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Abstract 

Since late 2007, surging crude oil and other commodity prices and the credit crunch shocks have rippled through the world economy.  This paper proposes to investigate the impact of external shocks on domestic policy responses; and to analyze how measures of policy response differentiated national economic performances, particularly in less-developed countries (LDCs). 

This paper redefined the drill-down methodology, called External shock Accounting, originally developed by Bacha (1987), to measure the reactions of policy rules to external shocks; and regression models were employed to measure the effects of national policies on economic performance. The methodology in this paper first disaggregates current account balances of 123 nations into external shocks (terms of trade, indebtedness, and external interest rate) and policy variables (export penetration, import replacement, and consumption contraction). Then, it focuses on the relationship between the size of external shocks and measures of policy response, as well as on the relationship between measures of policy response and short-term economic performance based on data derived from External Accounting. 

To measure the impact of external shocks on policy responses and world economic synchronization, the author analyzed the dataset (World Development Indicators, the World Bank, 2007) for counties including developed countries (DCs) and LDCs, over the time period of 1973 to 2005. First, the measures of adverse external shocks were derived to capture attributes of the changes in a nation’s current account deficit to national output.  Second, various regression models were employed to test the sensitivity, stability and continuity for policy responses to external shocks. Third, a regression analysis was performed, based on the dataset of external shock accounting, to determine how LDC growth difference was attributed to export-oriented policy. 

Traditional economic studies have described trade as an engine of economic growth. Conversely, this paper hypothesizes that it was also as a “gear” of world economic synchronization. This study posits that export penetration as the most significant variable producing external shocks while simultaneously stimulating economic growth across the world’s major economies. This analysis also explores the disproportional impact of external shocks in LDCs and economic growth in world business cycle. Assuming a transmission mechanism of world economic synchronization, the interactions between external shocks and policy responses took a center role of transmitting shocks and economic stimulus. This paper therefore seeks the empirical evidences that policies attributable to interactions among external shocks and economic growth created differences in economic well-being according to each individual country’s approach to trade.
Based on derived external-accounting data, this study found that the adoption of export-oriented policies distinguished the economic growth of LDCs.  Those economies maintaining consistent increases in net exports experienced twice the rate of economic growth of those economies without regular gains in net exports. In a typical high-growth LDC, export oriented policy accounted for 55% of all policy responses to external shocks. This policy response factor was 120% greater for a high-growth LDC than for an average low-growth LDC. Contrary to conventional wisdom, those fast growing economies experienced three times the adverse external shocks as those slower-growth economies. However, high-growth LDCs were able to successfully avoid economic slump for an extended period, in contrast to the performance of slower-growth LDCs. The predictors of economic success to differentiate a fast-growth LDC from a slower-growth LDC involve the measures of export penetration and the size of adverse shocks facing the nation.

