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Despite improved global financial conditionsand reduced short-term risks, the
world economy continuesto expand at asubdued pace. After amarked down-
turn over the past two years, global economic activity is expected to slowly gain
momentum in the second half of 2013 and 2014 on the back of accommodative
monetary policiesin developed and devel oping economies. Most worldregions
arelikely to see amoderate pick-up in activity, but growth will continueto be
below potential and employment gains, especially in devel oped economies, will
remain weak at best. The short-term risks associated with the situation in the
euro area, the fiscal adjustmentsin the United States and the economic
slowdown in large devel oping countries have diminished, but not disappeared.
At the same time, new medium-term risks have emerged, including possible
adverse effects of unconventional monetary measures in devel oped economies
on global financial stability. These risks have the potential to once again derail
the feeble recovery of the world economy. The main priority for policy makers
worldwide should therefore be to support arobust and balanced global recov-
ery, with afocus on promoting job creation. International policy coordination
needs to be enhanced to mitigate negative policy spillovers, curb protectionism,
promote cooperationin reforming the international financial system, and ensure
sufficient resource flows to devel oping economies, and in particular the least
devel oped countries.




|. Globa macroeconomic trends

Subduedglobal growthin 2013,
someimprovement expectedfor 2014

Despite improved global financial conditions and reduced short-term risks, the world
economy continues to expandat a subdued pace. After amarked downturn over the past
two years, global economicactivity is expected to slowly gain momentum in the second
half of 2013. Most world regions arelikely to see a moderate strengthening, but growth
will still remain below potential. In the baseline outlook, global growth has been revised
slightly downward from the forecasts presented in the World Economic Stuation and
Prospects 2013. Growth of world gross product (WGP) is now projected at 2.3 per cent
in 2013, the same paceas in 2012, before gradually strengthening to 3.1 per centin 2014
(seetablel). Several key risks and uncertainties remain, and, if not mitigated, could derail
global growth again, as in the past few years.

Sincelate 2012, several new policy initiatives in major developed economies
have reduced systemic risks and helped stabilize consumer, business and investor confi-
dence, but with very limited impacts on growth. In the euro area, sovereign bond risk
premiaof debt-distressed countries have fallen notably, but the real economy is held back
by austerity programs, weak bank lending and continued uncertainty, and only a very
gradual recovery is expected as these factors diminish. Significant downside risks remain
if the vicious cycle of deleveraging and banking sector fragility continues unabated. In
the United States, the avoidance of the fiscal cliff and the expansion of monetary easing,
along with a continued recovery in the housing sector, haveimproved growth prospects.
Whileprivate sector demand is projected to gradually strengthen, the automatic spending
cuts and uncertainties associated with budget issues will continue to weighon aggregate
demand. In Japan, the bold expansionary policy actions adopted by the monetary and
fiscal authorities are expected to provide some support for economicactivity in the short
run. They may, however, also create heightened medium-term uncertainties regarding the
sustainability of public debt.

Developing countries and economies in transition continue to register much
stronger growth than developed economies. In response to the economic slowdown in
2012, many of them, including some largecountries in East Asia, South Asia and Latin
America, adopted more expansionary monetary and — to alesser extent — fiscal policies
to strengthen domestic demand. This, along with a slight upturn in external demand,
should providealift to economic growth in 2013. The pick-up in growth will, however,
be slower than previously estimated as many large economies in this group, including
Brazil, China, Indiaand Russia face significant structural challenges. Potential growthin
many developing countries is likely lower than beforethe global financial crisis; China,
for example,is expectedto have shifted to a lower but more sustainable and balanced
growthtrajectory. Theleast developed countries (LDCs) areprojected to see faster growth
in 2013 than in the past two years. However, with commodity demand moderating and
Official Development Assistance (ODA) falling, the paceof expansion in LDCs will still
be notably slower than during the period 2004-08.
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Tablel
Growth of world output, 2011 - 2014, annual percentage change

Changefrom
January 2013
2011 20122 20130 20140 2013 forecast 2014
World 2.8 2.3 2.3 3.1 -0.1 -0.1
Devel oped economies 14 1.2 1.0 2.0 -0.1 0.0
United States of America 18 2.2 1.9 2.6 0.2 -0.1
Japan -0.6 2.0 13 1.6 0.7 0.8
European Union 15 -0.3 -0.1 13 -0.7 -04
EU15 14 -0.4 -0.2 13 -0.7 -0.3
New EU Members 3.2 0.8 11 22 -0.9 -0.7
Euro area 14 -0.6 -04 11 -0.7 -0.3
Other European 16 1.9 17 2.2 0.2 0.3
Other developed countries 25 2.6 2.0 2.7 0.0 -0.3
Economiesintransition 45 32 31 3.7 -0.5 -0.5
South-Eastern Europe 11 -1.1 1.0 1.8 -0.2 -0.8
Commonwealth of 4.8 35 3.3 39 -0.5 -0.5
Independent States and Georgia
Russian Federation 4.3 34 29 35 -0.7 -0.7
Devel oping economies 5.8 4.6 5.0 54 -0.1 -0.2
Africa 1.0 51 4.6 51 -0.2 0.0
North Africa -5.6 5.6 36 4.4 -0.5 -0.1
East Africa 6.3 6.1 6.2 6.3 0.1 0.2
Central Africa 5.1 55 5.3 5.4 0.6 0.9
West Africa 6.1 6.4 6.7 6.9 0.1 0.1
Southern Africa 39 36 39 44 -0.1 0.0
East and South Asia 6.9 55 5.8 6.1 -0.2 -0.2
East Asia 7.1 59 6.1 6.3 -0.1 -0.2
China 9.2 7.8 7.8 7.7 -0.1 -0.3
South Asia 6.4 39 4.7 5.4 -0.3 -0.3
India 7.5 51 55 6.1 -0.6 -0.4
Western Asia 6.8 31 34 3.8 0.1 -0.3
Latin America and the Caribbean 4.3 3.0 3.6 4.2 -0.3 -0.2
South America 45 25 35 4.2 -0.5 -0.2
Brazil 2.8 0.9 3.0 4.2 -1.0 -0.2
Mexico and Central America 4.0 4.0 39 41 0.0 -0.5
Caribbean 2.7 25 3.0 3.7 -0.7 -0.1
Least developed countries 34 3.8 5.8 5.7 0.1 0.2
Memorandumitems:
World tradec 6.9 2.7 35 5.0 -0.8 0.1
World output growth with 37 3.0 31 3.8 -0.2 -0.2
PPP-based weights
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L abour markets. morepains inthe euro area

The employment situation remains a key policy challenge in alarge number of economies, as the
world economy continues to expand well below its potential. Among developed coun- tries,
unemployment is most severe in parts of the euro area, which continue to see sharp
contractions of economic activity amid stringent fiscal austerity programs (see figure 1). In
early 2013, the unemployment rate increased to 26.7 per cent in Spain and 27.2 per cent in
Greece, with youth unemployment rates exceeding 59 per cent. In addition, unemploy- ment is
still on the rise in other euro area countries such as Belgium, Finland, France and Italy.
Average unemployment in the euro area reached a new all-time high of 12.1 per cent in March
2013, and is forecast to average 12.8 per cent in 2014. The unemployment rate in the United
States has fallen, but is still high by historical standards and the drop partly reflects a
significant decline in labour force participation. Long-term unemployment re- mains near
historic highs. Some further improvement is expected in the outlook period, with US
unemployment forecast to average 7 per cent in 2014.

Figure 1
Unemployment rates in selected developed countries, January 2008 — March 2013
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In most developing regions, labour markets have not as extensively suffered from weak demand
as in developed economies. In some emerging economies, unemployment rates have dropped
below the levels seen before the financial crisis, particularly in South America and East Asia. In
both regions, the employment outlook has remained robust in the face of the recent economic

slowdown.
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By contrast, employment continues to be a key problem in many African
countries, despite relatively high growth rates over the past few years. Importantly, devel-
oping countries face many structural labour market challenges, such aslow participation
rates, particularly among women; high youth unemployment; large informal sectors; high
shares of low-quality jobs and slow productivity growth. Employment-population ratios
remain particularly lowin North Africaand Western Asiaand have declined significantly
in South Asiain recent years.

Trade expectedto pick up only moderately

After slowing in 2012, growth in international trade is projected to pick up moderately
in 2013 and 2014, in line with the expected mild recovery in global aggregate demand.
Notably, the ratio between the growth of world trade and the growth of global output
may beat alower level than before the global financial crisis. In 2012, global tradevolume
growth declined sharply to only 2.7 per cent as a result of a synchronized slowdown in
import demand in devel oped economies and many large developing countries. In Europe,
import demand contracted, constrained by austerity measures, private deleveraging and
rising unemployment. Import growth also weakened markedly in some large emerging
economies, such as China, whichhad astrong effect on exports by resource-rich develop-
ing countries.

In 2013, growth in global trade volumeis projectedto recover dlightly to 3.5
per cent, before strengthening to 5 per centin 2014. This forecast reflects expectations of a
moderate pick up inimport demand in developed economies and most developing regions,
in particular East Asiaand Latin America and the Caribbean.

Commaodity pricesface downward pressures

International prices for primary commodities remain elevated by historical standards, but
facedownward pressure in the outlook period. In 2013, the aggregate commodity price
indexis expected to decline marginally owingto feeble global demand. A further decline
by 3.3 per cent is forecast for 2014 as supply for metals and oil is likely to expand notably
and the dollar is expected to strengthen against other major currencies.

The price of Brent crude remained elevated during the first half of 2013,
although supply continued to exceed demand, following Saudi Arabia’s activationof sig-
nificant spare capacity last year. For 2013 as awhole, an average priceof $110 per barrel is
expected, slightly lower than in 2012. With oil demand from devel oped countries declin-
ing and the United States and Irag attempting to step up production, the average annual
priceis forecast to drop further to $100 per barrel in 2014. Renewed geopolitical tensions
in the Middle East could, however, increase the risk premium for oil prices.

Theprices of agricultural commodities are expected to ease in 2013 as supply
improves. Therelatively high pricesfor key staples in recentyears have encouraged farmers
to increase planting areas. By contrast, average prices of metals and minerals areprojected
torise slightly in 2013, partly owing to apick-upin global industrial activity in the course
of the year. However, in some cases, such as aluminium and copper, higher production
will limit the priceincreases. In 2014, metal prices are expected to declinesomewhat on
the back of further expansionsin supply and lower investment growthin China.
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Global inflation slowing further

Despite the massive monetary easing by major central banks, inflation remains tame
worldwide, partly reflecting large output gaps and high unemployment. Global inflation
is projectedto moderatefurther to 2.6 per cent in 2013, down from 2.9 per cent in 2012.
Thisdecline mainly results from somewhat lower inflation in the United States and Europe
in the face of subdued demand, continued high unemployment and contained energy and
food prices. In the economies in transition, by contrast, inflationis expected to accelerate
from 6 per centin 2012 to 7.3 per centin 2013 as utility prices, nominal wages and public
spending put upward pressure on prices. Average inflation in the developing economies
will increase slightly from 5.4 per cent in 2012 to 5.6 per cent in 2013. This increase will
stem from both cyclical factors, including a pick-up in demand in parts of East Asiaand
Latin America and the Caribbean, and one-off policy measures such aslower fuel subsidies
and higher minimum wages. Various economies, especially in South Asia and Africa, will
continue to face high inflation rates, mainly owing to elevated inflationary expectations,
rapid credit growth and structural bottlenecks such as energy shortages. In 2014, global
inflationary pressures are expected to remain mild evenas economicactivity, particularly
in developed countries, strengthens. Most developing regions arelikely to see amoderate
declinein inflationas international commodity prices ease.

Capital flowsto emerging economiesrise;
riskslooming onthe horizon

Glaobal financial conditions have stabilized in recent months as new policy initiatives in
developed economies, includingafurther expansion of unconventional monetary policies,
reduced the near-term tail risks for the world economy. Increased global liquidity and
higher risk appetiteamong investors have led to rising asset prices in developed countries,
while also pushing up capital flowsto emerging economies. These capital flows have been
dominated by portfolio investments, especially in corporate debt. In many emerging
economies, large corporations have taken advantage of low borrowing costs. Bond markets
in East Asian countries as well as Mexicoand Turkey saw particularly largeinflows in
late 2012 and early 2013. Foreign direct investment flows to emerging economies also
strengthened since mid-2012.

The upward trend of private capital flows to emerging economies is likely
to continue as significant growth and interest rate differentials will persist in the near
term. Thecurrent environment of low global interest rates, moderate volatility and rising
risk appetite among investors poses, however, considerable risks for emerging economies.
A further surge in capital inflows could lead to an appreciation of domestic currencies,
excessive credit growth, and to a build-up of significant leverage and asset price bubbles.
Corporate leverage and foreign exchange denominated debt haveindeed been on the rise
in parts of East Asiaand Latin America—atrend, which, if continued, could leadto an
increase in balance sheet risks and heightened vulnerability.

In contrast to private capital flows, net Official Development Assistance
(ODA) declined by 6 per cent in nominal terms in 2012. In real terms, this is the first
time since 1997 that ODA has fallen in two consecutive years. Most of the fall was
due to lower contributions from European countries, many of which werefacing severe
fiscal constraints.
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Exchange rates: Yen depreciatessharply;

upward pressure on currenciesin emerging economies

The past three quarters have seen two major trends in international currency markets,
resulting from the expansion of unconventional monetary policiesin developed economies
and lower risk aversion among investors. First, the Japanese yen has depreciated sharply
against all mgjor currencies followingthe fundamental changes in the country’s mon-
etary policy strategy (seefigure 2). Against the dollar, the yen depreciated by 22 per cent
between September 2012 and April 2013. Second, the currencies of many large emerging
economies haveappreciated gradually since late 2012, mainly as aresult of rising capital
inflows. Upward pressures on the national currencies have been particularly significantin
Brazil, Mexico, the Philippines and Thailand. The Chinese renminbi also strengthened
gradually, reaching a 19-year high against the dollar in the second quarter of 2013. In
several emerging economies, policymakers have expressed concerns over the shiftsin com-
petitiveness associated with the recent swings in exchange rates and the resulting negative
impact on local export sectors. The sharp weakening of the yen puts particular pressure
on the exportindustries of some East Asian countries (notably the Republic of Korea), but
the magnitude of this effect is uncertain. Sincecapital flows to emergingeconomies are
expectedto increase in the quarters ahead, upward pressures on national currencies are
likely to persist, especially in countries where economic prospects become morefavourable.

Figure 2

Nominal effective exchange rate: Japan and selected emerging economies,

September 2012-March 2013

Index: September 2012 = 100

;11N Sy YU Sy Sy Sy Ry O U S Sy Sy SO

105.0+

950 —mmmmmmmmmm e N (Cmmmmmmmmmmmmmmmmmmm

90.0__ T o China _____________________________________
—o— Japan
—o— Mexic
8501 o O pmmmmmmmm e
—— Philippines
" Thailand
00 5 A L o 5 e
Source: UN/DESA, 3 s S ) 3 bt S
based aQ o Ry Py a N R
on data from the Bank ﬁ' 8 S g ,§ E% g

for
International Settlements.



Update as of mid-
2013

Il1. Regional

outlook
Devel oped economies

Theeconomy of the United States registered moderate growth in the first quarter of 2013,
after stagnating at the end of 2012. There have been measureableimprovements including
substantial gainsin equity prices, anotablerecovery in the housing market, and moderate
growth in employment. Thesewere largely driven by the continuing purchases of long-term
securities by the Federal Reserve Bank (Fed) and Congress’s agreement to permanently
maintain lower income tax rates for a majority of households. However, the activation

of the automatic government spending cuts in March 2013 is expectedto weigh down
the economy for the rest of the year. This will restrain the fledgling recovery in private
consumption and business investment. External demand from major trading partners is
expected to remainlacklustre in 2013. On the positive side, continued support is expected
from the Fed, which committed itself to maintain an extremely accommodative monetary
stance until the unemployment rate declinesto 6.5 per cent. In the outlook, GDP growth

is forecast at 1.9 per cent in 2013, lower than the 2.2 per cent of 2012. The process of
deleveraging in the household and financial sectors is expected to gradually ease over the
next years. This may lead to improved lending conditions, ease credit constraints and
strengthen consumption spending, with GDP projectedto grow by 2.6 per cent in 2014.

After expanding by 2 per centin 2012, Japan’s GDP isprojected to grow by 1.3
per cent in 2013 and 1.6 per cent in 2014. In early 2013, the new Japanese Government
introduced a stimulus packagethat aims at boosting domestic demand. This package
consists of asupplemental budget to increasecentral government spending by 10.3 trillion
yen (about 2.2 per cent of GDP) and anew style of monetary easing by the Bank of Japan
(BOJ). The BOJ's new policy attempts to propel the annual CPI inflation rateto 2 per cent
within two years by increasing its annual purchases of Japanese Government bonds to 50
trillion yen. By pushing down the yields for long-term securities and formally adopting
inflation-targeting, the BOJ expects inflation expectations to rise, encouraging consump-
tion and investment. Consumer priceinflationis expected to turn positive and reach0.3
per cent in 2013 and 1.5 per cent in 2014, assuming that the planned increase in the
consumption tax rate in April 2014 will be implemented. Thewage rateis also expected
to rise mildly. Theaverage unemployment rateis projected to decline from 4.4 per centin
2012 to 4.0 per cent in 2013, mainly owing to the continued decrease in the labour force.
The increase in household labour income is expectedto support private consumption,
especially in 2014. Therecent sharp depreciation of the yen will contribute to amoderate
recovery in exportsin 2013 and 2014.

Western Europe remains mired in either recession or at best extremely low
growth conditions. In the fourth quarter of 2012, GDP fell sharply for most countries,
despite improved confidence, economic activity is estimated to havedeclined further in
most countries during the first quarter of 2013. While activity is projectedto pick up in
the second half of 2013, the weak starting point and low momentum is expected to lead to
yet another year of weak or negative growth. In the euro area, GDP is projected to decline
by 0.4 per centin 2013 after falling by 0.6 per centin 2012. Only asmall expansion of 1.1
per cent is forecast for 2014. While growth is generally weak, there remains considerable
diversity of performance. Germany is expected to grow by 0.6 per cent in 2013 and the
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United Kingdom by 0.7 per cent, but France is projected to register near zero growth,
and Italy and Spainto contract by 1.5 and 1.7 per cent, respectively. Thecrisis countries
(except Ireland) are expected to experience far worse contractions. Growth is held back by
several factors: fiscal austerity, particularly in the crisis countries; weak banking systems
which continue to tighten lending conditions, exceptionally low intra-regional demand,;
and contagion effects of the sovereign debt crisis which hurt confidence region-wide. The
toxic feedback loop between weak sovereign debt positions and banking sector fragility
remains active as does the downward cycle of austerity, low growth, missed fiscal targets,
and further austerity. The poor growth profile has ledto increasing rates of unemployment
for most Western European countries. In the euro area, unemployment is expectedto
increase from 11.9 per cent in 2012 to 12.7 per cent in 2013, and peak in 2014 with a
full-year average at 12.8 per cent. Inflation is expected to decelerate further owingto the
large output gap and receding pressures from energy prices.

Thenew EU member Satesin Central and Eastern Europe will continue to see
subdued growth in 2013, although the pace of expansion is projectedto pick up in the
second half of the year. Growth of aggregate GDP is forecast to accelerate from 0.8 per
centin 2012 to 1.1 per centin 2013 and 2.2 per cent in 2014. Three countries, the Czech
Republic, Hungary and Slovenia, entered arecession in 2012, and the Slovenian economy
may shrink further in 2013. The protracted weakness in the euro areawill drag down
exports of the new EU members and FDI inflows into the region. Although liquidity
measures of the ECB mitigated pressure on the parent banks from the EU-15 (which
providealarge share of the lendingin the regionthrough local subsidiaries), those banks
still continue cross-border deleveraging, constraining credit lines to the region. Domestic
demand remains subdued owingto weak labour markets, stagnant real wages and fiscal
austerity. Despite loose monetary policies, private credit has remained weak. Growth in
Poland is expectedto decelerate further to 2 per cent in 2013. For the smaller, export-
oriented economies in Central Europenear-zero growthis projected, while the economies
of the Baltic States may expand at an average rate of about 3 per cent. Inflation subsided
inearly 2013, and it is expected to continue on amoderate path in the near term.

Economiesintransition

Economicperformance in the countries of the Commonwealth of Independent Sates (CIS)
and Georgiaisexpected to remaindiversein 2013. The aggregate GDP of CISand Georgia
is projectedto expandby 3.3 per cent in 2013, down from 3.5 per cent in 2012. Provided

the global economicenvironment gradually improves, growthis forecast to strengthen to
3.9 per cent in 2014. The prospects of the region’s major energy exporters remain closely
linkedto international commaodity prices, especially oil and natural gas, underscoring the
need for industrial diversification. Economic growth in the Russian Federation, which
strongly impacts its CIS neighbours through trade, FDI and remittanceflows, is expected
to slow down further from 3.4 per cent in 2012 to 2.9 per cent in 2013 in the faceof
challenging global conditions. Domestic demand is also slowing in response to weaker
confidence and moderate inflation. Growth is expected to remain low in Belarus and in
Ukraine. Abundant global liquidity hasfacilitated accessby the CIS countriesto financial
markets. Nevertheless, Ukraine, which faces significant foreign debt payments in 2013,
may still need balance of payments support fromthe IMF. Growth may slightly accelerate
in Azerbaijan, driven mostly by the non-energy sector. Thecountries of Central Asia will
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continue to register high growth rates on the back of strong export revenues and fiscal
spending. In Kazakhstan, growth may accelerate thanks to the development of a new
major Caspian Seaoil field. Economic activity in Armenia, Georgia, Kyrgyzstan, Republic
of Moldova, Tagjikistan and Uzbekistan will continueto be supported by remittances from
migrant workers. Inflationin the ClS area is expected to exhibit divergent trends in 2013,
with agradual slowdown projectedin the Russian Federation.

The countries of South-Eastern Europe will see another year of meagre eco-
nomic performancein 2013, after several economies entered recession in 2012. The ag-
gregateGDP of South-Eastern Europe, which contracted by 1.1 per cent in 2012, will
expandby only 1 per cent in 2013, with amild strengthening to 1.8 per cent forecast for
2014. The weak performance reflectsunfavourable external conditions and feeble domestic
demand. The ongoingweakness in Greece, Italy and Slovenia, which areimportant export
destinations and sources of FDI and remittances for South-Eastern Europe, remains adrag
on the region’s near-term prospects. High unemployment and stagnant wages, coupled
with deleveraging by businesses and households and lack of lending growth, continue to
suppress private consumption and investment. Theregion’s economies have limited policy
space, as they are trying to rebuild fiscal buffers and monetary polices are constrained
by formal and informal pegs to the euro. Strong exposure to the Greek banking sector
remains arisk for the region.

Devel oping economies

Africaisexpected to grow by 4.6 per cent this year and 5.1 per cent in 2014. Thisimplies a
very moderate downward revision by 0.2 percentage points for the current year mostly ow-
ingto the negative impact of the slowdown in devel oped economies on economic activity.
Over the forecast horizon, growth drivers includefurther increases in output in the natu-
ral resources sector, whichunderpins rising fiscal expenditure, especially in infrastructure
projects. West Africa, in particular Nigeria, will benefit from continued high oil prices,
despite some declinesin output. Atthe same time, Africa’s trade and investment tieswith
emerging and developing economies are expected to intensify further. Across the region,
rising incomes and urbanisation are supporting growth of domestic demand, which helps
to reducethe exposure to external economic shocks. As aconsequence, increasing diver-
sification, for exampleinto services(such as telecommunications and construction) will
continue to createa more solid growth profile. In East Africa, these sectors as well as a
growing banking sector will contribute to continued economic expansion, especially in
Kenya. Growth is expectedto strengthen only slowly in Southern Africa, pulled down
by South Africa, which faces massive labour market challenges. High unemployment,
combined with massive underemployment, continue to constitute a major policy chal-
lenge in many countries. Averageinflationisforecast to moderatefurther, based on lower
food prices and slightly moderating oil prices. However, this cannot mask the factthat in
several countries, such as Sudan and Malawi, inflation remains stubbornly high. Egypt
faces a problematic combination of rising prices, unsustainable subsidies and falling cur-
rency reserves. Risksto the outlook includeamore severeglobal economic slowdown with
negative impacts on trade, tourism and remittances, amore pronounced negative effect of
the fiscal problems in developed countries on ODA flows; and adverse weather conditions.
Economicgrowth in East Asia is projected to pick up slightly in the outlook
period, followingthe marked slowdown since mid-2011. The region’s GDP is forecast
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to expand by 6.1 per cent in 2013 and by 6.3 per cent in 2014, up from 5.9 per centin
2012, but well below the 7.1 per cent recordedin 2011. The mild upturn is expected to
be underpinned by robust growth in domestic demand and a gradual recovery in exports
amid slowly improving global conditions. China’s economy has likely shifted to alower
growth trajectory. The new Government is focused on the transition towards more bal-
anced, equitableand sustainable growth, with an eyetowards the underlying structural
challenges of the economy. On the basis of aweaker-than-expected expansion in the first
quarter, China’s full-year growth in 2013 is projected at 7.8 per cent, the same paceas in
2012. Theregion’s higher-incomeand strongly export-oriented economies are likely to
see amild recovery during the outlook period in line with a pick-up in global demand.
Growth in these economies will, however, remain well below potential, particularly in
the Republic of Korea. In Indonesia, Malaysia, the Philippines and Thailand, the growth
momentum is expected to remainfairly robust owing to buoyant consumption and invest-
ment demand. In most economies, domestic demand will be supported by stable labour
market conditions, strong household incomegrowth, and accommodative monetary poli-
cies. Average consumer priceinflationis forecast to accelerate only slightly to 3.1 per cent
in 2013 as further weakening of global commodity prices, combined with an appreciation
of most national currencies, helps curb inflationary pressures. Monetary and fiscal poli-
cies are expected to becomeslightly lessaccommodative in the outlook period, although
central banks will remain reluctant to raise interest rates, fearing further increases in
capital inflows.

After experiencing a sharp slowdown over the past two years, South Asia is
expected to see a moderate recovery. The region’s GDP is projected to expand by 4.7
per cent in 2013 and by 5.4 per cent in 2014. The recovery will be based partly on an
upturn in privatedemand, following the recent easing of monetary policy, and a gradual
strengthening of exports amid slowly improving global conditions. Structural factors such
as stubbornly high inflation, largefiscal deficits, political uncertainties, fragilesecurity
conditions, and transport and energy constraints will keep growth and investment below
potential. In India, full-year growth slowed to 5.1 per cent in 2012 owing to ongoing
weaknessin investment, asignificant deceleration in household consumption and sluggish
exports. WhilelIndia’s growthis likely to havebottomed out, the recovery will be slower
than previously expected, with economic activity forecast to expand by 5.5 per cent in
2013 and 6.1 per centin 2014. The rest of the region continues to be characterized by stark
differences in economic performance; growthin 2013 is projectedto rangefrom -0.3 per
cent in the Islamic Republic of Iran to morethan 6 per cent in Bangladesh and Sri Lanka.
Monetary policy is constrained by persistently high consumer price inflation, which is
forecast to average 12.4 per centin 2013. Energy shortages, highinflationary expectations,
and adjustments in administered fuel and electricity prices continue to provide upward
pressure on prices. Fiscal policy space islimited by large budget deficits of morethan 5 per
cent of GDP in most economies.

Economic growth in Western Asia decelerated in the second half of 2012 owing
mainly to weakening external demand, especially from the euro area. Most oil-exporting
countries increasingly reliedon their weakly diversified non-oil sector as a source of eco-
nomicgrowth. Economic activity also decelerated in oil-importing countries, burdened by
high import hills, slackening demand and shrinking policy space. Turkey and Israel were
particularly affected by the deteriorating external environment and experienced a signifi-
cant drop in full-year growth. Average regional economicgrowth is expected to increase
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slightly from 3.1 per cent in 2012 to 3.4 per cent in 2013 on the back of gas production
in Israel and rebounding private demand in Turkey. Assuming a gradual recovery in the
developed economies from the second half of 2013, regional economicgrowthis forecast
to accelerate to 3.8 per cent in 2014. Several Gulf Cooperation Council (GCC) countries
scaled back their oil production during the last quarter of 2012 to absorb excess supply
in the market and support high prices. For most GCC countries, ongoing large public
expenditures in both the oil and non-oil sectors support investment and consumption.
Thecivil war in the Syrian Arab Republic continues to weigh on the risk perceptionof the
region, especially of neighbouring countries. In Jordan and L ebanon, trade, tourism and
investment have remained subdued.

Economicgrowthin Latin America and the Caribbean is expected to acceler-
ate from 3.0 per cent in 2012 to 3.6 per cent in 2013 and 4.2 per cent in 2014. This
will mainly be driven by a strengthening of domestic demand, in particular investment
spending. In Mexicoand Central America, economic activity is projected to expand by
3.9 per cent in 2013, a pacesimilar to the past few years. However, growth will continue
to be strongly affected by developments in the US economy. In South America, growth
will strengthen to 3.5 per cent in 2013 as the economies of Argentinaand Brazil gradu-
ally gain momentum. Brazil is expectedto grow by 3.0 per cent, driven by a rebound
in investment demand, following monetary policy loosening and reductions in energy
costs and payroll taxes. In Argentina, the agriculture sector will drive the upturn, but
business confidence remains weak. The Caribbeanis expected to expand by 3.0 per cent
in 2013, 0.5 percentage points higher than in 2012. Across the region, domestic demand
continues to be supported by robust labour markets, most notably in South America and
Mexico. The regional unemployment rate declinedto a multi-year low of 6.4 per centin
2012, and is likely to remain low in the short term. The regional fiscal position slightly
deteriorated last year, and public debt remains highin the Caribbean countries. However,
many countries, especially in South America, retain space for countercyclical policies. The
inflationoutlook is fairly stable, although inflationis expected to accelerate somewhat in
2013 amid more accommodative monetary policies in some countries.

The economies of the least developed countries (LDCs) are projected to see a
marked increase in growth from 3.8 per cent in 2012 to 5.8 per cent in 2013. Improved
economic and political conditions in Sudan and Yemen, following severe economic
contractions in the last two years, account for much of this improvement. Oil and min-
eral exportingLDCs will continue to benefit from relatively high commodity prices and
investment in new production capacities. These countries remain, however, vulnerable
to sudden and drastic swings in commodity demand. While solid primary commodity
exports will produce some positive wider impacts regarding the reduction of poverty and
increases in incomes, the lack of a more equitabledistribution of these benefits remains
amajor problem in several LDCs. In many LDCs, the agriculturesector dominates the
economy, generating volatile macroeconomic performances owingto the dependenceon
weather conditions and harvest levels. Gambia, for example, is projectedto see ajumpin
growth from 2.4 per cent in 2012 to 8.2 per cent in 2013 owingto a strong harvest. For
LDCs in aggregate, the solid growth performancewill translate into higher per capita
growth of 3.5 per cent in 2013, although this will fall short of the increase needed for a
more pronounced reduction in poverty levels.
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[11. Uncertainties and Risks

Theworld economy continues to face significant uncertainty, with risks still tilted to the
downside. TheWorld Economic Situation and Prospects 2013 released in January examined
threemajor global risks and analyzed their potential impact on global growth: a substan-
tial worsening of theeuro area crisis, the United States falling off thefiscal cliff; and ahard
landing for some large developing economies. Since then, there has been improvementin
some of these areas, with short-term risksdiminishing but not disappearing. These three
risks are updated below.

Meanwhile, new risksand uncertainties have emerged, particularly for the me-
dium run. First, the ever-expanding monetary measures adopted in developed economies
could have significant adverse effects on financial stahility in the future. The new bold
policy actions adopted by Japan, for example, could help reverse the country’s economic
weakness, but they also entail certain risks and uncertainties asalready evidenced by the
sharp devaluation of the yen. Second, a prolonged period of subdued growth in many
economies with high unemployment and inadequate investment may haveled to notice-
ably lower potential output in the world in the medium term. These factors and other
risks, including those beyond the economic domain (such asgeopolitical risks and natural
disasters) havethe potential to derail the still feebleglobal recovery. This could lead to
much lower growthin the world economy than what is projectedin the baseline outlook.

Euro arearisksdiminished, but still potent

Thecrisisin the euro arearemains amajor risk factor for the world economy, althoughre-
cent policy actions have lowered some of the short-term risks. In particular, the European
Central Bank’s Outright Monetary Transactions (OMT) programand other policy initia-
tives since late 2012 havesignificantly reduced sovereign risks and the risk of aeuro area
break-up. This explains why the political impasse in Italy and the Cypriot bank bail-out
have caused only limited disturbances.

Degspite the progress, considerable banking and fiscal risks remain. A large
number of banks still have weak balance sheets, remain fragile and could face insolvency.
Therecent Cypriot bail-out actually raised risks in the banking sector by increasing the
possibility of bank runs. This has heightenedthe urgency to create aregion-wide banking
union, but significant uncertainties over the time frame and the final form remain. In
addition, despite improved bank liquidity, there continues to be considerable fragmenta-
tion in financial conditions across the region. Lending conditions are very tight in the
Southern countries, particularly for small and medium-sized businesses, but markedly
easier in other parts of the region. The ongoing lack of adequateaccess to funding in the
crisiscountries hinders economicactivity, exacerbates unemployment and could threaten
the recovery.

Lower sovereign yields, meanwhile, havenot yet broken the downward spiral
formed between fiscal consolidation and the economic downturn. Risks on the fiscal front
are primarily related to countries missing their fiscal targets and having to undertake
additional austerity measures. The countries already under assistance programs will have
to follow agreed-upon consolidation and restructuring measures. These measures may
becomemore onerous, particularly in light of the harsh resolution to the recent Cypriot
crisis, which demonstrated that support for assistance has dwindled. In countries not
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under assistance programs, the key question is whether they will be forced to adopt
new
measures given that they arelikely to miss their current deficit reduction targets.

Fiscal cliff in the US averted, significant uncertainties remain

In the United States, the full impact of the fiscal cliff was averted when an agreement was
reachedin March 2013 over the Bush-era tax cuts — extending most, but not all of the
cuts. But Congress failedto agree on a new deficit reduction plan, triggering automatic,
across-the-board spending cuts (sequestration) worth $1.2 trillion over the next nineyears.
For the remainder of fiscal 2013, this is estimated to result in acut of $85 hillion. In the
baseline outlook, it is assumed that the sequestration will be replacedat the end of the
current fiscal year (September 2013) by a new agreement with a combination of some
tax increases and lower spending cuts than in the sequestration. It is also assumed that
Congress will increase the debt ceiling in May 2013.

Significant uncertainties and risks remain, however: poalitical gridlock may
result in afailureto raise the debt ceiling and the sequestration may continue into 2014
and beyond. An additional risk is that the private sector proves to be less resilient than
expectedto the sequestration. If any of these transpire, economic growth in 2013-2014
would be much lower than projected in the baseline. Policy impasse and more fiscal
tightening could erode consumer and business confidence, leadingto weaker consumer
spending, businessinvestment and hiring. This, in turn, could undermine the recovery in
the housing sector.

Risk of further slowdown in some
large devel oping economies remains

Many large developing countries, including Brazil, China, India and the Russian
Federation, saw a significant decelerationin GDP growth in the past two years, owing
to acombination of weak external conditions and domestic impediments. In the baseline
outlook for 2013-2014, growth in these economies is expected to strengthen in some cases,
such as Brazil and India, and to stabilize in others, such as China. For some economies,
however, the risk of afurther considerable slowdown in growth remains.

In China, for example, economicactivity moderated againin the first quarter
of 2013, with growth slowing to 7.7 per cent year on year and 1.6 per cent quarter on
guarter. While the baseline forecast projects growth to stabilize between 7-8 per cent in
the coming years, the possibility of a slowdown to about 5 per cent cannot be ruled out.
Themajor risks for China’s economy are associated with the housing bubble, the surge in
shadow banking activities, lack of transparency in local government debt, excess capacity
in many key industrial sectors, and challenges in economic restructuring and reforms.
China’s authorities have so far made only limited progress in addressing these intercon-
nected challenges despite continuing policy efforts. After a short period of stabilization,
housing prices started to move up againin 2012, triggeringa new round of tightening
measures in early 2013. L ocal government debt, through special financingvehicles, and
shadow banking activities, which evade conventional banking regulations and supervi-
sions, boomed over the past few years. Thesize of shadow banking loans reached an esti-
mated 30-40 per cent of GDP by the end of 2012. Meanwhile, GDP growth continues to
depend to ahigh degree on government-guided investment. Thisimpliesthat the ongoing
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economic restructuring aimed at raising the consumption to GDP ratio and lowering the
investment to GDP ratio entails the risk of slowing growth too rapidly. Without decisive
policy action, afurther moderation in GDP growth and rising financial risks could feed
into eachother to form avicious cycle. Asindicatedin the World Economic Situation and
Prospects 2013, adrop in China’s growth to about 5 per cent would have a measurable
impact on economic activity, especially in commodity-exporting developing countries.

IV. Policy challenges

Thetop priority for macroeconomic policiesworldwide remains to support arobust global
recovery, with a focus on promoting job creation. The policy stance and policy mix in
individual countries should, however, be based on country-specific circumstances, while
taking into consideration potential tradeoffs and institutional and resource constraints.
Meanwhile, international policy coordination should be enhanced to mitigate negative
policy spillovers across countries, curb protectionism, promote cooperation in reform-
ing the international financial system, and ensure sufficient resource flows to the least
developed countries.

Fiscal policy

The fiscal stance in most developed economies, with the salient exception of Japan, is
expectedto continue tightening in 2013, although the degreeof tightening is expected
to ease in some countries in 2014. In the United States, automatic government spending
cuts were activated in March 2013. Real government spending is projected to decline
markedly, by 4 per cent in 2013, and ancther 1 per cent in 2014, although it is possible
that some of the cuts will be reduced by subsequent agreementsin late 2013. In the euro
area, countries in debt crisis or under debt distress are still subject to sizeable consolida-
tion programs, but the timetablefor achieving targets has in some cases been extended.
Countries facing limited fiscal pressures, such as Germany, are expected to adopt amore
neutral fiscal stance. The European Union’s new fiscal compact, which limits structural
government budget deficits, entered into forceon January 1 2013. Fiscal policyin the
region will thus remain tight over the next few years. Buckingthe trend in developed
economies, Japan’s Government launched a new fiscal stimulus package of about 2.2 per
cent of GDP for fiscal year 2013, despite the factthat both the deficit and debt areamong
the highest in developed economies.

Concerns about future debt sustainability have been behind thefiscal tighten-
ing in many developed countries. Ceteris paribus, the higher the debt to GDP ratio, the
higher the proportion of government revenue spent on interest payments. A continuously
rising debt will eventually leadto adebt crisis. However, debt sustainability isnot simply
determined by the single indicator of the debt to GDP ratio, with afixed threshold. Debt
sustainability for acountry depends on acomplex set of variables, including, for example,
interest rates, potential GDP growth, the proportion of debt held by foreign investors, the
currency composition and term structure of debt, the domestic savingsrate, external bal-
ances, the structure of government spending and revenue, and the demographic structure.
Thewiderangeof these variables explains why some countries have fallen into debt crisis
at amoderate debt ratio while others remain solvent at amuch higher debt ratio.
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The fiscal challenge for policymakers in most developed countries isto support
asolid recovery in output and employmentin the short run, while at the same time ensur-
ing the sustainability of public finances in the long run. According to recent studies, the
negative effects of fiscal tightening on output and employment in the current economic
environment are much larger than originally estimated, particularly when a group of
countries tighten their fiscal policies simultaneously. Therefore, for those countries fac-
ing low financing costs and high unemployment, it would be desirable to postpone fiscal
tightening until the economy has recovered. At the same time, policymakers should lay
out acredible plan for fiscal sustainability. Countries in debt crisis or facing high financ-
ing costs may haveto front-load fiscal consolidation, but they should maintain adequate
social protection for the most vulnerable groups and continue to invest in human capital,
in the process of making necessary structural reforms to enhancelong-run productivity.
Spending cuts should also be combined with revenue measures, including measures to
curb illegal tax evasion and aggressive tax avoidance, which cause hundreds of billion
dollars of tax revenue losses every year.

By contrast, most developing countries and economies in transition are ex-
pected to adopt arelatively neutral fiscal stance: with mild tightening in some countries,
such as Brazil and the Russian Federation, and a moderate expansion in others, such as
Chinaand the Republic of Korea. Whilethese economies have lower government deficits
and debt levels than developed economies, their fiscal positions are generally weaker than
before the global financial crisis. In these economies, the structure and composition of
government spending and revenue needs to be adjusted accordingto country-specific
priorities: for some countries, such as China, it is desirable to increase the proportion of
public spending on the social safety net, healthcare and education; other countries, such
as Brazil and India, need to enhance spending on infrastructure investment. In the long
run, fiscal policy should be used to guide the transformation of the development model
in these economies towards amore inclusive and sustainable system, for example through
publicinvestment in greentechnology.

Thefiscal balances of the least developed countries (LDCs) will remain under
pressurefromvarious directions. Sustained public spending isneeded to deal withavariety
of serious issues, while the ability to raise tax revenues is often low. Since official develop-
ment assistance accounts for asignificant share of publicrevenue in many LDCs, they are
severely impacted by the movetowards fiscal consolidation in developed economies.

Monetary policy

Major developed economies have recently strengthened their monetary policy measures,
both quantitatively and qualitatively, in an attempt to offset the negative effectsof tighter
fiscal policies on output and employment. Policyinterest rates in these countries are ex-
pected to remain at or close to zero in 2013-2014. The central banks will continue to
implement large-scale asset purchasing (LSAP) programmes. A new key feature of these
policy measures is the open-ended strategy, which sets neither the total amount nor the
duration for asset purchases. This strategy seems to have worked better than earlier inter-
mittent approaches in providing a more stable anchor to financial market expectations.
Themajor central banks havealso improved their communication by clearly articulating
their policy intentions to reduceuncertainties for consumers and investors. For instance,
the Fed has madeits forward guidance regarding the anticipated path of the federal funds
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rate more explicit: it indicated that the rate would remain at the current exceptionally
low level as long as the unemployment rate remains above 6.5 per cent and the
projected inflation rate is below 2.5 per cent. The Bank of Japan has also explicitly
defined its target to raise inflationto 2 per cent by 2015.

Major challenges for monetary policy in the developed economies lie
ahead: when and how to unwind the L SAP programmes with aview to keep inflation in
check and avoid risks of financial instability. For instance, the LSAPs may support
delays in balance sheet cleanups in some banks, lead to excessive increases in asset
prices and boost leverage and risk taking. The unwinding of securities held by the
central banks could then trigger an abrupt increase in long-term interest rates
resulting in losses for bond holders and a reversal of asset prices rises. The central
banks should therefore have a forward-looking mechanism to mitigate possible
financial instability when those unconventional measures end. They should also
develop a sound exit plan for the medium term and provide effective forward-guidance
to anchor inflation expectations.

The monetary stance varies across developing countries and economies in
tran- sition. Most recently, several of these economies, for example India, have
reduced interest rates to counter the growth deceleration, while others, such as China,
have mainly relied on liquidity operations without reducing policy interest rates. In the
Russian Federation, monetary policy remains restrictive in response to elevated
inflation. Challenges for mon- etary authorities in developing countries and economies
in transition also vary: a majority of these economies still require a mild
accommodative monetary stance to strengthen growth, particularly domestic
demand, as external demand continues to be anaemic. A few economies with strong
inflationary pressures may need a neutral stance or mild monetary tightening.

A common challenge for monetary authorities in developing countries and
economies in transition is to deal with the spillover effects of unconventional
monetary easing by developed countries, such as increased volatility in capital
inflows and interna- tional commodity prices, and appreciation pressures on local
currencies. In some cases, the policy authorities may have to resort to controls on
short-term capital inflows and macro-prudential measures.

International policy coordination

Most recently, the G20 has reaffirmed its framework for strong, sustainable and
balanced growth, which was launched in 2009. Under this framework, G20
members running current account deficits, mainly the United States, pledged to
undertake policies to sup- port private savings and to consolidate their fiscal deficit;
the surplus members agreed to strengthen domestic sources of growth, for instance by
reducing financial market distor- tions, boosting productivity in service sectors, and
improvingsocial safety nets.

The current account imbalances across major economies have narrowed
signifi- cantly from the levels prior to the financial crisis. The external deficit of the
United States is estimated to be less than 3 per cent of GDP in 2013, down
substantially from the peak of 6 per cent of GDP in 2006. The surpluses of China,
Japan and a group of oil-exporting countries have also declined correspondingly, with
the surplus of China down from 10 per cent of GDP in 2007 to about 2 per cent
currently. International macroeconomic policy coordination should therefore currently
be focused on strengthening the global recovery and jobs creation, but not necessarily
on targeting balanced current accounts across major economies in the short run.
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International policy coordination is also needed to mitigate the

negative
spillover effects of the unconventional monetary policy measures adopted in
developed economies. It is in the interest of both issuers and holders of international
reserve assets to maintain a stable value for these currencies. At the same time,
strengthening growth in the depressed economies of the major issuers of international
reserve currencies is also important for all of the world’s economies. However, these
growth-supporting policies may have the side effect of devaluating the national
currencies. Therefore, balancing these twin objectives is a difficult task for the
world’s major central banks. Excess volatility of capital flows and international prices
of primary commodities should be curbed, as it is particularly detrimental to
developing countries because of their small market size and limited capacity to
hedge.

International policy cooperation and coordination are needed to advance the
reforms of the international financial system on several fronts. Five years after the
eruption of the global financial crisis, progress in financial regulatory reform has been
slow, encoun- tering growing resistance from the financial industry. Some progress
has been made in amending the global financial safety standards for the banking
sector. A dozen countries have issued final regulations to implement Basel 111 and more
countries have committed to do so during 2013. Progress has also been made in
implementing over-the-counter (OTC) derivatives reforms. On the other hand, the
question of ending “too big to fail” remains pending, and recommendations from the
Financial Stability Board (FSB) for the oversight and regulation of the shadow banking
sector have yet to be issued. More forceful efforts are needed to address the issues of
international tax avoidance and evasion, particularly through tax havens.

The current phase of reforming both the IMF and the World Bank needs to
be completed to make their governance structure more representative, responsive and
ac- countable. While there has been progress in ratifying the 2010 IMF quota and
governance reforms, the process has not been finalized. The new review of the IMF
guota formula should be resolved quickly to enhance the voice and participation of
developing economies.

International policy cooperation should ensure that sufficient resources
are made available to developing countries - especially LDCs and countries which
possess limited fiscal space and face large financing needs for sustainable
development and pov- erty reduction. Official development assistance flows have
declinedin real terms in both
2011 and 2012. With less than 1,000 days left to the deadline of the UN
Millennium Development Goals (MDGs), international donors should redouble their
efforts to deliver on existing commitments. These resources are badly needed for
developing countries to accelerate progress towards the achievement of the MDGs by
the end of 2015, and to lay a solid foundation for long-run sustainable development
beyond 2015.
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