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Without Economic Rebalancing, There Will Be No Heahy
Recovery in EU Countries or in Global Economy

Octavian-Liviu Olaru %, Livia —Irina Olaru 2

Abstract: The global economic recovery is advancing. Howetre,recovery remains uneven, with
downside risks in advanced economies remainingagdely while overheating risks are growing in
emerging economies. Rebalancing, internal and eatercontinues to be crucial. Without this
economic rebalancing, there will be no healthy vecp. The argument is very simple: before the
crisis, growth in many countries came from excessilomestic demand, be it consumption, or
housing investment. This could not go on. Thosentreeas must rely on other sources of demand.
Until now, they have used fiscal policy to prop dpmestic demand. This was needed, but it is not
sustainable. Rebalancing is a complex process.iigtesmeasure, no one country holds the solution
on its own. In other words, despite the overallbglogrowth rebound, substantial shifts will be
needed in order to secure the intended goals ofgtrsustainable, and balanced global growth.
Moreover, the critical role for enhanced global ramic and financial policy cooperation is self-
evident.
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1. Introduction

2010 year was one of substantial accomplishments. Glagahomic growth
staged a clear-cut recovery. Last year’s estimatpércent annual global growth
was above the 3.6 percent average rate of the quewlecade—although the
expansion remains uneven and incomplEteancial sector reform efforts began to
bear fruit Significant reforms were agreed for the internadilo financial
institutions, including the International MonetaFgund. Within both groups of
countries, advanced economy countries, as well msrging and developing
economies countries, growth performance, fragifetlics moment, is expected to
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vary considerably across countries and regionsleatafg different initial
conditions, external shocks, and policy responses.

2. Global Economy Trend in 2011

In accordance with the last IMF outlook, world esoty growth is projected to
reach a level of 4.4 per cent, in 2011 y&aahle No.l, Figure No.1). Recovery in
advanced economies is still expected to be wedhittgrical standards, with real
output remaining below its pre-crisis level untdtd 2011. Moreover, high
unemployment rates and public debt, as well adullythealed financial systems
in some countries are presenting further challengeshe recovery in these
economies. World trade in goods and services volisnexpected to grow by 7.1
per cent, in 2011.

There are still significant risks to the outlook.
On the upside:

* The reversal of the confidence crisis and the regoimén uncertainty may
continue to foster a stronger-than-expected imprmré in financial
market sentiment and prompt a larger-than-expesé®dund in capital
flows, trade, and private demand;

* New policy initiatives in the United States to redwnemployment could
provide a further impetus to both U.S. and glolaigh.

On the downside:

« AKkey risk is that a premature and incoherent &gitn supportive policies
may undermine global growth and its rebalancing.

* Another important risk is that impaired financialseems and housing
markets or rising unemployment in key advanced ecves may hold
back the recovery.

* Yet another downside risk is that rallying commugditices may constrain
the recovery in advanced economies.

Policymakers now face a difficult balancing act judging the timing and
sequencing of exit policies, both from the monetamg financial policies, as well
as starting implementation of a medium term strafegfiscal consolidation.
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Table No.1 IMF — World Economic Outlook Projections(Percent change)

Year over Yeat

200¢ 201(C Projections
2011 2012
WORLD OUTPUT -0.€ 5.C 4.4 4.t
Advanced economie -3.4 3.C 2.E 2E
United States -2.6 2.8 3.0 2.7
Euro area -4.1 1.8 1.6 1.7
Germany 4.7 3.6 2.4 2.0
France -2.5 1.6 1.7 1.8
Italy -5.0 1.0 1.0 1.3
Spain -3.7 -0.2 0.8 1.5
UK -4.9 1.7 2.0 2.3
Japan -6.3 4.3 1.6 1.8
Canada -2.5 2.9 2.3 2.7
Other advanced economies -1.2 5.6 3.8 3.7
Newly industrialized Asian -0.¢ 8.2 4.7 432
economies
Emerging and developing 2.€ 7.1 6.5 6.5
economies
Middle East and North Africa 1.8 39 4.6 4.7
Sub-Sahara Africa 2.8 5.0 5.5 5.8
Central and Eastern Europe -3.6 4.2 3.6 4.0
Commonwealth of Independent -6.5 4.2 3.6 4.0
States
Russia -7.9 3.7 4.5 4.4
Developing Asia 7.0 9.3 8.4 8.4
China 9.2 10.3 9.6 9.5
India 5.7 9.7 8.4 8.0
Latin America and the -1.8 5.9 4.3 4.1
Caribbean
Brazil -0.6 75 45 4.1
Mexico -6.1 6.2 4.2 4.8
WORLD TRADE VOLUME -10.7 12.0 7.1 6.8
(GOODS AND SERVICES)
Imports
Advanced economies -12.4 111 55 5.2
Emerging and developing -8.0 13.8 9.3 9.2
economies
Exports
Advanced economies -11.9 111 55 5.2
Emerging and developing -7.5 12.8 9.2 8.8
economies

6€



ECONOMICA

COMMODITY PRICES (US dollars)

Oil -36.3 27.8 13.4 0.3
Non-fuel (average based on -18.7 23.0 11.0 -5.0
world commodity export

weights)

CONSUMER PRICES
Advanced economies 0.1 1.5 1.6 1.6

Emerging and developing 5.2 6.3 8.0 438
economies

Source: IMF World Economic Outlook Update, Janu2@t 1
EU Commission — Interim Forecast, February 2011
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Figure 1 World Output and International Trade Indic es in 2008 — 2010, 2011 Outlook
Projections

Source: IMF World Economic Outlook Update, Janu2@yt 1

The two-speed global economic recovery is likelydtminate 2011 and beyond,
with:

« Weak growth in advanced economies barely enoughbriog down
unemployment. In G-20 advanced economies, the p#cgrowth in the
second half of 2010 was somewhat stronger thancéegbebut insufficient to
appreciably lower unemployment. The recovery in ynaivanced economies
continues to be slow and sluggish, amid persistehidh unemployment,
significant excess capacity, and subdued privateashel. In the United States,
this has prompted further monetary and fiscal stisyunotwithstanding an
already challenging fiscal outlook. Meanwhile, meteuro area periphery,
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austerity measures prompted by market pressurdsmuaerto hamper growth
in the short term.

In the United Statesdata showed some strengthening of the recovetljan
fourth quarter of 2010, owing to robust growth inivpte consumption and
exports, and a sizable drop in imports. Consumealdes posted particularly
strong growth in the quarter, a tentative sign thatiseholds are becoming
more positive about the economic outlook. Howevirpking ahead,
continued weaknesses in employment and income gr@wizable overhang
in housing markets, and balance sheet repair grected to remain a drag on
private demand.

In Japan after a strong third quarter, the recovery likklya temporary soft
patch at the end of the 2010 year, reflecting nyaiiné withdrawal of policy
stimulus. Recent indicators point to a resumptiérihe recovery this year
supported by growing exports, especially to the odsthe region. Private
demand is expected to recover gradually due telthggish labor market and
subdued business sentiment.

Growth performance has varied substantially inehe area both within the
core and across the countries in the peripherya Baggest that output in the
euro area as a whole expanded at about 1% pentenalzed in the second
half of 2010. However, while growth in Germany hiasnained robust,
recoveries in other core economies, including Feaacd Italy, have been
more subdued, reflecting limited bounce-back inestment and sluggish
export growth. In peripheral euro area economiestraffected by financial
market strains, austerity measures continue tolweigdomestic demand. So
far, intra-regional trade has provided limited iyseto growth in these
countries due to sluggish activity in trading parsand slow progress being
made towards restoring competitiveness.

In several keyG-20 advanced economjamemployment rates have persisted,
in 2010, at high levels, paralleling their subduextoveries. Persistent
weakness in labor markets is a concern not onlytdube economic impact,
but also for the large human and social costs ajh hiong-term
unemployment. In the United States, the unemploymate dropped to 9
percent in January 2011, but businesses remairctaeluto hire, given
uncertainties about the strength and sustainabdftythe recovery. Labor
markets in the euro area are mixed, reflectingsthe, nature, and persistence
of crisis-related shocks and divergences in patlis recovery. The
unemployment rate has fallen to its lowest levelngarly two decades in
Germany, while it has persisted at high levelstheo countries (e.g., Ireland
and Spain).

While core inflation has generally remained low@R0 advanced economjes
reflecting still-large output gaps and moderateovecies, headline inflation
rates have been edging up recently in responssimg commaodity prices.
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« Growth in G-20 emerging economies remains robusgtsigns of overheating
are emerging in some economies. Robust domestian#and the recovery
of global production continue to power the expansioemerging economies.
Strong growth in keyemerging economiesChina, India, Indonesia, and
Turkey—and growing intra-regional trade, particlyan Asia, is offsetting
weaker demand from advanced economies. AmdBg0 emerging
economies with some exceptions (e.g., Mexico and South oalxi
unemployment has been trending downward as theneigpe have gathered
momentum. Output gaps have been closing rapidly,smme countries have
begun to experience excess demand. This, combirittd rising food and
commodity prices, and in some cases strong cafitals, is fueling
inflationary pressures in many emerging econoniesduding Brazil, China,
India, Indonesia, and Russia.

The global economic recovery is advancing. Howewke recovery remains
uneven, with downside risks in advanced econom@esaiming elevated, while
overheating risks are growing in emerging economigeancial sector strains
resulting from sovereign and banking sector fréigsiin the euro area periphery
represent a significant risk to recovery in theiaagand possibly beyond. Another
downside risk stems from insufficient progress @veloping medium-term fiscal
consolidation plans in the United States and JaRemg overheating pressures in
some emerging economies, exacerbated by large atafpdws and rising
commodity prices, and a potentially steep correctio property prices in China
have also surfaced as pertinent concerns.

3. EU Recovery Making Headway

The economic recovery in the EU continues to magadivay. After a strong
performance in the first half of 2010, real GDPwgtio for both the EU and the
euro area slowed down in the second half of lastr.y&he deceleration was
expected and in line with a soft patch in globavgh and trade, which reflected
the withdrawal of stimulus measures and the fadingy of positive impulses from
the inventory cycle. EU GDP growth in 2011 is sebe somewhat stronger than
expected in the Commission's autumn 2010 forecaksspite lingering
vulnerabilities in financial markets. This improvedtlook is supported, inter alia,
by better prospects for the global economy and aipEe) business sentiment.

Based on an update for the seven largest EU Me®iag¢es, growth prospects for
this year have been revised slightly up in the Cigion's February 2011 interim
forecast. GDP growth in 2011 is now projected 88d.in the EU and 1.6% in the
euro area, both 0.1 pp. higher than in the autUBermany continues to benefit
from the robust external environment and strong ekiim demand dynamics,
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whereas significant adjustment challenges stillglvedn activity in several other
countries.

The inflation projection has been revised up moaekedly. A surge in energy and
commodity prices in the last few months has ledriaiptick in headline inflation.

The inflation forecasts for 2011 are thus revispdwith consumer prices indices
now projected at 2.5% and 2.2% in the EU and the erea respectively.

Nevertheless, the remaining economic slack, subdusge growth and overall

well-anchored inflation expectations should keegarlying inflationary pressures
in check, with inflation expected to end the ydarlase to 2% in both regions.

While exports should continue supporting the recpgming forward, rebalancing
of growth towards domestic demand is expected @#12 driven by growth in
private investment. A better export outlook shawthslate into a stronger impetus
for equipment investment, which will increasinglntribute to growth. In addition
to this impetus from the export-led industrial rebd, equipment investment
should benefit from the continued improvement irpooate profits, stronger order
inflows and the low level of stocks, as well asnfrdnigher capacity utilization
rates, now close to their long-term averages. View is supported by the strong
business confidence and the latest Commission'esiment survey, which
suggests robust investment plans for 2011. Cortgiruinvestment is, however,
projected to remain relatively subdued this year thuongoing adjustment in this
sector.

However, the above aggregate picture masks unexxagiapments across Member
States. In the euro area, Germany is expectedatbtlee ongoing recovery, with
GDP growth projected at 2.4%, followed by Franc&¥d) while Spain's recovery
remains muted (0.8%). Outside the euro area, grawtRoland and the UK is

respectively projected at 4.1% and 2.0%. All thdswelopments confirm the
Commission's expectation of a multi-speed recoweithin the EU. This is not

surprising given differences in the scale of adesit challenges and ongoing
rebalancing within the EU and euro area.

Amid still high uncertainty, risks to the EU growtbutlook at the current
conjuncture appear broadly balanced for 2011.

On the upside, stronger global growth — beyond #flatved for in the baseline —
would further benefit EU export growth. Also, tlegetus from exported industrial
rebound to domestic demand could prove strongear #ssumed. Moreover, the
strong business confidence could translate intonger domestic demand than
currently projected. A further upside risk relatesthe spill-over from stronger
activity in Germany to other Member States, whiclld materialize to a greater
extent than expected at present.
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On the downside, the still relatively fragile fir@al-market situation remains a
concern. Tensions in some segments of the finamoilkets, though easing,
remain, and potential spillover to other marketnsegts and to the real economy
cannot be ruled out. These concerns would be agtpdvin case of further
increases in long-term government bond yields. iBogmt fiscal sustainability
issues are yet to be tackled in key countries deitgie EU. Another downside risk
relates to renewed increases in commodity pricegatively affecting disposable
incomes and thereby private consumption. Finaly fiscal consolidation in a
number of Member States may weigh more on domesttand than currently
envisaged.

Over the past two decades, increasing economigritien in the EU has been one
of the main drivers of growth and job creation e tbloc. Even so, the EU
economy has still not fully exploited the opporties opened up as barriers have
come down. The Commission has identified 12 pgonieasures to improve
mobility for workers and businesses. These are umeasmost likely to foster
growth and employment by helping people, goodsyises and capital to move
more freely throughout the EU.

The priorities are:

« Helping small- and medium businesseget easier access to financing by
allowing venture capital funds to invest in any Edlintry.

« Revising laws so professiongialifications are recognizedthroughout the
EU - reducing the barriers to employment in anotimemtry.

- Creating asingle European patentfor intellectual property and inventions -
cutting costs and red tape for businesses.

- Establishing procedures tesolve disputes out of courtwhen consumers
encounter a problem after buying goods or seniicemother EU country,
including on the internet.

- Introducing Europe-wide standards for gesvicessector.

- Improving energy, transport and communications infrastructure by
identifying strategic networks for targeted investrn

- Legislating the mutual recognition of electronic emtfication and
authentication methods to booshternet use between individuals,
businesses and public administrations.

- Encouragingsocial entrepreneurshipby developing investment funds for
companies pursuing social, ethical or environmeguals.

- Adapting taxes on the energy industry to meet tb&s Elimate and energy
goals.

- Strengthening the rules fovorkers posted by their companies to another
EU country.

- Simplifying accounting guidelinesfor companies and cutting red tape -
with a focus on small businesses.
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- Making it easier for small firms to compete fgovernment contractsin
other EU countries.

4. Actual and Prospective Trends of Foreign Direcinvestment

Developed countriesThe short- and medium-term prospects for FDI inftnave
improved during the first half of 2010, in line witleveloped countries’ economic
recovery — reflected in growing production and fgnetrade. FDI inflows are
expected also to increase due to a new round ofgxations in European
countries with large public debts. In the mediummteinward FDI to developed
countries could recover to the levels seen in fret half of the past decade,
provided no major economic shocks hit these ecoesniihe further integration of
developed countries’ markets, competitive pressanesthe ongoing liberalization
process in several areas — such as the Europeragyeamral information technology
network industries — are also fostering inward E®lthese countries. A further
stimulus could be expected from developing econsmiENCs, which are
increasingly interested in expanding their presenckeveloped countries.

Africa. Provisional figures and prospects for FDI inflowsAfrica, in 2010 and
2011, suggest a slow recovery, as global economic femancial conditions are
expected to improve and commodity prices to rebouoch the lows reached in
early 2009. The region’s largest economies ardivelg well positioned: South
Africa ranked 28 among the top priority economies for FDI in therldpwhile
Egypt ranked 31st in the UNCTAD’s World Investm@nbspects Survey.

The strong performance of emerging Asian econolthias are important sources
of FDI in Africa will support a revival of FDI inflws to Africa, and sustained
intraregional investment will help small and loweame African countries ease
their dependence on flows from traditional econ@mie

South, East and South-East AsiaFDI inflows figures were improving in 2010
and the prospects for 2011 are very good, as tg@rrehas been leading the
recovery of the global economy, and TNCs contirugive priority to the region
in their FDI plans. The timing and strength of #t@nomic recovery vary across
countries, thus affecting FDI performance: infloiwsChina and India have picked
up since mid-2009 and are rapidly expanding (infldw the two countries in the
second half of 2009 rose both by 18 per cent from game period of 2008);
inflows to the Republic of Korea, Singapore andwiai Province of China, on the
other hand, are expected to bottom out in 201028x4..

Latin America and the Caribbean. Prospects for FDI inflows to Latin America
and the Caribbean were improving in 2010, as thy@nreis recovering relatively
rapidly from the global financial and economic isFlows are expected to
recover faster, in 2010 and 2011, in South Amergiaen the resilience and
growth potential of Latin American economies, a -sedfion more reliant on
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commodities and exports to emerging markets, whiEmand is picking up
strongly.

FDI inflows to the region are likely to continuecreasing in the medium term,
given the resilience and growth potential of La&imerican economies. Brazil and
Mexico, in particular, remain among the top 10 EBstinations for TNCs.

South East Europe and CIS Prospects for inward FDremain positive in the
medium term, on the back of stronger commodity gwjca faster economic
recovery in large commodity exporting countrieg] amew round of privatization.

5. Short and Medium Time Strategic Ways for Global Eonomic
Recovery

Short and medium time strategic ways for economvery of the main groups
of countries are as follows:

In manyadvanced economigsthe crisis damage was much deeper. The financial
system was badly broken. In many of these countneskets are still uncertain
about the true health of banks and financial inegtiation is not working well.
Combine this with the need to correct past excedses low saving to excess
housing investment and the result is a slow reggviearely strong enough to
decrease unemployment.

Rebalancing, internal and external, continues tarbeial. Without this economic
rebalancing, there will be no healthy recovery. Ahgument is very simple: before
the crisis, growth in many advanced countries cdroe excessive domestic
demand, be it consumption, or housing investmehis Tould not go on. Those
countries must rely on other sources of demandil datv, they have used fiscal
policy to prop up domestic demand. This was neeldetit is not sustainable. The
deficit countries must rely more on external demand exports. And, by
symmetry, surplus countries must do the reversi, fsom external demand to
domestic demand and reduce their dependence omtgexpo

This is not to say that without rebalancing, theokery cannot continue.
Continued fiscal expansion, or a return by U.S.scomers to their old, low-saving
ways can sustain demand and growth for some timgethgy will recreate many of
the problems that were at the root of the crisis.

Rebalancing is a complex process. No single measar@ne country holds the
solution on its own. Structural measures are regluifor example, in Asia,

measures to improve financial intermediation orvjite more social insurance, in
the United States, reforms of the financial intediagon system. The exchange
rate adjustment is an integral part of the process.
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Emerging market countries were affected by the crisis through both trade and
financial channels. The turnaround in trade has besarly as sharp as the earlier
collapse. But while trade has not yet fully recagkr most emerging market
countries have been able to increase domestic dersanas to return to high
growth. In turn, their good performance has lediteaflows to come back, in
some cases, with much force.

Because of their more limited financial integratieith the world economylow-
income countrieswere mostly affected by the crisis through thelérahannel. As
trade has largely recovered, and as strong graweimierging market countries has
pushed up commodity prices, many of them are dwialj. Sub-Saharan Africa,
for example, grew at more than 5 percent in 206, itis forecasted roughly the
same for next year. Their performance, howevernds only due to exports.
Previous sound policies allowed many to use fisoghsures to support their
economies. And private domestic demand typicallydlao been quite strong.

A number of countries fron€entral and South East Europeface a tough and
long macroeconomic adjustment. In most cases, tWayld have had to do so
whether or not the global crisis had taken pladee global crisis only makes it
tougher.

After 1989, they had increased domestic demandssiady, and some had run
very large current account deficits. Like othetsgyt must shift from domestic
demand to external demand. Stronger growth in E&mope, if it comes, will
strengthen their exports and help the adjustmeunt, liBased on past experience, a
full return to health will likely take a long tim&ocial programs are essential, both
for their own sake and to maintain broad polite#bport.

The countries of the region are more or less rehicto a joint program from the
European Union and the IMF. But such programs ap, in two ways: First, by

putting a ceiling on the interest rate at which govnents can borrow on the
international financial markets. Second, even & finograms do not ask for more
than the country intended to do on its own, thegfoece the credibility of these

commitments, and reassure markets about the medium

In other words, despite the overall global grovghaund, substantial shifts will be

needed in order to secure the intended goals ofgtrsustainable, and balanced
global growth. Moreover, the critical role for emlcad global economic and

financial policy cooperation is self-evident.

6. Consolidating Cooperation within G-20

Cooperative and well-timed policy initiatives acsdbe G-20 are critical to sustain
the global recovery, while reducing global imbaks\chrough:
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e In G-20 advanced economjeshe most urgent requirements are for
comprehensive and rapid actions to overcome sarerand financial
stresses in the euro area and accelerate progréeséloping medium-term
fiscal consolidation plans. Rapid progress in tepair and reform of
financial systems—critical to the normalizationooédit conditions—would
help reduce the burden on monetary and fiscal ypola support the
recovery, and potentially help stem volatile cdpiaws to emerging
economies.

« In G-20 emerging economieghe key policy challenge is to keep
overheating pressures in check and respond apptelyrio capital inflows.
In key surplus economies, overheating pressures bearalleviated by
permitting currency appreciation, facilitating aaliby rebalancing from
external to internal demand.

The G-20 Leaders’ cooperation process has beenlapexk since late 2008 in
response to the recognized need for more effegtikeal cooperation on economic
and financial policies. Each of the five Leadersin®nits has produced an
agreement to broaden and deepen the mechanismadrceoperation. The recent
Seoul Summit was no exception. In the immediaterafath of the crisis,
concerted policy action helped to limit the econodwnturn and to set the stage
for recovery. At that time, of course, policy pnéstions generally were similar
across all economies.

The increased incentives for policy cooperation—ethgr with the need to adjust
policy programs to fit the disparate circumstanoéshe G-20 economies—has
been anticipated in the decisions made by Leadettse&r recent Seoul Summit.
The Mutual Assessment Process (or G-20 “MAP”) heanbratified as an ongoing
initiative, to be guided by an agreed set of “iradiiee guidelines,” with progress
toward the underlying goals of strong sustainahk lzalanced global growth to be
assessed at an individual economy level and revidwethe Leaders at their next
Summit. The Seoul Leaders’ Declaration containedeatensive—but widely

overlooked—list of each G-20 economy’s proposedcgahdjustments as part of
the MAP.

The principal uncertainty is whether such an apghoaill be adhered to by the
entire G-20. The MAP is a G-20-led exercise, b tleaders have requested
significant Fund support for the MAP process. Frareple, the G-20 Leaders
asked the IMF to “provide an assessment as pathefMAP on the progress
toward external sustainability and the consisteatyiscal, monetary, financial
sector, structural, exchange rate and other peslicisore broadly, the latest
challenges and IMF reforms have both enhanced thed'& role and
responsibilities and increased the importance @fRind producing analysis of the
highest technical quality.
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Therefore, 2011 will be a year in which advancemeimt IMF economic
surveillance come to the fore. The Fund’s TrienSiaiveillance Review will take
place this year, providing an opportunity for IMFembers to assess the progress
that has been made in this area, as well as tpriggities for the coming triennial
period. In this regard, the Fund has begun to befttegrate assessments of
financial stability into regular country reviewsn Iparticular, Financial Sector
Assessment Programs—conducted jointly by the IME #me World Bank—
henceforth will be mandatory for all Fund membeithveystemically important
financial sectors. Fund support for the G-20 MAHM wonstitute a challenging but
potentially uniquely productive assignment, andwitl help to deepen the
surveillance dialogue with Fund members.

Like a conclusion: 2011 will be a pivotal year the global economic recovery,
for international policy cooperation, and for thenB’s role in dealing with both of
these challenges.
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