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Definitions

In this Regional Economic Ontlook: Asia and Pacific, the following groupings are employed:

“Emerging Asia” refers to China, Hong Kong SAR, India, Indonesia, Korea, Malaysia, the
Philippines, Singapore, Taiwan Province of China, Thailand, and Vietnam.

“Industrial Asia” refers to Australia, Japan, and New Zealand.
“Asia” refers to emerging Asia plus industrial Asia.

“Newly industrialized economies” (NIEs) refers to Hong Kong SAR, Korea, Singapore, and
Taiwan Province of China.

“ASEAN-4” refers to Indonesia, Malaysia, the Philippines, and Thailand
“ASEAN-5” refers to Indonesia, Malaysia, the Philippines, Thailand, and Vietnam.

“EU-15” refers to Austria, Belgium, Denmark, Finland, France, Germany, Greece, Ireland,
Italy, Luxembourg, the Netherlands, Portugal, Spain, Sweden, and the United Kingdom.

“G-2” refers to the euro area and the United States.

“G-7” refers to Canada, France, Germany, Italy, Japan, the United Kingdom, and the
United States.

“G-20” refers to Argentina, Australia, Brazil, Canada, China, the European Union, France,
Germany, India, Indonesia, Italy, Japan, Korea, Mexico, Russia, Saudi Arabia, South Africa,
Turkey, the United Kingdom, and the United States.

“TED Spreads” refers to the difference between the interest rates on interbank loans and
short-term government debt.

The following abbreviations are used:

AsDB
ASEAN
BoJ
CGER
CIS
CPI
DEA
EEA
EM
ERM
FCL
FDI

Vi

Asian Development Bank

Association of Southeast Asian Nations
Bank of Japan

Consultative Group on Exchange Rates
Commonwealth of Independent States
consumer price index

domestically oriented Asia
export-dependent emerging Asia
emerging markets

exchange rate mechanism

Flexible Credit Line

foreign direct investment
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GDP
GIMF model
GMM
1PO
ISIC
IT
LIC
NIE
NPL
OECD
P/E
PICs
PMI
PPP
REER
REO
RoW
SAAR
SDR
SITC
SMEs
SOE
UN
WEO

DEFINITIONS

gross domestic product

Global Integrated Monetary and Fiscal model
generalized method of moments

initial public offering

International Standard Industrial Classification
information technology

low-income countries

newly industrialized economy
nonperforming loan

Organisation for Economic Cooperation and Development
price-earnings

Pacific Island countries

purchasing managers index

purchasing power parity

real effective exchange rate

Regional Economic Outlook

rest of the world

seasonally adjusted at an annual rate

Special Drawing Right

Standard International Trade Classification
small and medium-sized enterprises
state-owned enterprises

United Nations

World Economic Ontlook

vii
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The following conventions are used:

o In tables, a blank cell indicates “not applicable,” ellipsis points (. . . ) indicate “not available,” and 0 or
0.0 indicates “zero” or “negligible.” Minor discrepancies between sums of constituent figures and totals
are due to rounding.

. An en dash (-) between years or months (for example, 2007-08 or January—June) indicates the years or
months covered, including the beginning and ending yeats or months; a slash or virgule (/) between
years or months (for example, 2007/08) indicates a fiscal or financial year, as does the abbreviation FY

(for example, FY2009).
. An em dash (—) indicates the figure is zero or less than half the final digit shown.
° “Billion” means a thousand million; “trillion” means a thousand billion.
. “Basis points” refer to hundredths of 1 percentage point (for example, 25 basis points are equivalent to

4 of 1 percentage point).

As used in this report, the term “country” does not in all cases refer to a territorial entity that is a state as
understood by international law and practice. As used here, the term also covers some territorial entities that
are not states but for which statistical data are maintained on a separate and independent basis.

This Regional Economic Outlook: Asia and Pacific was prepared by a team coordinated by Roberto
Cardarelli of the IMP’s Asia and Pacific Department, under the overall direction of Anoop Singh,
Kalpana Kochhar, and Mahmood Pradhan. The team included Ashvin Ahuja, Emre Alper,

Vivek Arora, Steven Barnett, Nigel Chalk, Marcos Chamon, Pelin Berkmen, Ran Bi, Varapat
Chensavasdijai, Rodrigo Cubero, Jonathan Dunn, Leif Lybecker Eskesen, Tarhan Feyzioglu,

Sonali Jain-Chandra, Kenneth Kang, Malhar Nabar, Shanaka Peiris, Papa N’Diaye, Runchana
Pongsaparn, Romauld Semblat, Chad Steinberg, Murtaza Syed, D. Filiz Unsal, and Olaf
Unteroberdoerster. To-Nhu Dao, Souvik Gupta, Adil Mohommad, and Yiqun Wu provided
research assistance; Lesa Yee and Imel Yu provided production assistance. Joanne Blake and Julia
Lutz of the IMF’s External Relations Department edited the volume and coordinated its publication
and release. This report includes comments from other departments and some Executive Directors.
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Executive Summary

One year after the deepest recession in recent history, Asia is leading the global recovery. The pace
of the recovery in advanced economies has been held back by high unemployment rates, weak
household balance sheets, and anemic bank credit, and it remains heavily dependent on
macroeconomic policy support. By contrast, activity in many emerging and developing markets has
continued to rebound swiftly over the course of 2009 and in the first quarter of 2010, particularly in
Asia. The pattern of economic recovery has varied within Asia, with the more domestically oriented
economies (China, India, and Indonesia) and Australia escaping a recession, and the more export-
oriented economies experiencing a sharply V-shaped business cycle. By the end of 2009, output in
most of Asia had returned to pre-crisis levels, even in those economies hit hardest by the crisis.

Asia’s faster recovery relative to the rest of the world seems to mark a break from the past.
Although Asia’s GDP trend growth has exceeded that of advanced economies over the last three
decades, this is the first time that Asia’s contribution to a global recovery has outstripped that of
other regions. Furthermore, while in past recessions Asia’s recovery generally was driven by exports,
this time it has also been reinforced by resilient domestic demand, particularly household
consumption. Finally, while in past recoveries capital was slow to return to Asia, this time net capital
inflows to the region have surged, a reflection of extremely high levels of global liquidity but also a
testament to Asia’s improved resilience and economic framework.

As discussed in Chapters I and 11, over the near term, Asia is expected to continue leading the
global recovery, for two main reasons. First, the global and domestic inventory cycle is likely to boost
Asia’s industrial production and exports further for most of 2010 as demand finally recovers in
advanced economies. Second, although macroeconomic policies may become less accommodative,
private domestic demand is expected to remain robust. With the recovery of economic activity
becoming more entrenched, many governments are now planning a gradual withdrawal of both fiscal
and monetary policy stimulus. In many regional economies, however, private domestic demand
appears to have sufficient momentum to sustain near-term growth, as high asset values, strong
consumer confidence, and a gradual improvement in employment conditions are expected to sustain
consumption, while the return of capacity utilization to more normal levels is expected to boost
investment.

The pace of the recovery will, nonetheless, remain uneven across Asia. In China, growth is
expected to return to double digits in 2010, with private domestic demand boosted by measures to
increase consumption and private investment. This is having positive spillovers for the rest of the
region, as Chinese demand boosts imports, particularly of commodities and capital goods. Given this
strength in demand, the authorities have begun to stem the very rapid growth of credit in order to
safeguard the quality of bank balance sheets. In Japan, private sector demand continues to face
severe headwinds despite the recovery in the export sector, and inflation has fallen back into negative
tetritory, requiring the authorities to reiterate their commitment to prolonged policy accommodation.

Asia’s relatively strong cyclical position may pose near-term risks to this outlook, particularly if
bright growth prospects and widening interest rate differentials with advanced economies lead to
further capital inflows to the region. These inflows could lead to overheating in some economies and
increase their vulnerability to a strong upswing in the credit and asset price cycles, with the
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REGIONAL ECONOMIC OUTLOOK: ASIA AND PACIFIC

propensity for a subsequent abrupt reversal. Although asset-price inflation in Asia has so far been
generally contained, the increase in excess liquidity in many regional economies over the course of
2009 raises concerns. Policymakers will need to be attentive to safeguarding the macroeconomy and
financial system against the build-up of imbalances in local asset and housing markets.

Over the medium term, Asia’s main policy challenge will be to ensure that private domestic
demand becomes a more prominent engine of growth. Once the adjustment in inventories has run its
course, Asia’s exports to advanced economies should moderate somewhat, as domestic demand in
these economies is expected to remain below pre-crisis levels, undermining global demand. Even in a
best case scenario, China will provide only a partial offset to the weaker demand from advanced
economies, given the relatively small size of Chinese consumption and its import of consumer goods.
The global crisis has highlighted the importance for Asia of a second, domestic “engine of growth”
that can substitute for lost demand from the industrialized world and lessen the impact of external
shocks on Asian economies. This private domestic demand will need to be nurtured primarily
through a range of structural reforms in the region.

Indeed, Chapter I1I suggests that Asia has remained heavily dependent on external demand—more
than other regions. Rebalancing toward domestic demand will require many regional economies to
act across a range of areas. Some economies may need to increase consumption, others will need to
increase investment, and many will need to boost productivity in service sectors. A comprehensive
package of measures adopted in the region—including fiscal measures, reforms in product, labor, and
financial markets and more exchange rate flexibility—will critically contribute to the rebalancing of
global demand.
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SECTION A

Asia and Pacific: Leading the Global
Recovery
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l. Recent Developments and Main Themes

A. Overview 2010 (Figure 1.1). In particular, key economic

indicators are now growing at above long-term

One year after the deepest recession in recent . . . .
y P trends not only in China, but also in emerging

history, Asia is leading the global recovery. . . . .
e g g y Asia’s other economies with a large domestic

Activity in many emerging and developing
markets has continued to rebound swiftly over the growth also is solidifying in key Latin American

course of 2009. The “green shoots” of recovery and other emerging and developing cconomies,

that emerged in Asia earlier than elsewhere in

ing Asia is in the lead. I trast, th
2009 have continued through the first months of crcIging sl Is in the lead. In contrast, the pace

Figure 1.1. Assessing Global Growth Momentum'

demand base, namely, India and Indonesia. While

Sep-08 Oct-08 Nov-08 Dec-08 Jan-09 Feb-09 Mar-09 Apr-09 May-09 Jun-09 Jul-09 Aug-09 Sep-09 Oct-09 Nov-09 Dec-09 Jan-10 Feb-10

Western Hemisphere
United States
Canada
Mexico
Brazil
Argentina
Colombia

Asia
Japan
Korea
China
Indonesia
India

Europe
Germany
France
Italy
Spain
United Kingdom
Turkey
Russia
Poland
Hungary

Africa
South Africa

T

- Expansion and level at or above trend (mean) Expansion, but level below trend (mean)
Moving sideways Contraction at a moderating rate
I  contraction at an increasing rate I:l Data not available

Sources: Haver Analytics; Bloomberg LP; and IMF, Global Data Source database; and staff calculations.
! The above figure is based on the four economic indicators, including industrial production, real retail sales, merchandise exports, and purchasing managers index
(PMI). Some of the ratings—particularly for recent months—are based on both actual data as well as projections of the underlying variables.

Note: The main authors of this chapter are Ashvin Ahuja,
Roberto Cardarelli, Sonali Jain-Chandra, Malhar Nabar,
Runchana Pongsaparn, and Olaf Unteroberdoerster.
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Figure 1.2. Contributions to Global Growth
(In percentage points)
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Source: IMF, WEQ database.

Figure 1.3. Asia: Domestic Demand Around Business Cycles'
(Median; peak of the cycles = 100)
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Source: IMF staff calculations.
" See May 2009 Regional Economic Outlook for details on business cycle episodes in Asia.
Figureincludes economies in recession.

Figure 1.4. Selected Emerging Asia: Growth Differential vis-a-

vis the United States versus Net Capital Inflows'

GDP growth differential (relative to U.S. g/g SAAR percent change, right scale)
—Net capital inflows (billions of U.S. dollars, left scale)
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Sources: CEIC Data Company Ltd.; and IMF, Balance of Payments Statistics.
"Includes Indonesia, Korea, the Philippi ingapore, Taiwan Province of China, and Thailand.
Other economies are not included due to non-availability of data for the entire sample period.
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of the recovery in advanced economies outside
the region has been weaker, held back by high
unemployment rates, impaired household balance
sheets, and anemic bank credit. At the start of
2010, the expansion of economic activity was still
tentative in key advanced economies, such as
Germany and the United Kingdom. Even where
the expansion has gathered momentum, as in the
United States, it remains sluggish relative to past
recoveries and still heavily dependent on
macroeconomic policy support (see the April
2010 World Economic Outlook). Among the
advanced economies in the region, Australia and
New Zealand experienced only a mild slowdown
in economic activity (Australia escaped the
recession altogether) and are recovering rapidly in
part due to strong demand from China.

Asia’s faster recovery seems to matk a break
from the past. Supported by stronger potential
growth in emerging Asia, GDP growth has
exceeded that of advanced economies over the last
three decades. However, the current episode
stands out for at least three reasons. This is the
first time Asia is leading a global recovery; in all
previous global downturns (see April 2008 World
Economic Outlook) Asia’s contribution to global
recovery was lower than that of other regions
(Figure 1.2). Second, Asia’s recovery in previous
recessions generally was driven by exports (see
May 2009 Regional Economic Outlook) but, this time,
it also has been reinforced by resilient domestic
demand (Figure 1.3). And, third, while in previous
crises capital had been extremely slow to return to
Asia, this time net capital inflows to the region
have surged, a reflection of high levels of global
liquidity, but also a testament to Asia’s improved
resilience and economic framework (Figure 1.4).
Still, as argued in Chapter 111 of this report, Asia’s
fortunes remain closely linked to the global
economy.

In the near term, Asia is expected to continue to
lead the global recovery, but with important
differences within the region:
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e The global and domestic inventory cycle is
likely to continue boosting Asia’s industrial
production and exports for most of 2010, due
to stronger-than-expected prospects for final
demand in advanced economies.

e Even with a partial withdrawal of policy
stimulus, private domestic demand is expected
to remain strong. With the recovery of
economic activity becoming more entrenched,
many governments are planning a gradual
withdrawal of policy stimulus in 2010. Based
on current budgetary plans, on average, about
one-third of the fiscal stimulus injected in
2009 will be withdrawn in 2010. In addition,
although some central banks have started
removing policy accommodation, monetary
policy is unlikely to fully normalize in 2010.
At least over the near term, private domestic
demand seems to have enough momentum to
sustain growth in many regional economies
while the effects of the policy stimulus
gradually diminish.

e The pace of the recovery will remain uneven
within Asia. In China, growth is expected to
return to double-digit figures in 2010, with
private domestic demand boosted by
measures to increase consumption and private
investment. At the same time, the authorities
have begun to stem the very rapid growth of
credit to safeguard the quality of bank balance
sheets. In Japan, private sector demand
continues to face severe headwinds and
inflation has fallen back into negative
territory, requiring the authorities to reiterate
their commitment to prolonged policy
accommodation.

Somewhat paradoxically, Asia’s stronger cyclical
position may also pose near-term risks to the
outlook—by further intensifying capital inflows to
the region. Brighter economic growth prospects
and widening interest rate differentials with
advanced economies are likely to attract more
capital into the region. This could lead to
overheating in some economies and increase their

I. RECENT DEVELOPMENTS AND MAIN THEMES

vulnerability to credit and asset price booms with
the risk of subsequent abrupt reversals (October
2007 World Economic Outlook). Although asset price
increases in Asia so far have been generally
contained, with only a few local exceptions, the
increase in excess liquidity in many regional
economies over the course of 2009 raises some
concerns and policymakers will need to be
attentive to safeguarding the macroeconomy and
financial system against the build up of imbalances
in local asset and housing markets.

Over the medium term, Asia’s main policy
challenge is to ensure that private domestic
demand becomes a more prominent source of
growth. Once the adjustment of inventories has
run its course, Asia’s exports to advanced
economies are expected to moderate somewhat, as
domestic demand in these economies is not
expected to return to pre-crisis growth (see April
2010 World Economic Outlook). And China may
provide only a partial offset to weaker demand
from advanced economies, given the small size of
China’s import markets for consumer goods. The
global crisis also has shown the importance for
Asia of a second, domestic “engine of growth”
available to smooth the impact of external shocks.
This private domestic demand will need to be
nurtured through more structural reforms, as
discussed in Chapter I1I.

This chapter examines the outlook for Asia over
the period 2010-11. The next section provides an
overview of major trends in economic activity and
financial market conditions since fall 2009. The
following three sections then address some of the
key questions on the regional outlook: How long
will the inventory cycle last? What is the role of
China in regional export trends? How strong is
“autonomous” private domestic demand in Asia?
What are the risks of asset-price bubbles in the
region? Chapter 11 then presents the forecasts and
risks to the outlook, and finally turns to the key
policy challenges.
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REGIONAL ECONOMIC OUTLOOK: ASIA AND PACIFIC

Figure 1.5. Selected Asia: Exports
July 2008 = 100; seasonally adjusted)
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Sources: CEIC Data Company Ltd.; and IMF staff calculations.
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Figure 1.6. Net Flows to Equity Funds
(In billions of U.S. dollars; 4-week moving average)
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Figure 1.7. Selected Asia: Corporate Bond (AAA) Spread over
Government Securities
(In basis points; 5-year maturity)
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B. Recent Developments

The rebound of Asia’s exports has continued at
a brisk pace since fall 2009, and export volumes
have now returned to pre-crisis levels in newly
industrialized economies (NIEs) and China
(Figure 1.5). Electronics exports, which comprise
about one-third of total exports and rebounded
first in 2009, are still growing briskly boosted by
the rebuilding of inventories through the supply
chain in Asia. But nonelectronics exports also
have accelerated since the second half of 2009, as
the global recovery gathered momentum. Indeed,
exports to both advanced economies (in particular
the United States) and China have picked up
momentum (on a sequential basis) in recent
months.

Financial conditions have remained highly
supportive of growth:

e Equity inflows have resumed at a stronger
pace in Asia than in other emerging markets,
reflecting Asia’s brighter growth prospects
and healthier fiscal balances. The spike in
global risk aversion in early 2010—following
worries about the deterioration in sentiment
toward the euro area sovereign credit—
induced a slowdown in portfolio inflows to
the region, but flows have recovered rapidly in
recent months (Figure 1.6). In particular,
foreign buying in regional bond markets has
continued to increase rapidly through
2010 against the backdrop of relatively
attractive yields and the region’s strong
economic fundamentals.

e With corporate spreads declining (Figure 1.7),

Asian firms had a strong incentive to
increasingly tap domestic bond markets.
Corporate issuances also provided a partial
substitute for bank lending, which remained
generally anemic through the region—though
only for larger firms, as small- and medium-
sized enterprises (SMEs) remain dependent
on bank lending,.
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With the continuation of capital inflows and the
rebound in exports, exchange rates in the region
generally have appreciated further since fall 2009.
In particular, currencies have appreciated another
5 percent against the U.S. dollar in Indonesia,
Korea, and the Philippines. The renminbi,
however, has effectively remained pegged to the
U.S. dollar. In real effective terms the appreciation
is smaller, with many currencies close to their early
2008 levels, and the Kotrean won still about
20 percent below that level. The yen remains a
notable exception, as it is up about 20 percent
since early 2008 both against the U.S. dollar and in
real effective terms, while the renminbi is
5 percent weaker than in March 2009 (see Box
1.1) in real effective terms.

Strong exports and easier financial conditions
have continued to boost confidence and
consumer spending, but business spending has
started to recover only recently. Private
consumption also benefited from a continued
improvement in labor market conditions over the
last two quarters, with both real wages and
employment growth improving in many
Association of Southeast Asian (ASEAN)
economies and in China (Figure 1.8). Business
spending has started to pick up in Korea and
Thailand, as uncertainty over future prospects is
dissipating and capacity utilization returns to more
normal levels (Figure 1.9).

With growth momentum remaining strong, a
few signs of inflationary pressures have also
started to emerge. While it remains generally
subdued on an annual basis, headline inflation has
accelerated on a sequential basis. This partly
reflects a recent pick-up in food prices, which
remain highly volatile, but also more generalized
price pressures from stronger domestic demand,
as shown by the pick-up in core inflation,
especially in India (Figure 1.10).

Within this overall recovery, key differences
persist across the region. The more
export-oriented economies in emerging Asia came
out of the recession by the last quarter of 2009—

I. RECENT DEVELOPMENTS AND MAIN THEMES

Figure 1.8. Selected Asia: Labor
(2008:21= 100; seasonally adjusted)
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Figure 1.9. Selected Asia: Manufacturing Capacity Utilization
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Figure 1.10. Emerging Asia: Consumer Prices’
(3-month percent change of 3-month moving average; SAAR)
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1 Wholesale prices used for India.
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