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Chapter Il

TOWARDS MORE BALANCED GROWTH:
A GREATER ROLE FOR DOMESTIC DEMAND
IN DEVELOPMENT STRATEGIES

A. Introduction

The global economy is still struggling to recover
from the Great Recession of 2008-2009 resulting
from busts in the housing and financial markets of the
major developed countries. The examination of the
current challenges for the global economy in chapter I
of this Report indicates that these countries may have
along way to go to achieve a self-sustaining recovery.
Meanwhile, a prolonged period of slow growth in
these countries will mean continued sluggish demand
and thus slower growth in their imports from develop-
ing and transition economies beyond the short term.
Countercyclical macroeconomic policies might be
able to compensate for resulting growth shortfalls
for some time, but will eventually result in fiscal or
balance-of-payments constraints unless they are fol-
lowed by policies that adopt a more comprehensive
and longer term perspective. This chapter discusses
possible longer term policy options to support rapid
and sustained economic growth in developing and
transition economies, with a focus on the comple-
mentarity of external and domestic demand.

Prior to the onset of the economic and financial
crisis, buoyant consumer demand in some developed
economies, especially the United States, enabled the
rapid growth of manufactured exports from indus-
trializing developing economies. The consequent

boost to these countries’ industrial development
and urbanization, in turn, provided opportunities for
primary commodity exports from other developing
countries. The overall expansionary — though even-
tually unsustainable — nature of these developments
contributed to a prolonged period of output growth
of'the world economy, and seemed to vindicate many
developing and transition economies in their decision
to adopt an export-oriented growth model. However,
their continued reliance on such a growth model
does not seem viable in the current context of slow
growth in developed economies. Accordingly, those
developing and transition economies, and especially
the larger ones among them, may need to consider
a policy shift to a more domestic-demand-oriented
growth model.

This chapter examines two main questions:
(i) What determines whether developing and tran-
sition economies should shift emphasis from an
export-oriented to a more domestic-demand-oriented
growth strategy? (ii) What policy measures could
help smooth such a transition in growth strategy?

The chapter first discusses, in section B, deter-
minants of countries’ vulnerability to external trade
shocks. It emphasizes that the decline in real final
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expenditure was the main reason for the collapse of
international trade in 2008—-2009. Combined with the
recognition that growth in developed countries’ final
expenditure may remain below pre-crisis rates for a
protracted period of time, it argues that: (i) the effects
of the trade collapse on manufactured exports from
developing and transition economies may be indica-
tive of a less favourable external trade environment
for these countries for a number of years to come;
and (ii) possible ensuing slower demand growth in
the developing and transition economies that have
a large proportion of manufactures in their exports,
combined with weak growth in developed countries,
may also reduce the export earnings of economies
that rely mainly on exports of primary commodities.
In evaluating possible future developments in the
latter countries’ export earnings, this section further
suggests that this could depend to a large extent on
whether commodity prices are in a so-called “super-
cycle”, and if so, at what point in the cycle they are
currently situated. While economic activity in devel-
oped countries clearly has a direct impact on primary
commodity price developments, its largest impact
may be indirect and linked to its effect on the pace
of industrialization and urbanization in developing
and transition economies whose growth trajectories
have been supported by exports of manufactures to
developed-country markets. Section C focuses on
manufactures, and examines which categories may
be particularly affected by weak demand growth in
developed countries.

Section D considers economic growth from
a demand-side perspective. It begins from the
main conclusion of the previous section, that the
scope for a switch towards a more balanced growth
strategy is greatest for those countries which have
relied significantly on exports of manufactures
to developed countries. It then builds on an
examination (presented in the annex to this chapter)
of what such a switch from an export-oriented to a
more domestic-demand-oriented growth strategy
would entail in economic terms. It discusses the
possible implications for countries’ balance of
payments and for product-specific demand patterns
resulting from an acceleration of expenditure in
the different components of domestic demand
(i.e. household consumption, investment and
government spending). Particular attention is given
to household consumption expenditure, which is
by far the largest component of domestic demand,
generally accounting for between half and three

quarters of aggregate demand. Therefore, an increase
in this component would appear to be indispensable
for sustained growth based on a strategy that places
greater emphasis on domestic demand. The section
also underlines the importance of both government
spending and, especially, investment for boosting
demand growth. This is particularly true for many
countries in Latin America, where, despite a more
rapid pace of gross fixed capital formation starting
in the early 2000s, the share of investment in gross
domestic product (GDP) has remained relatively low
and constrains their potential growth. But it is also
true for other developing countries, especially in
East Asia, where investment is required in order to
switch domestic supply capacities to meet changing
demand patterns that are driven by rising household
consumption expenditure.

The following are the main findings of this
section. First, a more balanced growth strategy
with a larger role for domestic demand needs to be
based on the creation of domestic purchasing power
through additional employment and wage-earning
opportunities. Second, it is necessary to manage
domestic demand expansion to prevent an excessive
increase in demand for imports arising from a switch
in growth strategy, which, coupled with lower
export growth, might cause a deterioration in the
trade balance. Third, nurturing the interrelationship
between household consumption and investment
will be of crucial importance in a shift towards a
more balanced growth strategy. Investment needs
to be increased, not only to create the jobs and
incomes necessary for sustained growth of household
consumption expenditure, but also to enable changes
in the sectoral composition of domestic production
so that it responds to sales opportunities arising from
new demands by domestic consumers. The latter is
true especially for large countries, while for small
countries an increase in regional and South-South
trade is likely to be of particular importance.

Section E discusses the policy implications of
these findings at both the national and international
levels to help smoothen the transition from one
growth strategy to another. It emphasizes that the
major policy challenges facing developing and
transition economies differ significantly from those
facing the developed economies. The latter still need
to focus on consolidating their weakened financial
systems and on demand management in an effort to
return to a path of sustained economic growth, high
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levels of employment and socially acceptable dis-
tributional outcomes. Succeeding in this task would
also have global benefits. It would maintain, and even
enlarge, the kind of export opportunities that under-
pinned much of the successful growth of developing
and transition economies during the pre-crisis period.
However, such an outcome is unlikely to occur for
several years to come because, to a large extent,
exports of developing and transition economies to
developed-country markets during the decade before
the onset of the Great Recession relied on unsustain-
able policy stances in the developed countries.

Itis clear that developing and transition economies
should not neglect demand management; rather, they
should maintain policies aimed at both strengthening
growth and employment creation and at reducing
domestic and external vulnerabilities. Nevertheless,
the policy stance of developing countries needs
to adapt to an external economic environment
characterized by slow recovery and weak growth in
developed economies. Such adaptation implies the
need for a gradual shift in the relative importance
of external sources of growth towards a greater
emphasis on domestic sources.

B. Global trade shocks and long-term trends:
terms-of-trade and volume effects

Countries exporting primary commodities are
generally believed to be particularly sensitive to
changes in the global economic environment for two
reasons. One reason relates to commodity prices,
which experience frequent and often sharp fluctua-
tions. Another concerns volumes, and the fact that the
income elasticity of demand for primary commod-
ities is lower than that for manufactures. This means
that demand prospects for exporters of manufactures
tend to be more favourable than those for exporters
of primary commodities as world income rises. This
section examines the price and volume effects of the
collapse of global trade in 2008-2009 and prospects
for the future growth of demand for primary com-
modities and manufactures respectively.

1. Volume and price components
of external trade shocks

Greater trade openness has helped promote
economic growth in a number of countries, but,
increasingly, it has also become a primary channel
for the transmission of external shocks. Economic

downturns in developed countries cause sharp con-
tractions in global demand and reduce the export
opportunities of developing countries. This can result
in an external trade shock for developing countries,
reflected in a decline in their export volumes and
changes in their terms of trade (i.e. the change in a
country’s average export price relative to its import
price). The impact of such external trade shocks varies
considerably across regions and individual countries,
depending on their pattern of export specialization.

The collapse of world trade in 2008—-2009
caused a deterioration in the terms of trade of
countries whose exports are heavily concentrated
in energy, and countries that export mainly manu-
factured goods experienced negative volume effects
(chart 2.1)." Terms of trade and volume changes
were equally important in countries which export
predominantly minerals and metals, as in countries
whose exports are either diversified or concentrated
in agricultural products.

The remainder of this section examines issues
related to changes in the prices of primary com-
modities before turning to demand prospects for
manufactured exports from developing countries.
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Chart 2.1

THE GLOBAL TRADE COLLAPSE OF 2008-2009:
MOST AFFECTED ECONOMIES, BY EXPORT SPECIALIZATION

(Trade shocks as a percentage of GDP)
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2. Recent movements in
the terms of trade

Price movements of internationally traded
goods affect an individual country’s gains from
international trade, or its terms of trade. The extent
of gains or losses resulting from changes in the terms
of trade depends on the composition of the country’s
trade basket and the relative importance of foreign
trade in its gross domestic product (GDP). Primary
commodity production and exports are generally
believed to offer limited opportunities for economic
growth and development mainly because of a long-
running deterioration in the terms of trade of primary
commodities versus manufactures (i.e. a declining
trend in the prices of primary commodities vis-a-vis
those of manufactures) (chart 2.2). Other dimensions
of the “commodity problem” relate to high price
volatility and the concentration of market structures

that limits the share of the final price accruing to
producers.

Since the turn of the millennium there has been
a significant improvement in the terms of trade for
commodity exporters vis-a-vis exporters of manufac-
tures, which has also contributed to faster economic
growth in commodity-exporting countries. The
commodity price boom over the period 2002-2008
and another rapid rebound following a sharp price
decline in 2008-2009 (see chart 1.2 and table 1.3 in
chapter I) reflect a change in the commodity price
trend, at least temporarily, from declining towards
rising prices; but they also reflect a decline in world
prices of certain, especially labour-intensive, manu-
factures. This turnaround is related to two structural
changes in international trade in which developing
countries have played a major role: first, a number of
developing countries, notably China, have emerged
as major consumers and importers of commodities;
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Chart 2.2

TRENDS IN THE TERMS OF TRADE, SELECTED PRIMARY COMMODITY GROUPS
VERSUS MANUFACTURES, 1865-2009

(Index numbers, 1970-1979 = 100)
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Source: Ocampo and Parra, 2010.

and second, manufactures now account for a sizeable
share of some developing countries’ export baskets.

Terms-of-trade trends for different groups
of developing countries have tended to diverge
(chart 2.3), depending on the composition of their
respective exports and imports. Those developing
countries whose oil and mineral and mining prod-
ucts account for a sizeable share of total exports
experienced the largest gains from higher commod-
ity prices vis-a-vis manufactures since the early
2000s. Oil exporters saw their terms of trade more
than double in the past decade, implying that the
prices of their exports grew more than twice as fast
as the prices of their imports. Mirroring these trends
by geographical area, the country groups that saw
the largest terms-of-trade gains were the transition
economies, Africa and West Asia. Similarly, Latin
America registered significant terms-of-trade gains,
although more moderate because of a relatively
more diversified trade structure. The terms of trade

of exporters of agricultural commodities showed a
slightly rising trend, reflecting both dissimilar price
developments for different agricultural products
(i.e. tropical beverages, food and agricultural raw
materials) and the different weights of food and fuel
imports in their import baskets. On the other hand,
developing countries that are major exporters of
manufactures, mainly those in East and South Asia,
have experienced terms-of-trade losses since 2000.?

In2010 and 2011, the terms of trade of commod-
ity exporters recovered from the commodity price
slump of 2009 in what appeared to be a continuation
of the rising trend since the early 2000s (chart 2.3A).
However, in 2012 their terms of trade stalled as a
result of a decline of commodity prices from their
peaks in 2011 (see discussion about recent com-
modity price developments in chapter I). Whether
this represents just a pause or a reversal of the rising
trend in their terms of trade during the 2000s is the
focus of the next section.
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Chart 2.3
NET BARTER TERMS OF TRADE, 2000-2012
(Index numbers, 2000 = 100)
A. By export structure B. By region and economic group

240 240
220 220
200 200
180 | 180 |
160 | 160 |
140 | 140 |
120 | 120 |
100 100
80 | 80
60 I I I I I I I I I I I I I 60 I I I I I I I I I I I I I

2000 2002 2004 2006 2008 2010 2012 2000 2002 2004 2006 2008 2010 2012

—— Oil exporters Africa

= Exporters of minerals and mining products
Exporters of agricultural products

Exporters of manufactures

Latin America and the Caribbean
East and South Asia

West Asia

Transition economies

Developed economies

Source: UNCTAD secretariat calculations, based on UNCTADstat.

Note: Data for export structure refer to developing and transition economies.

3. Factors affecting commodity prices:
is a supercycle petering out?

Commodity prices are influenced by a complex
interaction of multiple factors, which can span dif-
ferent time periods and can affect the volatility and/
or the trend level of those prices. Commodity price
developments are determined by the fundamentals of
physical supply and demand of commodities, as well
as by the greater participation of financial investors in
primary commodity markets, because commodities
are increasingly considered a financial asset. Another
factor influencing commodity prices, which are nor-
mally denominated in United States dollars, is the
evolution of the exchange rate of the dollar. There are
also some factors specific to a particular commodity
market, while others affect all primary commodities.
Furthermore, it is not only market-related factors,
but also economic policy and political aspects that
matter. For example, geopolitics can have a very
significant influence on the evolution of oil prices.
While a precise measurement of the influence of
each individual factor on the dynamics of commodity

prices is fraught with difficulties, especially for price
forecasting, the objective of this section is to provide
a broad assessment of the likely trend of commodity
prices over the next one or two decades.

During the past decade, commodity markets
have experienced substantial structural changes. One
such change is the increasing presence of financial
investors in commodity markets (see also TDR 2009,
chap. II; TDR 2011, chap. V). Financial investments
have a significant impact on price volatility and may
cause extreme price changes in the short term; for
instance, the commodity price surges in 2007 and
the first half of 2008 were most probably linked to a
speculative bubble, which burst with the collapse of
prices in the second half of 2008 following the onset
of the global financial crisis. A second major struc-
tural change, associated with the underlying physical
market fundamentals, is the increasing demand for
commodities in rapidly growing developing coun-
tries, notably China.

The latter factor, which is the main focus of
this section, has more of an influence on the longer
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term trend of commodity prices. On the demand
side, it has underpinned the sustained increase in
commodity prices since 2003 that was interrupted
only in 2008-2009 by a sharp fall in prices follow-
ing the eruption of the global financial crisis. On the
supply side, the historically low price levels of the
1990s led to a long period of underinvestment in
production capacity. As a result, and due to increasing
production constraints, supply was slow to react to
rising demand. Consequently, with stocks generally
declining, the trend was for prices to significantly
increase. The tight structural supply and demand
balances of many commodities also paved the way
for other factors from the financial sector and policy
side to lead to excessive price volatility.

Some observers have identified the commod-
ity price surge between 2002 and 2011-2012 as the
expansionary phase of a commodity “supercycle”
— i.e. a trend rise in the prices of a broad range of
commodities which may last two decades or more. It
is associated with rising demand in a major country
or groups of countries resulting from their process
of industrialization and urbanization (Heap, 2005;
Standard Chartered, 2010; Erten and Ocampo,
2012; Farooki and Kaplinsky, 2012).> The current
supercycle has been characterized by rapid economic
growth, industrialization and urbanization in a range
of developing countries, among which China has
played a particularly strong role because of the large
size of its economy. Economic growth in China has
been extremely natural-resource-intensive, partly
driven by high levels of investment, especially in
infrastructure and construction, and by the rapid
growth of manufacturing, which generally demands
more raw materials and energy than growth in the
services and agricultural sectors. Consequently,
China has become the world’s leading consumer of
many primary commodities, accounting for more
than 40 per cent of global consumption of several
commodities (table 2.1). At the same time, it is also
a major producer of a number of commodities. But
while Chinese commodity production increased dur-
ing the first decade of the 2000s, this was not always
sufficient to meet the rising demand. As a result,
China has become a major importer of some com-
modities (ECLAC, 2012: box I1.3), notably iron ore
and soybeans. Indeed, it accounts for about 60 per
cent of total world imports of both these commod-
ities. China is also a major importer of other metals
such as copper and nickel, and of agricultural raw
materials such as cotton and natural rubber. Demand

for commodities strongly increased in other rapidly
growing developing countries as well, but to a much
lesser extent (table 2.1). And in developed countries,
demand for some commodities declined between
2002 and 2012.

The increasing role of China on global com-
modity markets is due not only to the large size of
its economy but also to the nature of its growth. It is
for this reason that the recent slowdown in Chinese
growth as well as its process of growth rebalancing,
involving less reliance on exports and investment
and greater efforts to promote domestic consumption,
have reignited the debate on whether the expansion-
ary phase of the commodity supercycle might be
coming to an end. The lower average annual com-
modity prices of 2012 compared with those of 2011
could be considered an indication of such a possibil-
ity. Certainly, prices will stop rising at some point
as supply and demand adjust; eventually they will
reach an upper limit whereupon there will be demand
destruction, substitution and technological advances
in search of greater efficiency of use, and/or increases
in supply as a response to high prices. However, the
question that remains unresolved is whether such a
turning point has been reached or whether the expan-
sionary phase of the supercycle still has a number
of years to run. If indeed the turning point has been
reached, an additional question is whether commod-
ity prices will plunge in a descendent phase of the
supercycle, or whether they will remain at relatively
high levels. In the latter scenario, the rise in commod-
ity prices should be seen more as an upward shift than
as the expansionary phase of the cycle.

Historical evidence shows that price trends
have been closely related to the evolution of global
economic activity and aggregate demand, particularly
for metals (Erten and Ocampo, 2012). Episodes of
rising prices have normally ended in price collapses
when demand has fallen as a result of a deceleration
of global growth or a recession. A similar outcome
could be expected in the current context if global
economic growth remains weak due to slow growth
or stagnation in developed economies. However,
the analysis of commodity consumption in table 2.1
clearly shows that the rise in commodity prices in the
2000s was strongly determined by developments in
developing countries. It is therefore the growth out-
look for these countries that matters most for future
commodity demand trends. In particular, this implies
that if China were to continue to depend on its exports
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Table 2.1

CONSUMPTION OF SELECTED COMMODITIES, BY REGION AND ECONOMIC GROUP, 2002-2012
(Per cent)

A. Consumption growth between 2002 and 2012

Other Asia Latin America

and Oceania, and the Transition Developed World

China developing Africa Caribbean economies economies total

Aluminium 392.7 105.2 101.8 54.6 -13.0 -4.4 78.5
Copper 223.0 12.6 70.2 324 88.3 -23.4 35.8
Nickel 894.1 -2.5 -9.1 -14.6 -4.8 -22.0 48.0
Cotton 24.4 314 -21.4 3.1 -13.6 -67.6 9.6
Corn 66.4 40.8 50.4 42.7 48.2 24.5 39.6
Meat, swine 26.6 31.3 99.2 38.7 34.4 -0.5 17.8
Rice 6.1 18.0 61.2 9.1 14.2 5.3 15.0
Wheat 16.9 194 42.6 14.9 2.4 4.2 13.0
Soybeans 117.7 60.8 109.8 37.8 272.6 -12.7 36.5
Oil 95.4 33.9 36.3 252 18.8 -8.1 135

B. Contribution to global consumption growth between 2002 and 2012

Other Asia Latin America

and Oceania, and the Transition Developed World

China developing Africa Caribbean economies economies total

Aluminium 81.1 18.4 1.8 2.8 -0.7 -3.4 100
Copper 113.4 6.9 1.9 4.8 7.4 -34.5 100
Nickel 132.3 -1.0 -0.6 -0.7 -0.3 -29.7 100
Cotton 74.9 135.4 -6.5 2.5 -5.0 -101.2 100
Corn 33.7 10.4 10.0 14.2 3.2 28.5 100
Meat, swine 69.8 10.3 1.5 11.2 8.3 -1.0 100
Rice 13.6 64.6 17.6 2.5 0.3 1.4 100
Wheat 22.6 40.9 234 6.0 -2.4 9.5 100
Soybeans 59.6 13.3 2.3 34.3 4.2 -13.6 100
Oil 48.2 53.1 9.1 16.2 6.9 -33.4 100

C. Share in global consumption

Other Asia Latin America
and Oceania, and the Transition Developed
China developing Africa Caribbean economies economies

2002 2012 2002 2012 2002 2012 2002 2012 2002 2012 2002 2012

Aluminium 16.2 44.8 13.7 15.8 1.4 1.6 4.0 3.5 4.4 2.2 60.2 323
Copper 18.2 43.3 19.8 16.4 1.0 1.2 5.2 5.1 3.0 4.2 52.7 29.8
Nickel 7.1 47.7 19.8 131 3.1 1.9 2.3 1.3 3.0 1.9 64.7 34.1
Cotton 29.7 33.6 41.6 49.8 2.9 2.1 7.8 7.4 3.6 2.8 14.4 4.3
Corn 20.1 23.9 10.1 10.2 7.9 8.5 13.2 13.5 2.6 2.8 46.1 41.1
Meat, swine 46.5 50.0 5.8 6.5 0.3 0.5 5.1 6.0 43 4.9 37.9 32.0
Rice 33.4 30.8 53.9 55.3 43 6.1 4.2 3.9 0.3 0.3 3.9 35
Wheat 17.5 18.0 27.5 291 7.2 9.1 5.2 5.3 12.9 1.1 29.7 27.4
Soybeans 18.5 29.5 8.0 9.4 0.7 1.2 33.1 33.4 0.6 1.5 39.1 25.0
Oil 6.8 1.7 21.1 24.9 3.4 4.0 8.7 9.6 4.9 5.1 55.2 44.7

Source: UNCTAD secretariat calculations, based on World Bureau of Metal Statistics Yearbook 2013; BP Statistical Review of World
Energy 2013; and United States Department of Agriculture (USDA), Production, Supply and Distribution online database.



Towards More Balanced Growth: A Greater Role for Domestic Demand in Development Strategies 55

for growth, it is very likely to experience a further
deceleration of growth as a result of lower exports to
developed countries. This could in turn have a strong
negative impact on commodity prices. However, if
China succeeds in rebalancing its growth through
an increase in domestic consumption, prospects for
commodity demand and prices will be better.

Favourable demand conditions would also
depend on the capacity of other highly populated and
rapidly growing developing countries to move to a
more commodity-intensive phase of economic growth
and industrialization. This again should be based
on the development of domestic markets in large
developing countries such as India and Indonesia.
Indeed, the share of the economies that are at the
commodity-intensive stage of development doubled
during the first decade of the 2000s, and now repre-
sents about 44 per cent of total GDP (Bloxham, Keen
and Hartigan, 2012). The following subsection takes
a closer look at the main drivers of demand in rapidly
growing developing countries, the potential supply
response and the prospects for commodity prices.

(a) Forces driving demand for commodities in
rapidly growing developing countries

(i)  Population and income growth and rising
demand for food

Demand for food depends on population and
income growth. The world’s population increased by
about one billion between 1999 and 2012, to reach
a total of more than 7 billion people. Developing
countries accounted for 95 per cent of this population
increase, of which China and India alone contrib-
uted about one third. Although population growth is
expected to slow down over the next decade, globally
it is projected to increase by about 600 million up to
2020. Developing countries will continue to account
for the bulk of the increase in the global population,
though this will vary by region. The contribution of
developing countries in Asia to population growth is
expected to decrease from 58.6 per cent in 1999-2012
to 51.2 per cent in 2012-2020. China’s contribution
is set to fall from 11.5 per cent to 5.7 per cent, while
that of India should remain stable at about 22 per cent.
Africa’s contribution is expected to increase from
27.6 per cent to 34.4 per cent over the same period,
while that of Latin America is likely to remain stable
at around 8 per cent (UNCTADstat).* The growing

population implies a greater demand for food, espe-
cially because the share of food in total household
expenditures is higher in developing countries than
in developed countries. This will require an increase
in food production.

Demand for specific food items is strongly
determined by the evolution of incomes and liv-
ing standards. At low levels of per capita income,
income growth mainly translates into increased
calorie intake, and it is primarily the consumption
of staple foods such as rice and wheat that will rise.
Further income growth is typically associated with
a shift in dietary consumption patterns. Consumers
demand food with higher nutrient and protein content,
including meat and dairy products and fruit and veg-
etables (TDR 2005, chap. I1). According to the Food
and Agriculture Organization of the United Nations
(FAO, 2012a: 17), between the early 1990s and the
end of the past decade, the shares of cereals, roots and
tubers declined significantly worldwide, whereas the
shares of fruit and vegetables and animal products,
including fish, increased. However, the evolution of
dietary changes diverged among regions. The share
of cereals increased in Africa while it declined in
Asia. By contrast the share of meat was significantly
higher in Asia and Latin America. In China, during
the period 2000-2010, total expenditure on food
items continued to increase but its share in total
living expenditure continued to decline. Per capita
consumption of staple foods, mainly rice and wheat,
followed a declining trend, while that of higher value
foods, especially foods of animal origin, increased
(Zhou et al., 2012).

Unlike for other commodities, the direct impact
of demand for cereals in China on global demand and
imports of cereals is likely to have been modest, par-
ticularly for rice (table 2.1). Apart from the decline in
per capita cereal consumption, China and India have
been pursuing a policy of self-sufficiency. Therefore
their influence on global markets has been limited.
However, the increase in Chinese grain imports since
2010, as reported in UN Comtrade statistics, may
indicate that the country’s self-sufficiency policy
is reaching its limits.” The most significant impact
of China on global food demand is in soybeans, as
both Chinese consumption and imports of this com-
modity have increased significantly over the past
decade. Demand for soybeans used as animal feed
increased as a result of higher meat consumption.
Demand for meat in China increased by 27.3 per
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cent between 2002 and 2010, so that twice as much
meat is consumed in China as in the United States.
Over the same period, the consumption of milk in
India increased by 43.7 per cent (Brown, 2012).
Higher demand for animal products exerts increased
pressure on the production of feedstock. While the
amount of grain fed to animals depends on farming
techniques and the efficiency with which various ani-
mals convert grain into protein, which varies widely,
it takes several kilos of grain to produce one kilo of
meat. Generally, these trends are likely to continue
over the next decade. Furthermore, the United States
Department of Agriculture (USDA, 2013) projects a
steady rise in China’s imports of corn.

(ii) Intensity of commodity use in the
industrialization process

China’s growth process during the past decade
has been characterized by a high and increasing
intensity of use of commodities, particularly metals
(i.e. a growing volume of metals consumed per unit
of output). This is typical of a stage of rapid industri-
alization, wherein metals are increasingly required as
input for growing manufacturing activities, including
the production of consumer durables to meet rising
demand, and for the construction of housing and
physical infrastructure. At a certain point, this inten-
sity of use should start to decelerate as the services
sector grows in importance and contributes to an
increasing share of the economy. Thus, intensity of
use tends to follow an inverted U-shaped pattern as
per capita income rises: it first rises as the economy
moves from agricultural to manufacturing activities
and then falls with an increased participation of ser-
vices (TDR 2005, chap. II).

It may well be that the intensity of use of some
metals in China is close to reaching, or has already
reached, its peak, and therefore should be expected to
slow down in the next few years, as argued by some
observers (e.g. Nomura, 2012). However, China’s
per capita consumption of metals is relatively low
(Farooki and Kaplinsky, 2012). This implies that
metal consumption could remain robust, although
it might grow at a slower pace. Moreover, although
China’s GDP growth is expected to slow down, it
could continue to have a considerable impact on
global markets, given the size of this economy.
Given its high rates of growth over the past decade,
the size of the Chinese economy in 2012 was much
larger than it was in the early years of the commodity

boom. Therefore, even at a GDP growth rate of 7 or
8 per cent, China might have a similar impact on
commodity markets as it did in previous years when
it grew at around 10 per cent (see also CBA, 2012).

A major reason for the increasing intensity of
metal use in China is that its rapid industrialization
and growth, along with urbanization, have been sup-
ported by rising rates of investment in fixed capital,
particularly in infrastructure and construction. These
high rates have given rise to some concerns about
the possibility of reaching overcapacity and the
emergence of bubbles, for example in the real estate
sector. However, it is worth noting that it is not only
the rate of investment, but also the stock of fixed
capital per capita, that counts in assessing whether
investment may be excessive. Some observers argue
that the stock of capital in China is still relatively
small (Aglietta, 2012). Thus, the intensity of metal
use is likely to remain high, even though the growth
rebalancing process may result in an adjustment of the
investment rate. Moreover, as the rebalancing process
will not be accomplished overnight, eventual changes
in commodity demand are likely to be gradual.

In addition, on balance, any potential negative
impact of the growth rebalancing process in China on
global commodity demand will largely depend on the
extent to which demand from other rapidly growing
developing countries rises. A number of countries
which so far have exhibited a lower intensity of
use of metals than China could move to a growth
phase involving their more intensive use. If large
and highly populated countries, such as India and
Indonesia, were to follow China’s industrialization
path of the last decade, prospects for the demand for
metals could remain robust. As it is unlikely that this
demand will be based on exports to developed coun-
tries to the same extent as has been the case in China
over the past two decades, much will depend again
on the expansion of domestic demand in developing
countries. Overall, infrastructure needs remain high
in China as well as in other rapidly growing develop-
ing countries, a point that is briefly discussed in the
next subsection.

(iii) Urbanization and infrastructure needs

Structural change and industrialization processes
run parallel to that of urbanization, as the labour force
moves from the agricultural to the manufacturing
sector and thus from rural areas to cities. According
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to estimates by the United Nations (UN-DESA,
2012), the share of the urban population in the total
population in China rose from 35.9 per cent in 2000
to 49.2 per cent in 2010, and it is expected to reach
55.6 per cent in 2015 and 61 per cent in 2020. This
is still far below the urbanization rates in developed
countries, which are projected to increase from
about 75 per cent in the period 2001-2010 to around
80 per cent in 2020. According to Aglietta (2012),
400 million people living in the rural areas in China
are expected to move to the cities between 2012 and
2030. Furthermore, 200 new cities of between 1 and
5 million inhabitants are expected to be built to
develop the central and western areas of the country.
However, this process will need strategic planning
to be sustainable. The announced speeding up of
reform of the hukou (household registration) system
should help advance the urbanization process.® In
addition to the construction of housing and other
buildings, it involves the development of transport
infrastructure, not only within the cities but also to
link different cities, as well as other types of services
infrastructure needed for the provision of energy
and communications. Berkelmans and Wang (2012)
expect Chinese residential construction to remain
robust for the next couple of decades. Infrastructure
needs are also likely to remain high, extending
beyond the projects launched with the fiscal stimulus
of September 2012.

In other developing countries the process of
urbanization can also be expected to continue rapidly.
The rate of urbanization in developing countries in
Asia grew from 35.5 per cent in 2000 to 42.6 per cent
in 2010, and is projected to reach 49.1 in 2020. In
Africa, the respective rates of urbanization for these
years are 35.5, 39.1 and 43.1 per cent. Urbanization
rates in Latin America are much higher, at levels close
to those of developed countries. Thus there is strong
potential for an increase in demand for commodities
by many developing countries in order to meet the
development needs associated with urbanization,
particularly for infrastructure development (Lawson
and Dragusanu, 2008).

(iv) Increasing demand for energy and
the fuel-food linkage

As noted above, economic growth and indus-
trialization in rapidly growing developing countries
are energy intensive. Increasing energy use is also
associated with rising living standards. China, for

instance, became the biggest energy consumer in
the world in 2010, with its share in global primary
energy consumption rising from 8 per cent in 1990
to 20 per cent in 2010 (Coates and Luu, 2012). Coal
is its main energy source, but the share of coal in
China’s total energy consumption is expected to
decline with a shift to cleaner energy sources. In the
medium term, oil is likely to remain the main energy
source for transportation. Indeed, demand for oil for
transportation will continue to increase in parallel
with rising demand for automobiles in China and
other developing countries. While the share of China
in global oil consumption and imports is not as high
as for other commodities, it accounts for a large share
in the growth of global demand for oil (table 2.1).
Demand from developing countries, led by China
and India, has driven global energy markets over the
last decade. For example, between 2002 and 2012,
demand for oil increased by 44.4 per cent in non-
OECD countries, while it declined by 6.4 per cent in
OECD countries. As a result, the share of non-OECD
countries in global oil consumption increased from
39.1 per cent to 49.8 per cent (BP, 2013). Although
improvements in energy efficiency are expected to
contribute to a continued decline in energy use per
unit of GDP, the rising demand for energy in rapidly
growing developing countries will persist over the
next few decades, though at slower rates than in the
past decade (BP, 2011).

Surging demand for energy, high oil prices and
the search for alternative sources of energy to tackle
climate change have boosted demand for biofuels.
These include ethanol, which is produced mainly
from maize and sugar, and biodiesel, derived from
oilseeds. Indeed, an increasing proportion of food
crops are now grown for biofuels, leading to increas-
ing competition for different land uses: for food,
feedstock for animals and fuel, and for agricultural
raw materials such as cotton. The rapid expansion
of biofuel production is concentrated in a few areas.
According to the FAO (2012b), by 2012 ethanol
production absorbed over 50 per cent of the sugar
cane crop in Brazil and 37 per cent of the coarse
grain crop in the United States. Biodiesel production
accounted for almost 80 per cent of the crops grown
for vegetable oil production in the European Union
(EU). Corn used for ethanol production in the United
States reached 44.3 per cent of total corn use, up from
only 12.6 per cent in 2002.” Government policies,
such as mandates and subsidies or other kinds of
support, have played a very important role in pushing
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this expansion of biofuel production. Without such
support, it is doubtful whether such production would
be profitable in some areas like the European Union
and the United States. It is expected that demand
for feedstock for biofuel production will continue
to grow over the next decade (OECD-FAO, 2013;
USDA, 2013).

(b) Supply response

The rapidly growing demand for commod-
ities starting from the early 2000s pushed up prices,
because, during the first years of the boom, supply
was slow to respond. The extractive industries, in
particular, which had experienced a long period of
underinvestment, were taken by surprise. The min-
ing and oil industries are capital-intensive, and it is
only after several years that returns on investments
are realized, as it takes a long time from the initial
exploration until a mine or an oil deposit actually
becomes productive. Moreover, increasingly, this
sector is facing supply constraints because the more
easily accessible deposits are becoming mature or
exhausted. Consequently, exploration is forced to
move to more remote areas or dig deeper to find and
extract the resource. Mineral ore grades have been
decreasing and it is more difficult to process more
complex ores. In addition, there has been a shortage
of supply of specialized labour in this sector. Added
to this, production costs have risen as a result of the
need to comply with increasingly stringent environ-
mental requirements.

Overall, these constraints on supply and the ris-
ing production costs have contributed to reducing the
efficiency of investment in the extractive industries.
Nevertheless, investments in exploration have been
rising significantly over the past decade, although
there was a setback in 2010-2011 that reflected diffi-
culties related to the global financial crisis. According
to the Metals Economics Group (MEG, 2013), global
exploration budgets increased from about $2 billion
in 2002 to $21.5 billion in 2012. This investment
allowed supply to increase and even led to surpluses
in some metals markets (Smale, 2013). Even the cop-
per market, which has been particularly tight over the
past decade, is moving into surplus. However, in the
current uncertain macroeconomic environment, it is
unclear whether further financing for exploration will
be forthcoming. This may delay projects, leading to
lower production over the next few years.

Overcoming supply constraints in the energy
and mining sectors depends strongly on technological
innovations. One such innovation is the development
of horizontal drilling and hydraulic fracturing tech-
niques (known as fracking) in the oil and gas sector.
Such technological advances, achieved mainly in
the United States, have the potential to significantly
change the global energy landscape. They have
enabled that country to substantially increase its
production of oil and gas, and could result in it
becoming the world’s leading oil producer by 2020
(IEA, 2012a). This would also reduce the United
States’ dependence on energy imports, which cur-
rently meet around 20 per cent of its total energy
needs. Consequently, it would provide an additional
push to the ongoing eastward shift in the international
oil trade. It would also contribute to reducing global
imbalances, as energy imports have been a major
factor contributing to the United States trade deficit
over the past few years (TDR 2010: chart 2.5). There
are indications that these new developments are
already affecting the oil exports to the United States
of some major African oil-producing countries, such
as Algeria, Angola and Nigeria.? Tt is still unclear
whether the so-called “US shale gas revolution” can
be replicated in some other countries. Moreover, the
application of the new technologies remains contro-
versial on environmental grounds, mainly with regard
to water pollution.’

Agriculture also faces significant supply con-
straints. The two main ways to increase agricultural
production are by expanding the cultivated area and
increasing crop yields. However, the potential to
increase arable land is limited (FAO, 2011) as is
the availability of water for agriculture. And these
resources are particularly scarce in those countries
that are most in need of increasing their food pro-
duction. Therefore, the other option is to improve
agricultural yields. However, the pace of growth of
agricultural productivity has been slowing in recent
decades. The average annual rate of growth of grain
yields declined from 2.2 per cent during the period
1950-1990 to 1.3 per cent during the period 1990—
2011 (Brown, 2012). This decline partly reflects
the failure of development policy reforms adopted
during the 1990s, which led to a neglect of the agri-
cultural sector such as expressed by reduced official
development assistance (ODA) to this sector and less
government involvement in developing countries,
following structural adjustment programmes agreed
with the international financial institutions. A major
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area of neglect related to investment in research and
development. Indeed, agricultural productivity could
be increased by reducing productivity gaps in devel-
oping countries (OECD-FAOQ, 2013) through greater
investment in agriculture. In addition, higher prices
of energy and other input costs, such as fertilizers
and pesticides, have acted as additional constraints
on agricultural production.

The supply of food and other agricultural prod-
ucts is also highly dependent on weather conditions,
which contribute to short-term price volatility. For
example, a severe drought in the United States in
the summer of 2012 adversely affected the produc-
tion of grains and soybeans leading to a third price
spike since the global food crisis in 2008. There
are also increasing concerns about the impact of
climate change on agricultural production. Some
of the weather-related disruptions in food supply,
their higher frequency, and the slower growth of
agricultural yields might partly be associated with
climate change. Indeed, some observers suggest
that climate change may pose the greatest threat to
agricultural production and food prices in the future
(Oxfam, 2012)."°

4. Commodity prices: prospects

Projections about the evolution of commodity
prices are particularly challenging given the high
level of uncertainty in the current global economic
environment. The minerals and metals sector faces
the greatest downside risks due to new supply com-
ing onstream just when demand growth from China
appear