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Asia, Latin America continue to drive global recovery

Geneva, 27 May (Kanaga Raja) -- The world gross product (WGP) is expected to grow by 3.3% in 2011 and 3.6% in 2012, with the global economic recovery continuing to be led by the large emerging economies in Asia and Latin America, particularly China, India and Brazil, United Nations economists have said.

 

In a mid-year update this week of the World Economic Situation and Prospects (WESP) 2011 report, which was released in January this year, the UN said that the mid-year forecast for WGP is only a slight upward adjustment from the forecasts at the beginning of this year, which had put WGP at 3.1% for 2011 and 3.5% for 2012.

 

The mid-year update says that the world economy continues to recover from the global economic crisis, but the pace remains uneven across countries. Output growth is strong among developing countries and feeble in many developed economies. Legacies from the global financial crisis continue to weigh on global growth, while new challenges have emerged.

 

At the present pace of output growth, it adds, it would take another four or five years before employment is back at pre-crisis levels in developed countries. Despite some progress in rebuilding balance sheets in the financial sector, the banking sectors of the major developed countries still look vulnerable to multiple risks from continued weak housing markets, sovereign debt stress, and continued overall economic weakness.

 

In addition, fiscal policies are shifting towards austerity in response to heightened concerns about the sustainability of public debt levels, but weakening growth prospects in the short run.

 

Developing countries and economies in transition, in contrast, have contributed significantly to the post-crisis expansion of the world economy. The strong recovery continues to be led by the large emerging economies in Asia and Latin America, particularly China, India and Brazil, says the WESP mid-year update.

 

"However, the growth outlook in these economies is also moderating owing to several increasingly pressing concerns. Those concerns include persistently rising inflation and emerging domestic asset price bubbles, fuelled by large capital inflows and related upward pressure on their exchange rates. Many countries are responding by significant tightening of monetary policies and moderation of fiscal expansion."

 

The WESP mid-year update finds that new headwinds have also emerged in 2011. The earthquake, tsunami and nuclear crisis in Japan shook world financial markets and disrupted important global supply chains.

 

"While these effects on the global economy may be short-lived, uncertainties remain, particularly those associated with the leakage of radioactivity at a Japanese nuclear power plant."

 

In addition, primary commodity prices have surged during the first four months of 2011, much more forcefully than anticipated in WESP 2011. The surge was driven in part by the political unrest in Western Asia and North Africa, which inter alia led to a disruption in oil production in the Libyan Arab Jamahiriya.

 

The report emphasizes that the near term trend in oil prices is hard to predict because of uncertain political factors and the influence of financial variables, but supply and demand conditions do not warrant a continued upward trend. Even though global oil demand has been growing faster than supply, inventories and spare capacity remain above the average of the past five years, it notes.

 

In the baseline outlook, assuming no major supply disruptions, the report forecasts oil prices to average $99 per barrel for the year 2011 and $90 per barrel in 2012.

 

Food prices also soared in early 2011, the report says, adding however that prices of major grains, such as rice and wheat, are still substantially below their peaks of 2008. Global food demand has remained strong, especially in developing countries, but also demand for biofuel feedstock increased along with higher oil prices.

 

It further notes that food supply growth fell short, being affected by a number of weather-related shocks, including droughts, wildfires and a strong La Nina weather pattern. In the short-term outlook, however, better harvests are expected to moderate food prices in the second half of 2011.

 

The report finds that higher food and energy prices have eroded real incomes of many of the world's poor. In Asia, home to two thirds of the world's poor, for instance, food prices have risen by 10% and this could push 64 million people below the poverty income threshold of $1.25 per person a day if prices remain at current levels.

 

The labour market situation has generally improved, the report notes, but continues to be a reason for concern.

 

Unemployment rates in developed economies have fallen in an increasing number of countries, but output recovery is only slowly translating into jobs creation. At the same time, however, the number of people without a job for six months or longer continues to increase in a range of developed countries, creating a problem more difficult to deal with than transitory short-term employment.

 

Among the economies in transition, employment conditions improved in the Commonwealth of Independent States (CIS), but remained problematic in South-Eastern Europe. Employment levels generally have returned to above pre-crisis levels in developing countries, especially in East Asia, says the mid-year update.

World trade of goods and services expanded by almost 12% in 2010, more than previously estimated, representing a strong rebound after the steep decline of 11% in 2009. By the end of 2010, the volume of world merchandise exports had fully recovered to the pre-crisis peak, although it remained markedly below its long-term trend.

 

Developing countries, particularly Asian economies with large shares in trade of manufactured goods, continue to lead the recovery. The trade volume of developing countries as a group has already surpassed the pre-crisis peak, but that of developed economies is still lagging.

 

In the outlook, says the WESP mid-year update, growth of world trade is expected to moderate to around 7% in 2011 and 2012. While emerging economies are expected to continue to see robust growth in trade, the recovery in major developed economies remains weak.

 

The report underscored that net private capital inflows to emerging economies continued to recover from their precipitous decline during the global financial crisis of 2008-2009.

 

In the outlook for the rest of 2011 and for 2012, higher output growth and rates of return will continue to attract more capital flows to emerging economies. After totalling about $950 billion in 2010, net private capital flows to emerging economies are expected to stabilize at this level in 2011 and increase somewhat in the forecast for 2012. The current level is still about $300 billion below the pre-crisis peak levels registered in 2007 and the ratio of capital inflows to GDP of these economies stands at about 4%, only about half of its peak level.

 

The mid-year update notes that policymakers in emerging markets have become increasingly concerned with large capital inflows leading to appreciating currencies and inflating asset price bubbles and fear sudden reversals in mostly short-term portfolio investment flows.

 

Among the currencies of emerging economies, Brazil's real appreciated the most, by about 25% in terms of the trade-weighted effective exchange rate, followed by the currencies of Indonesia and South Africa. In response, governments of many emerging economies are intervening in their currency markets and trying to dampen capital flow volatility through a variety of capital control measures.

 

The upward pressure on the currencies of major developing countries is likely to continue, given persistent financial sector weakness in major developed countries and substantial rate-of-return differentials. This implies that measures taken to counteract the risks associated with high capital inflows may need to be strengthened, the report suggests.

 

With respect to the US dollar, the report notes that the dollar has continued its downward trend against other major currencies. Despite lingering risks associated with sovereign debt levels in some European economies, the euro appreciated against the dollar in the first quarter of 2011, buttressed by the expectation of faster monetary tightening in the euro area.

 

This trend is expected to continue until late 2011, when the United States Federal Reserve (Fed) may raise interest rates. The dollar/euro exchange rate is assumed to be 1.38 in 2011 and 1.28 in 2012.

 

In its regional outlook, the report underlines that the United States economy expanded by 2.9% in 2010, mainly driven by domestic demand, while weaker net exports had a dampening effect on growth. GDP growth for 2011 and 2012 is projected at 2.6% and 2.8%, respectively, accompanied by a fall in the unemployment rate to 8.2% in 2012. The potential risks for the United States include sustained elevated commodity and oil prices, a further worsening of its public finances and continued weakness in the housing market and financial sector.

 

Japan's economy suffered a severe shock from the earthquake of March 2011 and the subsequent tsunami and nuclear power plant crisis. Some 27,000 people lost their lives or were still missing and the damage to buildings and infrastructure is estimated at about 25 trillion yen (5% of GDP). These disasters hit the country when the recovery of the economy was still fragile.

 

Disruptions in production of many firms are expected to push the economy back into contraction in the second quarter of 2011. The reconstruction efforts likely will induce a recovery thereafter, however. GDP growth is projected at 0.7% in 2011 and 2.8% in 2012, says the report, noting that a large amount of additional government spending for the reconstruction will further increase the public debt ratio, which already stands at more than 200% of GDP.

 

"Uncertainties and major challenges remain: the nuclear power plant has still not been brought under control and, in the medium run, the aging and shrinking population and attempts to bring down the huge public debt will be a drag on domestic demand."

 

The recovery in Western Europe continues at a modest and uneven pace. Industrial business confidence indicators returned to pre-crisis peaks in early 2011, but economies will face strong headwinds in the rest of the year: slower external demand, higher inflation stemming from higher oil and food prices, region-wide fiscal austerity and tighter monetary policy, while the housing market continues to languish in most countries.

 

GDP growth in the euro area is expected to average 1.6% in both 2011 and 2012. At the upper end, Germany is expected to grow by 2.9% in 2011, while the countries mostly affected by fiscal crisis - Greece, Ireland, Portugal and Spain - will either remain in recession or, at best, register modest positive growth rates.

 

The recovery in most new EU member states in Eastern Europe strengthened in the last quarter of 2010, with aggregate GDP expanding by 2.2% in 2010 supported by strong export performance and restocking of inventories. The recovery continued in early 2011 building on the same factors. Assuming a continued strong export performance, GDP growth in the new EU member states is expected to accelerate to 3.1% on average in 2011 and to 4.0% in 2012, the report forecasts.

 

Growth in the CIS region bounced back to 4.6% in 2010 after a contraction of 7% in 2009. The recovery was fuelled by higher oil and metal prices and stronger domestic demand. However, unlike in the case of other emerging economies, capital has been moving out of the region, especially out of the Russian Federation, as investors have grown increasingly insecure about government policies, as certain measures are perceived to be harmful to their interests.

 

The report finds that outflows from the Russian Federation alone exceeded $21 billion in the first quarter of 2011 and is expected to be part of an ongoing trend in the near outlook. Output growth in the CIS is expected to continue at a pace of 4.6% in 2011 and accelerate to 4.8% in 2012.

 

Economic growth in Africa will moderate to 3.6% this year, but is forecast to accelerate to 5.4% in 2012.

 

After a strong recovery, the report adds, East Asia's economies are expected to record solid growth in the outlook period. While average GDP growth is projected to moderate from 9.1% in 2010 to 7.3% in 2011 and 7.2% in 2012, East Asia continues to be the fastest-growing region.

 

The expected slowdown reflects a tightening of monetary and credit conditions in response to increased inflationary pressures, as well as a higher comparison base and continuing subdued demand in developed countries. In many economies, growth of investment and exports is likely to weaken in 2011, and household consumption will become a more important driver of growth, says the report.

 

It adds that countries with large domestic markets, such as China and Indonesia, are expected to see only a minor slowdown or none at all, while countries with a high share of manufacturing exports in GDP, such as Malaysia and Singapore, will experience more pronounced decelerations.

 

As for the South Asian region, the report says that led by strong performances in India and Sri Lanka, GDP growth in the region is expected to average 6.9% in 2011 and 7.0% in 2012, compared with 7.1% in 2010.

 

After a strong recovery in 2010, economic growth in Latin America and the Caribbean is expected to decelerate to 4.5% in 2011 and 4.9% in 2012, down from 5.9% in 2010. Fiscal policy support is fading, and rising inflation has prompted tighter monetary policies.

 

"Continued surges in capital inflows in Brazil, Colombia and Mexico are inducing further upward pressures on currencies. Rising interest rates induced by tighter monetary policies are further fanning these pressures," the mid-year update stresses.

 

The report cautions that the baseline outlook for 2011 and 2012 is subject to a number of risks. These include problems regarding the sustainability of public finances in developed economies, the remaining vulnerability of the private financial sector, continued high and volatile commodity prices, and the still looming risk of a collapse of the US dollar.

 

In the outlook for the rest of 2011 and for 2012, the mid-year update says that more and more countries are expected to further unwind both monetary and fiscal support measures. Challenges differ across countries, warranting different policy stances, but - as indicated - current national policy stances are far from adequate to address the risks to the global economy and, instead may exacerbate them.

 

In order to make the global economic recovery more robust, balanced and sustainable, the mid-year update stresses that the five policy directions discussed in the WESP 2011 (released January this year) still apply.

 

First, developed countries, in particular, should be cautious not to embark prematurely on fiscal austerity policies given the still fragile state of the recovery and prevailing high levels of unemployment. Several still possess ample fiscal space for additional stimulus in the short run. Credible fiscal consolidation plans should focus on public debt sustainability in the medium term. Such action should be adequately coordinated among the major economies to ensure reinvigorating global growth that will also provide external demand for those economies which have exhausted their fiscal space.

 

For a number of developing countries, the report notes, the challenge is to avoid that rising food and commodity prices and exchange rate appreciation caused by surging capital inflows will not undermine growth and lead their economies into another boom-bust cycle. Fiscal and, more broadly, macroeconomic policies will need to be part of a transparent counter-cyclical framework which also needs to include macro-prudential financial and capital controls to mitigate the impact of volatile capital inflows.

 

Second, at the same time, the report recommends, fiscal policy needs to be redesigned to strengthen its impact on employment and to promote structural change for more sustainable economic growth over the medium and long run. For both developed and developing countries, a prudent policy would be to target public investments with a view to alleviate infrastructure bottlenecks that hamper growth prospects and addressing environmental challenges, including by accelerating the ‘greening' of energy sectors through promoting technological innovation for enhancing energy efficiency and widespread diffusion of renewable low-carbon sources of energy.

 

"For many developing countries, and LDCs (least developed countries) in particular, an additional priority is to invest in sustainable food agriculture and to support economic diversification in order to improve food security and reduce vulnerability against shocks emanating from global markets over the medium run."

 

The third challenge, says the report, is to find greater synergy between fiscal and monetary stimulus, while counteracting damaging international spillover effects in the form of increased exchange rate tensions and volatile short-term capital flows. This will require reaching agreement at the international level about the magnitude, speed and timing of quantitative easing policies within a broader framework of targets to redress the global imbalances. This in turn will require stronger bilateral and multilateral surveillance, including through more thorough assessment of spillover effects and systemic risks.

 

According to the UN, it will also require deeper reforms of (international) financial regulation, including those for addressing risks outside the traditional banking system (investment banks, hedge funds, derivatives markets, and so forth), as well as deeper reforms of the global reserve system reducing dependence on the dollar as the major reserve currency, including through better pooling of reserves internationally, and enhancing the role of special drawing rights (SDRs) as international liquidity, while expanding the basket of SDR currencies including with currencies from major developing countries.

 

The fourth challenge is to ensure that sufficient resources are made available to developing countries, especially those possessing limited fiscal space and facing large development needs. These resources will be needed to accelerate progress towards the achievement of the Millennium Development Goals and for investments in sustainable and resilient growth, especially for the LDCs.

 

The fifth challenge is to find ways to arrive at credible and effective policy coordination among major economies. In this regard, there is some urgency in operationalising the G-20 framework for sustainable global rebalancing, the WESP mid-year update concludes. 
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