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EXECUTIVE SUMMARY

The global recovery is uneven and remains reliant on policy support and the turn in the inventory cycle. Financial market conditions have improved, but the global financial system has not returned to normalcy and continues to depend on extraordinary government intervention. Global activity is projected to contract by around 1 percent in 2009, before expanding by about 3 percent in 2010, well below pre‑crisis growth rates. The recovery in advanced economies, in particular, is likely to be held back by limited credit availability, impaired household balance sheets, and still rising unemployment. Accordingly, activity in advanced economies is projected to contract by about 3½ percent in 2009, followed by a modest rebound of 1¼ percent in 2010. Activity in emerging and developing economies is projected to continue gaining momentum during the second half of 2009 and 2010, though with notable differences across regions. Overall, growth in these economies is projected at about 1¾ percent in 2009 before rebounding to around 5 percent in 2010. 

The non-Asian APEC members are generally returning to growth, but the outlook is for a gradual recovery. In the United States and Canada, the stabilization of activity reflects a strong macroeconomic policy response and improved financial conditions. The larger economies of Latin America avoided financial crises of their own, and are now in recovery mode, supported by forceful stimulus. The recovery of commodity export prices is another plus for the region. However, coping with large capital inflows is likely to become an issue for some countries. After contracting for three straight quarters, the Russian economy appears to have stabilized in the third quarter of 2009. Industrial production and investment are picking up but the underlying growth momentum is expected to remain weak. The overhang of bad loans is likely to weigh on the banking system, limiting credit expansion.
Asia is leading the global recovery. Industrial production is rebounding sharply across the region, exports continue to firm up, and financial conditions have eased considerably since earlier this year. Growth in the near term will likely be supported by the global inventory cycle and domestic policy stimulus. However, in the absence of a robust recovery in private demand, either at home or overseas, the growth momentum will eventually taper off. In order to secure a durable recovery, Asian countries will generally need to maintain sufficient policy support for aggregate demand in the near term. At the same time, it is not too early to plan for a gradual, measured exit from exceptional policy support. Looking further ahead, in a new global environment of softer G‑7 demand, Asia’s longer term growth prospects may be determined by its ability to allow domestic sources to play a more dynamic and central role. 
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Executive Summary

The global recovery is uneven and remains reliant on policy support and the turn in the inventory cycle. Financial market conditions have improved, but the global financial system has not returned to normalcy and continues to depend on extraordinary government intervention. Global activity is projected to contract by around 1 percent in 2009, before expanding by about 3 percent in 2010, well below pre‑crisis growth rates. The recovery in advanced economies, in particular, is likely to be held back by limited credit availability, impaired household balance sheets, and still rising unemployment. Accordingly, activity in advanced economies is projected to contract by about 3½ percent in 2009, followed by a modest rebound of 1¼ percent in 2010. Activity in emerging and developing economies is projected to continue gaining momentum during the second half of 2009 and 2010, though with notable differences across regions. Overall, growth in these economies is projected at about 1¾ percent in 2009 before rebounding to around 5 percent in 2010. 

The non-Asian APEC members are generally returning to growth, but the outlook is for a gradual recovery. In the United States and Canada, the stabilization of activity reflects a strong macroeconomic policy response and improved financial conditions. The larger economies of Latin America avoided financial crises of their own, and are now in recovery mode, supported by forceful stimulus. The recovery of commodity export prices is another plus for the region. However, coping with large capital inflows is likely to become an issue for some countries. After contracting for three straight quarters, the Russian economy appears to have stabilized in the third quarter of 2009. Industrial production and investment are picking up but the underlying growth momentum is expected to remain weak. The overhang of bad loans is likely to weigh on the banking system, limiting credit expansion.
Asia is leading the global recovery. Industrial production is rebounding sharply across the region, exports continue to firm up, and financial conditions have eased considerably since earlier this year. Growth in the near term will likely be supported by the global inventory cycle and domestic policy stimulus. However, in the absence of a robust recovery in private demand, either at home or overseas, the growth momentum will eventually taper off. In order to secure a durable recovery, Asian countries will generally need to maintain sufficient policy support for aggregate demand in the near term. At the same time, it is not too early to plan for a gradual, measured exit from exceptional policy support. Looking further ahead, in a new global environment of softer G‑7 demand, Asia’s longer term growth prospects may be determined by its ability to allow domestic sources to play a more dynamic and central role. 

I.    Global Outlook

1.      After a deep recession, the global economy is beginning to grow again, but the recovery is uneven and remains reliant on policy support. Following a sharp decline of 6½ percent in the first quarter of 2009, global output increased by around 3 percent in the second quarter of this year. Some advanced economies—notably France, Germany, and Japan—saw real GDP expand in the second quarter of 2009 itself, while in the United States the pace of recovery was slower, with output expanding only in the third quarter. However, more recent data on industrial production and automobile sales indicate that the pace of recovery is uneven. This possibly reflects the waning of temporary fiscal measures, such as cash-for-clunkers programs, and underscores the extent to which the improvement in demand in advanced economies is driven by policy stimulus, with the turn in the inventory cycle also playing an important role. Emerging economies, notably in Asia, are recovering more strongly. 
2.      Financial pressures have receded. In advanced economies, the unprecedented financial and macroeconomic policy response has reduced the risk of a systemic collapse in financial systems, and helped restore market confidence. Interbank markets have reopened, while market volatility has abated. At the same time, default risks have fallen as economic recovery has gained traction. Appetite for riskier assets has returned, leading to sustained rallies in equities and narrowing credit spreads. Indeed, large amounts of private corporate bond issuance have been met with strong demand. Financial pressures have also eased in emerging markets, though some economies—notably in Emerging Europe—remain vulnerable to deleveraging in mature markets and the associated decline in cross-border bank flows. By contrast, other emerging economies, notably in Asia, are experiencing rapidly rising equity prices on the back of renewed large capital inflows.

3.      Though financial market conditions have improved, the global financial system has not returned to normalcy and remains reliant on public support. Banking systems remain undercapitalized and saddled with impaired legacy assets. Bank lending remains strained, given the prospect of further writedowns on loans. Securitization activity remains limited to those markets supported by the public sector. Moreover, large scale public intervention has raised market concerns as it has transferred risk from private to sovereign balance sheets.
4.      Looking ahead, the global economic recovery is expected to be sluggish and policy support needs to be sustained until recovery is firmly established. Policy support and the turn in the inventory cycle—which are driving the recovery at the moment—will gradually lose impetus. Furthermore, a sustained rebound in private demand from advanced economies is likely to be held back for some time by limited credit availability, impaired household balance sheets, and still rising unemployment. The Fund’s assessment remains 
that the recovery will be gradual, particularly in the advanced economies. Global activity is projected to contract by around 1 percent in 2009, before expanding by about 3 percent in 2010, well below the rates achieved before the crisis.
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· Activity in advanced economies is projected to contract by about 3½ percent in 2009, followed by a modest rebound of 1¼ percent in 2010. Projected quarterly growth rates in 2010 will fall short of potential until late in the year, implying continuing increases in unemployment. 
· Activity in emerging and developing economies is projected to continue gaining momentum during the second half of 2009 and 2010, though with notable differences across regions. Overall, growth in these economies is projected at about 1¾ percent in 2009 before rebounding to around 5 percent in 2010. 

5.      Output gaps will continue to widen and inflation will remain low. Given the sluggish recovery, output gaps are projected to widen through the end of 2010 in advanced economies, despite the likely reductions in potential output as a result of the crisis. As a result, unemployment is likely to continue to rise in the advanced economies well into 2010 and inflation pressures should remain subdued, notwithstanding the recent upturn in commodity prices.

6.      Downside risks to the recovery are receding gradually, but remain a key concern. The overarching risk is that the recovery stalls. This could occur because of a premature exit from accommodative monetary and fiscal policies—especially if the policy-induced recovery so far is mistaken for the beginning of a sustained and autonomous recovery in private demand. Also, the recovery could stall if financial strains persist, as efforts to restore banks’ balance sheets are not forcefully implemented. Other risks relate to market concerns about fiscal sustainability in the face of widening deficits and surging public debt, which could contribute to rising long-term bond yields and limit countries’ ability to pursue countercyclical fiscal policies. For some emerging economies, particularly in Emerging Europe, a key risk is that banks in advanced countries continue to reduce their cross-border positions. In other emerging economies, particularly in Asia, resurgent capital inflows—resulting from low interest rates in advanced countries combined with a faster recovery in emerging markets—pose a risk for financial imbalances and asset price bubbles. 
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II.    Outlook for Non–Asian APEC Members

A.    United States and Canada

7.      The U.S. economy appears to have hit bottom in the second quarter of 2009 and is showing signs of growth. The near-term outlook is for a gradual recovery, slower than the typical recovery in previous cycles. IMF staff forecasts a contraction of 2.7 percent in 2009 followed by growth of 1.5 percent in 2010. Housing markets appear to be stabilizing, but unemployment is expected to continue rising, cresting at more than 10 percent in 2010. Consumer spending (and therefore imports) will be dampened by high unemployment, the crisis-driven hit to households’ net worth, and tight financial conditions. Banks face continued pressure from a challenging credit cycle, and tightening financial conditions are likely to weigh on activity, while the sustained strong rate of foreclosures poses downside risks. On the positive side, the recent rapid pace of destocking portends some upside to production, although the strength of both domestic and foreign demand remains in question. Looking forward, a key risk is a worsening in the housing market situation, given the large stock of foreclosures and rising unemployment.

8.      Stabilization in U.S. economic activity importantly reflects a strong macroeconomic policy response to the crisis. A fiscal stimulus of some 5 percent of one year’s GDP over fiscal years 2009–11 is lending increasing support to demand. IMF staff estimates that it would boost the level of real GDP by 1.1 percent in 2009, 1.3 percent in 2010, and 0.7 percent in 2011, relative to a no‑stimulus scenario. The Federal Reserve lowered the policy rate to the 0–25 basis point range in December 2008, and continues to indicate that conditions are likely to warrant an exceptionally low rate for an extended period. It also successively expanded its range of “credit easing” measures. In parallel, efforts to stabilize the financial system through the stress testing exercise and capital injections to banks have contributed to a substantial improvement in financial conditions, largely easing the post-Lehman credit crunch.

9.      The immediate policy priority in the U.S. is to enhance financial regulation, including capital and liquidity requirements, which would moderate credit growth and limit the extent of procyclical credit conditions in the upswing of the cycle, but make the recovery more durable. Preserving the recent gains in the housing sector in the face of rising unemployment and restarting moribund private securitization markets are also key challenges. In the medium term, a significant fiscal adjustment would be needed once a recovery is firmly established to rein in an increase in debt and debt servicing costs. Reforms in the fiscal sector will also have to address the projected upward trend in aging- and health-related expenditures. 

10.      The Canadian economy is also emerging from recession. Hit by a triple shock―contracting global demand, financial volatility, and collapsing commodity export prices―economic activity declined significantly in late 2008 and continued to shrink in the first half of 2009. However, recovery in economic activity is now under way. Growth is returning and employment is rising, supported by policy stimulus, increased household wealth (given rising house and equity prices), improving financial conditions, higher commodity prices, and stronger business and consumer confidence. Moving forward, domestic demand would be the main driver of growth, as subdued external demand and the appreciating Canadian dollar (amid rising commodity prices) dampens growth. Deflationary pressures remain well contained with core inflation hovering at around 1.5 percent and headline inflation bottoming at -0.9 percent.

11.      Risks for Canada remain tilted to the downside. An even stronger Canadian dollar, driven by increased risk appetite and rising commodity prices, could act as a drag on growth and inflation, while a protracted global/U.S. recovery would also hinder the recovery. 

12.      Canada’s policymakers appropriately plan to stay the course. The Bank of Canada has appropriately reiterated its commitment (conditional on the inflation outlook) to keep the policy rate at ¼ percent until end‑2010Q2, and the fiscal authorities have indicated their intention to sustain the 2 percent per year GDP fiscal stimulus over this year and next. Moving beyond the crisis, staff see the main priorities as returning Canada’s debt to a downward trajectory and creating a national securities regulator. 
B.    Chile, Mexico, and Peru

13.      The larger economies of Latin America were substantially affected by the global recession, but avoided financial crises of their own, and are now in recovery mode. Brazil and Colombia already returned to growth in the second quarter; Chile and Peru, and probably Mexico also, are likely to show growth in the third quarter. Taking advantage of improved policy frameworks and credibility, all these countries were able to implement macro stimulus in 2009. The recovery of commodity export prices is another plus for the region’s larger economies. Looking ahead, the withdrawal of stimulus will need to be phased according to countries’ varying circumstances. Coping with large capital inflows is likely to become an issue for some countries; so far Brazil has been most affected. 
14.      In Chile, economic activity expanded at an annualized pace averaging more than 6 percent in the last four months, helped by improved global conditions and confidence, and by the highly supportive stance of fiscal and monetary policies. The government delivered a large fiscal impulse this year (with the resulting deficit financed in part by funds accumulated during years of high commodity-based revenues). The central bank has kept the policy rate at ½ percent. Bank lending conditions have eased substantially and corporate lending has recorded growth since August. While the economy is likely to contract by 1¾ to 2 percent in 2009, growth of 4½ to 5½ percent is projected for 2010. On the monetary policy side, the main challenge going forward is the exit strategy. The exit strategy should focus on a gradual withdrawal of special liquidity facility measures and a normalization of the policy rate. On the fiscal side, the draft 2010 budget assumes a gradual withdrawal of stimulus with a return to balance on the structural (cyclically-adjusted) measure. 
15.      The global crisis hit Mexican activity especially hard, but recent indicators suggest that the economy has bottomed. Although GDP for 2009 as a whole is likely to contract by some 7 percent, a return to positive growth is expected in the second semester. Growth is projected to strengthen gradually to about 3 percent in 2010, in line with the U.S. recovery, stronger domestic confidence, and gradually improving global financial conditions. However, recent signs of a recovery are fragile and risks remain tilted to the downside—including from external financial conditions. The policy challenge is to strike a balance between fostering the recovery and achieving medium-term stability objectives (complicated by the decline of the oil sector, a key source of fiscal revenue). The government’s 2010 budget proposal would smooth the withdrawal of stimulus while starting the process of fiscal consolidation, though there are signs that Congress will weaken, at least somewhat, the consolidation elements. The policy interest rate was earlier cut to 4½ percent; monetary policy is now on hold, with further moves dependent on the balance of risks. The key medium-term priority remains structural reforms to boost Mexico’s relatively low potential growth rate.
16.      In Peru, coincident and leading indicators suggest that the economy has started to recover and the inventory correction cycle appears to be over. The drivers of the recovery are linked to better external conditions and the implementation of considerable countercyclical fiscal and monetary policy responses. The government launched a fiscal stimulus plan of about 3½ percent of GDP over 2009−10 and has cut the policy interest rate by 525 bps since the beginning of the year to a historic low of 1¼ percent. A strong rebound is projected in the second half of the year and into 2010. Growth in 2010 is projected at 
5¾ percent, with some upside risks from capital inflows and domestic demand. As the recovery gains momentum, policies will need to move to a more neutral stance. Amid renewed capital inflows to emerging markets, withdrawing fiscal stimulus ahead of monetary tightening would help reduce the incentives for portfolio flows.
C.    Russia

17.      The Russian economy has stabilized after a deep slump. After contracting for three straight quarters, the economy began to stabilize in the third quarter of 2009. Industrial production and investment are picking up, while consumption appears to have stabilized. Inflation has declined considerably from 13−14 percent (y/y) early this year to less than 11 percent in September. Although the economy is expected to pick up in the fourth quarter, GDP is nonetheless expected to contract by 7.5 percent this year. The recovery has been facilitated by the strong policy measures undertaken by the authorities. A large fiscal stimulus is underway, and is providing important support to the economy. Monetary policy has been steadily eased and policy interest rates have been cut by 300 bps since April, which is helping to reduce funding costs for banks. 
18.      The economic outlook remains difficult. Growth is expected to stage a modest recovery in 2010, reaching 1.5 percent. Underlying growth momentum is expected to remain weak, as the overhang of bad loans is expected to continue to weigh on the banking system, limiting credit expansion. Risks around the outlook in 2010 are broadly balanced. On the upside, oil prices could rally and capital flows could rise by more than expected. On the downside, a more protracted global downturn—and an attendant decline in commodity prices—would result in a delayed recovery and even lower growth. Moreover, there is a risk that banks will continue to struggle to adjust balance sheets, stifling credit expansion and impeding a recovery.
19.      The main policy challenge now is to lay the foundation for a resumption of strong and sustainable growth, while preserving the stabilization gains.

· The overhang of problem assets in the banking system is likely to weigh on credit growth going forward. The Central Bank of Russia should develop a proactive and comprehensive plan to deal with problem banks, including through recapitalization, mergers, or restructuring. 

· On fiscal policy, the challenge for 2010 will be to ensure that stimulus is withdrawn as the economy recovers, but that the withdrawal does not undermine recovery. Looking further ahead, it is critical that the fiscal position is put on a path which takes into account Russia’s medium-term development goals as well as its need to manage its exhaustible resources.
III.    The Outlook for Asia
20.      Asia is leading the global recovery. Asia began staging a remarkable recovery in February‑March 2009, ahead of the stabilization in activity in the West. Initially, the recovery was led by the three largest economies in Emerging Asia—China, India, and Indonesia. These countries were relatively better protected from the global downturn because of their robust domestic demand, large fiscal stimuli, and relatively smaller GDP shares of advanced manufacturing. Export-oriented Emerging Asia took slightly longer to rebound from the sharp collapse in activity at the end of last year, but signs of a strong turnaround became evident in the second quarter. 
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1 See Balakrishnan, Danninger, Elekdag, and Tytell (2009). The index comprises seven variables capturing developments in the banking sector, securities and the foreign exchange markets.

2 Based on quarterly data.


21.      High frequency indicators suggest that the recovery is now widespread across the region. Industrial production is rebounding sharply across the region, exports continue to firm up, and financial conditions have eased considerably since earlier this year. There are also indications in some countries that private domestic demand has begun to contribute positively to growth.

22.      The main drivers of the recovery are the normalization of trade, exceptional policy stimulus, and the general easing of financial conditions. 
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For export-oriented Emerging Asia, the primary driver of the recovery has been the normalization of trade. The financial dislocation at the end of 2008 and the subsequent collapse in world trade had an outsized effect on Asia’s GDP. As discussed in the May 2009 Asia and Pacific Regional Economic Outlook, Asian economies that had developed a comparative advantage in high-technology consumer durables (such as motor vehicles, electronics goods, and machinery) were hit particularly hard by the collapse in external demand for these products. The subsequent stabilization in demand, associated with the dynamics of global restocking, has helped restore normalcy in trade and led to a sizable upturn in activity in Asia. 
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The region’s forceful countercyclical fiscal and monetary policy response has also played a significant role. On both the fiscal and monetary fronts, the response has been more aggressive than in the past and, in some respects, has also been larger than in other regions. In Asia, on average the projected discretionary fiscal stimulus in 2009 is about 2¾ percent of GDP, compared to about 2 percent on average in the G‑20. The implementation of the fiscal stimulus has also been relatively rapid, with close to 50 percent of the announced packages on average having been implemented in Asian economies. Simulations using the IMF’s Global Integrated Monetary and Fiscal (GIMF) model indicate that fiscal stimulus accounted for on average about 1¾ percentage points of GDP growth in Asia in the first half of 2009, once the spillovers from stimulus packages in other countries are taken into account. 

· The third main contributor to the recovery has been the general easing of financial [image: image14.emf]-10
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conditions and the return of the global appetite for risk. Capital flows to emerging markets have revived since March 2009 and much of this has been directed to Asia. Firms in the region have been able to once again access long-term debt and equity financing. Spreads have narrowed to relatively more normal ranges, close to trend but still slightly elevated compared to the exceptionally low pre‑crisis levels. High-grade borrowers have issued international debt at a record pace, and risky borrowers have also been able to bring new issues to the market.

23.      Against this background, the recovery is likely to continue into 2010. The combination of trade normalization, continued policy support, and improvements in financial conditions are likely to provide further momentum to the recovery in the quarters ahead. Accordingly, Asia’s GDP growth is now forecast to be 2¾ percent in 2009 and 5¾ percent in 2010, about 1½ percentage points higher for both years than projected in the May 2009 Asia and Pacific Regional Economic Outlook. The projected growth rate for 2010 is, however, well below the 6⅔ percent average recorded over the past decade. 

24.      The pace of recovery will be uneven across the region. 

· China and India are expected to continue leading the recovery. In China, the authorities have been able to compensate for the loss of exports by stimulating domestic demand. Investment is likely to expand, fuelled by multiyear public infrastructure projects. There are also signs that property investment is firming up substantially, suggesting that the drivers of growth may be shifting toward private domestic demand. Accordingly, China is projected to grow at approximately 8 EQ \s\up3(1) \d \ba3() ( EQ 2  percent in 2009 and close to 9 percent in 2010. In India, growth is likely to accelerate to about 6½ percent in 2010 from just over 5⅓ percent in 2009, driven by strong domestic demand and the normalization of financial conditions. 

· The newly industrialized economies (NIEs) are projected to contract in 2009 before growth (in the range of 3½−4¼ percent) resumes in 2010 on the back of domestic inventory rebuilding, a rebound in private consumption, and continued momentum in exports. 

· Among the ASEAN‑5, the more domestically oriented economies of Indonesia and Vietnam are expected to maintain solid growth. The Philippines has avoided contraction in 2009 on the back of resilient remittances, which have supported private consumption, but growth is likely to moderate once the fiscal stimulus dissipates in 2010. Thailand and Malaysia are expected to contract by about 3½ percent in 2009 before returning to positive growth in 2010. 
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In industrial Asia, Japan is expected to contract by nearly 5½ percent in 2009, followed by a return to growth of close to 1¾ percent in 2010. Continued policy stimulus will boost activity, but private domestic demand is likely to remain weighed down by excess capacity and labor market weakness. Strong commodity exports and an aggressive policy response is likely to help Australia escape a contraction in 2009. Growth is expected to accelerate in 2010 in line with the global recovery. New Zealand experienced a decline in residential investment and private consumption, and is likely to contract in 2009, before returning to positive growth in 2010. 
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The inventory cycle and policy stimulus will support growth in the near term. Growth in Asia in the near term is likely to continue receiving support from the global inventory cycle and policy stimulus at home. 

· As U.S. electronics retailers and auto distributors rebuild depleted inventories, the effects will flow back up the supply chain to Asia 
and benefit the region’s exports. In electronics, in particular, U.S. imports remain low relative to sales, suggesting that orders will pick up in line with restocking. 

· Furthermore, since only about half of the fiscal packages has on average been implemented in Asia so far, the currently planned stimulus is likely to continue to provide support for growth into 2010. 
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However, since these factors are temporary, their effects on growth will dissipate over time. In the absence of a robust recovery in private demand, either at home or overseas, the growth momentum in Asia will eventually taper off. The risks to the outlook are moderately tilted to the downside.
· The main downside risk is that the recovery in advanced economies will falter, dragging down demand for Asia’s exports. A premature exit from accommodative policies in advance of a durable turnaround in private demand could undermine the incipient recovery in the United States and Euro Area. In addition, the re‑emergence of financial strains associated with mounting commercial real-estate related losses could further stall activity, especially in the United States. 

· An associated risk is that, faced with renewed external weakness, Asian firms may no longer be able to pursue the labor hoarding strategy employed so far to cushion workers from the downturn. The subsequent job cuts would further weaken domestic labor markets, with adverse effects for private consumption.

· While the risks are tilted to the downside, there is also potential upside risk to the near-term outlook from a continued improvement in financial conditions and an associated strengthening of sentiment, abroad and in Asia. As firms find it easier to access financing, and banks in the region tap into wholesale funding more easily, credit growth could support a recovery in private consumption and investment which may compensate for any loss of external demand. 
27.      Further policy support may thus be needed to protect against downside risks. In order to secure a durable recovery in the face of downside risks, Asian countries will generally need to maintain sufficient policy support for aggregate demand in the near term.
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World output 3.0 -1.1 3.1

  Advanced economies 0.6 -3.4 1.3

    United States 0.4 -2.7 1.5

    Euro Area 0.7 -4.2 0.3

      Germany 1.2 -5.3 0.3

      France 0.3 -2.4 0.9

      Italy -1.0 -5.1 0.2

      Spain 0.9 -3.8 -0.7
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    United Kingdom 0.7 -4.4 0.9
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    Other advanced economies 1.6 -2.1 2.6

European Union 1.0 -4.2 0.5

  Emerging and developing economies 6.0 1.7 5.1

   Source: IMF, WEO database.
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For most of the region, monetary conditions will need to remain generally accommodative. The output gap in Asia widened during the downturn, limiting the pressures from inflation. The region’s central banks, therefore, generally have the room to maintain accommodative monetary conditions until there are clear signs of sustained growth in private demand. That said, there are cases where inflation has started to turn upwards on the back of commodity price increases. Also, some countries that have been experiencing rapid credit growth will need to guard against the deterioration in asset quality and the weakening of balance sheets in the banking system. 
· Many countries in Asia have had a long history of fiscal discipline and this affords them significant scope to continue providing fiscal support to the economy. Considering that the global restocking will likely propel growth in Asia only temporarily, fiscal support will need to be maintained until there are clear signs of a robust turnaround in private demand.

28.      At the same time, it is not too early to plan for a gradual, measured exit from exceptional policy support. Policymakers in Asia face a difficult tradeoff. The downside risks to the outlook call for maintaining policy support, and withdrawing support too early could undermine the incipient recovery. At the same time, if accommodative policies are left in place for too long, they could aggravate inflation pressures, trigger an unsustainable run‑up in asset prices, and raise concerns about fiscal sustainability. As the October 2009 World Economic Outlook highlights, striking the right balance will be difficult and needs to be tailored to the circumstances of individual economies. Irrespective of the pace of withdrawal of exceptional stimulus, it is important for policymakers to communicate a clear plan for normalizing monetary policy and for fiscal consolidation. This will potentially increase the effectiveness of the remaining stimulus by anchoring expectations and limiting pressure on long-term interest rates.
29.      A key near-term challenge for policymakers in the region is how to respond to resurgent capital inflows.
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The return of the global appetite for risk has led to a surge in capital inflows to emerging markets, much of which has been channeled into Asia. A pressing challenge for policymakers in the region is how to absorb the surge in capital inflows without destabilizing the nascent economic recovery. 
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When faced with capital inflows in the past, policymakers in the region have often shown a greater tolerance for appreciation as a tool for fighting inflation. However, with inflation posing less of a threat at present and with the export recovery still in a relatively early stage, some Emerging Asian economies have so far accommodated appreciation pressures largely by accumulating reserves rather than by allowing significant exchange rate appreciation. This in itself may have created expectations of an eventual appreciation and attracted more inflows. Going forward, as the recovery takes hold, countries may need to allow for more exchange rate flexibility to slow down the pace of inflows. At the same time, prudential measures in domestic financial markets such as capping the loan-to-value and debt-to-income ratios may be able to rein in credit growth and limit the impact of inflows on domestic liquidity. Some of these measures are already being implemented across the region.
30.      Looking further ahead, policymakers in Asia must devise a way to return to sustained, rapid growth in a new global environment of softer G‑7 demand. Faced with an external environment weighed down by develeraging pressures and the legacy of the crisis, Asia’s longer term growth prospects may be determined by its ability to allow domestic sources to play a more dynamic role. This type of rebalancing will require action on several fronts. Better social safety nets will be needed to reduce private precautionary savings and boost consumption. Continued efforts at financial sector and corporate governance reforms would allow households to offset higher corporate saving by increasing consumption. Finally, greater exchange rate flexibility and structural reforms that raise productivity in services will encourage resources to move to sectors that cater to the domestic economy. 
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