the response has been driven more by policy routine and political expediency
than measured assessment.

Starting in mid-2021, the inflationary pressure led some countries to begin tightening monetary policy
to fight the secondary effects of the unbalanced recovery (box 2.2). Monetary tightening gained
momentum in the beginning of 2022, when the start of the war in Ukraine triggered another adverse
global supply shock. Fuel and food prices, which were already rising, shot up further. For ail, this was
clearly the consequence of speculative trades, as the price increases far outpaced any changes in
supply and consumption. Supplies of some key grains and fertilizers were disrupted, and consumer
prices accelerated everywhere (chapter Il). As of mid-2022, even previously low-inflation economies
were facing inflationary pressures, dangerously close to double digits, which, in the absence of other
policy measures, forced their central banks to raise short-term interest rates, at a pace not experienced
in decades.

In the second half of 2022, higher short-term interest rates and the end of any remaining Covid-related
fiscal and financial stimuli are expected to further constrain income growth across much of the global
economy, leading to a “growth recession” — conventionally defined as annual global output growth
below 3 per cent at both market and purchasing-power-parity prices. This echoes what happened
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after the GFC, when many countries were quick to adopt austerity budgets, dampening the budding
economic recovery. But unlike then, today’s situation is led by monetary tightening, with the threat,
against a backdrop of higher debt levels and inequality, of greater macroeconomic volatility and more
country heterogeneity (making the consequences of the Fed’s rate increases vastly different from
country to country). Compared to early 2021, when the economic policy debate revolved around a
shared ambitious policy agenda of inclusive recovery and the building of resilience to future shocks,
the prospect of coordinated policy programs that would make the global economy fairer and more
sustainable has dimmed. With the partial exception of the United States, plans for the energy transition
have been largely put on hold, while countries scramble to increase supplies of coal, oil and gas in order
to contain fuel and electricity prices, especially in Europe. High food price inflation and exchange-rate
volatility have undermined the livelihoods of millions of people, especially in low- and middle-income
countries, upending any plans to tackle high levels of inequality. Many liquidity-constrained economies
are now allocating their limited fiscal space to emergency price subsidies, sacrificing public investment
in infrastructure and welfare programs, while advanced economies are once more warning of a fiscal
cliff and raising the spurious claim of the expansionary effects of austerity (chapter Ill). Finally, the war in
Ukraine and the growing United States-China rivalry are pushing the world towards a conflictual multipolar
configuration, diminishing the hope, at least for the moment, of a more cooperative global order.

These policy trends notwithstanding, a path to overcome the current economic setbacks and
achieve the SDGs is still available. It requires simultaneously dealing with the urgency of the cost-
of-living crisis and the necessity of advancing structural transformation towards a greener economy,
while addressing a deteriorating growth outlook by boosting productive investment and expanding
redistributive measures to bolster local markets and boost the confidence of firms and households.
Elements for such a program are considered further in Section C below and in chapter IIl.

1. Global growth and inflation outlook

Based on the United Nations Global Policy Model, the world economy is expected to grow 2.5 per
cent in 2022 (table 1.1). This is 1.0 percentage points below the rate projected for this year in the Trade
and Development Report 2021 but broadly in line with our March update (TD R, 2022). The downward
revision from last year derives from three factors:

| - The policy stimulus enacted in 2020 and 2021 proved less effective than expected. In particular,
in the bounce-back from the recession, the fiscal and financial stimuli turned out to be smaller
than expected (TDR, 2021: box 1.1), with a weaker impact on growth. This made the subsequent
policy tightening (both fiscal and monetary) more recessionary than it would have been had the
recovery been stronger.

Il - The supply response of key goods and commodities was insufficient to match the post-
lockdown demand surge. This outcome is unsurprising; many governments were reluctant to
boost public investment and employ an active industrial policy, thus leading to a situation where
the “policy tapering” underway (to liquidate excess central bank assets) was compounded by the
interest rate hikes meant to counter inflationary pressures.

Il - Unexpected headwinds coming from the war in Ukraine brought down growth in the Russian
Federation and Ukraine and also triggered a swing in commodity prices (mostly abated by now)
and are now acting as an adverse supply shock in both advanced and developing economies.

The ongoing war in Ukraine and geopolitical tensions are adding to economic anxieties.
The TDR update in March 2022 already factored in the possible consequences: energy and
commodity shocks, trade disruptions, financial and exchange rate instability, inflationary
pressures, forced migration and unstable remittance flows. Since most of these consequences
have so far played out as anticipated, our projection is largely unchanged from 6 months ago.
But this also serves as a reminder that the most critical problems faced by the global economy today
predate the war in Ukraine.
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Table 1.1 World output growth, 1991-2023 (annual percentage change)

Revisions for 2022 against TDR March
Reported | Revision

Country groups 201912020 for 2022
World 9| 33| 30| 30| 26|-34 (58| 25| 2.2 2.6 -0.1
Africa 24| 55| 30| 29| 28| -26| 51| 27| 24 1.8 +0.9
North Africa (incl. South Sudan) 30| 52| 16| 38| 31|-37| 74| 30| 24 2.2 +0.8
South Africa 20| 40| 17| 10| 01| -63| 49| 14| 13 1.1 +0.3
Sub-Saharan Africa (excl. South Africa and South Sudan)| 19| 63| 43| 28| 33| -1.0| 37| 28| 26 1.8 +1.0
America 34 25 2.1 19| 18| -43 | 58 2.1 1.0 24 -0.3
Latin America and the Caribbean 33 34 1.6 04| 00| -72| 66| 26| 1.1 2.3 +0.3
Central America (excl. Mexico) and Caribbean 29| 44| 34| 31| 23|-86| 78| 37| 25 35 +0.2
Mexico 30| 19| 27| 21|-02|-83| 48| 18| 14 1.3 +0.6
South America 35| 39| 10| -05|-03|-66| 70| 27| 07 24 +0.3
Argentina 46 38 09| -03|-20|-99(|102| 41| -08 4.6 -0.4
Brazil 29| 36| 07| 04| 12| -39 46| 18| 06 1.3 +0.5
North America 34| 23| 22| 23| 23|-35| 56| 20| 1.0 2.4 -0.4
Canada 28| 23| 21 20| 19| -52| 46| 32| 22 3.0 +0.2
United States 35| 23| 22| 23| 23|-34| 57| 19| 09 2.4 -0.4
Asia (excl. Cyprus) 44| 56| 51| 47| 37|-11| 62| 35| 41 3.8 -0.2
Central Asia 44| 82| 51 39| 35| -15| 52| 36| 35 0.2 +3.5
East Asia 44| 56| 52| 48| 41| 04| 65| 32| 43 3.9 -0.7
China 11.0 | 10.6 75 67| 60| 23| 81 39 5.3 48 -0.9
Japan 12| 09| 12| 09|-02|-45| 17| 10| 18 2.0 -1.0
Republic of Korea 6.8 49| 31 29| 22| -07| 41| 22| 20 1.7 +0.5
South Asia 48| 64| 58| 59| 31| -45| 68| 49| 41 4.0 +0.9
India 59| 72| 69| 70| 45| -66| 82| 57| 47 4.6 +1.1
South-East Asia 53| 54| 51 49| 43| -42| 38| 41| 38 3.4 +0.7
Indonesia 438 5.2 5.3 50| 50| -21| 37| 43| 44 44 -0.1
Western Asia (excl. Cyprus) 4.0 5.0 4.0 27| 15| -35| 62| 441 29 34 +0.8
Saudi Arabia 17| 40| 34| 14| 03| -41| 32| 66| 39 4.8 +1.8
Tirkiye 39| 50| 59| 43| 09| 18|110| 24| 24 2.5 0.0
Europe (incl. Cyprus) 14| 22| 16| 21| 18| -59| 55| 12| 05 0.9 +0.2
European Union (EU 27) 19| 18| 15| 22| 18| -59| 54| 20| 06 1.6 +0.4
Euro area 19| 16| 13| 20| 16| 64| 54| 20| 06 1.7 +0.3
France 18| 16| 13| 17| 18| -78| 68| 20| 10 2.4 -0.4
Germany 16| 10| 18| 18| 11| -46| 29| 11| 00 1.4 -0.3
Italy 15| 07| 01 11| 05[-90| 66| 25| 05 1.6 +0.9
Russian Federation 59| 62| 16| 12| 22| -27| 47| -74| 13 -7.3 -0.1
United Kingdom 26| 20| 21 21| 17| -93| 74| 26| -09 1.3 +1.3
Oceania 36| 32| 27| 26| 21| -22| 48| 36| 21 3.0 +0.6
Australia 37| 33| 26| 25| 20| -21| 48| 39| 23 3.3 +0.6

Memo items:

Developed (M49, incl. Republic of Korea) 23| 22| 19| 21| 18| -45| 52| 17| 1.0 1.8 -0.1
Developing (M49) 49| 64| 50| 44| 37|-17| 68| 37| 39 3.7 0.0

Source: UNCTAD secretariat calculations, based on United Nations Global Policy Model; United Nations, Department of
Economic and Social Affairs (UNDESA), National Accounts Main Aggregates database, and World Economic Situation and
Prospects (WESP): Update as of mid-2022; ECLAC, 2022; Organisation for Economic Co-operation and Development (OECD),
2022; International Monetary Fund (IMF), World Economic Outlook, June 2022; Economist Intelligence Unit, EIU CountryData
database; JP Morgan, Global Data Watch; and national sources.

Note: Calculations for country aggregate are based on GDP at constant 2015 dollars.

2 Average.

b Forecasts.
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Today’s growth performance points to a troubling pattern observed in the post-GFC decade, in which
the timing and size of policy responses were such that the recovery lost steam over time. UNCTAD
assessment is that the trend is worsening, with growth expected to decelerate further in 2023, to 2.2
per cent.

The estimated 2.5 per cent growth in 2022 is less than half the growth rate of 5.6 in 2021, when
economic activity resumed after the sharpest recession in living memory. Part of the growth deceleration
this year was to be expected, as countries used up their idle capacity once vaccine programs were
rolled out and lockdowns eased. A similar fluctuation happened after the GFC, with a strong recovery
in the year immediately after the shock followed by a subsequent slowdown. The distinctive feature
of the current episode is its exaggerated form. So far, the downswing and upswing have been wider
in 2020 and 2021, respectively, than in 2009 and 2010, and the post-bounce-back deceleration is
expected to be more abrupt in 2022-2023 than in 2011-2012 (figure 1.8).

Figure 1.8 Global growth cycles before and after the GFC and the Covid shock, global economy

(percentage change)
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Source: UNCTAD secretariat calculations based on the United Nations Global Policy Model

Further increases in global real interest rates are expected to reduce world output growth in 2023,
compounded by political divisions that continue to block compensatory fiscal action in advanced
Western economies and by foreign exchange constraints that do the same in many developing
economies. UNCTAD expects the world economy to grow just 2.2 per cent in 2023, but with risks
of a further drop if financial conditions deteriorate in leading economies and contagion hits emerging
economies. If such a low-growth scenario persists for two or more years, world output will be on
course for a slower expansion than after the GFC, itself substandard for many economies (table 1.1).

Our projections point to a worrisome trend whereby the slowdown in activity is unable to provide
decent jobs, is inadequate to generate incomes to overcome inherited (and excessively large) debt
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burdens, is too unstable to offer long-term prospects for economic development and is deepening the
inequalities of income and wealth that had become entrenched even before the pandemic hit.

For developing economies, the deceleration is particular cause for alarm. Excluding China, the group is
projected to grow 3.0 per cent this year, below the pre-Covid average of 3.5 per cent, and diminishing
the room for rising per capita incomes. To put this into context, in the early 2000s, the last period of
sustained progress for industrialization and development, the group grew at 5 per cent per year on
average. China will slow down too, an estimated 4.2 percentage points less than 2021, although it
is projected to continue growing faster than other countries, at almost 4 per cent in 2022, and to
accelerate in 2023, one of the few countries expected to do so.

The current macroeconomic and financial conditions place developing economies in a vulnerable
position, as they are exposed to ever more frequent shocks from commodity markets, capital flows,
inflationary bursts, exchange rate instability and debt distress. Meanwhile, South-South trade has
weakened, and friend-shoring, increased market concentration, reduced policy space and a North-
centred climate policy weaken developing countries’ position in global value chains.

Developed economies are projected to grow 1.7 per cent in 2022 and 1.0 per cent in 2023.
On average, this is 0.5 percentage points below the mean of the pre-Covid period and 0.9 per cent
below the pre-GFC mean. The slowdown is particularly marked in the United Kingdom and the
European Union, especially in France, Germany and ltaly. As discussed in previous Reports and the
section above, this is a reflection of policymakers relying excessively on monetary policy to manage
the direction of the economy.

While the global increase in inflation has sparked concerns about economic overheating in some
economies, in most G20 economies, real GDP is expected to be below its pre-Covid trend by the end
of 20283. Projecting average 2016-2017 growth into the future, we argue the world economy will still
be over 3 percentage points below its pre-Covid trend in 2023 (figure 1.9), with no sign of the gap
closing any time soon.

Figure 1.9 Covid recovery compared to pre-Covid trend, 2016-2023 (index numbers, 2016=100)

— GDP — Pre-Covid trend

2016 2017 2018 2019 2020 2021 2022 2023

Source: UNCTAD secretariat calculations based on the United Nations Global Policy Model.
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Among the G20 economies, only TUrkiye, Saudi Arabia and Argentina are expected to be above trend
next year, for idiosyncratic reasons that are not clearly sustainable. In Turkiye, persistent inflation makes
the current above-trend growth fragile. Some restrictive macroeconomic adjustment is expected in the
short term. In Saudi Arabia, the quick recovery is linked to the fluctuation in the world oil market, which,
in turn, reflects the increase in prices and Saudi output after the breakout of the war in Ukraine. And
in Argentina, above-trend GDP is actually a reversion to the mean because the economy contracted
0.6 per cent per year in the three years before the pandemic. The rest of the G20 countries will
continue their partial recovery in 2023, with the largest gap in the Russian Federation because of the
lasting negative effects of the war on the Russian economy (figure 1.10).

UNCTAD slow growth projections for 2022-2023 are subject to caveats. Domestic political decisions
and international coordination (or lack thereof) can make a difference for the better (or for the worse).
Progressive and coordinated policy actions in the direction of the SDGs could still propel the world
economy onto a sustainable and inclusive development path (chapter lll).

Figure 1.10 Expected output gap in 2023 in G20 countries (percentage)

10

5

16

6.9
5.3
i

SR
24 26 g
Aot}
51
>t 57 58 66 65 g

T T T T T T T T T T T T T T T T T T T T
© © ) © @ = = © > 1%} © © © o (<) > = © © < c
) = = = 2 © N < © = @ ] c RS © = o o ‘»n .89
© = < o = o o ) = © < © = =< S < = = O e
o — : = = © foa) < v ) [ © e o — c »n®©
<C (3] j==] %] - wn o © \C = o ]

=) — > G = = c [}
— o = - 5 (@) = = T xXo
o = < = = fer T (&) 4 S oo
% o = *é o] - o
[95) w e L =
= - =
o <
Ie5) D
(as

Source: UNCTAD secretariat calculations based on the United Nations Global Policy Model.

On the downside, a lasting war in Ukraine, persistently high inflation, a Volcker-like shock to real interest
rates and heightened financial turbulence could push the world economy into a deeper recession,
followed by a long stagnation, with macro-financial complications in many developing countries and
some developed ones, especially in Europe, where the energy crisis is likely to bite hardest (Thompson,
2022) and the combination of currency union and fiscal disunion magnifies the risk premium paid by
some governments in times of crisis.

UNCTAD slow growth prognosis for 2022-2023 is midway between optimistic soft-landing scenarios
and pessimistic alternatives centred on deepening geo-poalitical tensions and military escalation. As
of mid-2022, assuming the war in Ukraine turns into a political and military stalemate, with a growing
human toll but without further negative economic impact on the rest of the world, we expect inflation to
fall in the second half of 2022 and the beginning of 2023. A recession in Europe and a sharper growth
slowdown in the United States and China would pull commodity prices down faster and further reduce
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inflationary pressures. At the same time, the appreciation of the dollar, driven by the interest rate hikes,
may generate recessionary shocks in developing economies, further slowing down world output and
prices in 2023. There is considerable contingency surrounding these trends. Still, according to the
IMF, global annual consumer inflation will peak at 9 per cent, in the third quarter of 2022, and then fall
rapidly to 4 per cent, by the end of 2023 (figure 1.11).

Figure 1.11 IMF global consumer inflation estimate and forecast, Jan. 2020-Oct. 2023 (percentage)
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Source: IMF (2022) World Economic Outlook (July update).

Compared to the GFC, the Covid recovery has been relatively more inflationary for advanced economies
than for developing countries, where inflation rates are structurally higher. In developed countries,
inflation has been highly correlated (Schnabel, 2022). The rate of CPI inflation in the United States
increased from 1.5 per cent in January 2019 to 8.5 per cent in May 2022; CPI inflation in the European
Union rose from 1.4 per cent in January 2019 to 8.8 per cent in May 2022. In May 2022, the CPI
inflation rates for Germany, France and the United Kingdom were 8.7 per cent, 5.8 per cent and 9 per
cent, respectively, while Canada'’s inflation rate in May 2022 was 7.7 per cent.® In all these cases, the
main drivers of resurgent inflation turned out to be commodity prices and Covid-related bottlenecks in
global supply chains (Schnabel, 2022). Accordingly, in these countries, inflation measures that exclude
energy prices are considerably lower than the (headline) CPI inflation rate. However, while imported
inflation is already subsiding, commodity prices remain high as does the index of supply chain pressure
(chapter Il), suggesting that there might still be room for consumer prices and nominal wages to keep
climbing. In the European Union, where a large share of wages is set in multi-year contracts, nominal
wage adjustments take longer to materialize than in the United States, where labour contracts have
shorter duration.

Figure 1.12 shows the monthly CPI inflation rates (from January 2019 to May 2022) for selected
developing countries. These were generally higher than in advanced countries, and with some notable
exceptions, they increased earlier. The economies in the figure are all relatively large commodity
importers: on average, commodities make up slightly less than one-third of their imports (in dollar
terms) from 2018 to 2020.

8 There is, however, a wide variation among developed economies with inflation in Japan in July 2022 annualized at
2.6 per cent but close to 23 per cent in Estonia.
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Figure 1.12 Consumer price inflation, major emerging economies, Jan. 2019-May 2022 (percentage)
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Sources: For Brazil, China, Chile, India, Indonesia, Mexico, South Africa and TUrkiye: Federal Reserve Economic Data
(FRED); for Argentina: World Bank (World Development Indicators database); for Nigeria: National Bureau of Statistics
(Composite Consumer Price Index); for Egypt: Central Bank of Egypt (Inflation Data).

The share of commodities in China’s and Egypt’s imports is 38 per cent, and more than 50 per cent of
India’s imports are (primary) commodities including food and fuel. As a result, higher commodity prices
have a strong impact on domestic prices via imports. Recent estimates covering the past five decades
suggest a 50 per cent increase in oil prices (approximately the increase in 2021) is associated with
an increase in inflation of between 3.5 and 4.4 percentage points, with a lag of about two years (Choi
et al., 2018; Ha et al., 2019). These findings suggest that in emerging economies, as in advanced
economies, a considerable part of the inflation experienced in 2021-2022 has been caused by higher
commodity (oil) prices.

There is a possible silver lining to the past year of high inflation: it has pushed real interest rates, at
least for advanced economies, deep into negative territory (figure 1.13). As a result, if nominal interest
rates do not climb too much, the net cost of public debt (the real interest rate minus the GDP growth
rate) may continue to be negative or zero after the disinflation process, assuaging concerns about
sovereign debt and providing more room for expenditure plans, including for the energy transition.
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Figure 1.13 10-year real interest rate in the United States, 2006-2022 (percentage)
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2. Multiple adverse supply shocks

As pointed out in TDR 2021, the Covid pandemic led to a sudden stop and a gradual reopening
of the world economy, causing serious disruption to global supply chains, trade logistics and key
international prices. The first part of the shock was clearly deflationary, especially for urban services,
with a combined fall in demand and supply. Then, as the economy started to adapt to health-mandated
lockdowns, the demand for goods recovered, creating supply and logistical bottlenecks around the
world which registered as price swings. Two key price indices, one for semiconductors (figure 1.14)
and the other for freight (figure 1.15), illustrate the point.

The increase in world inflation has also been driven by a deep V-shaped fluctuation in commodity
prices, as discussed in chapter Il. For the moment, it suffices to say that the first impact of Covid was
deflationary for food, fuel and mineral commodities, but this phase did not last long. After a 30 per
cent fall between December 2019 and April 2020, the IMF world commodity index climbed almost
uninterruptedly until the beginning of 2022, with a cumulative increase of 187 per cent (figure 1.16),
driven by three main forces. First, the post-Covid boom for consumer goods and construction materials
was commodity intensive.

Figure 1.14 United States producers’ price
index for semiconductors and other

Figure 1.15 Drewry world container index
(DWCI) freight cost (dollars per 40 feet)
electronic components (index numbers,
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Figure 1.16 Commodity price index, 2014 Figure 1.17 Commodity food price index,
to 2022 (April) (index numbers, 2016=100) 2014 to 2022 (index numbers, 2016=100)
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Source: IMF Primary Commodity Prices dataset. Source: IMF Primary Commaodity Prices dataset.

Second, the initial reduction in global nominal interest rates to fight the Covid recession created an
incentive to speculate with any financial assets, including commodities. The quantitative easing of
2020 and 2021 led to more speculation and inflation in asset markets, from crypto currencies to oil,
food and minerals. Third, the war in Ukraine pushed fuel and food prices further up in early 2022,
initially in a context of low global interest rates.

As of mid-2022, the monetary tightening in the United States and the deceleration in world output
seem to have stopped the global inflationary trend in commodities. There is still much uncertainty
surrounding the consequences of the war in Ukraine for food and fuel prices, but with high interest
rates and slower demand growth, the most probable scenario for 2023 is a further, if more gradual, fall
in commodity prices. However, because the starting point of the disinflationary trend is very high, the
relative prices of commaodities in terms of world per-capita income will continue to be high in the short
term. In fact, despite its recent fall, in June 2022, the commodity food price index was still 64 per cent
above its pre-Covid value (figure 1.17).

Food price inflation poses significant challenges for households in developing economies, as they
spend a larger share of their income on food. Higher food prices imply sharp decreases in real incomes
for the majority of low-income workers, whose wages do not increase with inflation, and may push
millions into poverty. Higher food prices alone are estimated to be pushing an additional 75 million to
95 million people into extreme poverty in 2022, compared to pre-pandemic trends (Gerszon Mahler et
al., 2022). Energy inflation may be even more detrimental with Oxfam (2022) warning that higher food
and energy prices and persistent crisis conditions may raise the number of people living in extreme
poverty by 263 million in 2022.

Higher food prices also force households in the emerging economies to lower their spending on non-
food items; hence, demand for manufactured goods and services will go down. The result will be a
slowdown of growth in non-primary sectors, if not a recession, and the stagflation may well trigger
social unrest and food riots, especially in foreign-exchange-constrained countries that are net food
importers.
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In theory, high relative prices stimulate investment today and more output tomorrow, so the current
increase in food prices should be attenuated in 2023. In practice, because of the long-term effects
of global warming and the short-term implication of high fertilizer prices for the next harvest cycle
(figure 1.18), the normalization of the world food market is far from taken-for-granted, with the situation
in sub-Saharan Africa of particular concern. On top of the uncertain post-Covid adaptation of world
food supply to demand, the war in Ukraine has created an adverse supply shock for wheat and
fertilizers, pushing some countries to restrict their exports of the two products. In the absence of global
coordination, the localized war in Eastern Europe can lead to trade wars in the global food market.

The war in Ukraine and the economic sanctions against the Russian Federation have also caused
a major shock in Europe, with a record increase in electricity and fuel prices in 2022 and the risk of
rationing later in the year (figure 1.19).

Figure 1.18 Fertilizer price index, January Figure 1.19 Energy prices in the euro area,
1970-June 2022 (index numbers, 2010=100) 2014-2022 (index numbers, 2015=100)
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Source: World Bank Commaodity Price data (The Pink Source: FRED database.
Sheet). Note: Data refer to the monthly Harmonized Index of

Consumer Prices: Energy for the euro area (19 countries),
which is not seasonally adjusted.

Box 1.2 Demand-driven and supply-driven inflation in the United States

In a recent analysis, the United States Federal Reserve Bank of San Francisco (Shapiro, 2022) decomposed
consumer price inflation into demand-driven, supply-driven and ambiguous components. Demand-driven
products are those for which unexpected changes in price and quantity happen in the same direction.
By analogy, supply-driven products are those for which unexpected changes in price and quantity go in
opposite directions. Whatever does not fall in one of the two categories is labelled ambiguous, that is, a
result of both supply and demand forces. Figure 1B2.1 shows the results for the United States personal
consumption expenditure (PCE) and can be summarized as follows:

e The first impact of Covid was a negative (disinflationary) demand shock. The supply component also fell
in early 2020, but it remained positive (inflationary).
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* The demand-driven component of the United States PCE inflation turned positive in early 2021; as of
mid-2022, it was at running 2 per cent per year, the country’s long-term inflation target and twice its value
before Covid.

 Despite the recent surge in United States demand-driven inflation, supply shocks continue to be the
main determinant of United States consumer prices, accounting for more than 50 per cent of the 6.1 per
cent PCE annual inflation rate registered in June 2022. This raises concerns about an inflation response
based on interest rate increases, which are mainly effective on demand factors while having serious
consequences for developing countries.

Figure 1B2.1 Decomposition of United States consumer inflation, measured by personal

consumer expenditures (PCE), January 2017-July 2022 (percentage)
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3. Localized demand pressures

Differences in the magnitude of fiscal responses to the Covid crisis do not show up in differences in CPI
inflation rates. Figure 1.20. A plots net borrowing by the government (as a percentage of GDP) against
the CPI inflation rate during the years 2019-2021 for leading developed economies. The correlation
coefficient between net government lending and the CPI inflation rate is 0.14 and is not statistically
significant.

Most concerns about overheating after Covid have been concentrated on the United States for three
reasons. First, because of the initial deflationary impact of Covid and the increase in the average real
earnings (due to massive job loss among low-wage workers), real wages in the United States spiked
6 per cent above trend in early 2020 and remained high throughout the year. Then, in 2021, as the
economy recovered, and prices started to accelerate, real wages began to fall. The process is still
under way but, as of mid-2022, the purchasing power of United States workers has already fallen 3
per cent below its pre-Covid trend (figure 1.21).
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Figure 1.20 Government borrowing and the consumer price index, selected developed

and emerging economies, 2019-2021
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Figure 1.21 Real wages, United States, 2015-2022 (index numbers, December 2015=100)
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Second, the United States economy seems to have returned to full employment. The unemployment
rate of the whole labour force was just 3.6 per cent in July 2022, basically the same as in February
2020 when many economists thought the United States labour market was overheating. Since
the previous peak of unemployment happened at 4.5 per cent in early 2007, before the subprime
crisis started to unravel, any number below 4 per cent is thought to harbour dangerous inflationary
pressures. However, the employment-population ratio of prime-age workers (25 to 59 years) paints
a different picture. As of mid-2022, the United States was still one percentage point below the ratio
of early 2007 and was apparently turning downwards (figure 1.22), with the situation worse for those
lacking a college degree.

Third, United States consumer demand for durable and non-durable goods, as well as residential
investment, boomed after the Covid shock, but demand for services has yet to return to its pre-
pandemic trend (figure 1.23). In other words, there seems to have been a change in the composition
of household spending; this has caused production bottlenecks and wide inventory fluctuations in
the short run and will last until supply finally adjusts to effective demand. As of mid-2022, the sales
of consumer goods seem to have stabilized at a high plateau, and residential investment is falling
fast. Both changes will reduce further inflationary pressures in the United States, and, for 2023,
the monetary tightening by the Fed, the looming increase in unemployment and the reduction in
consumers’ confidence levels are expected to eliminate any remaining demand pressure created by
the Covid shock.

In the wake of the Covid-19 crisis, higher spending on social protection and lower revenues from
taxation led to higher public budget deficits in some emerging economies. Government deficits in 2020
(2021) ranged from 4.5 per cent (4.2 per cent) of GDP in Mexico to 12.8 per cent (11.3 per cent) of
GDP in India. The largest category of direct fiscal relief was cash transfers of various kinds; on average,
such transfers amount to 30 per cent of monthly GDP per capita, for an average of three months.
Much like advanced economies, the differences in the magnitude of fiscal responses to the Covid
crisis in emerging economies do not show up in differences in their CPI inflation rates (figure 1.20.B);
The correlation coefficient between net government lending and the CPI inflation rate is -0.18 and not
statistically significant.

Figure 1.22 Employment/population ratio, United States, 2007-2022 (percentage)

2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022

Source: Bureau of Labor Statistics
Note: Age range is 25-54
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Figure 1.23 United States private consumption and residential investment (index numbers, 2019=100)
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4. Wages and markups

Even when the source of high inflation is on the supply side, mainstream economic theory recommends
monetary tightening to stop the supply shocks from affecting workers’ expectations and reinforcing
higher wage claims, as these may create a destabilizing price-wage spiral. On a more practical level,
policymakers hope that through speculation and financial carry costs, a high dollar interest rate puts
negative pressure on international commodity prices and helps disinflation in the United States and
elsewhere, but usually at a large social cost in terms of unemployment and foregone output, depending
on the size of the tightening and the state of the economy.

To analyse the implications of the current monetary restriction we have therefore to check the state
of economic activity, especially the labour market, which is usually done by comparing nominal wage
growth to labour productivity. In fact, if unit labour costs (ULC) — measured by the ratio of the average
wage to productivity — are rising significantly, the monetary tightening needs to be larger, to produce
any effect on inflation, with significant damage caused to output growth and employment. Moreover,
in normal times, with balanced growth, stable relative prices, and fixed markups, the difference
between nominal wage growth and labour productivity growth should equal inflation. However, during
crises and adjustment periods, changing relative prices and moving markups add other short-term
determinants to inflation. When firms setting higher profit margins are, a source of higher prices,
monetary restrictions are a particularly inefficient and unfair response.

Data from OECD on ULC show a common pattern during the Covid shock in 2020, but a divergent
behaviour thereafter. More specifically, the first economic impact of the Covid crisis on most firms was
to reduce their productivity, which in the face of a constant nominal wage, raised the ULC. Then, as
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economies recovered, labour productivity moved up and the ULC moved down. This cyclical pattern
emerged in the main OECD economies between early 2020 and early 2021, but then economies
diverged (figure 1.24). In the United States, nominal wage growth outpaced labour productivity,
pushing the ULC substantially up in late 2021 and early 2022 even as real wages declined. In the first
quarter of 2022, the ULC was up 7.1 per cent. In contrast, in the European Union, at the beginning
of 2022, annual growth rate of ULC was 2 per cent, in line with the region’s long-term inflation target.
In Japan, the ULC was practically stable in the beginning of 2020 (zero growth rate), also ruling out
excessive demand pressures in the labour market. The most remarkable case is the United Kingdom,
where the ULC growth rate shot up to double digits during the lockdown of 2020 and then collapsed
to negative double digits during reopening. The United Kingdom ULC continued to fall in first half of
2022, with nominal wage growth almost 3 points below labour-productivity growth on an annual basis.

Figure 1.24 Unit labour cost per employed person (percentage change over respective quarter of
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Changes in ULC, however, do not automatically translate into price level variations. Their transmission
depends on the firms’ decision to set a markup over production costs. In theory, prices can still go
up when the ULC goes down, provided firms are hiking their gross profit margins (EBITDA: earnings
before interest, taxes, depreciation and amortization) faster than the ULC is falling. Using the ratio of
corporate profits to gross production value (which includes intermediate consumption) as a proxy of
the aggregate markup margin, the recent behaviour of the United States economy shows a fall during
the first impact of the pandemic in early 2020, followed by a quick recovery in 2021. By mid-2022,
the ratio of corporate profits to GDP was 7 per cent, against 6.25 per cent before the pandemic
(figure 1.25). And between 2020 and 2022, an estimated 54 per cent of the average price increase
in the United States non-financial sector was attributable to higher profit margins, compared to only
11 per cent in the previous 40 years (Bivens, 2022; Konczal and Lusiani, 2022). High wage costs and
non-wage costs (for energy and fuel) cannot fully explain the recent price acceleration in the United
States. Procyclical markups have been a major factor. In this context, competition policy and price
controls have a critical role to play.

For most developing countries, data on non-wage costs and profit margins are patchy, but two
factors suggest dynamics similar to those in the United States may be at play. First, labour shares
have been falling overall in developing countries, pointing to a reduction of (real) unit labour costs
(chapter Ill). Second, the factors that drove up profit margins in the pre-pandemic period (TDR, 2018)
likely reappeared after the first Covid shock of 2020.

Figure 1.25 Aggregate markup, United States, 1%t quarter 2017-2" quarter of 2021 (percentage)
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C. OBSCURED BY MONETARY CLOUDS:
TOWARDS A MORE SUSTAINABLE AGENDA

In the decade following the GFC, an opportunity was missed to put the world economy on a more
stable, sustainable and inclusive growth path. Once the panic had been extinguished, the banking
system propped up and growth somewhat restored, advanced country governments immediately
began to cut spending, while central banks continued to prime financial markets with continued
purchases of assets from private actors (quantitative easing). With this backing, non-bank financial
institutions greatly expanded their portfolios (chapter Ill), while large corporations indulged in share
buy backs and acquired rival companies. Yet weak capital formation, wage stagnation and unchecked
wealth and income inequality held back a strong and inclusive recovery. Rising levels of indebtedness
in developed and developing countries alike and across all sections of the economy kept economies
ticking, although financial stress mounted, even before Covid struck.

The recent supply-driven rise in inflation has pushed many governments into a somewhat muddled
strategy. The emphasis is on interest-rate hikes, tempered to varying degrees by tax breaks and
subsidies and combined with a disjointed mixture of military build-up and cuts to social programs, in
the hope that “cooling down” some parts of the economy will restrain wage growth and stop runaway
prices. The promise is a soft landing in advanced economies and a return to pre-Covid normalcy
(chapter lll). In developing countries, fiscal consolidation looks less ambiguous: it will likely be more
contractionary in hope of stabilizing financial markets, curbing capital outflows, halting devaluation and
boosting investor confidence. All of this, as outlined in this chapter, comes with a good deal of wishful
thinking.

While interest rate hikes can fight temporary inflationary pressures and help contain expectations, they
also, as noted earlier, add to household and business costs (Deleidi and Levrero, 2020). In this sense,
they will cause damage to the productive economy and increase exposure to future supply-side shocks,
perpetuating the line of policy action that privileges financial markets over non-financial businesses.
This is especially concerning as the current policy mix does not consistently include a strategy to
eliminate production bottlenecks, raise investment rates, increase productivity and rebalance budgets
in a progressive direction.

In theory, coordinated monetary action by the IMF and leading central banks can help reduce the risk
of financial shocks and, if a shock does occur, limit contagion. But if recent history is any guide, the
most probable scenario, particularly for developing countries, is one in which policy action is “too little,
too late”, taken only after crises have erupted and with a strong bias to creditor interests.

The world is facing a systemic crisis and only systemic action can solve it. Focusing solely on a
monetary policy approach — without addressing supply-side issues in trade, energy and food markets
— to the cost-of-living crisis may indeed exacerbate it. Under current supply-chain challenges and
rising uncertainty, where monetary policy alone cannot safely lower inflation, pragmatism will need to
replace ideological conformity in guiding the next policy moves.

The challenge is complicated by the legacy of forty years of predominantly neoliberal economic
policies in the main economies of the world that have left state capacity and international coordination
in poor condition. Fortunately, institutions can adapt fast; a point confirmed by the initial response
to the Covid-19 pandemic. With a focus on linking immediate macroeconomic policy challenges to
boosting investment in the SDGs and drawing on suggestions made in past Reports, policy programs,
appropriately tailored to local economic circumstances, should be built around the following elements:
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| - Containing inflation (not cutting wages): Policymakers should avoid an undue reliance on
monetary tightening and foreswear a premature return to austerity budgets. The alternative to
a damaging rise in interest rates to bring down inflation requires a pragmatic mix. First, while
subsidies to ease the cost-of-living are important in the short term, price and markup controls are
paramount, as they also allow for overdue increases in real wages. This requires a reinforcement of
anti-trust measures and a reconsideration of regulation in specific markets (Box 1.3). As detailed in
chapter lll, these policies can be bolstered at a regional level, so that single countries are shielded
from external constraints, such as exchange rate movements and capital flows.

Il - Managing growth (not mismanaging booms and busts): Monetary and fiscal rules need to
be better adapted, not just to respond to shocks, but also to support much-needed structural
changes in the economy, such as industrialization in developing countries and the energy
transition. Maintaining sustained job creation and industrial upgrading will require governments to
have sufficient fiscal space for the necessary investments and ongoing support measures. Liquidity
creation should always be allowed for development projects that guarantee, in the medium-long
term, higher income and tax revenues (TDR, 2021: box 1.3). This will require not only rethinking the
independence of central banks from any development and social goals but also considering, where
appropriate, new regional arrangements (chapter VI).

Il - Investment first (second and third): There needs to be higher public investment in economic
and social infrastructure to boost employment, raise productivity, improve energy efficiency and
reduce greenhouse-gas emissions, in an internationally coordinated effort around common global
objectives. But crowding in private investment will also require taming financial institutions to make
sure they serve the broader social good. Industrial policies will also be required to target desired
sectors and guide investment, along with better capitalized public banks committed to lengthening
the investment horizon of private businesses, including through the productive leveraging of
reinvested profits.

IV - Levelling up: While anti-trust measures and incomes policies to boost productivity growth
can help achieve more equitable distribution of income, redistributive policies can help mitigate
unbalanced outcomes. These include the reinforcement of public service provisions and progressive
tax reform, such as wealth and windfall taxes, together with a reduction of regressive tax cuts
and loopholes. Clamping down on the use of tax havens by firms and high-wealth individuals will
require legislative action at both national and international levels. Interim efforts in this direction
could include a global financial register, recording the owners of financial assets throughout the
world.

V - A new Bretton Woods: In an interdependent world, calling for greater ambition from domestic
policymakers requires rethinking global economic governance from a development perspective.
Almost eight decades on from the foundational conference in New Hampshire, the international
financial architecture is struggling to address the imbalances and inequities of a hyperglobalized
world order. A stable multilateral monetary and financial system with require more timely balance
of payments and liquidity support, a swap facility open to all, a public credit rating facility and rules
for managing sovereign debt crises. A bolder agenda to scale up public development finance will
require an increase in base capital of multilateral financial institutions along with a reassessment of
their lending headroom and priorities, combine with stronger price and quantity-based controls and
incentives to ensure that complementary private finance flows towards productive transformation.
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Box 1.3 Cereal killers: Cracking down on commodity market speculation

There is a good deal of evidence to suggest speculation is contributing to rising food and energy prices
(chapter Il). The financialization of commodity markets, linked to the creation of tradable commodity
indexes by the big banks, was already visible with the commodity price boom and bust in the first decade
of the new millennium. The details of these price movements have been examined in previous Reports; the
conclusion was that the growing participation of financial investors in commodity trading for purely financial
motives was a contributing factor to price rises (TDR, 2011: chap V). Today, there is strong evidence that
the disconnect between financial speculation and commercial hedging is one important factor driving up
energy, food and commodity prices.

While a balance between speculators and commercial hedgers is necessary for price discovery and
sustained liquidity in regulated financial markets (ideally, this ratio is around 3 to 7), the participation of
large financial institutions — investment banks, pension funds, sovereign wealth funds etc. — in commodity
price bets has come to outstrip the role of commercial hedgers. Before 2002, the average composition
of non-commercial speculators in the United States oil futures market was 20 per cent; in 2009, it rose to
approximately 50 per cent. More recent estimates put it between 70 per cent and 80 per cent (Greenberger,
2018a). All the major oil companies, leading United States banks and private energy trading houses led
by Vitol, Trafigura, Mercuria and Glencore are involved in speculative energy trading (Juhasz, 2022). The
effect of the excessive speculation is overwhelming volatility in oil prices, often driving the price of a barrel
of crude oil $25 to $30 above what market fundamentals dictate (Juhasz, 2022).” Likewise, speculative
activity by hedge funds, investment banks and pension funds has driven up wheat prices (box 2.3; Kornher
et al., 2022). The resulting super profits enjoyed by these firms stand in sharp contrast to the economic
hardship experienced by households in developed and developing countries alike, as the price of these
basic necessities has spiked.

Without undermining the positive role financial instruments can play in boosting liquidity and reducing
hedging costs in these markets, UNCTAD (TDR, 2011) proposed a series of market-level reforms that
could help reduce the distortions and volatility such instruments can introduce.

These included:

e Greater transparency in physical markets through the provision of more timely and accurate information
about commodities, such as spare capacity and global stock holdings for oil, and for agricultural
commodities, such as areas under plantation, expected harvests, stocks and short-term demand
forecast.

¢ A better flow of, and access to, information in commodity derivatives markets, especially with respect to
position-taking by different categories of market participants.

e Tighter regulation of financial market participants, such as setting position limits, to reduce financial
investors’ impacts on commodity markets; for example, proprietary trading by financial institutions
involved in hedging transactions of their clients could be prohibited because of conflicts of interest.

* Market surveillance authorities could be mandated to intervene directly in exchange trading on an
occasional basis by buying or selling derivatives contracts with a view to averting price collapses or
deflating price bubbles.

Progress on these fronts has been slow or has not advanced at all, leaving gaps and loopholes in the regulatory
system (Greenberger, 2018b) and limiting the space for policymakers to reduce the incidence of commodity
price volatility (Larsen, 2022). In the meantime, financial innovation and arbitrage strategies, especially those
deployed in over-the-counter (OTC) deals with financial swap contracts, have made the conceptual distinction
between commercial hedging and financial speculation more challenging (Chadwick, 2017).

7 Mention of any firm, product, service or licensed process does not imply endorsement or criticism by the United Nations.
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In light of recent developments, revisiting earlier proposals and considering more radical regulatory steps
would be timely. Even within the existing legislation, the Commodities Futures Trading Commission (CFTC)
can discourage speculators by tightening position limits in energy futures markets to discourage speculative,
market momentum-based speculators, for example, limiting the number of shares or derivative contracts
that a trader or any affiliated group of traders and investors may own.

On top of introducing position limits, the CFTC should increase margin requirements, forcing a trader to
hold larger capital reserves for a given number of positions, making it much more expensive to corner
the market and gain from speculation. There also needs to be better oversight and control of clearing
platforms, with a possibility of disallowing those types of transaction that point to excessive speculation.

An outright ban on commodity index funds and compulsory premarket government licensing of complex
financial instruments (Chadwick, 2017) can be part of a strong regulatory toolset as well. These could shift
the burden of proof concerning the social utility and risks posed by a given financial instrument onto those
seeking to profit by its trade.

As previous experience shows, to be effective, these proposals need to be implemented systemically, in
line with other institutional measures aimed to protect the most vulnerable parts of the world population
from the crises driven by financial speculation, corporate arbitrage and market manipulation.

D. REGIONAL TRENDS

1. The Americas

The United States economy is decelerating. Growth will fall from 5.7 per cent in 2021 to 1.9 per cent
in 2022, and then continue to slide, reaching 0.9 per cent in 2023. This deceleration is driven by three
forces. First, the increase in real interest rates to reduce inflation is already slowing demand down,
especially residential investment and consumer demand. Second, the phasing out of the American
Rescue Plan'’s fiscal stimulus adds a negative impulse to United States demand. Third, the adjustment
of asset prices to higher interest rates has imposed huge capital losses to United States firms and
families, reducing private demand temporarily. Most of the growth deceleration will happen between
mid-2022 and mid-2023, with a marginal recovery in late 2023.

Canada is expected to follow the United States fluctuation, but with a lower volatility because interest-
rate-induced capital losses have a relatively lower effect on the Canadian economy.

Recessionary dynamics are also at play in Mexico for 2022-2023. Growth in 2022 is expected to reach
1.8 per cent, even though the recovery in 2021 was only half-way back, after the sharp recession of
2021. Part of the slowdown is due to economic policy, as the Mexican government refrained from
adopting a large fiscal stimulus after the pandemic. For 2023, because of its close ties to the United
States business and monetary cycle, Mexican GDP is expected to decelerate further, to a 1.4 per cent
growth rate.

Similarly, after a brief recovery in 2021, the Brazilian economy is now at risk of an abrupt deceleration,
reaching 1.8 per cent growth in 2022. Regardless of 2022 election results, there will probably be a
negative fiscal impulse in 2023, which together with the lagged effects of monetary tightening, is
expected to reduce GDP growth to just 0.6 per cent in 2023.
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Argentina is also on the way to a growth recession. Even if the momentum from 2021 contributes to
yield a robust 4.1 per cent growth in 2022, a sharp deceleration starting in the second half of the year
will bring about an economic contraction of about 0.8 in 2023. In addition to the global headwinds
created by higher international real interest rates, Argentina’s turn-around reflects the recessionary
impact of exchange-rate depreciation. The economy is at risk of entering a trap of high inflation and
sharp falls in real income.

Chile and Colombia have comparatively more diversified economic structures. Their respective
governments aim to shift economic policy towards social inclusion and employment generation, but
the global monetary tightening and the balance of payments constraints on Latin American economies
reduce their fiscal space.

Other economies of South America and of Central America and the Caribbean will, with some
differences among them, follow the trend of the larger economies, with moderate growth this year and
a deceleration in 2023.

2. European Union

France experienced two quarters of relatively strong growth, especially in agriculture and industrial
sectors, but it is expected to slow down the second half of 2022, affected by the slowdown in global
demand, the increase in interest rates that is already being felt on residential investment and the rising
cost of energy. France is one of a few countries in the region whose electricity production relies more
than 90 per cent on renewable sources and nuclear power; yet the increases in fuel prices have taken
a visible toll on private demand for goods and services. France is projected to grow 2 per cent in 2022
and 1 per cent in 2023.

Germany relies more heavily on fossil fuels for electricity production, with 24 per cent of electricity
deriving from coal and 18 from gas, for a total of approximately 44 per cent of electricity from fossil
fuels. The energy crisis and possible rationing of gas are expected to take a toll on manufacturing
activity, employment creation and, through rising costs, on households’ real spending. Meanwhile,
Germany’s export sector, a long-time driver of growth, is expected to suffer from the slowdown of
global demand in an environment of rising interest rates. The main drivers of Germany’s growth in 2022
have been external demand and fiscal policy, while the private sector has been dramatically reducing
its claims on real output. In 2022, growth is projected to reach 1.1 per cent. In 2023, with the fiscal
stimulus thinning down, the economy is projected not to grow.

The Italian economy experienced a growth rebound in the second quarter of 2022 after a flat first
quarter, mostly because of an increase in demand for services after the last Covid-related restrictions
were lifted in March and the strong activity in construction, buoyed by state subsidies. Industrial
production remains a positive factor but is expected to slow due to rising energy and component
costs, as well as subdued global demand. The net external position has turned negative because of
the price of energy imports. Overall, we expect Italy to grow 2.5 per cent in 2022 and 0.5 per cent in
20283.

Overall, the European Union is expected to slow down because of higher energy costs and subdued
global demand, with Germany and ltaly particularly exposed. Inflation has been highest in Germany
and Spain, where incomes are still below pre-pandemic levels (-0.2 per cent from the last quarter of
2019 in Germany, -2.5 per cent in Spain). Various measures have been taken at the national level by
member countries to cushion the impact of the rising cost of living, in some cases funded by windfall
taxes on energy companies. While the disbursement of the Recovery and Resilience Facility fund
continues, with €100 billion in loans and grants disbursed out of €723.8 billion, no European Union-
wide provision to face the energy crisis has been announced.
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3. The Russian Federation, Belarus, Ukraine

The strong rebound of the Russian economy in 2021 was short-lived. The full impact of the sanctions
imposed on the country following its invasion of Ukraine in February 2022 is yet to become clear.
While the effect of financial sanctions has already been registered, the impact of trade restrictions is
expected to become more acute in late 2022, after companies exhaust the stocks of their imported
inventories. The embargo on Russian oil imposed by the European Union which puts federal budget
revenues under pressure is due to come into effect in late 2022.

Reflecting this uncertainty, estimates of the depth and duration of the Russian Federation recession
in 2022-2023 vary. But despite continued state support of selected industries, redirection of exports
away from Europe and other traditional markets, a decline of GDP in the order of 7 per cent is
expected in 2022. More pessimistic readings, based on the absence of growth stimuli in an economy
heavily dependent on imports in key sectors and where pre-war growth has been driven by consumer
demand, see the recession continuing into 2023. UNCTAD expects that after the sharp contraction of
2022, the Russian economy may post a weak growth rate of 1.3 per cent in 2023.

The GDP of Belarus is expected to drop by about 4 per cent in 2022, as a consequence of the loss
of export revenues due to sanctions and a breakdown in logistical chains. While reliance on Russian
imports has helped to limit the effect of the crisis to individual sectors, IT and the external sector have
weakened in 2022. In 2023, the Belarussian economy is likely to show a growth rate of no more than
1 per cent.

Ukraine, in addition to humanitarian losses, faces an estimated cost of $10 billion per month for the
war, approximately half of which is covered by external finance. Estimates of the ultimate economic
costs of the war vary. While it is impossible to offer definitive estimates at a time of ongoing conflict, it
is apparent that the resilience of the economy is waning.

4. The United Kingdom

The economy of the United Kingdom grew rapidly in 2021, by 7.4 per cent, but still not compensating
for the contraction of 9.3 per cent with the Covid-19 shock. While the growth momentum continued
into the first quarter of 2022 (with an annualized growth rate of 3 per cent), a series of headwinds,
some resulting from Brexit and others from international conditions, are impacting the outlook.
Gross fixed capital formation, virtually stagnant in real terms since 2017, remains subdued. External
adversities stemming from sluggish global demand, exchange rate instability and yet unresolved Brexit
shortcomings are contributing to current account challenges. The stimuli from government spending in
response to the Covid shock started to weaken mid-2021, and all indications suggest fiscal tightening
will become the norm. At the same time, consumer demand is weakening due to the cost-of-living
crisis. Given these conditions, while the economy will exhibit an annual growth of 2.6 per cent in 2022
(on the heels of the inherited growth momentum), it is likely going to contract by 0.9 per cent in 2023.

5. East Asia

The East Asian region registered a strong recovery in 2021, but UNCTAD estimates a moderation in the
growth rate in 2022. Our baseline scenario envisages an expansion of 3.2 per cent this year, compared
to 6.5 per cent growth in 2021. A confluence of factors — including a significant increase in the prices
of the region’s imported commodities, as well as a softening in global demand for the region’s exports
and a tightening in international monetary conditions — is weighing on growth throughout the countries
in East Asia. For 2023, we expect growth to pick up moderately to 4.3 per cent.

UNCTAD expects a significant deceleration in economic activity in China in 2022, from 8.1 per cent in
2021 to 3.9 per cent, mainly because of the protracted lockdowns. Continued uncertainty weighs on
consumer spending, despite a loosening of credit conditions by the authorities. The property sector
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is locked in an evolving financial crisis. While certain export industries have performed strongly (most
notably the semiconductor industry), others are seeing slowing external sales as international demand
weakens amidst growing inflationary pressures and monetary tightening.

State support has largely concentrated on the supply side of the Chinese economy. The government
has relied on boosting infrastructure investment and providing support to businesses, along with some
deregulation in the financial and real estate sectors. Monetary policy stimulus has been limited despite
subdued domestic inflation. The authorities have reduced the 5-year loan prime rate for mortgage
lending and directed banks to increase lending. While these sets of policy measures will help to
buttress growth, they are not of the same scale as the stimulus measures applied in the last two years.
We expect growth in 2023 to yield 5.3 per cent, falling slightly short of the authorities’ annual target
of 5.5 per cent.

In Japan, growth of GDP in 2021 was 1.7 per cent, after a negative 4.5 per cent in 2020. It is estimated
that a relatively strong positive rate for the second quarter of 2022 will be followed by positive but
faltering growth in the next quarters, leading to an annual growth of 1.0 per centin 2022. The economy,
which continues to rely on the growth of exports, is affected by the deceleration of growth in China and
a more generalized slowdown of global trade and high prices for imported commodities. These factors
together suggest Japan’s GDP growth will reach 1.8 per cent in 2023, allowing the level of economic
activity to surpass that of the peak of 2019 only towards the end of 2023.

In the Republic of Korea, growth is expected to slow following the robust bounce-back observed
in 2021, at 4.0 per cent, when a dynamic export sector and continued fiscal and monetary support
measures helped to propel economic activity. For 2022, we estimate a less dynamic expansion of
2.2 per cent. High household debt and increasing inflation are dampening consumption spending.
With inflation mostly imported, the impact of monetary tightening on prices will likely be very limited.
We expect growth to decelerate further in 2023 to 2.0 per cent, as weakening external demand
impacts the export sector; in addition, more restrictive fiscal and monetary policies are expected to
inhibit consumption and investment spending.

6. South-East Asia

South-East Asia registered a relatively anaemic growth of 3.8 per cent in 2021, far below the rate of
expansion observed in recent years. For 2022, the economic performance of the region has so far
been stronger, albeit uneven. UNCTAD estimates the region will grow by 4.1 per cent in 2022, yet
growing inflationary pressures and a subsequent tightening of domestic monetary stances, along with
more costly international financing conditions, will dampen activity. For 2023, we expect the region’s
growth rate to decelerate to 3.8 per cent in the context of sluggish growth of global trade and the
expected effects of tightened domestic monetary policy, as the region’s vulnerability to financial and
exchange rate instability weighs on policymakers’ minds.

UNCTAD expects the Indonesian economy to grow 4.3 per cent in 2022, after having registered a
relatively weak recovery in 2021. The stronger growth performance in 2022 is largely a result of the
lifting of Covid restrictions, favourable conditions for the export sector and the accommodative stance
of the Central Bank. Yet the pronounced increase in domestic food and energy prices was met by the
introduction of a temporary ban on the export of palm oil and increases in energy subsidies. For 2023,
UNCTAD estimates 4.4 per cent growth, as the positive impact of continued high prices for Indonesia’s
commodity exports will be somewhat tempered by a more restrictive monetary stance, dampening the
growth in activity.

In Malaysia, UNCTAD expects economic activity to pick up from 3.1 per cent in 2021 to 5.4 per cent
this year. This is partly thanks to the use of increased fiscal revenues — from the country’s commodity
exports to cushion imported inflation and export bans on certain agricultural products. Tempering this
broadly positive outlook is the country’s vulnerability to tightening international financial conditions,
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due to its relatively high levels of external debt. As a result, we expect growth to slow to 3.5 per cent
in 2023, as more costly international financing conditions will only be partially offset by the continued
favourable terms of trade for the country’s commodity exports.

In Thailand, despite the expected expansion of 3.0 per cent in 2022, the recovery has been subdued.
The over-reliance of the economy on the tourism sector continues to weigh on activity: the shortfall
in tourism-related services exports, together with the increased cost of energy imports, has led to a
deterioration in the current account balance precisely as external financing conditions become more
costly. On the domestic front, increased inflationary pressures have proven detrimental to households’
purchasing power and have only been partially countered by government subsidies. For 2023, we
expect growth of 4.0 per cent largely thanks to tourism flows beginning to recover to their pre-
pandemic levels.

UNCTAD expects a strong 6 per cent GDP growth in Viet Nam in 2022. The dynamism of manufacturing
exports and services will drive the expansion, as international companies continue to start productive
operations in the country. Although weakness in private consumption will temper growth, and energy
and food prices will be high, we expect growth to remain robust in 2023, at about 6.5 per cent.

7. Western Asia

The Western Asian region will register a relatively strong growth rate of 4.1 per centin 2022, substantially
above pre-pandemic rates. Revenues from energy exports have been further boosted by significant
increases in oil production volumes in line with the OPEC+ agreement’s gradual relaxing of output
restrictions. However, the higher import bill for both fuel and food products is putting a significant
strain on the region’s economies, and the situation is aggravated by the tightening of international
financing conditions. Meanwhile, in the region’s commaodity-exporting countries, higher fiscal revenues
from energy exports have endowed states with greater resources to provide relief to households from
increased consumer prices, but in the region’s commodity-importing countries, households are being
squeezed, particularly by food prices, with very limited state support. We expect the region’s growth
to moderate in 2023 to 2.9 per cent, as a slowdown in international demand and increasingly tight
monetary stances will temper the expansion in economic activity.

In Saudi Arabia, UNCTAD estimates growth of 6.6 per cent in 2022. The strong performance will be
driven by the oil sector in line with the output increases contained in the OPEC+ agreement. For 2023,
we expect growth to moderate but to remain robust at 3.9 per cent. Increased fiscal revenues from
oil export earnings will continue to help finance the government’s ambitious public investment plans,
particularly for large-scale infrastructure projects. Continued tightening of monetary policy in 2023 to
respond to United States policy will prove a drag on growth.

Turkiye, having registered an extraordinary growth of 11.0 per cent in 2021, is expected to decelerate
abruptly in 2022 to 2.4 per cent. Weakening global demand and higher prices forimported commodities
will cause a deterioration in the current account deficit; meanwhile, inflation topped 70 per cent by
mid-2022, and this will dampen consumption growth. The sharp depreciation of the lira has added
further upward pressure on prices and increased the costs of servicing the country’s considerable
foreign-currency denominated debt. For 2023, we expect growth to remain constant at 2.4 per cent,
as a further softening of external demand, along with elevated prices for imported oil and gas, will
continue to complicate growth prospects.

8. Central Asia

In the Central Asian region, UNCTAD expects growth of 3.6 per cent in 2022, as external demand
will tend to weaken, but the rebuilding of European fossil energy stocks and elevated international oil
prices will continue to benefit the region’s energy exporters. A growth rate of 3.5 per cent is expected

35




36

TRADE AND DEVELOPMENT REPORT 2022
Development prospects in a fractured world: Global disorder and regional responses

for 2023, as fiscal support becomes more uncertain in a tight monetary environment and external
demand weakens.

In Kazakhstan, growth returned and reached 4.0 per cent in 2021. Fossil energy exports contributed
to narrowing the current account deficit, yet drought and higher global energy prices boosted inflation
Although inflation and continued monetary tightening will weigh negatively on economic activity, high
energy exports and revenues are expected to bring GDP growth up to 2.7 per cent in 2022. In 2023,
GDP growth is projected at 3.5 per cent.

9. South Asia

UNCTAD expects the South Asia region to expand at a pace of 4.9 per cent in 2022, as inflation
increases on the back of high energy prices, exacerbating balance of payment constraints and forcing
several governments (Bangladesh, Sri Lanka,) to restrict energy consumption. Moreover, the limited
and delayed progress in relaxing vaccine-related intellectual property (IP) rights continues to leave
the region vulnerable to future outbreaks. For 2023, UNCTAD expects the region’s growth rate to
decelerate slightly to 4.1 per cent.

India experienced an expansion of 8.2 per cent in 2021, the strongest among G20 countries. As
supply chain disruptions eased, rising domestic demand turned the current account surplus into
a deficit, and growth decelerated. The Production-Linked Incentive Scheme introduced by the
government is incentivizing corporate investment, but rising import bills for fossil energy are deepening
the trade deficit and eroding the import coverage capacity of foreign exchange reserves. As economic
activity is hampered by higher financing cost and weaker public expenditures, GDP growth is
projected to decelerate to 5.7 per cent in 2022. Going forward, the government has announced
plans to increase capital expenditure, especially in the rail and road sector, but in a weakening global
economy, policymakers will be under pressure to reduce fiscal imbalances, and this may lead to falling
expenditures elsewhere. Under these conditions, the economy is expected to decelerate to 4.7 per
cent growth in 2023.

10. Oceania

In Oceania, UNCTAD expects growth of 3.6 per cent in 2022, followed by 2.1 per cent in 2023.
The region’s performance is determined to a large degree by that of its largest economy, Australia,
which accounts for over 80 per cent of the region’s GDP. After rebounding 4.8 per cent in 2021,
partly on the back of recovering external demand, the Australian economy further benefitted from
spiking commodity prices in the first half of 2022. Like in many developed countries, the labour market
appears tight, but inequality is high, and poverty is on the rise. In 2022, Australia is expected to grow
by 3.9 per cent. Yet as longer-term challenges and new headwinds jointly erode domestic demand,
and external demand slows, growth will moderate to 2.3 per cent in 2023.

11. Africa

Africa’s economic activity is expected to expand by a moderate 2.7 per cent in 2022, following a
rebound of 5.1 per cent in 2021. This reflects several new challenges, including high international food
and fuel prices, financial shocks owing to the stronger-than-anticipated tightening of monetary policy
in advanced economies and acute risks of food insecurity in many parts of the region. As a result, an
additional 58 million non-poor Africans will fall into extreme poverty in 2022, adding to the 55 million
Africans already been pushed into extreme poverty because of the pandemic (UNECA, 2022). In the
context of a severe weakening of European and other trade partners, growth on the continent will
continue decelerating, down to 2.4 per cent in 2023.

In Nigeria, the economy grew 3.1 per cent, year on year, in the first quarter of 2022, compared with
4.0 per cent in the fourth quarter of 2021. This marks the sixth consecutive quarter of economic
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expansion, partly on the back of oil export revenues absorbed by the non-oil sector, including services
and agriculture. In 2022, Nigeria's economy is expected to grow 2.9 per cent, as result of weak oil
output caused by technical and security hurdles in a context of underinvestment.

In Egypt, domestic economic activity continued to expand relatively quickly in early 2022, driven by
activity in tourism, non-petroleum manufacturing and trade. Yet the country made a request to the IMF
for a new program in March 2022 when it came under new financial pressure. For the rest of the year,
economic activity is expected to soften owing to the negative spillover of the war in Ukraine, leading to
an annual growth forecast of 4.0 per cent.

In South Africa, growth in the first quarter of 2022 surprised on the upside, although a severe slowdown
is expected in the second quarter, with flooding in the southeast of the country. While private investment
has strengthened on the back of the recovery, public sector investment remains weak. Household
spending has continued to expand but is likely to soften in the second half of the year, with higher
inflation, lower asset prices and rising interest rates. Meanwhile, tourism, hospitality and construction
should see stronger recovery as the year progresses. Other headwinds include subdued investment
and business sentiment, elevated prices for food and key imported inputs, high indebtedness of the
middle class and increased volatility of capital flows, which compound longer-term challenges, such as
the high unemployment and inequality. As a consequence, the economy will show weak growth rates
of 1.4 and 1.3 per cent in 2022 and 2023, respectively.

Ghana and Tunisia are in talks with the IMF for emergency loans. In late May 2022, the IMF and
World Bank considered 16 low-income African countries to be at high risk of debt distress, while
7 countries — Chad, Republic of the Congo, Mozambique, S&o Tomé and Principe, Somalia, Sudan
and Zimbabwe — were already in debt distress. Bright spots, such as Cbte d’lvoire and Rwanda, are
expected to exhibit rapid growth in 2022. However, 33 African countries need external assistance for
food, and acute food insecurity is likely to worsen in the next months in 18 of these economies.
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