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Global economic outlook

Prospects for the world economy in 2012-2013

Following two years of anaemic and uneven recovery from the global financial crisis, the
world economy is teetering on the brink of another major downturn. Output growth
has already slowed considerably during 2011, especially in the developed countries. The
baseline forecast foresees continued anaemic growth during 2012 and 2013. Such growth
is far from sufficient to deal with the continued jobs crises in most developed economies
and will drag down income growth in developing countries.

Even this sombre outlook may be too optimistic. A serious, renewed global
downturn is looming because of persistent weaknesses in the major developed economies
related to problems left unresolved in the aftermath of the Great Recession of 2008-2009.

The problems stalking the global economy are multiple and interconnected.
The most pressing challenges are the continued jobs crisis and the declining prospects for
economic growth, especially in the developed countries. As unemployment remains high,
at nearly 9 per cent, and incomes stagnate, the recovery is stalling in the short run because
of the lack of aggregate demand. But, as more and more workers remain out of a job for a
long period, especially young workers, medium-term growth prospects also suffer because
of the detrimental effect on workers’ skills and experience.

The rapidly cooling economy is both a cause and an effect of the sovereign
debt crises in the euro area, and of fiscal problems elsewhere. The sovereign debt crises in
a number of European countries worsened in the second half of 2011 and aggravated the
weaknesses in the balance sheets of banks sitting on related assets. Even bold steps by the
Governments of the euro area countries to reach an orderly sovereign debt workout for
Greece were met with continued financial market turbulence and heightened concerns
of debt default in some of the larger economies in the euro zone, Italy in particular. The
fiscal austerity measures taken in response are further weakening growth and employment
prospects, making fiscal adjustment and the repair of financial sector balance sheets all
the more challenging. The United States economy is also facing persistent high unem-
ployment, shaken consumer and business confidence, and financial sector fragility. The
European Union (EU) and the United States of America form the two largest economies
in the world, and they are deeply intertwined. Their problems could easily feed into each
other and spread to another global recession. Developing countries, which had rebounded
strongly from the global recession of 2009, would be hit through trade and financial chan-
nels. The financial turmoil following the August 2011 political wrangling in the United
States regarding the debt ceiling and the deepening of the euro zone debt crisis also caused
a contagious sell-off in equity markets in several major developing countries, leading to
sudden withdrawals of capital and pressure on their currencies.

Political divides over how to tackle these problems are impeding needed,
much stronger policy action, further eroding the already shattered confidence of business
and consumers. Such divides have also complicated international policy coordination.
Nonetheless, as the problems are deeply intertwined, the only way for policymakers to save
the global economy from falling into a dangerous downward spiral is to take concerted
action, giving greater priority to revitalizing the recovery in output and employment in the
short run in order to pave more solid ground for enacting the structural reforms required
for sustainable and balanced growth over the medium and long run.
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Faltering growth

Surrounded by great uncertainties, the United Nations baseline forecast is premised on a
set of relatively optimistic conditions, including the assumptions that the sovereign debt
crisis in Europe will, in effect, be contained within one or just a few small economies, and
that those debt problems can be worked out in more or less orderly fashion. As indicated
in box L1, it further assumes that monetary policies among major developed countries will
remain accommodative, while the shift to fiscal austerity in most of them will continue as
planned but not move to deeper cuts. The baseline also assumes that key commodity prices
will fall somewhat from current levels, while exchange rates among major currencies will
fluctuate around present levels without becoming disruptive.

In this scenario, which could be deemed one of “muddling through”, growth
of world gross product (WGP) is forecast to reach 2.6 per cent in the baseline outlook for
2012 and 3.2 per cent for 2013. This entails a significant downgrade (by one percentage
point) from the United Nations baseline forecast of mid-20111 but is in line with the pes-
simistic scenario laid out at the end of 2010.2 The deceleration was already visible in 2011
when the global economy expanded by an estimated 2.8 per cent, down from 4.0 per cent
in 2010 (table I.1 and figure 1.1). The risks for a double-dip recession have heightened.
As discussed in the section on the downside risks below, in accordance with a more pes-
simistic scenario—including a disorderly sovereign debt default in Europe and more fis-
cal austerity—developed countries would enter into a renewed recession and the global
economy would come to a near standstill (see table 1.2 below). More benign outcomes
for employment and sustainable growth worldwide would require much more forceful
and internationally concerted action than that embodied in current policy stances. The
feasibility of such an optimistic scenario, which would push up global output growth to
about 4.0 per cent, is discussed in box 1.4 and in the section on policy challenges.

Developing countries and economies in transition are expected to continue to
stoke the engine of the world economy, growing on average by 5.6 per cent in 2012 and
5.9 per cent in 2013 in the baseline outlook. This is well below the pace of 7.5 per cent
achieved in 2010, when output growth among the larger emerging economies in Asia and
Latin America, such as Brazil, China and India, had been particularly robust. Even as
economic ties among developing countries strengthen, they remain vulnerable to economic
conditions in the developed economies. From the second quarter of 2011, economic growth
in most developing countries and economies in transition started to slow notably to a pace
of 5.9 per cent for the year. Initially, this was the result, in part, of macroeconomic policy
tightening in attempts to curb emerging asset price bubbles and accelerating inflation,
which in turn were fanned by high capital inflows and rising global commodity prices.
From mid-2011 onwards, growth moderated further with weaker external demand from
developed countries, declining primary commodity prices and some capital flow reversals.
While the latter two conditions might seem to have eased some of the macroeconomic
policy challenges earlier in the year, amidst increased uncertainty and volatility, they have
in fact complicated matters and have been detrimental to investment and growth.

The economic woes in many developed economies are a major factor behind the
slowdown in developing countries. Economic growth in developed countries has already

1 See United Nations, World economic situation and prospects as of mid-2011 (E/2011/113), available
from http://www.un.org/en/development/desa/policy/wesp/wesp_current/2011wespupdate.pdf.

2 See World Economic Situation and Prospects 2011 (United Nations publication, Sales No. E.11.
11.C.2), pp. 34-35, available from http://www.un.org/en/development/desa/policy/wesp/wesp_
current/2011wesp.pdf.
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Key assumptions for the United Nations
baseline forecast for 2012 and 2013

The forecast presented in the text is based on estimates calculated using the United Nations World
Economic Forecasting Model (WEFM) and is informed by country-specific economic outlooks pro-
vided by participants in Project LINK, a network of institutions and researchers supported by the
Department of Economic and Social Affairs of the United Nations. The provisional individual country
forecasts submitted by country experts are adjusted based on harmonized global assumptions and
the imposition of global consistency rules (especially for trade flows, measured in both volume and
value) set by the WEFM. The main global assumptions are discussed below and form the core of the
baseline forecast—the scenario that is assigned the highest probability of occurrence. Alternative
scenarios are presented in the sections on “risks and uncertainties” and “policy challenges”. Those
scenarios are normally assigned lower probability than the baseline forecast, but in the present vola-
tile and uncertain economic context, the pessimistic scenario presented in the “risks and uncertain-
ties” section should be assigned a probability at least as high as that of the baseline.

Background to the baseline assumptions

It is assumed that within the span of the forecasting period, the sovereign debt crisis in Europe will be
contained and that adequate measures will be taken to avert a liquidity crisis that could lead to major
bank insolvencies and a renewed credit crunch. These measures include an orderly restructuring of
Greek debt, some degree of bank recapitalization and a strengthening of the European Financial
Stability Facility (EFSF) so that markets perceive that there is sufficient firepower to handle a possible
default by one of the larger member countries. The recently announced package agreed on at the
summit meeting of euro area leaders in October, if fully implemented, covers, albeit imperfectly,
most of these issues. In addition, it is assumed that the plans announced for fiscal consolidation and
restructuring will be implemented in the crisis-affected countries. In the United States, it is assumed
that either the Joint Select Committee on Deficit Reduction would come to an agreement on a pack-
age to cut $1.2 trillion in Government spending over the next 10 years or, in case of no agreement,
that the contingency plan for a similar sized annual budget reduction of $120 billion would come into
effect (see also note 3). More broadly, the planned macroeconomic policies of major economies for
the short run (2012-2013), as also reflected in the Cannes Action Plan for Growth and Jobs adopted on
4 November 2011 by the leaders of the Group of Twenty (G20), are all assumed to be followed through
in the baseline scenario.

Monetary and fiscal policy assumptions for major economies

The Federal Reserve Bank of the United States (Fed) is assumed to keep the federal funds interest rate
atits current low level of between 0.0 and 0.25 per cent until the end of 2013. The Fed will implement
the planned swap of its holdings of $400 billion in short-term Treasury Bills for long-term Government
bonds, and will also reinvest the receipts of maturing assets, so as to maintain the size of its current
asset holdings. The European Central Bank (ECB) is assumed to make another 25 basis-point cut in its
main policy rate by the end of the year, bringing the minimum bid rate back down to 1.0 per cent.
The ECB is expected to continue to provide liquidity to banks through a number of facilities, such as
refinancing operations of various term-lengths and purchasing sovereign bonds under the Securities
Markets Programme (SMP). The Bank of Japan (BoJ) is assumed to keep its main policy interest rate
at 0.05 per cent and to continue to use its balance sheet to manage liquidity—through the Asset
Purchase Program (APP)—to buy risk assets, such as commercial paper and corporate bonds, in ad-
dition to Government bonds and bills. The BoJ is also assumed to continue to intervene in foreign
exchange markets to stabilize the value of the yen. In major emerging economies, the People’s Bank
of China (PBQ) is expected to keep its monetary tightening on hold, based on a contingent assump-
tion that inflation in the economy will start to moderate.

In terms of fiscal policy, it is assumed that in the United States only the items for the
payroll tax cut and emergency unemployment compensation of the proposed American Jobs Act
will be enacted and that long-term deficit-reduction actions will come into effect from January 2013.
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Box 1.1 (cont’d)

In the euro area, as well as in most economies in Western Europe, it is assumed that the plans an-
nounced for fiscal consolidation will be fully implemented. In Japan, the total size of the five-year
post-earthquake reconstruction plan is estimated to cost ¥19 trillion, or 4 per cent of GDP, to be
financed mostly by increases in taxes. In China, the fiscal stance is expected to remain “proactive’,
with increased spending on education, health care and social programmes.

Exchange rates among major currencies

It is assumed that the euro will fluctuate around a yearly average of $1.36 in 2012 and 2013, implying
a depreciation of 2.5 per cent from its 2011 level. The Japanese yen is assumed to average about ¥78
to the dollar for the rest of the forecast period, representing an appreciation of 2.4 per cent in 2012
compared with the average exchange rate in 2011; during 2011, the yen had already appreciated by
8.9 per cent. The Chinese renminbi is assumed to average CN¥ 6.20 per United States dollar in 2012
and CN¥ 6.02 in 2013, appreciating by 3.9 and 2.9 per cent, respectively.

Oil prices

Brent oil prices are assumed to average about $100 per barrel (pb) during both 2012 and 2013, down
from $107 pb in 2011.

Table I.1
Growth of world output, 2005-2013

Annual percentage change

Change from June
2011 forecastd
2005-

2008 2009 2010b 2017¢ 2012¢ 2013¢ 2011 2012

World 33 -24 4.0 2.8 2.6 3.2 -0.5 -1.0
Developed economies 19 -4.0 2.7 13 1.3 19 -0.7 1.1
United States of America 1.8 -3.5 30 1.7 15 2.0 -0.9 -13
Japan 13 -6.3 4.0 -0.5 20 20 -1.2 -0.8
European Union 2.2 -4.3 2.0 1.6 0.7 1.7 -0.1 -1.2
EU-15 20 4.3 1.9 1.5 0.5 1.6 -0.2 -1.2

New EU members 54 -3.7 23 29 2.6 3.1 -0.2 -14

Euro area 20 -4.3 1.9 1.5 04 13 -0.1 -1.2

Other European countries 2.6 -19 1.5 1.0 1.1 16 -10 -09
Other developed countries 26 -1.0 29 14 2.2 25 -14 -0.5
Economies in transition 7.1 -6.6 4.1 4.1 39 4.1 -0.3 -0.7
South-Eastern Europe 50 -3.7 0.6 1.7 23 32 -0.5 -0.8

Commonwealth of Independent

States and Georgia 7.3 -6.9 4.5 43 4.0 42 -0.3 -0.8
Russian Federation 7.1 -7.8 4.0 4.0 39 4.0 -04 -0.7
Developing economies 6.9 24 7.5 6.0 56 59 -0.2 -0.6
Africa 54 0.8 39 2.7 50 5.1 -09 -04
North Africa 5.0 32 4.0 -0.5 4.7 55 -1.2 -0.3
Sub-Saharan Africa 59 17 4.8 44 53 50 -0.5 -0.2
Nigeria 4.6 -8.3 28 6.3 6.8 7.0 0.6 0.5

South Africa 50 -1.7 28 3.1 37 35 -0.6 -1.1

Others 6.7 3.6 5.1 48 58 53 -1.1 0.1

East and South Asia 83 52 88 7.1 6.8 6.9 -0.1 -04
East Asia 8.5 5.1 9.2 7.2 6.9 6.9 -0.1 -0.3
China 11.9 9.2 104 9.3 8.7 8.5 0.2 -0.2

South Asia 7.8 55 7.2 6.5 6.7 6.9 -04 -0.3
India 9.0 7.0 9.0 7.6 7.7 7.9 -0.5 -0.5
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Table 1.1 (cont'd)

Change from June
2011 forecastd
2005-
20082 2009 2010b 2011¢ 2012¢ 2013¢ 2011 2012
Western Asia 54 -09 6.3 6.6 3.7 43 0.8 -0.5
Latin America and the Caribbean 50 -2.1 6.0 43 33 42 -0.2 -1.6
South America 5.6 -04 6.4 4.6 3.6 4.5 -04 -1.6
Brazil 46 -0.6 7.5 3.7 2.7 3.8 -14 -2.6
Mexico and Central America 35 -5.7 56 3.8 2.7 36 0.0 -1.6
Mexico 32 -6.3 58 3.8 2.5 3.6 0.1 -1.8
Caribbean 7.1 0.9 35 34 36 43 -0.6 -1.1
By level of development
High-income countries 2.1 -3.7 3.0 1.6 1.5 2.0
Upper middle income countries 7.5 12 7.3 6.1 55 6.0
Lower middle income countries 7.0 43 6.8 59 6.4 6.6
Low-income countries 6.2 48 6.1 57 6.0 59
Least developed countries 7.8 52 56 49 6.0 5.7 -0.7 0.2
Memorandum items
World tradee 6.8 99 12.8 6.6 44 5.7 -0.5 24
World output growth with
PPP-based weights 44 -0.9 49 3.7 3.6 4.1 -04 -0.8

Source: UN/DESA.

a Average percentage change.
b Actual or most recent estimates.
¢ Forecasts, based in part on Project LINK and baseline projections of the UN/DESA World Economic Forecasting Model.
d See United Nations, World economic situation and prospects as of mid-2011 (E/2011/113).
e Includes goods and services.
Figure I.1
Growth of world gross product, 2006-2013
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slowed to 1.3 per cent in 2011, down from 2.7 per cent in 2010, and is expected to remain
anaemic in the baseline outlook, at 1.3 per cent in 2012 and 1.9 per cent in 2013. At this
pace, output gaps are expected to remain significant and unemployment rates will stay high.

Most developed economies are suffering from predicaments lingering from
the global financial crisis. Banks and households are still in the process of a deleveraging
which is holding back credit supplies. Budget deficits have widened and public debt has
mounted, foremost because of the deep downturn and, to a much lesser extent, because
of the fiscal stimulus. Monetary policies remain accommodative with the use of various
unconventional measures, but have lost their effectiveness owing to continued financial
sector fragility and persistent high unemployment which is holding back consumer and
investment demand. Concerns over high levels of public debt have led Governments to
shift to fiscal austerity, which is further depressing aggregate demand.

Growth in the United States slowed notably in the first half of 2011. Despite a
mild rebound in the third quarter of the year, gross domestic product (GDP) is expected
to weaken further in 2012 and even a mild contraction is possible during part of the year
under the baseline assumptions. While, if enacted in full, the American Jobs Act proposed
by the Government could have provided some stimulus to job creation, it would not have
been sufhicient to prevent further economic slowdown, as fiscal stimulus has already faded
overall with many job losses caused by cuts in state-level budgets. Even as the total public
debt of the United States has risen to over 100 per cent of GDP, yields on long-term
Government bonds remain at record lows. This would make stronger fiscal stimulus af-
fordable, but politically difficult to enact in a context where fiscal prudence is favoured and
where the country has already been on the verge of defaulting on its debt obligations in
August of 2011 because of political deadlock over raising the ceiling on the level of federal
public debt. Failure by the congressional Joint Select Committee on Deficit Reduction
to reach agreement in November of 2011 on fiscal consolidation plans for the medium
term has added further uncertainty.3 The uncertain prospects are exacerbating the fragility
of the financial sector, causing lending to businesses and consumers to remain anaemic.
Persistent high unemployment, at a rate of 8.6 per cent, and low wage growth are further
holding back aggregate demand and, together with the prospect of prolonged depressed
housing prices, have heightened risks of a new wave of home foreclosures.

Growth in the euro area has slowed considerably since the beginning of 2011,
and the collapse in confidence evidenced by a wide variety of leading indicators and meas-
ures of economic sentiment suggest a further slowing ahead, perhaps to stagnation by
the end of 2011 and into early 2012. Even under the optimistic assumption that the debt
crises can be contained within a few countries, growth is expected to be only marginally
positive in the euro area in 2012, with the largest regional economies dangerously close to
renewed downturns and the debt-ridden economies in the periphery either in or very close
to a protracted recession.

3 When the debt ceiling was lifted in August 2011, it was agreed that a bipartisan “supercommittee”
try to reach agreement, before the end of November, on reducing the Federal budget deficit by
$1.2 trillion over the medium run. The committee failed to do so, triggering an agreed back-up
plan according to which the United States Government would enact spending cuts to the tune of
$110 billion in each fiscal year from 2013 to 2021. This failure to reach an agreement in Congress
does not alter the baseline scenario for this report. However, it has heightened the downside risks,
in particular with regard to what will happen with regard to two stimulus measures expiring on
1 January 2012, namely, the 2 per cent payroll tax cut and emergency unemployment insurance
benefits. At the time of writing, it is still possible for Congress to extend these measures. Should
that not occur, it would affect the 2012 baseline projection for GDP growth in the United States,
lowering it by an estimated 0.6 percentage points. It would further erode consumer and investor
confidence and increase the risk of the downside scenario’s materializing.
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Japan was in another recession in the first half of 2011, resulting largely, but
not exclusively, from the disasters caused by the March earthquake. While post-quake re-
construction is expected to lift GDP growth in Japan to about 2 per cent per year, which is
above its long-term trend, in the coming two years, risks remain on the downside, emanat-
ing from the challenges of financing the reconstruction and coping with a possible, more
pronounced and synchronized downturn along with other major developed economies.

As indicated above, developing countries are expected to be further affected by
the economic woes in developed countries through trade and financial channels. Among the
major developing countries, China’s and India’s GDP growth is expected to remain robust,
but to decelerate. In China, growth slowed from 10.4 per cent in 2010 to 9.3 per cent in
2011 and is projected to slow further to below 9 per cent in 2012-2013. India’s economy is
expected to expand by between 7.7 and 7.9 per cent in 2012-2013, down from 9.0 per cent
in 2010. Brazil and Mexico are expected to suffer more visible economic slowdowns. Output
growth in Brazil was already halved, to 3.7 per cent, in 2011, after a strong recovery of
7.5 per cent in 2010, and is expected to cool further to a 2.7 per cent growth in 2012. Growth
of the Mexican economy slowed to 3.8 per cent in 2011 (down from 5.8 per cent in 2010),
and is anticipated to decelerate further, to 2.5 per cent, in the baseline scenario for 2012.

Low-income countries have also seen a slowdown, albeit a mild one. In per
capita terms, income growth slowed from 3.8 per cent in 2010 to 3.5 per cent in 2011,
but despite the global slowdown, the poorer countries may see average income growth
at or slightly above this rate in 2012 and 2013 (see figure 1.2). The same holds for aver-
age growth among the United Nations category of the least developed countries (LDCs).
Nonetheless, growth is expected to remain below potential in most of these economies.
In 2011 and 2012, per capita income growth is expected to reach between 2.0 and
2.5 per cent, well below the annual average of 5.0 per cent reached in 2004-2007. Despite

Figure 1.2
Growth of GDP per capita, by level of development, 2000-2013
Percentage
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the high vulnerability of most LDCs to commodity price shocks, they tend to be less ex-
posed to financial shocks, and mild growth in official development assistance (ODA) has
provided them with a cushion against the global slowdown. Conditions vary greatly across
these economies, however; as discussed in box 1.2, Bangladesh and several of the LDCs
in East Africa are showing strong growth, while adverse weather conditions and/or fragile
political and security situations continue to plague economies in the Horn of Africa and
in parts of South and Western Asia.

Prospects for the least developed countries

The least developed countries (LDCs) will continue to see a growth performance that stands apart from
the global pattern. While world economic growth decelerated markedly in 2011, LDCs experienced
only a mild slowdown from 5.6 per cent in 2010 to 4.9 per cent in 2011. In the outlook for 2012, LDCs
are expected to escape the global trend, with gross domestic product (GDP) growth ticking up again
to 5.9 per cent. Even so, growth is expected to remain below potential in most of these economies.
In 2011 and 2012, per capita income growth is expected to reach between 2.0 and 2.5 per cent, well
below the annual average of 5.0 per cent reached in 2004-2007. Despite the high vulnerability of most
LDCs to commodity price shocks, they tend to be less exposed to financial shocks, and mild growth in
official development assistance (ODA) has provided them with a cushion against the global slowdown.

Conditions vary greatly across these economies, however (see figure). As a positive ex-
ample, Bangladesh's economy grew by 6.5 per cent in 2011, continuing the upward trend of the pre-
vious year. Growth was underpinned by a robust expansion in private consumption and investment
and a recovery in exports. Export revenues were boosted by strong apparel sales as the European
Union enhanced duty-free market access for LDCs and international retailers shifted production to
Bangladesh because of the country’s low labour costs. Despite a slowdown in exports, growth is
forecast to remain robust in 2012.

GDP growth in the least developed countries, 2010-2011 and 2012
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Angola s also witnessing robust growth, which is forecast to accelerate from 4.1 per cent
in 2011 to 9.2 per cent in 2012 on the back of rising production in the hydrocarbon sector. However,
despite the positive headline growth figures, the country continues to suffer from a lack of economic
diversification and higher value added activities in the private sector, as well as from institutional
deficits.

In Nepal, economic activity continued to be hindered by political uncertainty and a
fragile security situation, in addition to other factors, such as power shortages. Real GDP growth
declined from 4.6 per cent in 2010 to 3.9 per cent in 2011 as solid growth in private consumption was
largely offset by a contraction in investment and exports. Tourism earnings and remittance inflows
registered moderate gains, a trend that is likely to continue in 2012. The manufacturing, construction
and banking sectors are expected to perform slightly better in 2012, lifting growth to a still meagre
and below-potential 4.3 per cent. Similarly, in Uganda, solid growth due to strong investment in the
natural resources sector and vibrant construction, transport and communication sectors has become
subject to increasing downside risks in the light of lingering political unrest.

By contrast, a number of other LDCs find themselves in outright dire situations. In the
Horn of Africa, severe drought conditions have led to a famine that is taking a heavy humanitarian
toll, especially among children, and forcing many people to flee their homes. Somalia has been hit
especially hard, as drought has compounded an already disastrous situation stemming from poverty
and military conflict.

Across the group of LDCs, continued and growing (albeit slowly) ODA has provided a
buffer to weather the crosscurrents of the unstable and volatile global economic environment.

The overall positive economic outlook for LDCs remains subject to considerable risks. A
pronounced fall in oil prices would hit oil exporters such as Angola especially hard, compounding a
situation that is problematic even in a time of solid oil prices, in view of high income inequality and a
shortfall in private sector business activity owing to the dominant role of the State. A further risk lies
in the continued dependence of public budgets in many LDCs on ODA flows. If the pressure for fiscal
consolidation in developed economies feeds through into pronounced cuts in ODA, policymakers in
LDCs would see their room to manoeuvre limited further. Another risk lies in the weather pattern and,
in this context, also in the possibility of more lasting changes in climate conditions. Compounding
the negative fallout from adverse weather conditions is the fact that agriculture is the dominant
economic sector in many LDCs.

Box I.2 (cont'd)

Unemployment—a key policy concern

Three years after the onset of the Great Recession, persistent high unemployment remains
the Achilles heel of economic recovery in most developed countries. The unemployment
rate averaged 8.6 per cent in developed countries in 2011, still well above the pre-crisis
level of 5.8 per cent registered in 2007. At more than 20 per cent, the rate remains the
highest in Spain, while Norway’s jobless rate is the lowest, at 3.5 per cent. Notably, the
unemployment rate in the United States has remained at about 9 per cent since 2009, with
virtually no improvement in the labour market during 2011 as layoffs in the public sector
have partly offset job creation in the private sector and labour force growth has kept pace
with overall employment growth.

In many developed economies, the actual situation is worse than reflected in
the official unemployment rates. In the United States, for instance, labour participation
rates have been on a steady decline since the start of the crisis. Increasing numbers of work-
ers without a job for a prolonged period have stopped looking for one and are no longer
counted as part of the labour force. About 29 per cent of the unemployed in the United
States have been without a job for more than one year, up from 10 per cent in 2007. Such
a prolonged duration of unemployment tends to have significant long-lasting detrimental

The protracted jobs crisis
in developed countries
is harming long-term
prospects
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impacts on both the individuals who have lost their jobs and on the economy as a whole.
The skills of unemployed workers deteriorate commensurate with the duration of their
unemployment, most likely leading to lower earnings for those individuals who are even-
tually able to find new jobs. At the aggregate level, the higher the proportion of workers
trapped in protracted unemployment, the greater the adverse impact on the productiv-
ity of the economy in the medium to long run. The International Labour Organization
(ILO) estimated that by the first quarter of 2011, almost one third of the unemployed in
developed countries had been without a job for more than one year, a situation affecting
about 15 million workers (figure 1.3).4

In developing countries, employment recovery has been much stronger than
in developed economies. For instance, unemployment rates are back to or below pre-
crisis levels in most Asian developing countries, while employment has recovered in most
countries in Latin America also. However, developing countries continue to face major
challenges owing to the high shares of workers that are underemployed, poorly paid, have
vulnerable job conditions or lack access to any form of social security. At the same time,
open unemployment rates remain high, at well over 10 per cent in urban areas, with the
situation being particularly acute in a number of African and Western Asian countries.
Long-term unemployment has also increased in developing countries (figure 1.3).

High youth unemployment is a concern worldwide. Unemployment rates
among youth (persons 15-24 years of age) tend to be higher than other cohorts of the
labour force in normal times in most economies, but the global financial crisis and its
consequent global recession have increased this gap in most parts of the world. Barring

Figure .3
Long-term unemployment in developed and developing countries, 2009 and 2011
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4 Estimate of total long-term unemployment in developed economies, based on International
Labour Organization (ILO) labour statistics database (LABORSTA), accessed 22 November 2011.
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data limitations, the jobless rate among young workers in developed countries increased
from an estimated 13 per cent in 2008 to about 18 per cent by the beginning of 2011. In
Spain, an astonishing 40 per cent of young workers are without a job. A quarter or more
of the youth in Western Asia and North Africa and one fifth of those in the economies
in transition are unemployed. Also, in other developing regions, youth unemployment
has increased more than that of other age groups. Latin America and the Caribbean,
in particular, experienced significant increases in youth unemployment since 2008, al-
though the situation started to improve in the first half of 2011. In East Asia, South
Asia and Africa, young workers have a high probability of facing vulnerable employment
conditions.

Skilled and unskilled young workers are affected by unemployment in dif-
ferent ways. Skilled youth that lose their jobs tend to have greater difficulty in getting
a new job than more experienced workers and, hence, tend to face longer periods of
unemployment than other workers; when they do find new jobs, they mostly have to
settle for salaries lower than they earned before. Since entry salaries affect future salaries,
youth who have lost jobs during the current financial crisis will face the risk of getting
lower salaries for a prolonged period, even after the economy recovers. This group of
unemployed, educated youth has recently received attention in the political debate as the
“lost generation”. Unskilled young workers who have recently lost jobs have been found
to be at greater risk of becoming “discouraged workers”, leading them to exit the labour
force and end up dependent upon families and social programmes in the long term, es-
pecially in developed economies where such programmes exist. In developing economies,
unskilled youth in unemployment face the additional risk of a permanent loss of access
to decent work, causing them to stay outside the formal economy and have much lower
lifetime earnings.

Meanwhile, more young people continue to enter labour markets worldwide.
In order to restore pre-crisis employment and absorb the new labour entrants, an employ-
ment deficit, estimated at 64 million jobs in 2011, would need to be eliminated.5 With
the global economic slowdown projected in the baseline and growth of the workforce
worldwide, however, the deficit would increase further, leaving a job shortage of about 71
million, of which about 17 million would be in developed countries.6 If economic growth
stays as anaemic in developed countries as is projected in the baseline forecast, employ-
ment rates will not return to pre-crisis levels until far beyond 2015 (figure 1.4).

Persistent high unemployment is holding back wage growth and consumer
demand and, especially in the United States, pushing up delinquency on mortgage pay-
ments. Combined with continued financial fragility in the developed economies, it is also
depressing investment demand and business confidence and further holding back eco-
nomic recovery.

Benign inflation outlook

Inflation has increased worldwide in 2011, driven by a number of factors, particularly the
supply-side shocks that have pushed up food and oil prices and strong demand in large

5 Using ILO data, the employment deficit is estimated here as the difference between the global
employment rate as observed in 2007 and 2011 multiplied by the working-age population.

6 Estimate based on the UN/DESA Global Policy Model. See box 1.4 and the appendix table to the
present chapter for baseline trends in employment rates in major economies and an assessment
of an alternative policy scenario to eliminate the deficit.

To make up for the
employment deficit left
by the crisis, 64 million
jobs need to be created
worldwide
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Source: UN/DESA, based on
data from ILO and IMF.
Note: The chart shows

percentage changes of total

employment (as a moving
average) with respect to pre-
recession peaks. Projections
(dashed lines) are based

on estimates of the output
elasticity of employment
(Okun’s law), following a
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of ILO, World of Work

Report 2011 (Geneva).

Inflation does not pose
a present danger in
developed countries...

...but remains a concern
among developing
countries
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Figure 1.4
Post-recession employment recovery in the United States, euro area and
developed economies, 2007 (Q1)-2011 (Q2) and projections for 2011 (Q3)-2015 (Q4)
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developing economies as a result of rising incomes and wages. Reflationary monetary poli-
cies in major developed economies have also contributed to upward pressure by, among
other things, increasing liquidity in financial markets, which has kept interest rates down
but has also increased financial investment in commodity futures markets, inducing an
upward bias in commodity prices and enhancing volatility (see chap. II).

Among the developed economies, inflation rates in the United States and
Europe have edged up during 2011, moving from the lower to the upper bound of the
inflation target bands set by central banks. This increase was in line with the policy objec-
tive in these economies, aimed at mitigating the risk of deflation in the aftermath of the
financial crisis, as their central banks continued to inject more liquidity into the economy
through various unconventional policy measures. In Japan, the disruption caused by the
earthquake in March 2011, along with other factors, pushed up the general price level,
ending a protracted period of deflation. Nonetheless, inflacion should not be a major
policy concern for most developed economies. Inflation is expected to be moderate in the
outlook for 2012-2013 with the weakening of aggregate demand, subdued wage pressures
in the face of continued high unemployment and—barring major supply shocks—the
moderating of international commodity prices.

Inflation rates surpassed policy targets by a wide margin in a good number of
developing economies. The monetary authorities of these economies have responded with
a variety of measures, including by tightening monetary policy, increasing subsidies on
food and oil, and providing incentives to domestic production. In the outlook, along with
an anticipated moderation in global commodity prices and lower global growth, inflation
in most developing countries is also expected to decelerate in 2012-2013.
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The international economic environment
for developing countries and the economies
in transition

Increased volatility in private capital flows

Net private capital inflows? to emerging and developing economies increased to about
$575 billion in 2011, up by about $90 billion from 2010 levels (figure 1.5). The recovery in
capital inflows from their precipitous decline during the global financial crisis continued
until the middle of 2011 but suffered a strong setback with the sharp deterioration in
global financial markets in the third quarter of the year. The current level of inflows
remains well below the pre-crisis peak registered in 2007. As a share of GDP of developing
countries, net capital inflows are at about half of their peak levels. The outlook for external
financing will be subject to uncertainty owing to counteracting forces during 2012 and
2013. On the one hand, continued sovereign debt distress in developed economies will
sustain the present uncertainty and volatility in global financial markets, and this will
likely deter portfolio capital flows to emerging economies. Deepening of the sovereign
debt crisis may lead to more capital being pulled back for deleveraging of financial institu-
tions in developed countries or in a search for safe havens (such as dollar- or Swiss franc-
denominated assets), as was the case during the financial turmoil of the third quarter of
2011. On the other hand, higher growth prospects for most emerging economies (despite
the downgraded forecast) will likely attract more foreign direct investment (FDI), while
interest rate differentials will continue to favour lending to emerging economies even if

Figure .5
Net capital flows® to developing countries, 2000-2012
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7 The measure used here refers to net inflows minus net outflows.
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...although portfolio flows
have shown great volatility

Source: JPMorgan Chase.

World Economic Situation and Prospects 2012

the risk premiums for some of these economies rise further, a trend already visible in the
second half of 2011 (figure 1.6).

Short-term portfolio equity flows to developing countries went into a tailspin
in the second half of 2011. As a result, net inflows of portfolio equity to emerging econo-
mies in 2011 are estimated to register a decline of about 35 per cent from 2010 levels,
exhibiting vivid proof of the high volatility these flows tend to be subject to.

International bank lending to emerging and developing economies continued
to recover slowly from its sharp decline in 2009. In 2011, bank lending had recovered to
only about 20 per cent of its pre-crisis peak level, as international banks headquartered in
developed countries continued to struggle in the aftermath of the financial crisis. Non-
bank lending has been more vigorous, as both private and public sectors in emerging
economies managed to increase bond issuance, taking advantage of low interest rates in
global capital markets.

Net FDI remained the largest single component of private capital flows in 2011,
reaching $429 billion, up by more than $100 billion from its 2010 level. Asian emerging
economies received most (about 45 per cent) of the FDI inflows, followed by Latin America.
These estimates are net of FDI from emerging market economies, which continued to in-
crease. China and a few other Asian developing countries further increased investments in
Latin America and Africa, primarily destined towards sectors producing oil, gas and other
primary commodities.

Net disbursements of ODA reached a record high of $128.7 billion in 2010.
Despite this record level, the amount of aid fell well short (by more than $20 billion) of
the commitments made at the Gleneagles Summit of the Group of Eight (G8) on 6 July
2005 and those of other members of the Development Assistance Committee (DAC) of
the Organization for Economic Cooperation and Development (OECD) to increase aid

Figure .6
Daily yield spreads on emerging market bonds, January 2010-October 2011
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to developing countries. Total ODA increased by 6.5 per cent in real terms in 2010, but
OECD donor surveys suggest that bilateral aid from DAC members to core development
programmes in developing countries will grow at a mere 1.3 per cent per year during
2011-2013 owing to the fiscal constraints of donors. At the current rate of progress, donors
will not fully deliver on their commitments in the near future and will remain far removed
from the long-standing United Nations target of providing 0.7 per cent of their gross
national income (GNI) by 2015.

On balance, however, financial resources continue to flow out of the emerging
and developing economies in large quantities as their accumulation of foreign exchange
reserves have increased furcher. In 2011, emerging economies and other developing coun-
tries are estimated to have accumulated an additional $1.1 trillion in foreign exchange
reserves, totalling about $7 trillion.

Continued volatility in commodity prices

International prices of oil and other primary commodities continued to rise in early 2011,
but declined in the third quarter. The pattern resembles that of 2008, although the reversal
has not been as drastic. Nonetheless, average price levels of most commodities for 2011
remained well above those in 2010, by between 20 and 30 per cent. The reversals since
mid-2011 have been driven by four key factors: a weaker global demand for commodi-
ties resulting from bleaker prospects for the world economy, positive supply shocks in a
number of markets, a sell-off in markets for financial commodity derivatives that occurred
in concert with the downturn in global equity markets, and an appreciation of the United
States dollar. In the outlook, the prices of most primary commodities are expected to mod-
erate by about 10 per cent in both 2012 and 2013, consistent with the forecast of weaker
global economic growth. It is to be expected, however, that commodity price volatility will
continue to remain high.

Brent oil prices averaged $111 per barrel (pb) in the first half of 2011, compared
with an average of $79 for 2010 as a whole (figure 1.7). The surge was mainly driven by
the political unrest in North Africa and Western Asia, which caused disruptions in oil
production, especially in Libya. However, oil prices dropped sharply in the third quarter
0f 2011 amidst weakening global demand, the anticipated resumption of oil production in
Libya as well as a rebound of the exchange rate of the United States dollar.

In the outlook for 2012, demand for oil is expected to weaken because of
slower economic growth in developed countries. Yet, total demand is expected to remain
sustained because of the increased energy needs of developing countries, as well as the
restocking of oil inventories. Oil production is expected to resume progressively in Libya,
while Saudi Arabia may keep its production at the current level. However, the continued
geopolitical instability in North Africa and Western Asia is likely to keep the risk premium
on oil prices elevated. All things considered, the Brent oil price is expected to decline
by 6 per cent, to $100 pb, in the baseline forecast for 2012 and to continue to fluctuate
around that level in 2013. Nonetheless, price uncertainty and volatility will remain high
because of, among other things, the influence of financial factors. These include, in par-
ticular, fluctuations in the value of the United States dollar and unpredictable trends in
financial derivatives’ trading in commodity markets.

After sliding considerably in the first half of 2010, world food prices have risen
sharply, peaking around February 2011 (figure 1.7). Despite subsequent falls, prices remain
comparatively high. The average price of cereals during the first nine months of 2011 was
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Figure 1.7
International oil and food prices, January 2000-October 2011
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about 40 per cent higher than that recorded over the same period of 2010. Despite similar
swings, meat, vegetable oils and sugar prices have also been on the rise. The impact on
food-dependent developing countries has been considerable, but variable. A famine caused
by prolonged droughts was declared in the Horn of Africa, but other countries in Africa
enjoyed good harvests of maize and sorghum. Generally speaking, however, higher food
prices have been an important factor in the high inflation of many developing countries,
or a cause of additional fiscal burdens where the impact was mitigated by food subsidies.
In the outlook, food prices may moderate somewhat with the global down-
turn and expected good harvests for a number of key crops (including wheat). Yet, prices
are likely to remain volatile, as food markets remain tight and any adverse supply shock
could induce strong price effects. Continued uncertainty in financial markets can also be

expected to exacerbate commodity price volatility.

Moderating world trade growth

World trade continued to recover in 2011, albeit at a much slower pace than in 2010. After
a strong rebound of more than 14 per cent in 2010, the volume of world exports in goods
decelerated visibly, to 7 per cent, in 2011 (figure 1.8). The level of total world exports had
fully recovered to its pre-crisis peak by the end of 2010, but it is estimated to be still below
the long-term trend level by the end of 2011. As has been the case with the recovery of
WGP, developing countries, particularly Asian economies with large shares in the trade of
manufactured goods, led the recovery. While the level of trade in volume terms has already
far surpassed the pre-crisis peak for developing countries as a group, the trade volume for
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Figure .8
World merchandise exports, by volume, January 2006-August 2011
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developed economies has yet to recover fully from the global crisis. Commodity-exporting
developing countries experienced a strong recovery in the value of their exports in the first
half of 2011, owing to the upturn in commodity prices, but saw little growth of export
volumes. Some of the value gains were lost again in the second half of the year with the
downturn in key commodity prices.

In the outlook, the volume growth of world trade is expected to moderate to
about 5.0 per cent in 2012-2013. The dichotomy between a robust growth in trade in
emerging economies and a weak one in developed economies will continue.

Uncertainties and risks

Risks of another global recession

Failure of policymakers, especially those in Europe and the United States, to address the
jobs crisis and prevent sovereign debt distress and financial sector fragility from escalating,
poses the most acute risk for the global economy in the outlook for 2012-2013. A renewed
global recession is just around the corner. The developed economies are on the brink of a
downward spiral enacted by four weaknesses that mutually reinforce each other: sovereign
debt distress, fragile banking sectors, weak aggregate demand (associated with high unem-
ployment and fiscal austerity measures) and policy paralysis caused by political gridlock
and institutional deficiencies. All of these weaknesses are already present, but a further
worsening of one of them could set off a vicious circle leading to severe financial turmoil
and an economic downturn. This would also seriously affect emerging markets and other
developing countries through trade and financial channels.
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Inability to address
sovereign debt problems
in the euro area and the
United States could trigger
another global recession
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The baseline forecast assumes that the set of additional measures agreed upon
by the EU in late 2011 will suffice to contain Greece’s debt crisis. The measures include
a 50 per cent reduction of Greece’s sovereign debt, steps to recapitalize European banks
and deeper fiscal cuts in Greece. The baseline assumes this would help engender an orderly
workout of the sovereign debt crisis in the euro area and prevent the Greek default from
spreading to other economies and leading to a major collapse of banks. For the United
States, the baseline assumes that the Government will put in place a policy package that
would provide some minor stimulus in the short run, while cutting Government spend-
ing and increasing taxes over the medium run. The baseline further subsumes the policy
commitments made by other Group of Twenty (G20) members at the Cannes Summit
in France, held on 3 and 4 November 2011. These reaffirm—by and large—existing
Government plans, with the main emphasis on moving towards further fiscal austerity
while sustaining accommodative monetary policies in most developed countries; and
with continued focus on price stability through monetary tightening in major developing
economies and those countries who are running large current-account surpluses enacting
fiscal policies that promote more domestic-led growth.

The presumption of the baseline scenario is that the combination of these poli-
cies will allow developed economies to “muddle through” during 2012, but will be insufh-
cient to catapult a robust economic recovery. The risk is high, however, that these relatively
benign baseline assumptions will prove to be overly optimistic. It is quite possible that the
additional measures planned in Europe will not be effective enough to resolve the sover-
eign debt crisis in the region, leading to a disorderly and contagious default in a number of
countries which will wreak havoc in the economies of the region and beyond. The efforts
to solve the sovereign debt crisis in Europe failed to quell the unease in financial markets
during November of 2011, and fresh warning signs of further problems emerged as Italy’s
cost of borrowing jumped to its highest rate since the country adopted the euro. Another
sign of increasing financial distress was a jump in the Euribor-OIS, Europe’s interbank
lending rate, from 20 to 100 basis points—not as high as at the onset of the 2008 global
financial crisis, but high enough to cause concern. A large number of banks in the euro
area already stand to suffer significant losses, but contagion of the sovereign debt crisis to
economies as large as Italy would no doubt overstretch the funds available in the European
Financial Stability Facility (EFSF), put many banks on the verge of bankruptcy and trig-
ger a worldwide credit crunch and financial market crash in a scenario reminiscent of the
September 2008 collapse of Lehman Brothers Holdings Inc. Such a financial meltdown
would no doubt lead to a deep recession, not only in those economies under sovereign debt
distress, but also in all other major economies in the euro area, possibly with the intensity
of the downturn seen in late 2008 and early 2009.

The political wrangling over the budget in the United States may also worsen
and could harm economic growth if it leads to severe fiscal austerity with immediate
effect. This would push up unemployment to new highs, further depress the already much-
shaken confidence of households and businesses, and exacerbate the beleaguered housing
sector, leading to more foreclosures which, in turn, would put the United States banking
sector at risk again. Consequently, the United States economy could well fall into another
recession. The United States Federal Reserve might respond by adopting more aggressive
monetary measures, for example, through another round of quantitative easing; but in a
depressed economy with highly risk averse agents, this would likely be even less effective in
terms of boosting economic growth than the measures taken in previous years.
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A recession in either Europe or the United States alone may not be enough to
induce a global recession, but a collapse of both economies most likely would. Table 1.2
shows the possible implications of a more pessimistic scenario of this kind. GDP of the EU
would decline by 1.6 per cent and that of the United States by 0.8 per cent in 2012. This
would constitute about one third of the downturn experienced during 2009. The scenario
assumes that financial conditions would not escalate into a full-blown banking crisis with
worldwide repercussions, but it also assumes some overshooting of the impact into the real
economy—as was the case in 2009—allowing for a mild recovery in 2013, albeit with
GDP growth remaining well below the baseline forecast.

Developing economies and the economies in transition would likely take a
significant blow. The impact would vary as their economic and financial linkages to ma-
jor developed economies differ across countries. Asian developing countries, particularly
those in East Asia, would suffer mainly through a drop in their exports to major developed
economies, while those in Africa, Latin America and Western Asia, along with the major
economies in transition, would be affected by declining primary commodity prices. In ad-
dition, all emerging economies would have to cope with large financial shocks, including
a contagious sell-off in their equity markets, reversal of capital inflows and direct financial
losses due to the declining values of the holdings of European and United States sovereign
bonds, which would affect both official reserve holdings and private sector assets.

As a result, GDP growth in developing countries would decelerate from
6.0 per cent in 2011 to 3.8 per cent in 2012, that is, to almost half the pace of growth
(about 7 per cent per year) achieved during 2003-2007 and about 3 percentage points
below the long-term growth trend. This growth deceleration is not quite as big as in 2009
(when the pace of developing country growth dropped by almost 4.5 percentage points),
yet various regions would suffer negative per capita income growth, likely causing renewed
setbacks in poverty reduction and in achieving the other Millennium Development Goals
(MDGs).8 Growth of WGP would decelerate to 0.5 per cent in 2012, implying a downturn
in average per capita income for the world.

Uncertainties associated with the global imbalances
and heightened exchange-rate volatility

The large and persistent external imbalances in the global economy that have developed
over the past decade remain a point of concern for policymakers. Reducing these imbal-
ances has been the major focus of consultations among G20 Finance Ministers under the
G20 Framework for Strong, Sustainable and Balanced Growth and the related Mutual
Assessment Process (MAP) during 2011. The imbalances have declined during the current
economic downturn, but there is concern that in the absence of corrective actions, they
will rise again as the world economy recovers. The Cannes Action Plan for Growth and
Jobs,9 adopted by the G20 leaders at the Cannes Summit on 4 November 2011 includes
some concrete policy commitments towards such corrective action.

In practice, after a substantial narrowing during the Great Recession, the exter-
nal imbalances of the major economies stabilized at about half of their pre-crisis peak levels

8 For an assessment of the impact of economic downturns suffered during the global crisis of 2008
and 2009 on MDG achievement, see World Economic Situation and Prospects 2011, op. cit., box I.3,
pp. 14-15.

9 Available from http://www.g20.org/Documents2011/11/Cannes20Action20plan20420November
202011.pdf.

Developing countries
would be hit hard

The global imbalances
have stabilized at
reduced levels...
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Table 1.2

A downside scenario for the world economya

GDP growth rate (percentage)

Deviation from

baseline forecast
2011 2012 2013 2012 2013
World 2.8 0.5 2.2 -2.1 -1.0
Developed economies 1.3 -0.9 1.1 2.1 -0.8
United States of America 1.7 -0.8 1.1 -23 -0.9
Japan -0.5 0.5 1.2 -1.5 -0.8
European Union 1.6 -1.6 1.0 -2.3 -0.6
EU-15 1.5 -1.8 09 -23 -0.6
New EU members 29 1.1 26 -15 -0.5
Euro area 1.5 -2.0 0.6 24 -0.7
Other European countries 1.0 -0.1 1.1 =12 -0.5
Other developed countries 14 0.2 17 -2.0 -0.7
Economies in transition 4.1 -2.0 33 -5.9 -0.9
South-Eastern Europe 1.7 -2.8 2.7 -5.1 -0.5

Commonwealth of Independent
States and Georgia 43 20 33 -6.0 -0.9
Russian Federation 40 -3.6 3.0 -7.5 -1.0
Developing economies 6.0 38 4.5 -1.7 -14
Africa 2.7 33 37 -1.7 -1.5
North Africa -0.5 47 46 0.0 -0.9
Sub-Saharan Africa 44 2.6 3.2 -2l6 1.8
Nigeria 6.3 4.2 52 -2.6 -1.8
South Africa 3.1 0.0 1.7 -3.7 -1.8
Others 48 4.0 35 -1.8 -18
East and South Asia 7.1 56 57 -1.2 -1.2
East Asia 7.2 56 57 -1.3 -1.2
China 93 7.8 7.6 -0.9 -0.9
South Asia 6.5 57 58 -1.0 -1.1
India 7.6 6.7 6.9 -1.0 -1.0
Western Asia 6.6 1.1 2.5 2.7 -18
Latin America and the Caribbean 43 038 24 -2.5 -18
South America 4.6 1.2 2.7 -24 -1.8
Brazil 3.7 03 20 24 -1.8
Mexico and Central America 38 -04 1.8 -3.1 -1.8
Mexico 3.8 -0.6 1.8 -3.1 -1.8
Caribbean 34 38 26 03 1.7

By level of development

High-income countries 1.6 -0.7 1.2 -2.1 -0.8
Upper middle income countries 6.1 32 4.7 -2.3 -1.2
Lower middle income countries 59 52 53 -1.2 -13
Low-income countries 57 6.0 4.2 0.0 -1.7
Least developed countries 49 54 4.0 -0.6 -1.8

Source: UN/DESA.

a See section on “Risks and uncertainties” for assumptions for this scenario.
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(relative to GDP) during 2010-2011 (figure 1.9). The United States remained the largest defi-
cit economy, with an estimated external deficit of about $450 billion (3 per cent of GDP) in
2011, but the deficit has come down substantially from the peak of $800 billion (6 per cent
of GDP) registered in 2006. The external surpluses in China, Germany, Japan and a group
of fuel-exporting countries, which form the counterpart to the United States deficit, have
narrowed, albeit to varying degrees. China, for instance, registered a surplus of about $250
billion (less than 4 per cent of GDP) in 2011, dropping from a high of 10 per cent of GDP
in 2007. Japan is estimated to have registered a surplus of 2.5 per cent of GDP in 2011, a
reduction of one percentage point of GDP compared with the level in 2010 and about half
the size of the peak level reached in 2007. While Germany’s surplus remained at about
5 per cent of GDP in 2011, the current account for the euro area as a whole was virtually
in balance. Large surpluses, relative to GDP, were still found in oil-exporting countries,
reaching 20 per cent of GDP or more in some of the oil-exporting countries in Western Asia.
At issue is whether the adjustment of the imbalances in major economies has
been mainly cyclical or structural. In the United States, some of the corresponding ad-
justment in the domestic saving-investment gap seems to be structural. For example, the
household saving rate has increased from about 2 per cent of disposable houschold income
before the financial crisis to about 5 per cent in the past few years. Despite a decline in
recent months, it is likely that the average saving rate will stay at this level in the coming
years, given the changes that have taken place in house financing and the banking sector
after the financial crisis. On the other hand, the significant decline in the business invest-
ment rate and the surge in the Government deficit in the aftermath of the financial crisis are
more likely to be cyclical. Business investment has been recovering slowly, while the budget
deficit is expected to decrease somewhat. As a result, in the baseline scenario, the external
deficit of the United States may stabilize at about 3 per cent of GDP in the medium run.

Figure 1.9
Global imbalances, 1996-2013

Current-account balances as a percentage of world gross product
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With regard to the surplus countries, the decline in the external surplus of China
has also been driven in part by structural change. China’s exchange-rate policy has become
more flexible, with the renminbi appreciating gradually but steadily vis-a-vis the United
States dollar over the past year.1® Meanwhile, the Government has scaled up measures
to boost household consumption, aligning the goal of reducing China’s external surplus
with that of rebalancing the structure of the economy towards greater reliance on domestic
demand. However, the process of rebalancing can be only gradual over the medium to long
run so as to prevent it from being disruptive. In Japan, a continued appreciation of the yen
has contained its external surplus. In Germany, room remains for policies to stimulate more
domestic demand so as to further narrow its external surplus. The surpluses in oil-exporting
countries are of a quite different nature from those in other economies, as these countries
need to share the wealth generated by the endowment of oil with future generations via a
continued accumulation of the surplus into the foreseeable future.

The policy commitments made at the Cannes G20 Summit promise to gently
move things in the same direction, but with much of the narrowing in the short run
coming from cyclical factors, including slower aggregate demand growth and moderating
commodity prices. Hence, at projected baseline trends, the global imbalances are not ex-
pected to widen by a significant margin in the next two years. Should the global economy
fall into another recession, the imbalances would narrow further in a deflationary manner.

Unsustainably large imbalances must be addressed, but at their present level,
the global imbalances should not be a primary reason for concern. There are two other re-
lated concerns, however. The first is that the global rebalancing agenda should not develop
at the expense of growth; rather, it should promote growth and employment generation as
this will also be key to overcoming public debt woes. While the rebalancing as proposed in
the Cannes Action Plan is said to be aligned with a strategy for “growth and jobs”, most of
the concrete policy actions are already contained in existing Government plans, which—
as shown in the outcome of the baseline scenario—add up to only anaemic growth at best,
and thus to a further cyclical, rather than structural, adjustment of the global imbalances.

The second related problem is the continued build-up of vast external liability
positions of deficit countries which have similarly large external asset positions of the sur-
plus countries as a counterpart. In a context of enhanced uncertainty in financial markets,
these accumulated net investment positions are part of a larger topic related to enhanced
exchange-rate instability. The net external liability position of the major reserve currency
country, the United States, stands at about $2.5 trillion (17 per cent of GDP), but is down
from its peak of $3.3 trillion (23 per cent of GDP) in 2008. Foreign holdings of United
States Government debt dominate the composition of external liabilities, estimated at over
$22 trillion, while United States foreign asset holdings mainly consist of private equities.
Mounting external liabilities by the United States, associated in part with increasing fiscal
deficits, have in fact been a major factor in the downward pressure on the United States
dollar against other major currencies since 2002, although there have been large fluctua-
tions around the trend. Confidence in the dollar is subject to volatility as perceptions of
the sustainability of the United States liability position can easily shift along with changes
in equity prices in global markets and the credibility of fiscal policy, both of which have
been under varying (but heavy) pressure during 2011. The political wrangling over the
debt ceiling in the United States has damaged market confidence and triggered a sell-off
in equity markets worldwide.

10 The renminbi has appreciated by about 30 per cent against the dollar since China abandoned the
dollar peg in 2005.
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In the light of events and problems with policy credibility elsewhere, this situa-
tion did not lead to univocal dollar depreciation. In the euro area, the lack of policy direc-
tion and coherence in dealing with sovereign debt problems put downward pressure on the
euro. On a slightly different tack, but essentially in the same vein, the United Kingdom
of Great Britain and Northern Ireland suffered its own version of a credibility crisis with
the continued failure of its central bank to achieve its inflation target. Japan’s earthquake,
in turn, triggered a repatriation of private asset holdings for investment in reconstruction
works, putting upward pressure on the yen. The volatility in global capital flows (discussed
above) induced further instability into currency markets.

Indeed, exchange rates among major international reserve currencies, namely,
the United States dollar, euro and Japanese yen, continued to display large fluctuations dur-
ing 2011 (figure 1.10). Developing countries also witnessed greater exchange-rate volatility.
The dollar continued its downward trend against other major currencies in the first half of
the year, but rebounded notably against the euro in the third quarter when concerns about
the sovereign debt crisis in the euro area intensified, and devalued again later in the year
after some agreements were reached in Europe on scaling up measures to deal with the
debrt crisis. Over the year as a whole, the Japanese yen appreciated against both the dollar
and the euro, despite interventions by the Bank of Japan to curb the appreciation. Among
other currencies in developed economies, the Swiss franc appreciated the most in the first
half of the year, as a result of flight-to-safety effects, leading to the decision of the Swiss
authorities not to tolerate any strengthening of the exchange rate below SwF 1.20 per euro.

Strong capital inflows attracted by robust economic perf