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Challenges for the future

 It is likely that the carry trade will be activated further, in which financing is raised in dollars, yen,
euro and other low-interest rate currencies and then investment is made in Asian countries. In
order to cope with the inflow of short-term funds, first of all, it is necessary to (i) take appropriate
measures to restrict any sharp increase in asset prices caused by fund inflows and (ii) adjust
exchange rates flexibly. If short-term funds still inflow despite these measures, the introduction of
temporary capital controls should be examined for the maintenance of a stable macroeconomic
environment.
 Capital transactions have been liberalized and exports as a proportion of the nominal GDP are high
in many Asian countries, which are thus vulnerable to external shocks. When a global crisis occurs
with deterioration in the fiscal conditions, there is a risk that the recession will become worse and
speculation tends to be stimulated due to limited room for public spending. Accordingly, it is
desirable to maintain fiscal soundness in normal times.
 In order to recognize the symptoms of the crisis and enhance crisis awareness on the government,
it is effective to introduce an early-warning system.
 Under the CMI, the currency authorities of the ASEAN +3 (Japan, China and Korea) countries
conduct mutual surveillance of macroeconomic conditions and economic policies. The
strengthening of surveillance is important for the purpose of preventing economic confusion such
as in the Asian currency crisis. At the same time, this strengthening is important as a prerequisite
for raising the upper limit of independent operations apart from the IMF operations
(IMF-delinking).
 As for currency unification, its merits and demerits should be carefully examined. While currency
unification has the advantage of reducing costs of exchange rate fluctuations, the unification
region should be an optimum currency area since the countries joining it have to abandon their
own monetary policies. When the Asian region is examined from this viewpoint, it cannot be
concluded that the conditions for an optimum currency area are fulfilled for the whole of Asia.
Furthermore, currency unification requires that growth rates of economies within the region should
converge. It should be noted that the Asian countries are now at various stages of economic
growth.
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Chapter 3 World Economic Outlook and Risks
This chapter predicts the future of the U.S., European and Asian economies as well as the world economy
as a whole by presenting some possible scenarios and examines risk factors associated with these scenarios.
It has to be borne in mind that the outlooks provided in here are subjected to require frequent revisions in
line with the ever-changing economic conditions.

Section 1

Outlook and Risks for the U.S. Economy

Although the U.S. economy entered a recessionary phase in December 2007, it ceased to fall in mid-2009
thanks to economic stimulus measures and relevant monetary policies implemented by the government and
the FRB and has been on a moderate recovery path since then. The following is an examination of the
future scenario for the U.S. economy and risk factors associated with it.
1.

Economic Outlook (Main Scenario) ― Moderate Recovery Expected to Continue

Still under downward pressure such as the unemployment rate remaining high, the economy has been on a
moderate recovery trend, supported by policy measures. In particular, personal consumption expenditure
(PCE), which accounts for approximately 70% of GDP, has continued to grow for the three consecutive
quarters starting from the third quarter of 2009, with the growth tempo accelerating in the first quarter of
2010 supported by increasing employment and reduced savings rates. Furthermore, private domestic
investment, whose recovery has lagged, has also been on an upward trend helped by production expansion
due to inventory adjustments having run their course and both domestic and overseas demand picking up
moderately. As seen in these developments, the overall economy is gradually heading for a self-sustained
recovery.
It is predicted that positive economic growth will be maintained, aided by domestic and overseas demand
recovering in tandem with the global economic recovery as well as support from policy measures which is
likely to continue within 2010. However, a delay in the improvement of the household income environment
attributable to the unemployment rate staying at high levels and the continued credit crunch is forecast to
prevent PCE and housing investment from increasing strongly, and thus the economic recovery tempo is
expected to be moderate. Consequently, it is highly likely that the overall real GDP growth rate in 2010 will
be anywhere between 2.5% and 3.0%. Meanwhile, although the unemployment rate is expected to be on a
gradual decline from the current level, it is forecast to hover in the range of between 9.5% and around 10%
in 2010, and roughly between 8.5% and 9.5% in 2011.
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The following is an overview of individual demand items.
(i) Personal consumption expenditure (PCE)
Although the unemployment rate is expected to remain high and the credit crunch and adjustment of the
household balance sheet are likely to continue, PCE is forecast to get on a track to a moderate recovery
within 2010 since the extended implementation of some policy measures such as income tax cuts and
unemployment benefits is expected to make a certain contribution to support PCE. In 2011 and onward,
despite the ongoing improvement in the employment environment, the pace of the recovery of PCE is likely
to remain moderate with the supporting effects of policy measures diminishing.
(ii) Residential investment
Thanks to the extension of the home buyer tax credit, housing starts picked up in the first quarter of 2010.
However, the completion of the tax credit measures at the end of April is forecast to significantly moderate
housing demand through mid-2010 in response to the previously brisk demand created under the measures.
Meanwhile, taking it into consideration that the house sales continue to occur under a favorable
environment and the income environment has also been improving gradually, residential investment is
expected to bounce back from the second half of 2010 onward. Nevertheless, with the number of foreclosed
houses increasing and flowing on successively into the used house market, the pace of recovery of
residential investment is forecast to be slower than in the past.
(iii) Private domestic investment
Due to the inventory adjustment by corporations almost running its course and a gradual recovery in both
domestic and overseas demand, production is expected to expand in an array of industries. Accordingly,
capital investment is likely to continue maintaining positive growth. However, the pace of growth of
overall investment is forecast to remain slow due to the continuing credit crunch, witnessed particularly in
the difficulties in SMEs financing stemming from the worsening financial position of small and
medium-sized financial institutions, together with an expected delay in the recovery of structure investment
hit by the sluggish commercial real estate market.
(iv) Government spending
Economic stimulus packages are expected to decrease significantly in and after the fourth quarter of 2010.
In addition, rapidly growing state and local budget deficits have caused annual expenditures to be slashed
in a wide range of areas. Although the government is considering taking additional measures, they are
likely to be smaller in scale than those introduced in February 2009. Thus, government spending is forecast
to remain sluggish.
(v) Net export
Both exports and imports are likely to increase in tandem with a gradual recovery in the world and
domestic economies. As the U.S. economic recovery accelerates, imports are expected to grow faster than
exports, increasingly having a negative contribution to GDP growth. Nevertheless, once concrete measures
are formulated under the National Export Initiative and the government starts giving its full support,
exports may expand, thus the trade deficit narrows.
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2.

Risk Factors Associated with the Economic Outlook

Although downside risks associated with the economic outlook have decreased, the risk is still skewed to
the downside.
 Downside risks
(i) Unemployment rate to remain high
While the employment environment has picked up mainly in the private sector since 2010, increasingly
heading for a self-sustained recovery, the unemployment rate has remained high, hovering at around 10%.
If it continues, there is concern that any delay in the improvement of the income environment will
adversely affect the household sector, including consumption and housing.
(ii) Continuing credit crunch
Owing partly to financial system stabilization measures implemented by the government and the FRB, the
financial market has shown signs of improvement. However, the commercial banking sector (lending
sector) is struggling with severe operating conditions with the rate of troubled assets continuing to rise. If
financial institutions keep lending standards tight under these circumstances and thus the credit crunch
persists over the long term, it is likely that SMEs which depend on indirect finance in raising funds will be
devastated and that consumption and house acquisitions by households will be restrained.
(iii) Dampened local economies due to growing state fiscal deficits
After the outbreak of the global financial and economic crisis, state budget conditions have deteriorated
sharply, with the overall state budget deficit projected to hit a record high in fiscal 2010. In order to cover
shortfalls in revenues, an increasing number of states have raised taxes and slashed expenditures. If these
measures continue to be employed, this is likely to hit local economies. Furthermore, since state budgets
tend to move in line with the economy while lagging slightly behind it, it is forecast to take a while before
state budgets recover. In this case, the downturn in local economies may be prolonged.
(iv) Stagnant commercial real estate market and the worsening operating conditions of small and
medium-sized financial institutions
The commercial real estate market has remained unstable, although commercial real estate prices have
shown signs of ceasing to fall. Commercial real estate loans have been provided chiefly by small and
medium-sized financial institutions. With the ratio of delinquency and nonperforming loans rising, they are
expected to continue to be faced with severe operating conditions. If assets held by small and medium-sized
financial institutions further deteriorate due to increasing nonperforming loans to cause a number of such
institutions to go bankrupt, a recurrence of financial market turmoil is possible. In addition, current
commercial real estate loans are scheduled to expire in and after 2010, in line with which loan refinancing
is expected to be carried out in full swing. There is concern that some failed refinancing will further
weaken the market.
(v) Economic slowdown due to the diminishing effects of the stimulus packages
A considerable downsizing of economic stimulus measures from the fourth quarter of 2010 and onward
could have a negative impact on the economy with the effects of such measures likely to diminish. Despite
the possible extension of some programs such as income tax cuts and unemployment benefits, the
economic recovery may stall unless private demand gets onto a self-sustained recovery path prior to the
expiration of such measures.
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(vi) Export decline caused by the weakening European economy
In the event that the problems triggered by the Greek fiscal crisis have a contagion effect on other south
European countries faced with troubled economic and fiscal conditions, causing a rapid depreciation of the
euro and deterioration of the real economy in Europe, this may reduce U.S. exports and expand the trade
deficit of the US.
(vii) Rise in long-term interest rates
There is concern that if long-term interest rates increase due to heightening worries concerning the
sustainability of the public finance, a rise in domestic interest rates may depress consumer spending and
investment. Moreover, if the increasing interest payment burden deepens the fiscal difficulty, this could
prevent the government from implementing flexible fiscal management that could be revised in line with
future economic trends.
 Upside risks
Factors that may help the economy to recover faster than predicted in the main scenario are considered to
be as follows:
(i) Improved employment situation
If the recovery in the world and US economies boosts demand more than expected, the employment
situation may considerably improve, benefiting from the expansion of production. If this occurs, the
ensuing improvement of the income environment could increase consumption, thus accelerating economic
growth.
(ii) Easing the credit crunch
If the balance sheet of financial institutions improve and credit risks for households and enterprises reduce
in line with the economic recovery, financial institutions may ease lending standards, which is likely in turn
to facilitate consumption as well as investment.
(iii) Rise in asset prices
If the accelerated stabilization of financial systems and economic recovery boost stock and housing prices,
the balance sheet adjustment burden on households and financial institutions may be alleviated.
Accordingly, credit flows to households may recover, helping consumer spending to expand through the
wealth effect.
(iv) Export expansion bolstered by a faster-than-expected recovery of the world economy
If countries see their domestic demand grow more rapidly than expected in tandem with a recovery in the
world economy, the pace of the U.S. economic recovery may accelerate spurred by expanding exports. If
concrete measures are formulated in accordance with the National Export Initiative and full government
support starts to be given, exports may expand significantly to drive economic growth.
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Section 2

Outlook and Risks for the European Economy

Although the European region continues to be facing serious conditions such as unemployment rates
remaining at high levels, the economy has ceased to fall. The following is an examination of the main
future scenarios of the European economy and the risk factors associated with it.

1.

Economic Outlook (Main Scenario) ― Considerably Slow Pace of Pickup

While continuing to struggle under severe circumstances, including unemployment rates that remain at high
levels, the European economy has ceased to fall. However, although many countries and regions such as
the euro area, Germany, and France have secured positive growth in the first quarter of 2010, the growth
rates were mostly as low as below 1% on an annualized quarter-to-quarter basis, indicating that the pace of
the growth has been slower than that in either the U.S. or Japan.
It is predicted that the economy will pursue a moderate recovery trend, with the real economic growth rate
of the euro area for the full 2010 projected at around 1%. However, it should be noted that the Greek fiscal
crisis might heighten concerns over the fiscal conditions of other European countries and the European
financial system, which could make the volatile financial and capital market more unstable. Moreover,
there exist some downside risks including credit crunch stemming from credit loss due to the loans to
emerging countries, weakening demand for automobiles in reaction to previously strong sales under the
automobile scrapping schemes, and the worsening employment picture. These risks are likely to force the
economy to remain in the doldrums, giving downward pressure on the growth rate.
With regard to domestic demand, the recovery of consumption is expected to be weak due to automobile
demand slackening as a result of the completion of the automobile scrapping schemes that had thus far
boosted automobile sales, and with unemployment rates remaining at high levels.
With regard to overseas demand, on the other hand, it is expected to take a while before exports to Russia
and Central and Eastern Europe, which were the driver behind the past economic recovery and whose
shares in the exports from Europe have been on the rise since 2000, enter a full-fledged recovery stage,
whereas exports to Asia and the U.S. are forecast to pick up. In addition, the recent depreciation of the euro
against major currencies is likely to boost exports (Figure 3-2-1 and Table 3-2-2).
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2.

Risk Factors Associated with the Economic Outlook

The European economy, which ceased to fall in around the fall of 2009, has far been supported chiefly by
policy measures and, accordingly, has not gained self-sustained recovery momentum yet. Moreover, with
the high risk of a vicious circle of financial market turmoil such as the Greek fiscal crisis and real economy
deterioration, the risk of the future economy is still skewed to the downside.
 Downside risks
If the following occurs, contrary to the above-presented main scenario, the economy is likely to remain
sluggish.
(i) Contagion of the Greek fiscal crisis to other countries
The yields on Greek government bonds have increased and the yield spread between Greek and German
government bonds has widened due to worries about the sustainability of public finances. Consequently,
heightening concerns about the sustainability of the Greek public finance with the redemption of a huge
amount of government bonds scheduled for the near future have thrown the already struggling market into
further turmoil. If the Greek fiscal crisis causes “contagion”, raising concerns about the fiscal sustainability
of public finances in other European countries such as Portugal, Ireland, Spain and Italy, which are also
burdened with heavy fiscal deficits, and the prices of government bonds issued by such countries plunge
(yields on them rise), the ever-volatile financial markets may become even more volatile, hampering
economic recovery.
(ii) Financial systems to become unstable due to the Greek fiscal crisis
If contagion from the Greek fiscal crisis spreads to other countries, the ever-volatile financial markets may
become even more volatile due to heightening worries about the financial system as a whole in line with
rising concerns over expanding losses of financial institutions holding government bonds issued by such
countries (see Chapter 1, Section 4). In addition, Europe has lagged behind the U.S. in nonperforming loan
write-offs 1. Financial institutions in the euro area have maintained their tightened lending standard. Amid
decreasing loans, it is feared that credit crunch may worsen further.
(iii) Adverse impact of the completion of automobile scrapping schemes to spread
In the European region, the effects of some policy measures including the automobile scrapping schemes
contributed to shoring up the overall European economy. However, expected weak demand over the next
few years in reaction to the brisk demand created under such support measures may depress consumer
spending and cause automobile-related industries to slump for a while (see Chapter 1, Section 4).
(iv) Employment to become worse-than-expected
If unemployment rates that have hovered at high levels rise even higher, this may put downward pressure
on consumer spending through deterioration in the income environment and dampened consumer
sentiment.
 Upside risks
If the following occur, contrary to the above-presented main scenario, the economy may pick up at a faster
pace than expected.

1

According to the IMF (2010a), aggregate losses of European banks from 2007 through 2010 are estimated at
about $665 billion in the euro area and about $455 billion in the UK, accounting for 48.8% of overall
estimated losses worldwide.
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Export expansion bolstered by a faster-than-expected recovery of the world economy
Exports to outside the euro area, mainly those to Asia including China, have currently been growing.
Meanwhile, the depreciation of the euro has been ongoing in foreign exchange markets. If economies in the
U.S. and Central and Eastern Europe, the main destinations of European exports, recover strongly, this is
likely to boost exports and then trigger a wave of positive knock-on effects on output, employment and
consumption. Consequently, the pace of recovery of the economy could be relatively faster than predicted.

67

Section 3

Outlook and Risks for the Asian Economy

As has already been seen in Chapter 1, Section 2, China sees its economy expanding and the economies of
other Asian countries in general have also been on a recovery trend. The following is an examination of the
main scenario for the Asian economy in the future and the risk factors associated with it.
1.

Economic Outlook (Main Scenario) ― Remaining on an Expansion or Recovery Trend

In China, the economy has been expanding chiefly in domestic demand, buoyed partly by a 4 trillion yuan
package to mainly boost investment in infrastructure projects unveiled in November 2008 along with
programs to encourage consumer spending of automobiles and home appliances. It is predicted that the
economy will continue expanding, supported by domestic demand that is forecast to remain favorable,
despite the fact that exports are unlikely to gain strong growth momentum due to the slow recovery in the
U.S. and European economies. (Figure 3-3-1).
In India, the economy has been recovering chiefly in domestic demand. It is predicted that the recovery
trend will be maintained helped by domestic demand, which is forecast to remain favorable.
A look at Korea, Taiwan and ASEAN shows that the economies in these regions have generally been on a
recovery path, thanks partly to the effects of economic stimulus measures and an increase in exports to
China. It is predicted that these economies will continue to recover aided by exports to China, which are
forecast to grow steadily. However, depending considerably on the recovery of exports to Europe and the
U.S., with domestic markets small in scale and exports accounting for a large proportion of the nominal
GDP in these countries, their economies are unlikely to enter a full-fledged recovery phase before the
economies of Europe and the U.S. enter a recovery phase.
Meanwhile, according to forecasts by international institutions, the Chinese and Indian economies are
projected to grow about 9-11% and about 8%, respectively, in 2010, a growth that is faster than in 2009.
Indonesia is likely to see its economy increase about 5-6%, a higher rate of increase than in 2009. Other
countries and regions are forecast to record about 4-8% year-to-year growth each, a sharp recovery from
the negative or almost zero growth posted in 2009 (Table 3-3-2). The Asian economy in general is expected
to expand at accelerated rates of increase.
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 Downside risks
(i) Exports to be depressed by a slow recovery in the economies of the developed countries
Although the European and U.S. economies have been recovering or picking up, the pace of growth has
been slow. Moreover, on top of the downward pressure such as the harsh employment situation, there are
still quite a few downside risks in these economies, including sovereign risks. Adversely affected by the
slow recovery in the European and U.S. economies, a full-scale economic recovery could be delayed in
countries and regions whose domestic market is small, such as Korea, Taiwan, and Singapore. There is
concern that China’s growth rate could also be reduced.
(ii) A sharp drop in asset prices and a rapid decrease in domestic demand due to accelerated monetary
tightening in China
The money supply has been growing significantly in China under its easing monetary policy. Under these
circumstances, rising inflation worries and property prices mainly in certain areas have prompted the
authorities to move towards monetary tightening, including the lifting of the reserve requirement ratio and
the introduction of stricter financial regulations mainly on real estate loans. If the inflation realizes, or the
rise of property prices accelerates, the authorities will likely shift to a more decisive monetary tightening. If
the policy turns out to be far more effective than expected in terms of monetary tightening, it could trigger a
sharp drop in asset prices and a rapid decrease in domestic demand accompanied by a possible slowdown in
the economy. In such a case, countries and regions whose current economic recovery is attributed partly to
robust exports to China, such as Korea and Taiwan, may see their economies also slow down.
(iii) Accelerating inflation in India and intensifying monetary tightening to cope with it are to have a
negative impact on domestic demand
With the increasing upward pressure on prices backed by a strong recovery in domestic demand and a rise
in international commodity prices, it is feared in India that increases in a wide range of general prices, i.e.
inflation, could be imminent. In line with the accelerating inflation from this point onward, monetary
tightening is likely to intensify. If this turns out to be far more effective than expected, it could have an
adverse impact on domestic demand.
(iv) Excess capital inflows
The easing monetary policies implemented in developed countries, in concert with a more favorable
economic outlook for emerging countries including Asia than that for developed countries, have facilitated
capital flows into Asia. Such large-scale capital inflows could bring about inflation or sharply boost asset
prices in these countries, threatening the stability of the financial system.
 Upside risks
The factor likely to boost the pace of economic recovery faster than predicted in the main scenario is as
follows:
Export expansion bolstered by the faster-than-expected recovery of the world economy
If the U.S. and European countries see their demand grow more briskly than expected in tandem with a
recovery of the global economy, the pace of the Asian economic recovery may accelerate thanks to brisk
exports.
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Section 4

World Economic Outlook and Risks

We have seen the outlooks and risks for each of the U.S., European and Asian economies in the above
sections. Taking them into consideration, this section explores the global economic outlook and the
pertaining risks.
1. Economic Outlook (Main Scenario) ― To Follow a Moderate Recovery Path
Despite remaining under severe circumstances such as high unemployment rates, the global economy has
been recovering moderately owing partly to the effects of stimulus packages. It is predicted that while the
U.S. and Asian economies will stay on a recovery trend, the European economy will tend to gradually start
to pick up. The global economy as a whole is forecast to continue a slow recovery to result in a real
economic growth rate of about 3% in the full 2010 year.
Meanwhile, both international and private institutions estimate that the global economy will grow about 3%
in real terms in the full 2010 year.
2.

Risk Factors Associated with the Economic Outlook

There are both upside and downside risks associated with the outlook as described below, and the risk is
skewed to the downside.
 Downside risks
(i) Contagion from the Greek fiscal crisis
The financial market turmoil triggered by the Greek fiscal crisis may heighten concerns over the fiscal
conditions of other European countries and the financial systems in Europe, making the ever-volatile
financial capital markets more unstable. If stock prices plunge further, this may hold consumer spending
growth in check across the world through the wealth effect and dampen household and business sentiment,
which have just started to improve. Furthermore, the weakening euro may decrease U.S. and Chinese
exports, of which exports to the EU account for approximately 20%. All of these indicate that the fragile
conditions in Europe could cause the global economy to fall into a slump again.
(ii) Economic recovery to stall as a result of a rushed shift from emergency fiscal and monetary policies
without due caution
The unprecedented fiscal expansion and monetary easing implemented by the governments and central
banks of many countries since the outbreak of the global financial and economic crisis have propped up
economies in these countries. During the process of shifting from such policies, if they embark on fiscal
consolidation or monetary tightening too early, or carry them out at too rapid a pace, this could hamper the
economic recovery.
(iii) Rise in crude oil prices
Crude oil prices have risen gradually since the beginning of 2010; they surpassed $85 in April and then
hovered at around $70 in mid-May. If crude oil prices continue rising in line with the economic recovery,
this is likely to reduce consumption in the crude oil importing countries (particularly the U.S.) due to
worsening terms of trade.
 Short-term upside risks
(i) Sharp increase in U.S. consumption
In the U.S., the saving rate has been on the decline since the beginning of 2010 and consumption has been
increasing without household balance sheet adjustment proceeding significantly. If these circumstances
continue, the global economy may recover faster over the short term, thanks to expanding demand from the
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U.S.
However, over the medium term, this could create new risks due to the worsening global imbalance
problems as a result of a resumption of U.S. current account deficit expansion.
(ii) Rise in asset prices, etc., in emerging countries, mainly China and India
In China, the continued easing monetary policy together with capital inflows from overseas has been
boosting asset prices. India has also seen prices rising backed by demand recovery. As witnessed in these
cases, prices of assets or goods and services have been on the rise primarily in Asian emerging countries. If
asset prices are on an upward trend, this may increase the growth rate over the short term through the
wealth effect.
However, if left undealt with over the medium term, the rising asset prices and ongoing inflation will later
force the authorities to implement significant monetary tightening. This could cause asset prices to plunge
and have a negative impact on the real economy.
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