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ASSUMPTIONS AND CONVENTIONS

A number of assumptions have been adopted for the projections presented in the World Economic Outlook. It
has been assumed that real effective exchange rates remained constant at their average levels during July 18-August
15, 2011, except for the currencies participating in the European exchange rate mechanism II (ERM II), which are
assumed to have remained constant in nominal terms relative to the euro; that established policies of national authori-
ties will be maintained (for specific assumptions about fiscal and monetary policies for selected economies, see Box
Al in the Statistical Appendix); that the average price of oil will be $103.20 a barrel in 2011 and $100.00 a barrel in
2012 and will remain unchanged in real terms over the medium term; that the six-month London interbank offered
rate (LIBOR) on U.S. dollar deposits will average 0.4 percent in 2011 and 0.5 percent in 2012; that the three-month
euro deposit rate will average 1.3 percent in 2011 and 1.2 percent in 2012; and that the six-month Japanese yen
deposit rate will yield on average 0.5 percent in 2011 and 0.3 percent in 2012. These are, of course, working hypoth-
eses rather than forecasts, and the uncertainties surrounding them add to the margin of error that would in any event
be involved in the projections. The estimates and projections are based on statistical information available through
early September 2011.

The following conventions are used throughout the World Economic Outlook:

to indicate that data are not available or not applicable;

- between years or months (for example, 2010-11 or January-June) to indicate the years or months

covered, including the beginning and ending years or months;

/ between years or months (for example, 2010/11) to indicate a fiscal or financial year.

“Billion” means a thousand million; “trillion” means a thousand billion.

“Basis points” refer to hundredths of 1 percentage point (for example, 25 basis points are equivalent to % of
1 percentage point).

Data for Estonia are now included in the aggregates for the euro area and advanced economies.

As in the April 2011 World Economic Outlook, WEO aggregated data exclude Libya for the projection years
due to the uncertain political situation.

Starting with the September 2011 World Economic Outlook, Guyana and Suriname are classified as members
of the South America region and Belize as a member of the Central America region. Previously, they were
members of the Caribbean region.

For Sudan, the projections for 2011 and later exclude South Sudan.

In figures and tables, shaded areas indicate IMF staff projections.

If no source is listed on tables and figures, data are drawn from the WEO database.

When countries are not listed alphabetically, they are ordered on the basis of economic size.

Minor discrepancies between sums of constituent figures and totals shown reflect rounding,.

As used in this report, the terms “country” and “economy” do not in all cases refer to a territorial entity that
is a state as understood by international law and practice. As used here, the term also covers some territorial
entities that are not states but for which statistical data are maintained on a separate and independent basis.

Composite data are provided for various groups of countries organized according to economic characteris-
tics or region. Unless otherwise noted, country group composites represent calculations based on 90 percent or
more of the weighted group data.

The boundaries, colors, denominations, and any other information shown on the maps do not imply, on
the part of the International Monetary Fund, any judgment on the legal status of any territory or any endorse-
ment or acceptance of such boundaries.
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PREFACE
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FOREWORD

elative to our previous World Economic

Outlook last April, the economic recovery

has become much more uncertain. The

world economy suffers from the conflu-
ence of two adverse developments. The first is a
much slower recovery in advanced economies since
the beginning of the year, a development we largely
failed to perceive as it was happening. The second
is a large increase in fiscal and financial uncertainty,
which has been particularly pronounced since
August. Each of these developments is worrisome—
their combination and their interactions more so.
Strong policies are urgently needed to improve the
outlook and reduce the risks.

Growth, which had been strong in 2010,
decreased in 2011. This slowdown did not ini-
tially cause too much worry. We had forecast some
slowdown, due to the end of the inventory cycle
and fiscal consolidation. One-time events, from the
earthquake and tsunami in Japan to shocks to the
supply of oil, offered plausible explanations for a
further slowdown. And the initial U.S. data under-
stated the size of the slowdown itself. Now that the
numbers are in, it is clear that more was going on.

What was going on was the stalling of the two
rebalancing acts, which we have argued in many
previous issues of the World Economic Outlook are
needed to deliver “strong, balanced, and sustainable
growth.”

Take first internal rebalancing: What is needed
is a shift from fiscal stimulus to private demand.
Fiscal consolidation is indeed taking place in most
advanced economies (although not in Japan). But
private demand is not taking the relay. The reasons
vary, depending on the country. But tight bank
lending, the legacy of the housing boom, and high
leverage for many households all turn out to be
putting stronger brakes on the recovery than we
anticipated.

Turn to external rebalancing: Advanced econo-
mies with current account deficits, most notably the

United States, need to compensate for low domestic
demand through an increase in foreign demand.
This implies a symmetric shift away from foreign
demand toward domestic demand in emerging mar-
ket economies with current account surpluses, most
notably China. This rebalancing act is not taking
place. While imbalances decreased during the crisis,
this was due more to a large decrease in output in
advanced relative to emerging market economies
than to structural adjustment in these economies.
Looking forward, the forecast is for an increase
rather than a decrease in imbalances.

Now turn to the second adverse development,
increased fiscal and financial uncertainty: Mar-
kets have clearly become more skeptical about the
ability of many countries to stabilize their public
debt. For some time, their worries were mostly
limited to a few small countries on the periphery of
Europe. As time has passed, and as growth pros-
pects have dimmed, their worries have extended to
more European countries and to countries beyond
Europe—from Japan to the United States. Worries
about sovereigns have translated into worries about
the banks holding these sovereign bonds, mainly in
Europe. These worries have led to a partial freeze
of financial flows, with banks keeping high levels
of liquidity and tightening lending. Fear of the
unknown is high. Stock prices have fallen. These
will adversely affect spending in the months to
come. Indeed, August numbers indicate that this is
already happening.

Low underlying growth and fiscal and financial
linkages may well feed back on each other, and this
is where the risks are. Low growth makes it more
difficult to achieve debt sustainability and leads
markets to worry even more about fiscal stabil-
ity. Low growth also leads to more nonperforming
loans and weakens banks. Front-loaded fiscal con-
solidation in turn may lead to even lower growth.
Weak banks and tight bank lending may have the
same effect. Weak banks and the potential need for
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more capital lead to more worry about fiscal stabil-
ity. Downside risks are very real.

I have been focusing so far on advanced econo-
mies. The reason is that, until now, emerging mar-
ket economies have been largely immune to these
adverse developments. They have had to deal with
volatile capital flows, but in general have continued
to sustain high growth. Indeed, some are close to
overheating, although prospects are more uncertain
again for many others. Under the risk scenarios,
they may well suffer more adverse export conditions
and even more volatile capital flows. Low exports
and, perhaps, lower commodity prices will also cre-
ate challenges for low-income countries.

In light of the weak baseline and high downside
risks, strong policy action is of the essence. It must
rely on three main legs.

The first leg is fiscal policy. Fiscal consolidation
cannot be too fast or it will kill growth. It cannot
be too slow or it will kill credibility. The speed must
depend on individual country circumstances, but the
key continues to be credible medium-term consolida-
tion. Some countries need substantial outside help
to succeed. Going beyond fiscal policy, measures to
prop up domestic demand, ranging from continued
low interest rates, to increased bank lending, to reso-
lution programs for housing, are also of the essence.

The second leg is financial measures. Fiscal
uncertainty will not go away overnight. And even

International Monetary Fund | September 2011

under the most optimistic assumptions, growth in
advanced economies will remain low for some time.
During that time, banks have to be made stronger,
not only to increase bank lending and baseline
growth, but also—and more important—to reduce
risks of vicious feedback loops. For a number of
banks, especially in Europe, this is likely to require
additional capital buffers, either from private or
from public sources.

The third leg is external rebalancing. It is hard
to see how, even with the policy measures listed
above, domestic demand in the United States and
other economies hit by the crisis can, by itself,
ensure sufficient growth. Thus, exports from
the United States and crisis-hit economies must
increase, and, by implication, net exports from the
rest of the world must decrease. A number of Asian
economies, in particular China, have large current
account surpluses and have indicated plans to rebal-
ance from foreign to domestic demand. These plans
cannot be implemented overnight. But they must
be implemented as fast as possible. Only with this
global rebalancing can we hope for stronger growth
in advanced economies and, by implication, for the
rest of the world.

Olivier Blanchard

Economic Counsellor



EXECUTIVE SUMMARY

he global economy is in a dangerous
new phase. Global activity has weakened
and become more uneven, confidence
has fallen sharply recently, and downside
risks are growing. Against a backdrop of unresolved
structural fragilities, a barrage of shocks hit the
international economy this year. Japan was struck
by the devastating Great East Japan earthquake and
tsunami, and unrest swelled in some oil-producing
countries. At the same time, the handover from
public to private demand in the U.S. economy
stalled, the euro area encountered major finan-
cial turbulence, global markets suffered a major
sell-off of risky assets, and there are growing signs
of spillovers to the real economy. The structural
problems facing the crisis-hit advanced economies
have proven even more intractable than expected,
and the process of devising and implementing
reforms even more complicated. The outlook for
these economies is thus for a continuing, but weak
and bumpy, expansion. Prospects for emerging
market economies have become more uncertain
again, although growth is expected to remain fairly
robust, especially in economies that can counter the
effect on output of weaker foreign demand with less
policy tightening.

World Economic Outlook (WEQ) projections
indicate that global growth will moderate to about
4 percent through 2012, from over 5 percent in
2010. Real GDP in the advanced economies is
projected to expand at an anemic pace of about
1% percent in 2011 and 2 percent in 2012, helped
by a gradual unwinding of the temporary forces
that have held back activity during much of the
second quarter of 2011. However, this assumes that
European policymakers contain the crisis in the
euro area periphery, that U.S. policymakers strike a
judicious balance between support for the economy
and medium-term fiscal consolidation, and that
volatility in global financial markets does not
escalate. Moreover, the removal of monetary accom-

modation in advanced economies is now expected

to pause. Under such a scenario, emerging capacity

constraints and policy tightening, much of which

has already happened, would lower growth rates in
emerging and developing economies to a still very

solid pace of about 6 percent in 2012.

The risks are clearly to the downside, and two
warrant particular attention from policymakers:

¢ The first is that the crisis in the euro area runs
beyond the control of policymakers, notwith-
standing the strong policy response agreed at the
July 21, 2011, EU summit. Policymakers must
swiftly ratify the commitments made at the July
summit, and in the meantime, the European
Central Bank (ECB) must continue to inter-
vene strongly to maintain orderly conditions in
sovereign debt markets. Leaders must stand by
their commitments to do whatever it takes to
preserve trust in national policies and the euro.
Furthermore, given declining inflation pressure
and heightened financial and sovereign tensions,
the ECB should lower its policy rate if downside
risks to growth and inflation persist.

* The second is that activity in the United States,
already softening, might suffer further blows—
for example, from a political impasse over fiscal
consolidation, a weak housing market, rapid
increases in household saving rates, or deteriorat-
ing financial conditions. Deep political divisions
leave the course of U.S. policy highly uncertain.
There is a serious risk that hasty fiscal cutbacks
will further weaken the outlook without provid-
ing the long-term reforms required to reduce
debt to more sustainable levels. News from the
housing market has been disappointing, with no
end in sight to the overhang of excess supply and
declining prices, and equity prices have corrected
sharply. These or other developments could
prompt households to accelerate their pace of
deleveraging, by raising their saving rates further.
Given growing downside risks to U.S. activity,
the Federal Reserve should stand ready to deploy
more unconventional support, and the pace of
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fiscal consolidation could become more back-

loaded provided credible medium-term measures

are adopted.

Either one of these eventualities would have
severe repercussions for global growth. The renewed
stress could undermine financial markets and
institutions in advanced economies, which remain
unusually vulnerable. Commodity prices and
global trade and capital flows would likely decline
abruptly, dragging down growth in emerging and
developing economies. The extent to which this
could lower global growth is illustrated in more
detail in a downside scenario—the euro area and
the United States could fall back into recession,
with activity some 3 percentage points lower in
2012 than envisaged in WEO projections. Damage
to other economies would also be significant.

Homegrown risks in emerging and developing
economies seem less severe. Signs of overheating
still warrant close attention, particularly from the
monetary and prudential authorities. Risks related
to commodity prices and social and political unrest
in some parts of the world continue to loom large.

The uneven nature of the expansion and the
many risks that threaten activity are symptomatic
of a global economy that continues to struggle
to accomplish the two rebalancing acts identified
in earlier issues of the World Economic Outlook.
First, private demand must take over from public
demand. On this front, many economies have made
considerable progress, but the major advanced
economies lag behind. Second, economies with
large external surpluses must rely increasingly on
domestic demand, whereas those with large deficits
must do the opposite. This rebalancing act has
gone only halfway.! Key advanced and emerging
market economies need to strengthen their poli-
cies to advance rebalancing and hedge against the
many downside risks. Policies must be calibrated to
reflect the transformed global environment, includ-
ing lower potential output in many advanced and

ISee Blanchard, Oliver, and Gian Maria Milesi-Ferretti, 2011,
“(Why) Should Current Account Balances Be Reduced?” IMF
Staff’ Discussion Note No. 11/03 (Washington: International
Monetary Fund); and Lane, Philip, and Gian Maria Milesi-
Ferretti, 2011, “External Adjustment and the Global Cirisis,”
IMF Working Paper No. 11/197 (Washington: International
Monetary Fund), for further discussion of this challenge.
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crisis-hit emerging market economies, unusually

vulnerable financial sectors, high public deficits and

debt and more sovereign credit risk differentiation

among advanced economies, and the greater eco-

nomic resilience of many emerging economies.
Rebalancing from public to private demand:

Policymakers in crisis-hit economies must resist

the temptation to rely mainly on accommoda-

tive monetary policy to mend balance sheets and

accelerate repair and reform of the financial sector.

Fiscal policy must navigate between the twin perils

of losing credibility and undercutting recovery.

Fiscal adjustment has already started, and progress

has been significant in many economies. Strength-

ening medium-term fiscal plans and implementing
entitlement reforms are critical to ensuring cred-
ibility and fiscal sustainability and to creating policy
room to support balance sheet repair, growth, and
job creation. Better short-term real sector prospects,
in turn, would help make medium-term adjustment
plans more credible. Should the macroeconomic
environment deteriorate substantially, countries
with more room for fiscal policy maneuvering
should allow automatic stabilizers to operate fully
and could choose a more back-loaded adjustment
profile.

* In the euro area, the adverse feedback loop
between weak sovereign and financial institutions
needs to be broken. Fragile financial institutions
must be asked to raise more capital, preferably
through private solutions. If these are not avail-
able, they will have to accept injections of public
capital or support from the EFSE or be restruc-
tured or closed. Medium-term plans for fiscal
consolidation are appropriately ambitious. In the
economies of the periphery, a major task will be
to find the right balance between fiscal consolida-
tion and structural reform on the one hand and
external support on the other, so as to ensure that
adjustment in these economies can be sustained.

* The top priorities in the United States include
devising a medium-term fiscal consolidation plan
to put public debt on a sustainable path and
to implement policies to sustain the recovery,
including by easing the adjustment in the hous-
ing and labor markets. The American Job Act
would provide needed short-term support to the



economy, but it must be flanked with a strong

medium-term fiscal plan that raises revenues and

contains the growth of entitlement spending.

* In Japan, the government should pursue more
ambitious measures to deal with the very high
level of public debt while attending to the imme-
diate need for reconstruction and development in
the areas hit by the earthquake and tsunami.

In all these economies, major progress with
respect to entitlement and tax reform would create
more room to adapt the pace of near-term fiscal
consolidation to the strength of domestic demand
and thereby limit further weakening of the recovery.

Rebalancing from external to domestic demand.:
Progress on this front has become even more
important to sustain global growth. Some emerging
market economies are contributing more domes-
tic demand than is desirable (for example, several
economies in Latin America); others are not con-
tributing enough (for example, key economies in
emerging Asia). The first set needs to restrain strong
domestic demand by considerably reducing struc-
tural fiscal deficits and, in some cases, by further
removing monetary accommodation. The second
set of economies needs significant currency appre-
ciation alongside structural reforms to reduce high
surpluses of savings over investment. Such policies
would help improve their resilience to shocks origi-
nating in the advanced economies as well as their
medium-term growth potential.

The Great Recession amplified a number of real-
sector problems, especially in advanced economies.
The United States could be facing a very sluggish
recovery of employment. Although unemployment
is below post—World War II highs, job losses during
the crisis were unprecedented and came on top of
lackluster employment performance during the pre-
ceding decade. Households are more worried about
future income prospects than at any time since the
early 1980s. Priorities include easing adjustment
in the housing market and strengthening active
labor market policies. In many ways, however, the
problem is so large that it warrants a drastic change
in macroeconomic policy: major entitlement and
tax reform with a view to creating more room for
fiscal policy to sustain the recovery in the short
term. In the euro area, abstracting from the large
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problems posed by the financial turbulence, the
situation is more mixed. Households generally seem
less concerned than in the United States, and job
destruction has been much less severe, except in the
crisis-hit economies of the periphery. The key struc-
tural challenge is for the economies in the periphery
to adopt reforms that improve their capacity to
rebuild and maintain their competitiveness.

Structural challenges elsewhere in the world vary
widely. Large capital inflows in some emerging mar-
ket economies underscore the need to improve their
absorptive capacity by further opening product and
services markets to foreign capital and strengthen-
ing financial stability frameworks. In addition, high
food prices underscore the need for many emerging
and developing economies to develop well-targeted
social safety nets.

In view of the slow pace of global demand rebal-
ancing, high commodity prices, and the modest
growth outlook for advanced economies, long-term
interest rates for key sovereigns are likely to stay
low. This may foster risk taking in other econo-
mies—previous episodes of money recycling on
a massive scale have rarely been without financial
accidents. Symptoms of excessive risk taking are
in fact evident in a few advanced and a number
of emerging market economies: very high credit
growth, booming real estate markets, and large
flows into financial markets. More generally, the
financial crisis brought to the fore the extraordi-
nary vulnerability of the global financial system to
disruptions in wholesale funding markets. At the
national level, central banks have responded by
putting in place temporary mechanisms that inject
liquidity if wholesale funding threatens to dry up.
There are, however, no such mechanisms at the
international level. In general, the latest financial
crisis illustrates the urgent need to beef up the size
and scope of international risk-sharing mechanisms,
which have fallen far behind the size of interna-
tional financial markets.

To ensure that trade remains supportive of the
global recovery, policymakers must continue to
resist protectionist pressures. Just as important,
with negotiations on the long-running World Trade
Organization (WTO) Doha Round of trade talks at

a pivotal juncture, political leaders need to muster
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the will and high-level attention to devise a credible
plan to move the negotiations forward, including by
strongly communicating the benefits to the public.
Failure of the round could lead to fragmentation of
the global trading system and a weakening of the
WTO and multilateralism.

Unless policies are strengthened, especially in
advanced economies, nothing beyond a weak and
bumpy recovery is in the cards. There are potential
major benefits to a stronger, collaborative policy
response. As explained in a separate IMF report
for the G20 Mutual Assessment Program, adopt-
ing growth-friendly medium-term fiscal consolida-
tion programs in advanced economies, policies
to rebalance demand in emerging market surplus

economies, and structural reforms to boost poten-
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tial growth everywhere could provide a considerable
fillip to global GDP? Perhaps even more important,
together with measures to facilitate balance sheet
adjustment by households and banks, such policies
would forestall a lost decade of growth in advanced
economies, which would be very detrimental for all.
However, achieving this will require that policymak-
ers tackle difficult political economy challenges at
home and resuscitate the strong collaborative spirit
that prevailed at the height of the crisis.

2See Group of Twenty, 2010, “G20 Mutual Assessment Process—
Alternative Policy Scenarios,” report prepared by staff of the
International Monetary Fund for the G20 Mutual Assessment
Process, G-20 Toronto Summit, Toronto, Canada, June 26-27
(Washington: International Monetary Fund). www.imf.org/

external/np/g20/pdf/062710a.pdf.



CHAPTER

GLOBAL PROSPECTS AND POLICIES

Slowing Global Activity

Activity has weakened significantly (Figure 1.1),
following a number of quarters of growth broadly in
line with World Economic Outlook (WEO) projec-
tions. The slowdown reflects both anticipated and
unanticipated developments. The strong cyclical
rebound in global industrial production and trade
in 2010 was never expected to persist. However, in
crisis-hit advanced economies, especially the United
States, the handover from public to private demand
is taking more time than anticipated. In addition,
sovereign debt and banking sector problems in the
euro area have proven much more tenacious than
expected. Furthermore, the disruptions resulting
from the Great East Japan earthquake and tsunami,
as well as the spreading unrest in the Middle East
and North Africa (MENA) region and the related
surge in oil prices, were major surprises.

The shocks to Japan and the oil supply have had a
temporary effect on global growth, which is begin-
ning to unwind. Various considerations suggest that
they may have lowered output in advanced econo-
mies by ¥2 percentage point, mostly in the second
quarter of 2011.
¢ According to some estimates, the number of cars

manufactured worldwide may have dropped by

up to 30 percent in the two months following
the Japanese earthquake and tsunami because of
supply-chain disruptions. For the United States,
some estimates put losses on the order of 1 per-
centage point of GDP in the second quarter of

2011;! others report smaller effects of about V2

percentage point of GDP?

o During the second quarter of 2011, oil prices
briefly rose more than 25 percent above the levels
that prevailed in January 2011. It is hard to deter-
mine the extent to which prices were driven up by

1See Macroeconomic Advisers (2011). Based on manufacturers’
announced plans, they argue that rising car assembly could add
1Y% percentage points to GDP in the third quarter.

2See IMF (2011).

stronger demand or by lower supply (for example,

from Libya). Assuming that a significant share of

the price increase reflected lower supply, it may
have reduced output in advanced economies by %
to ¥4 percentage point of GDP.

At the same time, emerging and developing
economies performed broadly as forecast, with con-
siderable variation across regions. Activity began to
rebound fairly strongly in the crisis-hit economies of
central and eastern Europe (CEE) and the Common-
wealth of Independent States (CIS), helped in the
latter by buoyant commodity prices. Surging com-
modity prices also propelled Latin America to high
growth rates. Activity in developing Asia weakened
modestly in response to global supply-chain disrup-
tions and destocking in the face of more uncertain
demand from advanced economies. Sub-Saharan
Africa (SSA) continued to expand at a robust pace.
By contrast, economic activity in the MENA region
suffered from political and social conflict, although
strong revenues boosted the economies of oil export-
ers. The net result of the various developments in
advanced and emerging market economies was
unexpectedly weak global activity during the second
quarter (Figure 1.1, bottom panel).

Renewed Financial Instability

Recently, financial volatility has again increased
drastically, driven by concerns about developments
in the euro area and the strength of global activity,
especially in the United States. Policy indecision has
exacerbated uncertainty and added to financial strains,
feeding back into the real economy. The September
2011 Global Financial Stability Report observes that
renewed doubts about the prospects for addressing the
problems in the euro area resurfaced in spring 2011
and have since deepened, notwithstanding the strong
measures agreed at the July 21, 2011, EU summit. It
is worrisome that investors have significantly pushed
up sovereign risk premiums for Belgium, Italy, and
Spain, and—to a much lesser extent—France (Figure
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Table 1.1. Overview of the World Economic Outlook Projections
(Percent change unless noted otherwise)

Year over Year

Difference from June Q4 over Q4
Projections 2011 WEOQ Projections  Estimates Projections
2009 2010 2011 2012 2011 2012 2010 2011 2012
World Output! -0.7 5.1 4.0 4.0 -0.3 -0.5 4.8 3.6 4.1
Advanced Economies =3.7 31 1.6 1.9 -0.6 -0.7 2.9 1.4 2.2
United States -3.5 3.0 1.5 1.8 -1.0 -0.9 341 1.1 2.0
Euro Area -4.3 1.8 1.6 1.1 -0.4 -0.6 2.0 1.1 1.6
Germany -5.1 3.6 2.7 1.3 0.5 —0.7 3.8 1.6 2.0
France -2.6 14 1.7 14 -0.4 -0.5 14 14 1.7
Italy 5.2 1.3 0.6 0.3 -0.4 -1.0 1.5 0.4 0.4
Spain -3.7 -01 0.8 1.1 0.0 —0.5 0.6 0.7 1.7
Japan -6.3 4.0 -0.5 2.3 0.2 -0.6 2.5 0.5 2.0
United Kingdom -4.9 1.4 1.1 1.6 -0.4 -0.7 1.5 1.5 1.7
Canada 2.8 3.2 2.1 1.9 -0.8 -0.7 3.3 14 2.5
Other Advanced Economies? -1.1 5.8 3.6 3.7 0.4 0.1 4.8 3.8 3.9
Newly Industrialized Asian Economies -0.7 8.4 4.7 4.5 -0.4 0.0 6.0 52 4.7
Emerging and Developing Economies? 2.8 7.3 6.4 6.1 -0.2 -0.3 7.4 6.4 6.4
Central and Eastern Europe -3.6 45 43 2.7 -1.0 -0.5 53 29 2.7
Commonwealth of Independent States -6.4 4.6 4.6 44 —0.5 —0.3 4.6 3.8 3.9
Russia -7.8 4.0 43 4.1 -0.5 -0.4 4.4 4.0 3.6
Excluding Russia -3.0 6.0 53 5.1 -0.3 0.0 . . .
Developing Asia 7.2 9.5 8.2 8.0 -0.2 -0.4 9.0 8.1 8.1
China 92 103 9.5 9.0 0.1 0.5 9.8 9.3 9.1
India 6.8 10.1 7.8 7.5 -0.4 -0.3 9.2 7.0 7.5
ASEAN-5* 1.7 6.9 5.3 5.6 0.1 0.1 6.0 5.4 5.6
Latin America and the Caribbean -1.7 6.1 45 4.0 0.1 0.1 5.4 4.1 3.9
Brazil -0.6 7.5 3.8 3.6 -0.3 0.0 5.0 3.8 3.8
Mexico 6.2 5.4 3.8 3.6 -0.9 -0.4 42 3.7 3.2
Middle East and North Africa 2.6 44 4.0 3.6 0.2 —0.8
Sub-Saharan Africa 2.8 54 5.2 5.8 -0.3 0.1
Memorandum
European Union —4.2 1.8 1.7 14 0.3 0.7 2.1 1.3 1.9
World Growth Based on Market Exchange Rates  —2.3 4.0 3.0 3.2 0.4 0.5
World Trade Volume (goods and services) -10.7 12.8 1.5 5.8 -0.7 -0.9
Imports
Advanced Economies -124 117 5.9 4.0 0.1 -1.1
Emerging and Developing Economies -8.0 149 1141 8.1 -1.0 -0.9
Exports
Advanced Economies -11.9 123 6.2 5.2 —0.6 -0.9
Emerging and Developing Economies -7.7 13.6 9.4 7.8 -1.8 0.5
Commodity Prices (U.S. dollars)
QiP -36.3 27.9 30.6 -3.1 -39 —2.1
Nonfuel (average based on world commodity
export weights) -15.7 26.3 21.2 -4.7 -0.4 -1.4
Consumer Prices
Advanced Economies 0.1 1.6 2.6 1.4 0.0 —0.3 1.6 2.5 1.3
Emerging and Developing Economies® 5.2 6.1 7.5 5.9 0.6 0.3 6.2 6.9 5.1
London Interbank Offered Rate (percent)®
On U.S. Dollar Deposits 1.1 0.5 0.4 0.5 -0.2 -0.3
On Euro Deposits 12 08 1.3 1.2 -0.4 -1.4
On Japanese Yen Deposits 0.7 0.4 0.5 0.3 0.0 0.1

Note: Real effective exchange rates are assumed to remain constant at the levels prevailing during July 18-August 15, 2011. When economies are not listed alphabetically, they are ordered on
the basis of economic size. The aggregated quarterly data are seasonally adjusted.

The quarterly estimates and projections account for 90 percent of the world purchasing-power-parity weights.

2Excludes the G7 (Canada, France, Germany, Italy, Japan, United Kingdom, United States) and Euro Area countries.

3The quarterly estimates and projections account for approximately 80 percent of the emerging and developing economies.
“Indonesia, Malaysia, Philippines, Thailand, and Vietnam.

5Simple average of prices of U.K. Brent, Dubai, and West Texas Intermediate crude oil. The average price of oil in U.S. dollars a barrel was $79.03 in 2010; the assumed price based on
futures markets is $103.20 in 2011 and $100.00 in 2012.

6Six-month rate for the United States and Japan. Three-month rate for the Euro Area.



1.2, top panels); and that Cyprus has come under
major pressure. Interbank markets are again under
strain, and some banks reportedly are finding it difh-
cult to continue to obtain funding (Figure 1.2, center-
right panel). With accumulating signs of weakness in
key advanced economies, notably bad news about the
U.S. economy over the past couple of months, equity
markets have fallen sharply and equity price volatility
has jumped up (Figure 1.3, top panels); also, prices
for strong sovereign bonds and gold have risen—all
signs that investors have become much more cau-
tious about the prospects for the major advanced
economies.

More Uneven Expansion

Worryingly, various consumer and business confi-
dence indicators in advanced economies have retreated
sharply, rather than strengthened as might have been
expected in the presence of mostly temporary shocks
that are unwinding. Accordingly, the IMF’s Growth
Tracker (Figure 1.4, top panel) points to low growth
over the near term. WEQO projections assume that
policymakers keep their commitments and the financial
turmoil does not run beyond their control, allowing
confidence to return as conditions stabilize. The return
to stronger activity in advanced economies will then be
delayed rather than derailed by the turmoil. Projections
thus point to a modest pickup of activity in advanced
economies and robust growth in emerging and devel-
oping economies during 2011-12 (Figure 1.5; Table
1.1). Global growth is expected to be about 4 percent.
Real GDP growth in the major advanced economies—
the United States, euro area, and Japan—is forecast to
rise modestly, from about % percent in the first half
of 2011 to about 1% percent in 2012, as the effects
of temporary disturbances abate and the fundamental
drivers of expansion slowly reassert themselves. Activity
will be more robust in a number of other advanced
economies, especially in those with close ties to emerg-
ing Asia. In emerging and developing economies,
capacity constraints, policy tightening, and slowing
foreign demand are expected to dampen growth to
varying extents across countries. As a result, growth in
these economies will drop from about 7 percent in the
first half of 2011 to about 6 percent in 2012. Risks are
mainly to the downside over the near term.

CHAPTER 1  GLOBAL PROSPECTS AND POLICIES

Figure 1.1. Global Indicators

(Annualized percent change of three-month moving average over previous
three-month moving average unless noted otherwise)

Global trade and industrial production lost momentum during the second quarter of
2011, partly because an earthquake and tsunami in Japan disrupted global supply
chains and high oil prices slowed consumption in advanced economies. As a result,
global growth turned out weaker than expected, mainly in advanced economies.
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2|n SDR terms.
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Africa, Thailand, Turkey, Ukraine, and Venezuela.
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Figure 1.2. Financial Strains in Europe and the United
States

The crisis in the euro area has deepened and broadened. Spreads on sovereign
bonds of economies in the periphery have reached new highs. Concurrently, spreads
of several other economies have also widened to varying degrees. Stock prices have
suffered sharp corrections, dragged down by concerns about weak activity and
financial sectors in advanced economies. Strains have resurfaced in interbank
markets. At the same time, credit default swap (CDS) spreads on U.S. government
bonds have moved up. This contrasts with the decline in U.S. bond rates. Both the
euro and U.S. dollar depreciated against the Swiss franc until recently.
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Some expansionary forces are expected to return

Key drivers of stronger activity over the near
term include the rebound of activity in Japan,
the drop in oil and food prices (Appendix 1.1),
and solid demand growth in key emerging market
economies.

e Reports from Japan confirm a rapid recovery in
both output and domestic spending. Industrial
production is now growing rapidly, business senti-
ment is improving sharply, and household spending
is recovering quickly. Although electricity shortages
will likely weigh on production throughout the
summer, and the government’s rebuilding program
could suffer further delays, a V-shaped short-term
rebound seems to be under way.

e Oil prices are back where they were at the dawn of
unrest in the MENA region (Appendix 1.1). They
ended the second quarter at about $105 a barrel,
after peaking at about $120 by the end of April,
helped partly by more supply from other mem-
bers of the Organization of Petroleum Exporting
Countries (OPEC) and the release of crude oil and
petroleum stocks from strategic emergency reserves
by International Energy Agency (IEA) members.
The IMF base metal price index declined by about
9 percent from its first-quarter peak in Febru-
ary. However, the decline in food prices has been
much more limited, amounting to about 4 percent,
mainly because food crops are now expected to be
below earlier estimates.

Activity is likely to receive further support from
several sources. The pace of inventory reduction
should slow with the repair of global supply chains
(Figure 1.6, middle-right panel). Investment in
machinery and equipment has been expanding at
a fairly solid pace in both advanced and emerging
market economies (Figure 1.6, bottom-right panel)
and is forecast to continue to do so, helped by
strong corporate profitability and relatively healthy
corporate balance sheets.

But consumption in major advanced economies is
expected to lag behind

Consumption in emerging market economies
has been going strong for some time, propelled by
rapidly expanding employment and incomes. But



consumption in advanced economies is likely to

remain anemic for these key reasons:

¢ Unemployment is likely to stay high for some
time. Employment may well exhibit more weak-
ness during much of the summer, even if purchas-
ing managers’ index (PMI) survey indicators for
employment have so far shown greater resilience
than those for production (Figure 1.6, top pan-
els). Neither a significant acceleration nor a large
drop in employment seems in the offing.

o Sluggish wages and low funding costs have
boosted corporate profits, but this is not directly
benefiting households with a high propensity to
consume. Concerns about income prospects are
particularly elevated in the United States, where
an extraordinarily large loss of jobs has added to
an ongoing trend decline in the pace of employ-
ment creation (see below). Meanwhile, the share
of corporate profits in income has returned to
about 10 percent, which is close to the high
precrisis levels. A similar conclusion about jobs
and incomes emerges from an analysis of sectoral
output and employment (Box 1.1).

e House prices show no signs of stabilizing in key
crisis-hit economies such as the United States and
Spain (Figure 1.7, bottom-left panel). A large over-
hang of unsold properties with underwater mort-
gages continues to present a major downside risk to
consumption in the United States. House prices are
rising again in other advanced economies, such as
France and Germany, and remain high in Canada.
However, households everywhere have recently suf-
fered significant losses in stock market wealth.

Financial volatility could hold back activity

As discussed in the September 2011 Global
Financial Stability Report, financial stability risks
have once again increased dramatically. The IMF
staff’s financial conditions indices, which consider
developments in equity and bond prices, spreads,
and bank lending volume in the United States and
the euro area, have tightened noticeably lately (see
Figure 1.3, bottom panel), reflecting mainly lower
stock prices and tighter spreads. How financial
markets will evolve—and how they will affect real
sectors in advanced economies—is still unclear.
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Figure 1.3. Recent Financial Market Developments

Equity markets have retreated, and volatility has been on the rise. Investors have
taken flight in government bonds of perceived “safe-haven” countries. There were
signs that credit was bottoming until recently. Financial conditions indices have
tightened lately, but projections assume gradual easing.
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Sources: Bank of America/Merrill Lynch; Bank of Japan; Bloomberg Financial Markets;
European Central Bank; Federal Reserve; Haver Analytics; Thomson Datastream; and IMF

staff calculations.

1VIX = Chicago Board Options Exchange Market Volatility Index; VXY = JPMorgan
Emerging Market Volatility Index; CSFB = Credit Suisse Fear Barometer.

2Ten-year government bonds.

3Annualized percent change of three-month moving average over previous three-month
moving average. After January 2009, loans adjusted for sales and securitization are used for
the euro area. Spike for the United States in late 2010 is due to securitized credit card assets
that banks owned, which were brought onto their balance sheets in 2010.

4Historical data are monthly, and forecasts (dashed lines) are quarterly.

International Monetary Fund | September 2011



WORLD ECONOMIC OUTLOOK: SLOWING GROWTH, RISING RISKS

Figure 1.4. Prospects for Near-Term Activity

The IMF staff’s Growth Tracker points to moderating growth in the very near term,
while the Inflation Tracker suggests still elevated price pressure in several emerging
market economies. This reflects both high commodity prices and rising core inflation.
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Sources: Haver Analytics; and IMF staff estimates.

1The Growth Tracker is described in Matheson (2011). Within regions, countries are
listed by economic size.

2Figures are based on the official GDP and consumer price index (CPI) data. The
authorities have committed to improve the quality of Argentina’s official GDP and CPI, so
as to bring them into compliance with their obligations under the IMF’s Articles of
Agreement. Until the quality of data reporting has improved, IMF staff will also use
alternative measures of GDP growth and inflation for macroeconomic surveillance,
including estimates by: private analysts which have been, on average, significantly lower
than official GDP growth from 2008 onward, and provincial statistical offices and private
analysts, which have shown inflation considerably higher than the official inflation rate
from 2007 onward.

3The method gauges inflation pressure relative to historical trends. In Japan, inflation
is higher than recent trends but still very low.
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WEO forecasts assume that the latest bout of
volatility will not lead to large increases in sav-

ing rates and that it will delay, rather than derail,
the normalization of lending conditions. Spreads
on corporate lending in capital markets and on
emerging market sovereigns are still relatively low.
IMEF staff projections assume that banks can do
without a sharp and sustained tightening of lending
conditions, in some cases thanks to liquidity sup-
port from central banks. However, weaker growth
prospects pose threats to public and private balance
sheets and significantly increase the challenge of
coping with heavy debt burdens.

Financial conditions remain supportive of
growth in emerging and developing economies,
notwithstanding higher volatility (Figure 1.8). In
most of these economies, bank credit is still going
strong (Figure 1.9, top panels). Search for yield is
spurring capital inflows and magnifying already
ample domestic liquidity. But flows are volatile
(Figure 1.8, bottom panels). WEO forecasts see net
private capital flows to most regions rising further,
assuming policymakers in advanced economies
forestall a cycle of deteriorating sovereign and
financial sector prospects. The effect of strong
growth and tighter monetary conditions in emerg-
ing market economies would then outweigh the
effect of more elevated risk aversion among inves-
tors. However, as noted in the Global Financial
Stability Report, with global downside risks rising,
emerging markets could also face a sharp reduction
in demand, a reversal in capital flows, and a rise
in funding costs that could impact the financial
soundness of domestic banks.

Monetary policy will continue to support activity

Monetary policy remains highly accommodative
in many advanced economies (Figure 1.10, top pan-
els), notwithstanding the end of the second round
of quantitative easing (QE2) in the United States
and rate hikes in a number of advanced economies,
including the euro area. The financial turmoil has
already affected monetary policymaking. The central
banks of Japan and Switzerland have recently taken
steps to further ease monetary conditions, amid
rising deflation pressure on account of appreciating



currencies. The Federal Reserve has indicated that it
expects economic conditions to warrant exception-
ally low policy rates at least through mid-2013. The
European Central Bank (ECB) has expanded its
liquidity operations and stepped up its Securities
Market Program. More generally, markets have been
pushing out their expectations for rate hikes much
further into the future. Despite monetary tighten-
ing by many central banks in emerging market
economies and other measures to slow credit growth,
real interest rates are still low and credit is growing
strongly in a number of these economies (Figure
1.10, bottom panels).

But fiscal consolidation will dampen short-term
growth

Fiscal consolidation will weigh increasingly
on activity (Figure 1.11, middle-left panel). In
advanced economies, fiscal policy was neutral in
2010, with loosening in Canada, Germany, Japan,
and the United States broadly offset by tightening
elsewhere. In many economies, there was significant
progress toward fiscal adjustment: policy tightened
further in the first half of 2011, and the pace of
consolidation is now estimated to be appreciably
above earlier estimates. In particular, the structural
fiscal balance of the United States is now expected
to improve by about ¥2 percent of GDP in 2011,
implying a 1 percentage point of GDP fiscal with-
drawal relative to the April 2011 WEO projection.
Fiscal policy will tighten further in 2012, mainly
on account of tightening in the United States, but
also because of sizable consolidation in various euro
area economies. IMF staff analysis suggests that the
switch from fiscal stimulus to consolidation will
dampen short-term activity.?

Expansionary forces are expected to offset
contractionary forces

On balance, the evidence points to contin-
ued, uneven growth. Relative to the June 2011
WEO Update, the most noteworthy revision is the
reduction in the real GDP growth forecast for the

3See Chapter 3 of the October 2010 World Economic Outlook.
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Figure 1.5. Global Outlook

(Real GDP; quarterly percent change from one year earlier unless noted
otherwise)

Global growth is forecast to regain some momentum during the second half of 2011.
Real GDP growth in the advanced economies is expected to gradually return to about
2 percent. Activity in emerging and developing economies is expected to decelerate
in the face of capacity constraints and tightening policies, settling at a still high rate
of about 6 percent in 2012. Growth is expected to remain very elevated in emerging
Asia, notably in China and India, followed by sub-Saharan Africa.

10- Emerging y - United States -6
" economiesi,2 [ - -
8- Lo- -3
6- i - W.
4 ) _0
9- - Japan Euro -3
- R area |
0
_2'_ Advanced V T | 6
- economies 2.3 L -9
-4 - . |
62000 02 04 06 08 10 12 2000 02 04 06 08 10 12 12
16- China ‘. -16
” India - T i
12- - - -12
” - Emerging Europe6
8- - - -8
4- \ - -4
- ASEAN-44 - Brazil i
0 0
- NIEs® "7 Latin America? i
-4- - - --4
83000 02 04 06 08 10 12 2000 02 04 06 08 10 12
16- - - -8
12 cls8 F - 7
8- L - [ 6
4- [ - -5
R Sub-Saharan 4
0 - Africa8 B
. V [ - -3
4 - _ - Middle East -
B -~ and North -2
8- - _ Africa (MENA)8 9
_12 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 0
2000 02 04 06 08 10 12 2000 02 04 06 08 10 12

Sources: Haver Analytics; and World Economic Outlook database.

Comprises China, India, Russia, South Africa, Turkey, and economies listed in footnotes
4,6,and 7.

2Includes only economies that report quarterly data.

3Australia, Canada, Czech Republic, Denmark, euro area, Hong Kong SAR, Israel, Japan,
Korea, New Zealand, Norway, Singapore, Sweden, Switzerland, Taiwan Province of China,
United Kingdom, and United States.

4Indonesia, Malaysia, Philippines, and Thailand.

5Newly industrialized Asian economies (NIEs) comprise Hong Kong SAR, Korea,
Singapore, and Taiwan Province of China.

6Bulgaria, Hungary, Latvia, Lithuania, and Poland.

7Argentina, Brazil, Chile, Colombia, Mexico, Peru, and Venezuela.

8CIS = Commonwealth of Independent States. Annual percent change from one year
earlier. MENA data exclude Libya for the forecast years due to the uncertain political
situation.
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Figure 1.6. Current and Forward-Looking Growth

Indicators?

(Annualized percent change of three-month moving average over previous
three-month moving average unless noted otherwise)

Manufacturing and Services PMI indicators still stand above 50 and thus point to
continued expansion in the near term but at a slower pace than in 2010. The
indicators also suggest that cutbacks in payrolls are not expected. Data on retail
sales and industrial production suggest that inventories have not been rebuilt to a
major extent thus far. Further support from accelerated inventory building could be in
the offing once uncertainty about prospects diminishes again. Private consumption
has been strong in emerging economies and sluggish in advanced economies.
Investment has grown fairly strongly, except in construction in advanced economies.

65 - Purchasing Managers’ Index (PMI) _Employment PMI4 65
_ (index) Services: R _ (index) R
60 - emerging - - Services: -60
R economies - - emerging -

55 - - - economies -55
50 = 50

Manufacturing: i Services: ~
_ Senvices: emerging_ N advancejd'_45
40 - advanced economies? © economies” ,
- economiess Manufacturing: - -Manufacturin Manufacturing: -
35- advanced ~ - - advanced emerging  -35
30 ) __economies3 - - economies economies “30
2007 08 09 10  Aug. 2007 08 09 10 Aug.
1 11
6 - Employment - - Estimated Change in Global -6
- Emerging - - Inventories5 -
4- economies2 - (index) _4
2 — -
0
-2 - -
- Advanced World -
-4 - economies3 -

N 2005 06 07 08 09 10 Jun.

1
Real Private Consumption
(annualized percent change from
12 - preceding quarter) -

2008 09 10 Jun
1
Real Gross Fixed Investment
(annualized percent change from
preceding quarter) - -20

R Emerging R
6- economies - 0
3- - - f ; --10
i o , Emerging
. /\ /_/\/\ ~ Advanced ) :' economies?2 l0
. oo economles3/.‘ g .
-3- \/Jégﬁgﬂ%%‘is - - ofwhich:/ Y --30
6 ~ , ) ) L macr]inery aqd equip.men‘[6 L 4
2007 08 09 1: 2007 08 09 117
Q2 Q2

Sources: Haver Analytics; NTC Economics; and IMF staff calculations.

1Not all economies are included in the regional aggregations. For some economies,
monthly data are interpolated from quarterly series.

2Argentina, Brazil, Bulgaria, Chile, China, Colombia, Hungary, India, Indonesia, Latvia,
Lithuania, Malaysia, Mexico, Peru, Philippines, Poland, Romania, Russia, South Africa,

Thailand, Turkey, Ukraine, and Venezuela.

3Australia, Canada, Czech Republic, Denmark, euro area, Hong Kong SAR, Israel, Japan,
Korea, New Zealand, Norway, Singapore, Sweden, Switzerland, Taiwan Province of China,

United Kingdom, and United States.

4Aggregated from available advanced and emerging economies’ manufacturing
employment PMI and services employment PMI data.
5Based on deviations from an estimated (cointegration) relationship between global

industrial production and retail sales.

6Purchasing-power-parity-weighted averages of metal products and machinery for the
euro area, plants and equipment for Japan, plants and machinery for the United Kingdom,
and equipment and software for the United States.
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United States, by 1 percentage point over 2011

and 2012. Other revisions for advanced economies

generally range between % and 1 percentage point.

The markdowns to most emerging and develop-

ing economies amount to about ¥ percentage

point. Growth will remain relatively robust in these
economies because they can counter weaker foreign
demand with less policy tightening. The forecast
for CEE growth in 2011 has been lowered because
of less buoyant (but still strong) growth in Turkey.

In addition, prospects for the MENA region have

been marked down further, by about % percentage

point for 2012.

e Among the advanced economies, real GDP
growth in the United States is projected to pick
up very gradually from about 1 percent in the
second quarter of 2011 to about 2 percent later
in 2012. Special factors that boosted activity in
the euro area (notably in Germany) during the
first quarter have already abated. Moreover, less
foreign demand and tensions from the financial
turmoil will weigh on investment and consump-
tion, keeping real GDP growth at about % per-
cent during the remainder of 2011, before it
rises gradually to about 1 percent during 2012.
This assumes that national and euro area poli-
cies remain sufficiently strong to keep financial
turmoil under control. The Japanese economy is
set to expand vigorously during the second half
of 2011 and, to a lesser extent, in the first half
of 2012, as the economy recovers from the earth-
quake and tsunami.

e Real GDP growth in emerging and developing
economies during the second half of 2011 is
expected to be about 6% percent, down from
about 7 percent during the first half of the year.
Emerging Asia is forecast to continue to post
strong growth of about 8 percent, propelled by
China and India. In Latin America, growth is
expected to moderate to 4 percent in 2012, from
about 6 percent in 2010, as external demand
slows and tighter macroeconomic policies begin
to rein in strong domestic demand. With the
rebound in the CEE and CIS regions losing
some vigor in 2012, particularly in Turkey, real
GDP growth in emerging and developing econo-
mies is expected to settle at about 6 percent.



Economic Slack alongside Signs of
Overheating

The continued expansion of the global economy
has come with increasing cyclical diversity. The pic-
ture is one of excess capacity in advanced economies
and signs of overheating in emerging and develop-
ing economies. However, within each group there is
significant diversity.

Despite permanent output losses, output gaps remain
in advanced economies

By the end of the first half of 2011, many econo-
mies had returned to close to precrisis output levels
(Figure 1.12, top-left panel). This includes a number
of advanced and emerging economies that were hit
severely by the crisis (for example, CEE and CIS
economies). However, Italy and Spain continue
to lag, and output in Japan was severely disrupted
by the earthquake and tsunami. Other advanced
economies in Asia, in contrast, are already far above
precrisis output levels, as are many other emerging
and developing economies.

Although the recession has ended, many econo-
mies continue to operate far below precrisis trends
(Figure 1.12, top-right panel). Output losses relative
to trends are largest for economies that were at the
epicenter of the crisis, such as the United States and
the United Kingdom, as well as for many CEE and
CIS economies, notably Russia. In these economies
output is some 10 percent below precrisis trends.
Losses also persist in economies with very close
economic linkages to crisis-hit economies, such as
Canada and Mexico, which have close trade ties with
the United States.

WEO estimates and forecasts suggest that crisis-
related output losses will be long-lasting, even
though output gaps remain (Figure 1.12, bottom-left
panel).# For the United States, the gap is estimated
at about 5% percent of potential GDP in 2011; out-
put is some 10 percent below precrisis trends. With
the exception of Japan, output gaps in other major
advanced economies are much lower, generally rang-

ing between 2 and 3 percent. Incoming data confirm

“This is consistent with evidence on recoveries from financial
crises in Chapter 4 of the October 2009 World Economic Outlook.
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Figure 1.7. Balance Sheets and Saving Rates

(Percent unless noted otherwise)

The accumulation of household debt has been slowing, but there are now signs that
this development is bottoming out. Although household debt is still contracting in
Japan and the United States, the pace is stabilizing or diminishing. Household saving
rates are forecast to move sideways, implying that disposable income growth will
translate fully into consumption growth. Although household wealth has received a
boost from the recovery of financial markets since 2009, house prices continue to

decline in crisis-hit economies.
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Figure 1.8. Emerging Market Conditions

Equity prices in emerging markets have also retreated but are generally not far below
precrisis levels. Interest rate spreads have moved up modestly lately. Flows into
equities and bonds, however, have retreated noticeably of late.
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that most of the output lost in the euro area and the
United States during the crisis will not be recovered
(Figure 1.13). Emerging market economies that have
been hit hard by the crisis appear to be suffering
qualitatively similar output losses. Unemployment
rates are higher than the typical rates during the
2002-08 expansion in only a few economies—these
include the United Kingdom and the United States
(Figure 1.12, bottom-right panel).

Underlying inflation pressure remains relatively
elevated in emerging and developing economies

Headline and core inflation have been on the rise
in many parts of the world until recently. The IMF’s
Inflation Tracker confirms that inflation pressure is
still relatively elevated, especially in emerging and
developing economies (Figure 1.4, bottom panel;
and Figure 1.14). In the major advanced economies,
however, headline and core inflation appear to be
losing some momentum. Three factors will deter-
mine the path of inflation over the coming year:

o Energy and food prices: These were adding to infla-
tion but have recently receded. Specifically, energy
prices are currently far below their 2011 peaks.
Food prices, which are particularly important for
inflation in emerging and developing economies,
have fallen to a much lesser extent. Forecasts
assume a stabilization of energy and food prices
at present levels. However, prospects are very
uncertain, and previous forecasts based on futures
markets have not proven accurate. Risks for
prices are still tilted toward the upside. Emerg-
ing and developing economies are more likely to
experience second-round effects on wages from
past food and energy price hikes, because these
account for a larger share of their consumption
baskets (Chapter 3).

o Output gaps: In general, these are not exception-
ally large. Two notable exceptions are Japan and
the United States. However, even in the euro area,
wage growth may well remain subdued for some
time because employment is lagging the expan-
sion of output. Evidence of labor market tight-
ness is clearer for a number of smaller advanced
economies and for many emerging and developing
economies.



o DPolicy and the credibility of policymakers: Central
bank credibility is well established in advanced
economies but less so in many emerging and
developing economies, and this is likely to
amplify the second-round effects of external
price increases (Chapter 3). In anticipation of
such pressures, many central banks have begun
to raise policy interest rates toward less accom-
modative levels.

Although headline inflation is projected to
recede as food and energy prices moderate,
underlying inflation pressure may well rise further,
mainly in emerging and developing economies. In
advanced economies, headline inflation is fore-
cast to be about 2% percent in 2011 but then to
recede to close to 1%2 percent in 2012, assuming
that energy and food prices evolve as the markets
expect. In emerging and developing economies,
headline inflation is expected to settle at about
6 percent in 2012, down from over 7%2 percent
in 2011, as energy and food prices stabilize but
demand pressures raise core inflation. Inflation is
expected to stay high through 2011-12 in the CIS,
MENA, and SSA regions, averaging 7 to 10 per-
cent. Within the broad trends, some economies
are seeing noticeably higher inflation than are their
regional peers (for example, Argentina, India, Para-
guay, Venezuela, and Vietnam).

Risks Are Clearly to the Downside

Downside risks to activity have increased notice-
ably since the June 2011 WEO Update. Four types
of risk deserve particular attention and revolve
around (1) weak sovereigns and banks in a number
of advanced economies, (2) insufficiently strong
policies to address the legacy of the crisis in the
major advanced economies, (3) vulnerabilities in
a number of emerging market economies, and
(4) volatile commodity prices and geopolitical
tensions. Various market indicators confirm the
qualitative assessment that downside risks are now
much higher than in June or April 2011. A down-
side scenario illustrates how the major advanced
economies could fall back into re