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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 a