CHAPTER

COUNTRY AND REGIONAL PERSPECTIVES

After a slowdown in the first half of 2014, global growth
is forecast to strengthen to 3.5 percent in the second half of
2014 and 3.8 percent in 2015. But growth is uneven and
still weak overall and remains susceptible to many down-
side risks. Production disruptions or sharply higher global
oil prices—due to geopolitical tensions—would reduce
global growth, as would an unexpected tightening in
financial conditions owing to higher-than-expected U.S.
long-term interest rates or increased risk aversion. Over
the medium term, protracted weak demand in advanced
economies could result in lower growth everywhere,
including, in part, through negative supply-side effects.

lobal growth slowed more than expected

from an annualized rate of 3.9 percent in

the second half of 2013 to 2.7 percent in

the first half of 2014. Although the down-
side surprise was mainly owing to temporary factors,
particularly for the U.S. economy, it also reflected a
weaker recovery in the euro area, as the region contin-
ued to overcome the legacies of the crisis, and in Japan,
where the negative effects on demand of the consump-
tion tax increase were greater than previously expected.
Among emerging market and developing economies,
growth in China picked up in the second quarter,
responding to the measures deployed to boost activ-
ity after a weaker-than-expected first-quarter outturn.
However, domestic demand remained weak in a few
major economies, notably in Latin America. Geopoliti-
cal tensions related to the Russia-Ukraine situation and
the Middle East dampened activity in those regions,
but with limited broader spillovers so far.

Against this backdrop, advanced economies are
expected to continue a slow recovery, with growth ris-
ing to 1.8 percent this year and to 2.3 percent in 2015
(Figure 2.1, panel 1). Growth in emerging market and
developing economies will slow to 4.4 percent in 2014,
before rising to 5.0 percent in 2015. The forecast is
weaker than projected in the April 2014 World Eco-
nomic Outlook (WEOQ), reflecting the negative growth
surprises in the first half of the year, a more subdued
pace of domestic demand growth in some emerging

markets, and stronger adverse effects of geopolitical
tensions. Notwithstanding the recovery, growth is weak
overall, and medium-term growth prospects have been
marked down for many economies in the past several
WEO reports (see Figure 1.15).

Downside risks to the forecast remain relevant. As
elaborated in Chapter 1, escalation in geopolitical ten-
sions is an immediate risk, as it could lead to sharply
higher oil prices. This chapter’s Spillover Feature finds
that the consequences of a rise in the U.S. long-term
interest rate depend on the drivers of the increase—for
example, stronger U.S. growth versus tighter U.S.
monetary policy due to higher-than-expected infla-
tion—as well as on recipient countries’ economic
conditions and characteristics. And a protracted weak
recovery in advanced economies would result in slower
medium-term growth everywhere through weaker trade
and productivity spillovers (Figure 2.1, panel 2). Thus,
for more robust growth, many countries need policies
to lift actual growth to its potential level and measures
to raise potential growth itself.

The United States and Canada: Recovery to
Continue after Temporary Setback

Growth is now stronger in the United States and
Canada after a slowdown in the first quarter of 2014.
However, many downside risks, from both domestic and
external sources, remain relevant. In the United States,
monetary policy normalization should be gradual to
sustain the recovery and avert negative domestic or global
spillovers. Medium-term growth should be strengthened by
upgrading infrastructure and human capital. In Canada,
stronger exports and business investment are expected to
translate into more balanced growth, but housing market
risks should continue to be closely monitored.

After a temporary setback in the first quarter of
2014, the U.S. economy has rebounded. Temporary
constraints—an unusually harsh winter and a sharp
correction to an earlier inventory buildup—have now
receded. Growth reached an annualized 4.2 percent in
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Figure 2.1. 2015 GDP Growth Forecasts and the Effects of a Plausible Downside Scenario
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Source: IMF staff estimates.

"Syria is excluded because of the uncertain political situation. The data for Argentina are officially reported data as revised in May 2014. On February 1, 2013, the IMF
issued a declaration of censure, and in December 2013 called on Argentina to implement specified actions to address the quality of its official GDP data according to a
specified timetable. On June 6, 2014, the Executive Board recognized the implementation of the specified actions it had called for by end-March 2014 and the initial steps
taken by the Argentine authorities to remedy the inaccurate provision of data. The Executive Board will review this issue again as per the calendar specified in December
2013 and in line with the procedures set forth in the Fund’s legal framework. The Zimbabwe dollar ceased circulating in early 2009. Data are based on IMF staff
estimates of price and exchange rate developments in U.S. dollars. IMF staff estimates of U.S. dollar values may differ from authorities’ estimates. Real GDP is in constant
2009 prices.

%Simulations are conducted using the IMF’s Flexible System of Global Models, with 29 individual countries and eight regions (other European Union, other advanced
economies, emerging Asia, newly industrialized Asia, Latin America, Middle East and North Africa, sub-Saharan Africa, oil exporters group). Countries not included in the
model are allocated to the regions based on the WEO classification of fuel exporters, followed by geographical regional classifications. Medium-term growth is proxied by
growth in 2017, which is the year with the peak effect for most advanced economies.
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the second quarter.! Improving housing activity, stron-
ger nonresidential investment, and steady payroll gains
suggest that the rebound is becoming more sustainable
(Figure 2.2). The unemployment and labor partici-
pation rates stood at 6.1 percent and 62.8 percent,
respectively, in August.

Despite the recovery, price pressures remain
contained, with consumer price index inflation at
1.7 percent in August and core personal consumption
expenditure inflation—the Federal Reserve’s preferred
measure of underlying inflation—at 1.5 percent in
August. Price increases reflect higher energy and food
costs, although increasing housing costs (rents and
owner-equivalent rental costs) and the waning of the
sequester-related compression of health care costs have
also been factors in price conditions. Real wages have
been flat, given still-substantial slack in the labor market.

At about 3 percent, growth is projected to remain
above potential for the rest of the year and into 2015.
The strength is underpinned by an improving labor
market, better household balance sheets, favorable
financial conditions, a healthier housing market as
household formation gradually returns to levels that are
more closely aligned with demographic factors, higher
nonresidential investment as firms finally upgrade
aging capital stock, and a smaller fiscal drag.

However, medium-term prospects are generally
subdued. Under current policies, potential growth is
estimated at only about 2 percent, weighed down by
population aging and lower productivity growth com-
pared with that in previous decades.

The risks to the outlook are broadly balanced. On
the downside, an unexpected rise in inflation due to
lower-than-expected economic slack could increase inter-
est rates more sharply or more quickly than currenty
expected. Or there could be a disorderly unwinding of
the recent compression of volatility and term premiums
in financial markets. Uncertainty about fiscal policy
and associated political brinkmanship could return in
early 2015. External risks include a sharper slowdown in
emerging markets, including China, and sharply higher
oil prices, given geopolitical tensions. On the upside,
the nascent improvement in private investment could
continue, boosting confidence regarding future economic
prospects and raising growth. Further improvements in

'Growth for the second quarter was revised to 4.6 percent after
the WEO database was closed on September 19, 2014.
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Figure 2.2. The United States and Canada: Recovery to
Continue after Temporary Setback

In the United States, the recovery is firming after a brief slowdown in the first
quarter of 2014, as improvements in labor markets continue and private
investment picks up. Wage and price pressures, however, remain subdued.
Canada’s growth also slowed in the first quarter but has since rebounded strongly,
with exports benefiting from the U.S. recovery and a weaker currency, while
housing market risks call for continued vigilance.
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Sources: Canadian Real Estate Association; Central Bank of Canada (BoC); Duke/
CFO Magazine Global Business Outlook Survey; Haver Analytics; Statistics Canada;
U.S. Bureau of Economic Analysis; U.S. Bureau of Labor Statistics; and IMF staff
estimates.

Note: Cons. = consumption; inv. = investment; MLS HPI = Multiple Listing Service
Housing Price Index; nonres. = nonresidential; priv. = private; PCE = personal
consumption expenditure; res. = residential.

"Year-over-year percent change. Duke/CFO Magazine Global Business Outlook
Survey and BoC Global Business Outlook Survey for expected (12-month-ahead)
investment spending for the United States and Canada, respectively. For Canada,
expected investment shows the balance of opinion measured as the percentage of
firms expecting higher investment in machinery and equipment minus the
percentage expecting lower investment.
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Table 2.1. Selected Advanced Economies: Real GDP, Consumer Prices, Current Account Balance, and

Unemployment
(Annual percent change unless noted otherwise)
Real GDP Consumer Prices! Current Account Balance? Unemployment?
Projections Projections Projections Projections
2013 2014 2015 2013 2014 2015 2013 2014 2015 2013 2014 2015
Advanced Economies 1.4 1.8 2.3 1.4 1.6 1.8 0.4 0.3 0.2 7.9 7.3 71
United States 2.2 2.2 3.1 15 2.0 2.1 -2.4 -2.5 -2.6 74 6.3 5.9
Euro Area*s -0.4 0.8 1.3 1.3 0.5 0.9 2.4 2.0 1.9 11.9 11.6 11.2
Japan 15 0.9 0.8 04 2.7 2.0 0.7 1.0 1.1 4.0 3.7 3.8
United Kingdom# 17 3.2 2.7 2.6 1.6 1.8 -45 42 38 7.6 6.3 5.8
Canada 2.0 2.3 2.4 1.0 1.9 2.0 -32 =27 25 7.1 7.0 6.9
Other Advanced Economies® 2.3 2.9 3.1 15 1.6 2.2 5.5 5.1 4.8 45 45 4.4

Note: Data for some countries are based on fiscal years. Please refer to Table F in the Statistical Appendix for a list of economies with exceptional reporting periods.
"Movements in consumer prices are shown as annual averages. Year-end to year-end changes can be found in Table A6 in the Statistical Appendix.

2Percent of GDP.
3Percent. National definitions of unemployment may differ.
“Based on Eurostat’s harmonized index of consumer prices.

5Current account position corrected for reporting discrepancies in intra-area transactions.

6Excludes the G7 (Canada, France, Germany, Italy, Japan, United Kingdom, United States) and euro area countries.

mortgage credit availability for relatively lower-rated bor-
rowers could stimulate a faster housing market recovery.
Policies should be geared toward keeping the recovery
on course and achieving increased long-term growth.
Monetary policy should manage the exit from zero
interest rates in a manner that allows the economy to
converge smoothly to full employment with stable prices
while containing risks to financial instability, which, if
they materialized, could have negative global spillovers.
Financial stability concerns arising from a prolonged
period of very low interest rates should be addressed
with tightened supervision, stronger prudential norms,
and strengthening of the macroprudential framework.
Forging agreement on a credible medium-term fiscal
consolidation plan is a high priority, with steps to lower
the growth of health care costs, reform social security,
and increase revenues. Identifying specific measures
for fiscal savings in future years would help relax the
near-term budget envelope and allow increased funding
for efforts aimed at raising labor force participation,
encouraging innovation, strengthening productivity,
and tackling poverty and long-term unemployment.
Supply-side measures to raise potential growth through
stepped-up infrastructure investments, better educa-
tional outcomes, improvements to the tax structure,
and development of a skilled labor force, including
through immigration reform, should also be considered.
Canada’s growth slowed in the first quarter of 2014
but has since rebounded. The economy is expected to
grow at 2.3 percent and 2.4 percent in 2014 and 2015,
respectively (Table 2.1, Figure 2.1). Exports should
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benefit from the U.S. recovery and a weaker currency,
which in turn would stimulate investment. However,
more protracted weakness in external demand could
hamper the momentum in exports and investment,
while high household debt and a still-overvalued hous-
ing market remain important domestic vulnerabilities.

The slack in the economy, well-anchored inflation
expectations, and downside risks to the outlook imply
that the current accommodative monetary policy remains
appropriate. Fiscal consolidation, while exerting only a
modest drag on near-term growth, needs to proceed at
the provincial level, where fiscal room is limited. Domes-
tic vulnerabilities associated with the housing market and
the household sector call for continued vigilance and may
require additional macroprudential measures.

Europe
Advanced Europe: At Different Stages of Recovery

Advanced Europe is experiencing a multispeed recovery.
Growth is still weak in the euro area, with lingering
risks of more protracted low growth and low inflation.
Elsewhere in Europe, housing market risks are emerging
in some advanced economies. In the euro area, the prior-
ity is to strengthen the recovery, raise inflation, and lift
medium-term growth through a mix of accommodative
monetary policy, strengthening bank and corporate bal-
ance sheets, completing the banking union, and imple-
menting structural reforms. Advanced European economies
outside the euro area should mitigate financial sector

vulnerabilities from the housing market.



Advanced Europe has begun to recover, but the
recovery is still slow and tentative in the euro area.
The euro area stagnated in the second quarter of
2014, with investment surprising on the downside
in several large economies. Financial markets have
remained resilient, with spreads at precrisis lows and
lower bank funding costs. However, the legacies of
the crisis—inadequate demand, high debt, and unem-
ployment—continue to pose challenges to robust and
sustained growth:
¢ Output and investment remain well below precrisis

levels. Growth is weak and uneven across countries.
¢ Low inflation—well below the European Central

Bank’s (ECB’s) price stability objective—is ubiqui-

tous, reflecting persistent slack. Inflation expecta-

tions have declined.

o Balance sheets remain impaired, partly because of
high debt and unemployment. Financial fragmenta-
tion persists, and firms in stressed economies face
borrowing constraints. The ECB’s comprehensive
assessment is prompting banks to strengthen balance
sheets, but this effort is still a work in progress.

¢ Notwithstanding progress on reforms, deep-seated
obstacles to productivity and competitiveness
remain. Moreover, the adjustment of relative prices
and external imbalances has been asymmetric, with
persistent current account surpluses in creditor
countries.

The outlook is for a modest recovery and subdued
inflation. Growth—predicated on continued improve-
ments in lending conditions and resilient external
demand—is expected to average about 0.8 percent
in 2014 and 1.3 percent in 2015. The forecast is
weaker for both years compared with the April 2014
WEO (Figure 2.3). Over the medium term, growth
is expected to hover around 1% percent. Within
this weak outlook, prospects are uneven across the
region—stronger in Germany and Spain, weaker in
France and Italy. Inflation will average about 0.5 per-
cent in 2014 and is expected to remain well below
the ECB’s medium-term price stability objective in
the foreseeable future owing to persistent slack over
the medium term.

Growth is stronger in other advanced European
economies (Table 2.2), but not without concerns:

o The United Kingdom’s economy is expected to
continue to grow strongly. Demand is becoming
more balanced, with stronger business investment.
But despite rapid employment growth, some slack
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Figure 2.3. Advanced Europe: At Different Stages of Recovery

Financial markets remain generally resilient as a fragile recovery gets under way in
the euro area. However, inflation remains low, reflecting large output gaps for most
euro area countries. Stubbornly high unemployment rates, large debt, and
persistent financial fragmentation continue to provide headwinds to growth.
Current account balances have improved, but with persistent surpluses in creditor

economies.
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Sources: Bloomberg, L.P.; European Central Bank; Eurostat; Haver Analytics; IMF,
World Economic Outlook database; and IMF staff estimates.

Note: Euro area (EA) = Austria, Belgium, Cyprus, Estonia, Finland, France, Germany,
Greece, Ireland, Italy, Latvia, Luxembourg, Malta, Netherlands, Portugal, Slovak
Republic, Slovenia, Spain. CDS = credit default swap; HICP = harmonized index of
consumer prices; SME = small and medium enterprise.

"Bank and sovereign five-year CDS spreads in basis points are weighted by total
assets and general government gross debt, respectively. Data are through
September 22, 2014. All stressed euro area countries are included, except Greece.
2Monetary and financial institutions’ lending to corporations under €1 million, one

to five years.
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Table 2.2. Selected European Economies: Real GDP, Consumer Prices, Current Account Balance, and

Unemployment
(Annual percent change unless noted otherwise)

Real GDP Consumer Prices! Current Account Balance? Unemployment?
Projections Projections Projections Projections
2013 2014 2015 2013 2014 2015 2013 2014 2015 2013 2014 2015
Europe 0.5 1.5 1.9 2.0 1.3 1.6 2.0 1.7 1.7 ce ce ce
Advanced Europe 0.1 1.3 1.6 1.5 0.7 1.1 2.6 2.2 2.2 10.7  10.2 9.8
Euro Areats -0.4 0.8 1.3 1.3 0.5 0.9 2.4 2.0 1.9 1.9 11.6 11.2
Germany 0.5 1.4 1.5 1.6 0.9 1.2 7.0 6.2 5.8 5.3 53 53
France 0.3 0.4 1.0 1.0 0.7 0.9 -1.3 -1.4 -1.0 10.3 10.0 10.0
Italy -1.9 -0.2 0.8 1.3 0.1 0.5 1.0 1.2 1.2 12.2 12.6 12.0
Spain -1.2 1.3 1.7 1.5 0.0 0.6 0.8 0.1 0.4 26.1 24.6 23.5
Netherlands -0.7 0.6 1.4 2.6 0.5 0.7 10.2 9.9 9.6 6.7 7.3 6.9
Belgium 0.2 1.0 1.4 1. 0.7 1.0 -1.9 -1.3 -1.0 8.4 8.5 8.4
Austria 0.3 1.0 1.9 2.1 1.7 1.7 2.7 3.0 3.2 4.9 5.0 49
Greece -39 0.6 2.9 -0.9 -0.8 0.3 0.7 0.7 0.1 27.3 25.8 23.8
Portugal -14 1.0 1.5 0.4 0.0 1.1 0.5 0.6 0.8 16.2 14.2 13.5
Finland -1.2 -0.2 0.9 2.2 1.2 1.5 -0.9 -0.6 -0.5 8.2 8.5 8.3
Ireland 0.2 3.6 3.0 0.5 0.6 0.9 4.4 383 2.4 13.0 11.2 10.5
Slovak Republic 0.9 2.4 2.7 1.5 0.1 1.3 2.1 1.9 2.2 14.2 13.9 13.2
Slovenia -1.0 14 14 1.8 0.5 1.0 6.8 5.9 5.8 10.1 9.9 9.5
Luxembourg 2.1 2.7 1.9 1.7 1.1 2.1 5.2 5.1 4.0 6.9 71 6.9
Latvia 41 2.7 3.2 0.0 0.7 1.6 -0.8 -0.1 -1.5 1.9 10.3 9.7
Estonia 1.6 1.2 2.5 3.2 0.8 1.4 -1.4 2.2 -2.4 8.6 7.0 7.0
Cyprus -5.4 -3.2 0.4 0.4 0.0 0.7 -1.9 -1 -0.8 15.9 16.6 16.1
Malta 2.9 2.2 2.2 1.0 1.0 1.2 0.9 0.3 0.3 6.4 6.0 6.1
United Kingdom5 1.7 3.2 2.7 2.6 1.6 1.8 4.5 4.2 -3.8 7.6 6.3 5.8
Switzerland 1.9 1.3 1.6 -0.2 0.1 0.2 16.0 13.0 12.5 32 3.4 383
Sweden 1.6 2.1 2.7 0.0 0.1 14 6.2 5.7 6.1 8.0 8.0 7.8
Norway 0.6 1.8 1.9 2.1 2.0 2.0 11.2 10.6 10.2 3.5 3.7 3.8
Czech Republic -0.9 2.5 2.5 1.4 0.6 1.9 -14 -0.2 -0.3 7.0 6.4 6.0
Denmark 0.4 1.5 1.8 0.8 0.6 1.6 7.3 7.1 7.0 7.0 6.9 6.6
Iceland 3.3 2.9 3.0 39 2.5 8.3 3.9 2.1 2.3 4.4 4.0 3.5
San Marino -3.2 0.0 2.2 1.3 1.0 1.2 8.0 8.2 7.8
Emerging and Developing
Europe® 2.8 2.7 2.9 4.2 4.0 3.8 -39 -32 -35 ce e e
Turkey 4.0 3.0 3.0 7.5 9.0 7.0 -7.9 -5.8 -6.0 9.0 9.5 9.9
Poland 1.6 3.2 33 0.9 0.1 0.8 -14 -1.5 -2.1 10.3 9.5 9.5
Romania 35 2.4 2.5 4.0 1.5 2.9 -1.1 -1.2 -1.8 7.3 7.2 71
Hungary 1.1 2.8 2.3 1.7 0.3 2.3 3.0 2.5 2.0 10.3 8.2 7.8
Bulgaria® 0.9 1.4 2.0 04 -1.2 0.7 1.9 -0.2 -2.3 13.0 12.5 11.9
Serbia 2.5 -0.5 1.0 7.7 2.3 34 -6.5 -6.1 -5.1 21.0 21.6 21.8
Croatia -0.9 -0.8 0.5 2.2 -0.3 0.2 0.9 2.2 2.2 16.6 16.8 17.1
Lithuania® 3.3 3.0 3.3 1.2 0.3 1.3 1.5 0.9 0.1 11.8 11.0 10.7

Note: Data for some countries are based on fiscal years. Please refer to Table F in the Statistical Appendix for a list of economies with exceptional reporting periods.
"Movements in consumer prices are shown as annual averages. Year-end to year-end changes can be found in Tables A6 and A7 in the Statistical Appendix.
2Percent of GDP.

3Percent. National definitions of unemployment may differ.

“Current account position corrected for reporting discrepancies in intra-area transactions.

5Based on Eurostat's harmonized index of consumer prices.

bIncludes Albania, Bosnia and Herzegovina, Kosovo, FYR Macedonia, and Montenegro.

remains in the labor market, and labor productivity e The outlook in Sweden is for rising growth, driven
growth has been low. Inflation remains below the 2 by strong household demand and investment. Infla-
percent target. House prices, however, have increased tion is low, in part because of increasing services

by 10 percent across the country—in London, more sector productivity. However, higher unemployment
than double that—and houschold debt, at 140 per- among vulnerable groups, especially at the lower end
cent of gross disposable income, remains high. of the wage distribution, is a concern.
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e Growth is expected to continue in Switzerland,
although at a more modest pace, reflecting the
recent softening in consumption and construction
investment. Inflation is forecast to remain close to
zero. Medium-term challenges include an aging
population.

For the euro area, risks surrounding the growth
projection are tilted to the downside. Specifically, the
risk of protracted slow growth and persistently low
inflation is high. And should the risk materialize, the
effects would reverberate throughout Europe. There are
also risks associated with reform fatigue and larger-
than-expected bank recapitalization needs. Elsewhere
in Europe, including in the United Kingdom, risks
are more balanced. However, the United Kingdom, as
well as Sweden and Switzerland, faces financial stability
risks arising from housing and mortgage markets. For
the entire region, negative external developments—
such as lower growth in trading partners, an abrupt
tightening of global financial conditions, and economic
disruptions and sharply higher oil prices owing to
geopolitical reasons, including from the Russia-Ukraine
situation—are another major source of risk.

Policy efforts should focus on strengthening the
recovery while ensuring financial stability. In this con-
text, monetary and fiscal policies need to respond to
divergent growth and inflation prospects:

o For the euro area, the priority is to achieve strong
above-trend growth and raise inflation, implying
maintenance of accommodative monetary policy.
Despite strong actions already taken in June and
September of this year, if the inflation outlook
does not improve and inflation expectations fail to
increase, the ECB should be willing to do more,
including the purchase of sovereign assets. Fis-
cal policy, which is only slightly contractionary in
201415 for the euro area as a whole, should not
be tightened further in the event of negative growth
surprises. Over the medium term, public debt in
some countries needs to be reduced to more sustain-
able levels. For Germany, there remains a strong case
for an increase in public investment, for example,
for the upgrade and maintenance of transportation
infrastructure.

¢ In the United Kingdom, given weak price and wage
pressures, monetary policy should stay accommo-
dative for now, but it may need to be tightened
quickly if inflation rises. Interest rate increases could
also be considered if macroprudential tools prove
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insufficient to contain financial stability risks (see

next paragraph), with careful consideration given to

the trade-off between damage to the real economy
and the ultimate costs of financial vulnerabilities.

This also holds for Sweden, where, absent effective

action to reduce financial stability concerns, mon-

etary policy will have to continue to balance price
and financial stability risks. Large medium-term
and contingent liabilities related to Sweden’s large
financial sector call for fiscal consolidation.

Stronger private sector balance sheets and financial
sector reforms are needed to foster financial stabil-
ity. In the euro area, bank recapitalization, lower
corporate debt (in part through improved national
solvency frameworks), and an effective common fis-
cal backstop to complete the banking union would
help reduce financial fragmentation and restart credit
flows. Financial sector vulnerabilities should be
tackled in other advanced European economies: this
implies continued strengthening of bank capital, but
also effective and/or tighter macroprudential measures
(Sweden, Switzerland). Macroprudential tighten-
ing may also be needed in the United Kingdom if
recent measures prove insufficient to contain financial
stability risks. The financial sector reform agenda
in advanced Europe should be completed, includ-
ing with respect to reforms dealing with large and
systemically important banks and those to enhance
cross-border resolution mechanisms.

Structural reforms are key to meeting medium-
term challenges to growth. Greater labor and product
market flexibility in debtor economies and higher
infrastructure and private investment in creditor
economies would raise productivity, employment, and
growth and would also support greater rebalancing in
the euro area. Lower hiring costs and more effective
training programs would help reduce high youth
unemployment rates. Capital markets need to be
developed to fund small and medium firms. Longer-
term challenges include simplifying the region’s
complicated fiscal framework and strengthening its
enforcement. In Sweden and the United Kingdom,
housing supply-side measures are crucial to safeguard
housing affordability and mitigate financial stability
risks. Labor market reforms would accelerate and sus-
tain the transition of vulnerable groups into employ-
ment in Sweden. In Switzerland, the resolution of
uncertainty related to future immigration policy
would support growth.
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Figure 2.4. Emerging and Developing Europe: Domestic
Demand Taking Hold

Prospects remain uneven in emerging and developing Europe, with strong growth
and improving employment in Hungary and Poland, but continued weakness in
southeastern Europe. Financial conditions are still broadly supportive, but credit
growth remains weak except in Turkey.
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Emerging and Developing Europe: Domestic Demand
Taking Hold

Growth in emerging and developing Europe is also
uneven, although domestic demand is strengthening
in many countries in the region. With downside risks
remaining, monetary and exchange rate policies should be
used to support demand and manage the risks from mar-
ket volatility, while fiscal policy should focus on rebuild-
ing buffers. Enhancing debt resolution frameworks and
advancing labor market reforms remain priorities for most

countries in the region.

Economic recovery in emerging and developing
Europe continued to be uneven, with growth remain-
ing strong or accelerating in Hungary, Poland, and
Turkey in 2013 and into the first half of 2014, but
slowing in southeastern Europe. Financial market
developments were also mixed although still broadly
supportive (Figure 2.4). Corporate sector credit
remained weak outside Turkey, partly reflecting the
burden on the financial system from high levels of
nonperforming loans. The region has thus far been
resilient to the geopolitical tensions in Russia and
Ukraine.

Inflation declined in most economies in the region,
reflecting lower food and energy prices, as well as
disinflation pressure from the euro area, particularly
for economies that peg their currencies to the euro.
Bosnia and Herzegovina, Bulgaria, Croatia, and Mon-
tenegro fell into deflation with persistent economic
slack.

Growth is forecast to reach 2.7 percent in 2014 and
2.9 percent in 2015. The forecast entails an upward
revision to growth in 2014 of 0.4 percentage point
relative to the April 2014 WEO projections, mainly
reflecting the stronger-than-expected outturn so far this
year in some economies, and is unchanged for 2015.2
e Growth in Hungary and Poland is projected to rise,

reaching 2.8 percent and 3.2 percent, respectively, in

2014, supported by rising investment and declining

unemployment in Poland and significant monetary

easing and higher public spending in Hungary. In

2015, growth will average 3.3 percent in Poland but

slow to 2.3 percent in Hungary with the projected

tightening in fiscal and monetary conditions.

2Note that the global and regional growth rates reported in
the April 2014 WEO have been recalculated using the revised
purchasing-power-parity weights (see note 1 of Chapter 1) to make
them comparable to the figures in the current WEO report.



o Turkey’s growth is expected to average 3 percent in
2014-15, down from 4 percent in 2013. In 2014,
private consumption is projected to moderate, and
government spending and investment will be the
main drivers of growth, although net exports will
also contribute. In 2015, growth will rotate toward
private consumption and investment owing to the
lagged effect of recent monetary easing.

o Southeastern Europe is projected to experience slower
growth in 2014, in part because of severe floods in
May that particularly affected Bosnia and Herze-
govina and Serbia, before picking up in 2015 on
reconstruction spending, rebuilding of flood-damaged
areas, and in some countries, employment growth.
Inflation is expected to average about 3.8-4.0 per-

cent during 2014-15. However, in a number of

economies, inflation is likely to be much lower either
because of imported disinflation (Bulgaria) or per-
sistent economic slack (Croatia). In Turkey, inflation
projections have been revised upward as a result of
high food prices, the lagged effects of exchange rate
depreciation, and a monetary policy stance that is
inconsistent with the authorities’ inflation target.

A return of market turbulence and a weaker euro area
recovery continue to be the main risks to the outlook.
Given the large stock of external private debt in many
countries, as well as significant foreign-exchange-linked
domestic debt in some, the region is also susceptible to
other adverse shocks. These risks are somewhat miti-
gated by recent ECB policy actions to ease monetary
conditions further, which could raise confidence and
domestic demand more than currently expected.

As the recovery continues, and with most coun-
tries set to pursue fiscal consolidation to rebuild fiscal
balances that deteriorated during the global crisis,
monetary and exchange rate policies should be used
flexibly—at different rates given differences in policy
space and underlying vulnerabilities—to respond to
changing market and economic conditions.

Enhancing private sector debt resolution frame-
works, including through voluntary debt restructuring,
would help tackle high levels of nonperforming loans
and support credit growth. Reforming labor markets
by reducing redundancy payments and addressing
duality, enhancing the business climate, and improv-
ing competitiveness is crucial for many countries to
increase potential growth. For Turkey, policies should
aim to reestablish a nominal anchor and tighten the
fiscal stance while promoting national saving and
competitiveness.

CHAPTER 2 COUNTRY AND REGIONAL PERSPECTIVES

Asia and Pacific: Steady Growth Ahead

The regions growth cooled somewhat in early 2014
but is now broadly on track for a rebound in the second
half of the year. Growth will be driven by a bounce back
in domestic demand, and for some, by stronger external
demand. Downside risks stem from a sharp tightening
in global financial conditions, as well as from protracted
weak growth in advanced economies. A homegrown con-
cern arises from a sharp slowdown in the real estate sector,
especially in China. Under the baseline projections, fiscal
consolidation should proceed gradually, and monetary
tightening should start or continue where slack is negli-
gible and inflation is high or rising. Structural reforms
remain crucial for raising medium-term growth.

Growth slowed across most of the Asia and Pacific
region in the first quarter of 2014 as export growth
declined and domestic demand cooled in China
(Figure 2.5). For some countries, the slowdown also
reflected idiosyncratic factors (for example, political
tensions in Thailand). However, activity picked up in
most of the region’s economies in the second quarter,
including in China, on new measures to support activ-
ity. In India, growth increased in the second quarter
on rising business confidence and stronger manufac-
turing activity since the election. Japan experienced a
strong first-quarter growth outturn—reflecting, mostly,
a stronger-than-expected rise in consumption ahead
of the consumption tax hike—offset, however, by a
somewhat sharper-than-envisaged slowdown in the
second quarter, again driven by a sharp contraction in
consumption.

Financial conditions have remained broadly support-
ive across the region, with strong credit growth, rising
equity and bond fund flows in the second quarter of
2014, and stronger asset prices—reaching all-time
highs in some cases.

The region’s near-term outlook remains strong,
predicated on a continuing global recovery. Growth
is forecast to remain at 5.5 percent in 2014, rising to
5.6 percent in 2015—slightly weaker for both years
compared with the April 2014 WEO forecast (Table
2.3). The downward revisions partly reflect the weaker
first-quarter outturn. Growth is expected to be driven
by domestic demand, given still-favorable financial
conditions and healthy labor markets, but export
growth is also expected to remain strong given the pro-
jected rebound in advanced economies and China. The

macroeconomic policy stance across most economies is
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Figure 2.5. Asia and Pacific: Steady Growth Ahead

also expected to remain broadly supportive. Inflation is
forecast to remain generally low and stable.

Growth momentum cooled in early 2014 in the Asia and Pacific region, but recent
data point to a rebound in the second half of the year. Exports should pick up on
the back of stronger demand from advanced economies. Domestic demand is also
expected to remain robust, helped by favorable financial conditions, healthy labor

¢ In China, growth will remain strong at 7.4 percent
in 2014 on recent measures—higher infrastructure
spending, support for small and medium enterprises,

markets, and broadly accommodative policies.
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and social housing—and improved net exports.
Growth is projected to moderate to a more sustain-
able rate of 7.1 percent in 2015 as slower credit
growth through both the banking and nonbanking
sectors slows investment and the moderation in real
estate sector activity continues.

In Japan, the sharp economic contraction in the
second quarter induced by the consumption tax
increase is expected to be short lived, with a moder-
ate pace of recovery returning thereafter. GDP
growth for 2014-15 is projected to average about
0.8-0.9 percent.

Growth in India is expected to rise to 5.6 percent in
2014 and pick up further to 6.4 percent in 2015 as
both exports and investment increase.

Growth in Australia, Korea, and New Zealand is
expected to be driven mainly by exports. In Korea,
growth should rise from 3.7 percent this year to

4.0 percent in 2015, led by exports and investment.
Australia’s growth is forecast at 2.8-2.9 percent in
2014-15, with a pickup in exports offsetting wan-
ing mining investment. New Zealand is expected

to benefit from reconstruction spending and export
recovery, with average growth above 3 percent in
2014-15.

The Association of Southeast Asian Nations—5
(ASEAN-5) economies are expected to grow steadily,
except Thailand, where a sharp slowdown driven by
political tensions this year should be followed by a
rebound next year. Growth in Indonesia is expected
to pick up moderately in 2015 owing to improved
investor sentiment in the postelection period. Growth
in Malaysia and the Philippines is forecast to remain
strong in 2014—15, helped by favorable external
demand and broadly accommodative policies and
financial conditions.

For the rest of developing Asia, growth should remain
broadly robust, despite rising vulnerabilities associated
with high fiscal and current account deficits in some
countries. Given their relatively limited exposure to
global financial markets, these economies were less
affected by last year’s tightening in financial condi-
tions and are expected to benefit from stronger global
and regional growth via stronger trade, remittances,
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Table 2.3. Selected Asian and Pacific Economies: Real GDP, Consumer Prices, Current Account Balance, and Unemployment
(Annual percent change unless noted otherwise)

Real GDP Consumer Prices! Current Account Balance? Unemployment?
2013 2014 2015 2013 2014 2015 2013 2014 2015 2013 2014 2015
Asia 5.5 5.5 5.6 3.8 3.7 3.7 1.4 1.4 1.5 A e e
Advanced Asia 21 21 2.2 11 2.3 2.3 1.9 21 21 4.0 3.8 3.9
Japan 15 09 0.8 0.4 2.7 2.0 0.7 1.0 11 4.0 3.7 3.8
Korea 3.0 3.7 4.0 1.3 1.6 24 6.1 58 58 3.1 3.1 3.1
Australia 2.3 2.8 29 24 2.7 2.6 -3.3 3.7 -3.8 5.7 6.2 6.1
Taiwan Province of China 2.1 85 3.8 0.8 1.4 2.0 11.7 11.9 11.3 42 4.0 4.0
Hong Kong SAR 2.9 3.0 33 4.3 3.9 3.8 1.9 2.1 2.2 3.1 3.1 3.1
Singapore 3.9 3.0 3.0 24 14 2.5 18.3 17.6 16.6 1.9 2.0 2.1
New Zealand 2.8 3.6 2.8 1.1 1.6 2.0 -3.4 —4.2 —6.0 6.2 57 52
Emerging and Developing Asia 6.6 6.5 6.6 4.7 41 4.2 1.0 1.0 11 A A A
China 7.7 74 71 2.6 2.3 2.5 1.9 1.8 2.0 4.1 4.1 4.1
India 5.0 5.6 6.4 9.5 7.8 7.5 -1.7 -2.1 2.2
ASEAN-5 5.2 4.7 5.4 4.6 4.6 5.0 0.0 0.7 0.6 A A A
Indonesia 58 52 55 6.4 6.0 6.7 -3.3 -3.2 -2.9 6.3 6.1 5.8
Thailand 29 1.0 4.6 2.2 2.1 2.0 -0.6 29 2.1 0.7 0.7 0.8
Malaysia 4.7 59 52 2.1 29 4.1 3.9 43 4.2 3.1 3.0 3.0
Philippines 72 6.2 6.3 29 45 39 3.5 3.2 2.6 7.1 6.9 6.8
Vietnam 54 515 56 6.6 52 52 56 41 3.4 44 44 44
Other Emerging and
Developing Asia* 6.4 6.7 7.0 6.7 6.3 6.2 -2.6 -1.8 -1.1
Memorandum
Emerging Asia® 6.6 6.5 6.6 46 4.0 4.1 1.1 11 1.2

Note: Data for some countries are based on fiscal years. Please refer to Table F in the Statistical Appendix for a list of economies with exceptional reporting periods.

"Movements in consumer prices are shown as annual averages. Year-end to year-end changes can be found in Tables A6 and A7 in the Statistical Appendix.

2Percent of GDP.

3Percent. National definitions of unemployment may differ.

40ther Emerging and Developing Asia comprises Bangladesh, Bhutan, Brunei Darussalam, Cambodia, Fiji, Kiribati, Lao P.D.R., Maldives, Marshall Islands, Micronesia, Mongolia,
Myanmar, Nepal, Palau, Papua New Guinea, Samoa, Solomon Islands, Sri Lanka, Timor-Leste, Tonga, Tuvalu, and Vanuatu.

SEmerging Asia comprises the ASEAN-5 (Indonesia, Malaysia, Philippines, Thailand, Vietnam) economies, China, and India.

and tourism. However, the small states of the Pacific The immediate risks to the outlook stem from a

will continue to underperform as a result of infra- sharp tightening of global financial conditions—trig-
structure gaps and competitiveness issues. gered, for instance, by greater volatility induced by

Inflation in the region is expected to remain stable U.S. monetary policy normalization or a spike in

at 3.7 percent during 201415, but with important
differences across economies. In Japan, underlying
inflation, excluding the effects of the consumption
tax increase, has been rising. Medium-term infla-

tion expectations have also been rising, although they

remain below the Bank of Japan’s 2 percent target.
In India, with recent monetary tightening, disinfla-
tion should continue, but inflation overall will remai
high at 7.8 percent in 2014, declining slightly to 7.5
percent in 2015. Inflation will also pick up in a few

n

economies in which subsidy or tax reform is expected

global risk aversion—which could lead to capital
outflows, asset price declines, and higher domestic
interest rates. This risk is more elevated in countries
that depend to a greater extent on external financ-
ing (India, Indonesia) and in economies with a large
foreign investment presence in domestic financial
markets (Indonesia). In some economies, an additional
risk stems from a sharp decline in house prices and
housing activity (China, Hong Kong SAR, Singapore)
or relates to elevated household leverage (Australia,
Korea, Malaysia). Sharply higher oil prices due to an

to be implemented or in which output is estimated to escalation of geopolitical tensions would also affect

be above potential (Indonesia, Malaysia, Philippines). economic activity in the region.
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Over the medium term, in addition to risks of spill-
overs from prolonged low growth in advanced econo-
mies, emerging Asia’s potential growth, which has
declined in the last few years, could weaken further,
particularly if reform implementation is delayed.

Rebuilding policy space and implementing struc-
tural reforms for sustainable and stronger growth
remain key policy priorities. With respect to fiscal
policy, although policy space varies across the region
and automatic stabilizers should be allowed to oper-
ate, fiscal consolidation is desirable across most of Asia
and the Pacific. It is a priority where debt levels are
relatively higher (Japan) or where there are contingent
fiscal liabilities (Malaysia).

Under the baseline projections, monetary normal-
ization should also proceed gradually in most of the
region’s economies, given that slack is negligible and
in some cases inflation is still high (India) or expected
to rise (Malaysia, Philippines). China needs to further
bring down credit growth and local government bor-
rowing to address financial stability risks while allow-
ing the economy to transition to a slower and more
sustainable pace of growth. As highlighted in the April
2014 Regional Economic Outlook: Asia and Pacific, mac-
roprudential policies have been generally effective in
containing financial stability risks and should remain
part of the toolkit. Exchange rate flexibility should be
the main shock absorber, but foreign exchange inter-
vention can also help smooth volatility and address
disorderly market conditions.

Structural reforms should continue to aim at lower-
ing near-term vulnerabilities and bolstering medium-
term growth. The agenda varies across the region
but includes financial sector, state-owned enterprise,
and local government reforms (China); fiscal reforms
(India, Japan); banking sector reforms (Mongolia,
Vietnam); product and labor market reforms (Japan,
Korea); and improvement of investment conditions

(India).

Latin America and the Caribbean: Still Losing
Speed

Growth declined further in early 2014 across the
region, reflecting a slowdown in external demand as well
as weaker domestic momentum. A modest recovery is
projected for 2015, yet risks remain tilted to the downside
as many economies struggle to find new engines of sustain-
able growth in an environment of stagnant commodity
prices and more binding supply bottlenecks. This situation
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heightens the importance of preserving macroeconomic
stability and implementing structural reforms to raise
investment and productivity.

Growth in Latin America and the Caribbean con-
tinued to slow in early 2014, with data coming in even
weaker than expected. External conditions played a
role, as exports fell short of expectations in early 2014,
and terms of trade deteriorated for some countries
(Figure 2.6). However, domestic factors were also
important in several economies as supply bottlenecks
and policy uncertainty held back business confidence
and investment. The resulting slowdown has increas-
ingly spread to consumer spending amid signs that
labor markets—although still quite tight—are starting
to soften.

Opverall, financial conditions are still supportive,
with continued gains in equity prices and a narrowing
of sovereign spreads since the beginning of the year,
which have helped to reverse most of the financial
market losses suffered after the mid-2013 turmoil.
Domestic interest rates have also eased in most econo-
mies since April, but credit growth has continued to
slow, notably in Brazil.

Growth in the region is expected to average 1.3
percent for 2014, the lowest rate since 2009 and
1.2 percentage points below the April 2014 WEO
projection (Table 2.4). The downward revision partly
reflects weaker-than-expected growth outturns for the
first half of the year and domestic demand growth
that is now expected to be slower than previously
projected. Regional growth will pick up to 2.2 percent
in 2015—again 0.7 percentage point weaker than
previously projected—supported by improving exports
and a recovery in investment. In particular, supply-side
reforms undertaken by some countries, like Mexico,
should start to pay off as an initial wait-and-see
attitude among businesses gives way to higher capital
spending.

e In Brazil, output contracted during the first half of
the year. Full-year growth in 2014 is now projected
at 0.3 percent. Weak competitiveness, low business
confidence, and tighter financial conditions (with
interest rate hikes through April 2014) have con-
strained investment, and the ongoing moderation in
employment and credit growth has been weighing
on consumption. A moderate pickup in activity is
expected for 2015, with growth rising to 1.4 percent
as the political uncertainty surrounding this year’s
presidential election dissipates. Inflation is expected to



remain in the upper part of the target range, reflect-

ing inflation persistence, binding supply constraints,

and pent-up pressure from administered prices.

® Mexico’s economy is gathering pace, although not
fast enough to offset fully the weakness in early
2014 that was driven by lower external demand and
slower-than-expected construction activity. Growth
is projected to average 2.4 percent in 2014 and reach
3.5 percent in 2015, helped by a firmer U.S. recovery,
a rebound in domestic construction activity, and the
gradual dividends from the ongoing reform of the
energy and telecommunications sectors.

e Sluggish growth in investment and durables con-
sumption has resulted in an unexpected sharp slow-
down in Chile and Peru this year. In Chile, recent
monetary and fiscal easing and a weaker exchange
rate should support a modest rebound. Peru’s
prospects should also improve as the impact of a
temporary decline in metal production tapers off
and supportive recent policy measures take effect. In
Colombia, growth is expected to remain solid, led
by strong construction activity.

e Argentina is projected to remain in recession in
2014-15, amid rising macroeconomic imbalances
and uncertainties related to the lingering standoff
with holdout creditors. Inflation remains elevated,
and the gap between the official and the informal
exchange rates has been widening again in recent
months. In Venezuela, severe policy distortions
are expected to continue to constrain production,
resulting in a sharp drop in activity and an infla-
tion rate that now exceeds 60 percent.

o Growth in Central America is projected to slow
slightly to 3.8-3.9 percent in 201415 as country-
specific domestic factors—including the closing of a
large plant funded through foreign direct investment,
which will affect export growth in Costa Rica—offset
the positive effects from stronger U.S. activity.

¢ In the Caribbean, long-standing competitiveness
problems, high public debt, and significant financial
fragilities will result in low growth in much of the
region.

Around this subdued outlook, risks remain tilted
somewhat to the downside. Activity in the region’s
commodity exporters might weaken with negative
external demand shocks, such as a sharper-than-
expected investment slowdown in China. An abrupt
rise in U.S. interest rates could prompt a replay of
the mid-2013 financial turmoil, which would tighten
financial conditions and depress confidence further.

CHAPTER 2 COUNTRY AND REGIONAL PERSPECTIVES

Figure 2.6. Latin America and the Caribbean: Still Losing
Speed

Economic activity across Latin America and the Caribbean has continued to slow,
reflecting less supportive external conditions and domestic policy uncertainties.
Even so, spare capacity remains limited, as evidenced by above-target inflation,
still-tight labor markets, and persistent external current account deficits.
Meanwhile, financial markets have recovered from their January 2014 trough but
remain vulnerable to new shocks.
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scores reflect higher performance.

“Yield on external bonds is J.P. Morgan Emerging Markets Bond Index Plus yield for
Latin America. Equity index is MSCI Emerging Markets Latin America Index equity
local net total return index. Currency index is Bloomberg J.P. Morgan Latin America
Currency Index. The equity and currency indices are rebased to January 2, 2013 =
100. Data are through September 24, 2014.
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Table 2.4. Selected Western Hemisphere Economies: Real GDP, Consumer Prices, Current Account Balance,

and Unemployment
(Annual percent change unless noted otherwise)

Real GDP Consumer Prices? Current Account Balance? Unemployment?

2013 2014 2015 2013 2014 2015 2013 2014 2015 2013 2014 2015
North America 21 2.2 3.1 1.7 2.2 2.3 -24 -25 2.6 - - -
United States 2.2 2.2 341 15 2.0 2.1 -2.4 —2.5 —2.6 7.4 6.3 5.9
Canada 2.0 2.3 2.4 1.0 1.9 2.0 -3.2 2.7 2.5 71 7.0 6.9
Mexico 1.1 2.4 35 3.8 3.9 3.6 2.1 -1.9 -2.0 49 4.8 45
South America* 3.2 0.7 1.6 8.5 - - -2.6 -2.5 -2.7 - - -
Brazil 2.5 0.3 1.4 6.2 6.3 5.9 -3.6 —3.5 -3.6 54 55 6.1
Argentina®6 2.9 1.7 -1.5 10.6 . . -0.8 -0.8 —1.1 71 8.8 9.0
Colombia 47 4.8 45 2.0 2.8 2.6 -3.3 -3.9 -3.8 9.7 9.3 9.0
Venezuela 1.3 -3.0 -1.0 40.6 64.3 62.9 5.0 7.6 6.4 7.5 8.0 10.4
Chile 4.2 2.0 3.3 1.8 4.4 3.2 -3.4 -1.8 -1.4 59 6.6 7.0
Peru 5.8 3.6 5.1 2.8 3.2 2.3 -4.5 —5.2 5.0 7.5 6.0 6.0
Ecuador 45 4.0 4.0 2.7 3.1 3.0 -1.3 -0.8 —2.4 4.7 5.0 5.0
Uruguay 4.4 2.8 2.8 8.6 8.8 8.3 -5.6 6.5 6.4 6.6 6.8 6.9
Bolivia 6.8 5.2 5.0 5.7 6.0 5.3 3.3 2.6 2.8 6.4 6.3 6.2
Paraguay 13.6 4.0 4.5 2.7 4.8 5.0 21 1.0 -1.1 5.4 549 549
Central America’ 4.2 3.8 3.9 4.2 3.6 4.2 -6.7 -6.3 -6.2
Caribbean® 3.2 3.8 3.3 5.1 41 4.4 -3.3 271 -24
Memorandum
Latin America and the Caribbean? 2.7 1.3 2.2 71 . . 2.7 =23 —2.6

Excluding Argentina 2.7 1.7 2.6 6.7 8.0 7.5 2.9 2.7 —2.8 .

Eastern Caribbean Currency Union!0 0.6 09 1.7 09 1.3 1.7 -16.7 -164 -16.3 ..

Note: Data for some countries are based on fiscal years. Please refer to Table F in the Statistical Appendix for a list of economies with exceptional reporting periods.

"Movements in consumer prices are shown as annual averages. Year-end to year-end changes can be found in Tables A6 and A7 in the Statistical Appendix.

2Percent of GDP.

SPercent. National definitions of unemployment may differ.

“Includes Guyana and Suriname. See note 6 regarding consumer prices.

5The data for Argentina are officially reported data as revised in May 2014. On February 1, 2013, the IMF issued a declaration of censure, and in December 2013 called on Argentina
to implement specified actions to address the quality of its official GDP data according to a specified timetable. On June 6, 2014, the Executive Board recognized the implementation
of the specified actions it had called for by end-March 2014 and the initial steps taken by the Argentine authorities to remedy the inaccurate provision of data. The Executive Board will
review this issue again as per the calendar specified in December 2013 and in line with the procedures set forth in the Fund’s legal framework.

6Consumer price data from January 2014 onwards reflect the new national CPI (IPCNu), which differs substantively from the preceding CPI (the CPI for the Greater Buenos Aires
Area, CPI-GBA). Because of the differences in geographical coverage, weights, sampling, and methodology, the IPCNu data cannot be directly compared to the earlier CPI-GBA data.
Because of this structural break in the data, staff forecasts for CPI inflation are not reported in the Fall 2014 World Economic Outlook. Following a declaration of censure by the IMF
on February 1, 2013, the public release of a new national CPI by end-March 2014 was one of the specified actions in the IMF Executive Board's December 2013 decision calling on
Argentina to address the quality of its official CPI data. On June 6, 2014, the Executive Board recognized the implementation of the specified actions it had called for by end-March
2014 and the initial steps taken by the Argentine authorities to remedy the inaccurate provision of data. The Executive Board will review this issue again as per the calendar specified
in December 2013 and in line with the procedures set forth in the Fund's legal framework.

"Central America comprises Belize, Costa Rica, El Salvador, Guatemala, Honduras, Nicaragua, and Panama.

8The Caribbean comprises Antigua and Barbuda, The Bahamas, Barbados, Dominica, the Dominican Republic, Grenada, Haiti, Jamaica, St. Kitts and Nevis, St. Lucia, St. Vincent and
the Grenadines, and Trinidad and Tobago.

9atin America and the Caribbean comprises Mexico and economies from the Caribbean, Central America, and South America. See also note 6.

OEastern Caribbean Currency Union comprises Antigua and Barbuda, Dominica, Grenada, St. Kitts and Nevis, St. Lucia, and St. Vincent and the Grenadines as well as Anguilla and
Montserrat, which are not IMF members.

A sharp rise in oil prices would have an overall nega-
tive effect on the region’s growth, despite benefiting a
small number of net hydrocarbon exporters (notably
Bolivia, Colombia, Ecuador, and Venezuela). Higher
fuel prices could also intensify inflation or budget-
ary pressures (owing to large subsidies in some cases).
Some Caribbean and Central American economies are
particularly exposed, given large oil import needs and
already-weak fiscal and external positions.

Over the medium term, another key risk for some

economies in the region is a potential continuation
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of weak investment if underlying competitiveness and
structural issues are not adequately addressed. The
effects on growth would be compounded by a pro-
longed stagnation in advanced economies.

The priority across most of the region is to main-
tain macroeconomic stability while stepping up efforts
to boost potential growth. Still-tight labor markets,
above-target inflation, and persistent current account
deficits all point to limited resource slack. This situa-
tion argues against considering further fiscal expansion,
notably in countries with weak public finances. Achiev-



ing the targets set under existing fiscal frameworks

through high-quality measures is critical to preserving
the credibility of those frameworks, avoiding a further
erosion of fiscal positions, and supporting disinflation.

Monetary policy, in turn, should be used to manage
short-term fluctuations in growth. However, several
central banks are currently facing a challenging combi-
nation of slowing growth and persistent price pressures,
implying limited room to ease. Exchange rate flex-
ibility remains essential not only to facilitate external
adjustment, but also to discourage one-sided currency
bets. Financial regulators should monitor private sector
vulnerabilities closely and tighten prudential standards
as necessary.

Structural reforms, to raise growth and its inclu-
siveness, should focus on creating the conditions for
higher productivity and capital spending, including
by addressing shortcomings in educational outcomes,
infrastructure provision, and the business environment.
Without such reforms, growth could well continue to
disappoint relative to the high expectations created by
the past decade and put at risk the important social

advances the region has achieved.

Commonwealth of Independent States: Coping
with Geopolitical Uncertainties

The Commonwealth of Independent States (CIS)
economies are facing significant challenges given the
Jallout from ongoing geopolitical tensions, with investment
contracting in Russia and conflict-hit Ukraine undergo-
ing significant macroeconomic and structural adjustment.
Po/icy priovities center on preserving macroeconomic
stability in the near term and improving institutions and

raising growth potential in the medium term.

The European CIS economies weakened sharply
in the first half of 2014 (Figure 2.7). Investment
dropped in Russia, where geopolitical tensions have
further weakened already-subdued business confidence.
Ukraine’s crisis deepened further, with output con-
traction driven by falling industrial production and
exports. Some economies in the Caucasus and Central
Asia (CCA) slowed with weaker trade and remittance
flows, given their economic ties to Russia.

Weaker activity has also reflected a worsening in
financial conditions in the region: capital outflows
intensified in Russia in the first half of 2014, putting
pressure on the exchange rate and resulting in higher
inflation, which induced policy rate hikes by the
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Figure 2.7. Commonwealth of Independent States: Coping
with Geopolitical Uncertainties

Growth in the Commonwealth of Independent States is subdued amid geopolitical
tensions and a worsening of financial conditions. Inflation is forecast to remain
high or even rise in the near term, in part reflecting pass-through from the recent
exchange rate depreciations in many of the region’s economies.

1. European CIS: Real GDP 2. Real GDP Growth

6 - Growth' (quarter-over- - - (percent) — RUS - 20
"] quarter percent change) )

4 - — European CIS _ 44
- excl. RUS 1
Non- j 12
European CIS - 8
-4
—4 - H Private consumption - 0
_6- == Pyblic consumption )
Investment 1
-8 - = Net exports ) T8
_10 1 1 1 1 1 L 1 1 1 1 1 1 1 1 1 1 ] _12
2009 10 11 12 14: 2004 06 08 10 12 14
Q1
60 - 3. European CIS: - -4, Exchange Rate -180
Capital Flows - _  Depreciation? (against 1 170
40 - (billions of U.S. dollars) - U.S. dollars; index, < 160
oo — Total = Foreigndirect ~ - Jan. 2012 =100) " 50
A investment - -
0 - — RUS - 140
. - — KAZ - 130
—20 - - UKR y 120
: - -110
—40 - ™ Portfolio investment - -
- 100

Bank loans and other

1 1 90
2013: 13 13 13 14 Jan. July Jan. July Jan. Sep.
Q1 Q2 Q3 04 Q1 2012 12 13 13 14 14

24 -5, Inflation - - 6. Fiscal Balance® -30
21 _ (percent) _' (percent of fiscal year GDP) -

18 - = 5013 "~ = Netenergy —Cis - 24
15 exporters excl. RUS  — RUS _ 18
- Net energy |
12 - importers - 12

9 - i
6 ] -6
3 |

BLR UZB RUS TJK TKM AZE
UKR KGZ KAZ MDA GEO ARM

2004 06 08 10 12 14

Sources: Bloomberg; Haver Analytics; and IMF staff estimates.

Note: European CIS = Belarus, Moldova, Russia, Ukraine; non-European CIS =
Armenia, Azerbaijan, Georgia, Kazakhstan, Kyrgyz Republic, Tajikistan, Turkmeni-
stan, Uzbekistan. Net energy exporters excl. Russia = Azerbaijan, Kazakhstan,
Turkmenistan, Uzbekistan; net energy importers = Armenia, Belarus, Georgia,
Kyrgyz Republic, Moldova, Tajikistan, Ukraine. Data labels in the figure use
International Organization for Standardization country codes.

"Moldova is excluded because of data unavailability.

2Data through September 22, 2014.

3Non-oil primary deficit for Russia, overall balance for net energy importers, and
general government net lending/borrowing for both Commonwealth of Independent
States (CIS) and net energy exporters excluding Russia.
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Table 2.5. Commonwealth of Independent States: Real GDP, Consumer Prices, Current Account Balance,

and Unemployment
(Annual percent change unless noted otherwise)

Real GDP Consumer Prices! Current Account Balance? Unemployment3
Projections Projections Projections Projections
2013 2014 2015 2013 2014 2015 2013 2014 2015 2013 2014 2015
Commonwealth of Independent States 2.2 0.8 1.6 6.4 7.9 7.9 0.6 1.9 2.1
Net Energy Exporters 2.3 1.3 1.5 6.7 7.3 71 1.8 2.7 2.8 - - -
Russia 1.3 0.2 0.5 6.8 7.4 7.3 1.6 2.7 3.1 55 5.6 6.5
Kazakhstan 6.0 4.6 4.7 5.8 6.9 6.1 0.1 0.3 -0.7 5.2 5.2 5.2
Azerbaijan 5.8 45 4.3 2.4 2.8 3.0 17.0 14.6 104 6.0 6.0 6.0
Uzbekistan 8.0 7.0 6.5 11.2 10.0 11.2 0.1 0.1 0.5
Turkmenistan* 10.2 10.1 11.5 6.8 5.0 5.9 -2.9 —1.9 -0.3
Net Energy Importers 1.2 -2.7 1.8 4.7 121 13.2 -9.0 -5.4 -5.1 - e e
Ukraine 0.0 —6.5 1.0 -0.3 11.4 14.0 -9.2 2.5 2.5 7.2 10.0 9.8
Belarus 0.9 0.9 1.5 18.3 18.6 16.9 -10.1 -85 7.4 0.5 0.5 0.5
Georgia* 3.2 5.0 5.0 -0.5 4.6 4.9 -5.9 -8.4 -7.9 16.1 .. ..
Armenia 35 3.2 35 5.8 1.8 3.8 -8.0 1.7 -7.3 18.5 18.0 17.9
Tajikistan 7.4 6.0 6.0 5.0 6.6 8.3 -1.4 -4.7 -3.6 .. .. ..
Kyrgyz Republic 10.5 41 4.9 6.6 8.0 8.9 -148 142 1438 7.6 7.6 7.5
Moldova 8.9 1.8 35 4.6 51 5.7 -4.8 —6.2 7.3 5.1 6.0 5.8
Memorandum
Caucasus and Central Asia® 6.6 55 5.6 6.0 6.4 6.4 1.9 1.6 0.7
Low-Income CIS Countries® 7.2 5.9 5.8 8.0 8.0 9.1 -3.1 -3.6 -3.3
Net Energy Exporters Excluding
Russia 6.8 5.6 5.7 6.3 6.5 6.5 2.8 2.7 1.6

Note: Data for some countries are based on fiscal years. Please refer to Table F in the Statistical Appendix for a list of economies with exceptional reporting periods.
"Movements in consumer prices are shown as annual averages. Year-end to year-end changes can be found in Table A7 in the Statistical Appendix.

2Percent of GDP.

3Percent. National definitions of unemployment may differ.

“Georgia and Turkmenistan, which are not members of the Commonwealth of Independent States (CIS), are included in this group for reasons of geography and similarity in

economic structure.
5Caucasus and Central Asia comprises Armenia, Azerbaijan, Georgia, Kazakhstan, Kyrgyz Republic, Tajikistan, Turkmenistan, and Uzbekistan.
6Low-Income CIS Countries comprise Armenia, Georgia, Kyrgyz Republic, Moldova, Tajikistan, and Uzbekistan.

central bank. Since February of this year, Ukraine has o

experienced official reserve losses and exchange rate
depreciation. With significant deposit withdrawals and
loan quality deterioration, financial sector stress has
risen. The depreciation of the Russian ruble has also
exerted exchange rate pressure on the Kyrgyz Republic
and Tajikistan, whereas in Kazakhstan, the currency
was preemptively devalued.

Growth is projected to decline from 2.2 percent
in 2013 to 0.8 percent this year, before recovering to
1.6 percent in 2015 as geopolitical tensions subside
(Table 2.5). The forecast is significantly weaker for
both years, compared with that in the April 2014
WEO, reflecting the ongoing crises and regional
spillovers given Russias role as a key regional trading
partner.’

3Georgia and Turkmenistan are not members of the CIS, but they
are included in this group because of their geographic proximity and
similarity in economic structure.
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Russia’s GDP is projected to remain flat in 2014
and recover modestly to grow by 0.5 percent in
2015 as investment contraction moderates and non-
energy exports strengthen.

o In Ukraine, activity is projected to contract sharply this
year, reflecting production disruptions from the ongo-
ing conflict and the difficult macroeconomic situation.

e With weak external demand from Russia and
structural limitations, Belarus’s growth will remain
subdued. Growth will also be modest in Moldova,
owing to a slowdown in agriculture and spillovers
from weaker activity in its main trading partners
(European Union, Russia, Ukraine).

e In the CCA’ oil and gas exporters, growth will

decline in 201415 as high energy prices, large

policy buffers, and diversified export markets

only partly offset the effects of Russia’s slowdown.

Growth will decline in Kazakhstan in 2014-15,

reflecting both weaker external demand and lower

investor confidence due to increased regional

tensions.



e Economic activity in most oil-importing economies
in the CCA (Armenia, Kyrgyz Republic, Tajikistan)
will also slow, given their close remittance and trade
linkages with Russia and weakened investor senti-
ment, as well as relatively limited policy space.
Despite lower growth and declining food prices,

average inflation in the region is forecast to rise from

6.4 percent in 2013 to 7.9 percent in 2014, reflecting

pass-through from recent exchange rate depreciations.

In Russia, inflation will likely rise above the target;

in Belarus and Ukraine it is expected to exceed 10

percent. The February devaluation of the Kazakhstani

tenge is expected to raise inflation but maintain it
within the target range. In Uzbekistan, inflation will
likely remain in the double digits, given continu-

ing increases in administered prices and nominal

depreciation.

Risks to growth are largely to the downside. An
escalation of geopolitical tensions between Russia
and Ukraine, resulting in a tightening of sanctions
against Russia, could entail a serious setback for
the region. Even without further escalation, pro-
longed uncertainty could erode confidence, acceler-
ate capital outflows, put pressure on the exchange
rate, and further weaken investment and growth in
Russia, with adverse spillovers to the rest of the CIS
via lower imports, remittances, and foreign direct
investment.

With higher risks and worsening economic condi-
tions, a key priority is to preserve macroeconomic
stability. For Russia, monetary and financial policies
should aim to anchor inflation expectations given
recent depreciation, while recent steps to increase
exchange rate flexibility should continue in order to
facilitate adjustment to shocks, including from oil
prices. Under an IMF-supported program, Ukraine
is implementing economic and structural reforms
to address long-standing structural weaknesses and
macroeconomic imbalances. For Belarus, policies to
halt wage increases and reduce directed lending and
foreign exchange intervention would help safeguard
macroeconomic stability. In Moldova, weaknesses in
the banking system need to be addressed to ensure
the stability of the financial sector.

In the CCA, monetary policies should be tightened
if inflation pressure persists. Although a pause in
fiscal consolidation is justifiable with slowing growth
prospects in some economies (Armenia, Kazakhstan),
gradual consolidation should be pursued over the
medium term to place public debt on a sustainable
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path. CCA economies also need structural reforms for
strong and inclusive medium-term growth, specifi-
cally through improving the business climate and
governance and increasing global and regional trade

integration.

The Middle East, North Africa, Afghanistan, and
Pakistan: Fragile Recovery

Economic activity in the Middle East, North Africa,
Afghanistan, and Pakistan (MENAP) region is projected
to pick up in 2014—15, but the recovery will remain
fragile. Political transitions in many countries and security
problems, including from the recently intensified conflict
in Iraq, pose downside risks. For many countries, fiscal
consolidation is needed to rebuild buffers against unex-
pected shocks and preserve wealth for future generations.
Achieving sustained, strong growth over the medium term
will require structural reforms.

0Oil-Exporting Economies
Activity in the Gulf Cooperation Council (GCC)

economies accelerated slightly in the second half of
2013 and into 2014, driven by higher oil production
and government spending. By contrast, although the
Islamic Republic of Iran is showing signs of recovery,
the pace of activity deteriorated in the non-GCC oil
exporters, where security conditions remain challeng-
ing. The conflict in northern Iraq has started to affect
non-oil growth in that country. Although most oil
production is in the country’s south and oil output
levels have not been materially affected, the departure
of skilled personnel will limit Irag’s ability to expand
or, possibly, even maintain oil production. Ongoing
political turmoil and security issues have disrupted oil
production in Libya and undermined oil production in
Yemen.

Average growth for the oil exporters is projected
to edge up from 2.2 percent in 2013 to 2.5 percent
in 2014 and to 3.9 percent in 2015. The forecast is
0.9 percentage point weaker for 201415, compared
with that in the April 2014 WEO (Table 2.6):
¢ In the GCC countries, growth is projected to aver-

age about 44 percent in 2014-15, with non-oil

GDP growing by 6 percent and oil GDP rising by

15 percent. The latter mostly reflects the accom-

modation of oil supply disruptions elsewhere in a

context of modest increases in global oil demand

and rising supply in North America.
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Table 2.6. Selected Middle East and North African Economies: Real GDP, Consumer Prices, Current Account Balance,

and Unemployment

(Annual percent change unless noted otherwise)

Real GDP Consumer Prices! Current Account Balance? Unemployment?
Projections Projections Projections Projections
2013 2014 2015 2013 2014 2015 2013 2014 2015 2013 2014 2015
Middle East and North Africa 2.3 2.6 3.8 9.2 7.5 8.0 10.9 8.6 6.8
0il Exporters* 2.2 2.5 3.9 9.5 6.8 7.3 14.8 11.6 9.8 .
Saudi Arabia 4.0 4.6 45 35 2.9 3.2 17.7 15.1 12.4 5.5 . .
Iran -1.9 1.5 2.2 34.7 19.8 20.0 7.5 4.2 1.7 10.4 11.6 12.2
United Arab Emirates 5.2 43 45 1.1 2.2 2.5 16.1 11.1 11.8 . - .
Algeria 2.8 3.8 4.0 3.3 3.2 4.0 04 -3.0 —29 9.8 10.8 11.3
Iraq 4.2 2.7 1.5 1.9 47 6.2 -0.8 3.0 2.4
Qatar 6.5 6.5 7.7 31 3.4 815 30.9 271 23.2 . . .
Kuwait -0.4 1.4 1.8 2.7 3.0 815 40.5 40.8 38.6 2.1 2.1 2.1
0il Importers® 2.6 2.6 3.7 83 10.0 10.6 -6.2 -47 -59 - - -
Egypt 2.1 2.2 38 6.9 10.1 13.5 2.7 -0.4 —4.0 13.0 13.4 13.9
Morocco 4.4 38 47 1.9 1.1 2.0 -7.6 —6.8 5.8 9.2 9.1 9.0
Sudan 33 3.0 3.7 36.5 38.0 20.6 -8.6 —6.3 —6.3 14.8 13.6 13.3
Tunisia 2.3 2.8 3.7 6.1 5.7 5.0 -8.4 1.7 —6.6 15.3 15.3 15.0
Jordan 2.9 815 4.0 5.6 3.0 2.6 -98 -10.0 —6.9 12.2 12.2 12.2
Lebanon 1.5 1.8 2.5 3.2 315 4.0 -129 127 123 . . .
Memorandum
Middle East, North Africa, Afghanistan,
and Pakistan 2.5 2.7 3.9 9.0 7.6 8.0 10.0 7.8 6.2 . . .
Pakistan 3.7 4.1 43 74 8.6 8.0 -1 -1.2 -1.3 6.2 6.7 6.5
Afghanistan 3.6 3.2 45 74 6.1 5.5 43 48 0.1 . . .
Israel® 3.2 2.5 2.8 1.5 0.8 1.8 2.0 1.9 2.0 6.3 6.0 6.0
Maghreb? 1.1 1.3 5.4 3.2 3.1 3.9 -0.8 7.4 —6.8
Mashreq? 2.1 2.3 38 6.5 9.1 12.0 -4.7 =3.0 5.3

Note: Data for some countries are based on fiscal years. Please refer to Table F in the Statistical Appendix for a list of economies with exceptional reporting periods.
"Movements in consumer prices are shown as annual averages. Year-end to year-end changes can be found in Tables A6 and A7 in the Statistical Appendix.

2Percent of GDP,

3Percent. National definitions of unemployment may differ.

“Includes Bahrain, Libya, Oman, and Yemen.

®Includes Djibouti and Mauritania. Excludes Syria because of the uncertain political situation.
Blsragl, which is not a member of the region, is included for reasons of geography. Note that Israel is not included in the regional aggregates.
The Maghreb comprises Algeria, Libya, Mauritania, Morocco, and Tunisia.
8The Mashreq comprises Egypt, Jordan, and Lebanon. Syria is excluded because of the uncertain political situation.

¢ In the non-GCC oil exporters, growth is forecast

to average only % percent in 2014 given recent

political shocks and deteriorating security. Growth is

projected to recover to 3 percent in 2015, assum-
ing a rebound in oil production in Iraq, Libya, and

Yemen. These assumptions are, however, subject to

significant uncertainty.

Inflation is expected to remain contained in most
countries, particularly in the GCC, in light of softening
global food prices and pegged exchange rates. Inflation
will remain high in many non-GCC countries, however,
reflecting production disruptions and other idiosyncratic
factors, such as a recent fuel price increase in Yemen.

‘The major risk to oil exporters arises from unex-
pected oil market developments. An immediate risk
relates to disruptions to oil production (relative to
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baseline projections) owing to escalating geopoliti-

cal tensions, particularly in Iraq, Libya, and Yemen.
Activity in these countries could contract in response
to such disruptions, should they materialize. As dis-
cussed in Chapter 1, such disruptions could also lead
to higher oil prices and lower global growth, but they
could boost oil revenues for other oil exporters in the
region. There are also risks that oil prices could turn
out to be lower than expected because of increased oil
supply or lower demand. On the supply side, Libya’s
oil production could recover earlier than expected, the
sanctions-related restrictions on the Islamic Repub-
lic of Iran’s oil exports could be relaxed, or U.S. oil
output could continue to surprise on the upside. On
the demand side, energy demand in emerging markets
could be weaker if downside risks to activity in these



economies should materialize. Protracted stagnation
in advanced economies (see Figure 2.1) would have
similar effects.

A key priority for most oil-exporting economies in
the region is to shore up weakening fiscal balances,
which reflect stalled progress in withdrawing fiscal
stimulus implemented by the GCC countries dur-
ing the Great Recession and oil production shocks in
the non-GCC countries. The overall fiscal balance is
projected to decline from 2 percent of GDP in 2014
to 1 percent in 2015. Fiscal surpluses are too low in
most GCC countries to enable them to save an equi-
table share of oil wealth for future generations and are
expected to vanish by 2017 (Figure 2.8). All non-GCC
oil exporters are running fiscal deficits despite reli-
ance on nonrenewable resources as the main revenue
source. Fiscal consolidation is thus needed in most
oil-exporting countries in the region over the medium
term, to build buffers against future shocks and ensure
that future generations can also benefit from their
oil wealth. However, in some non-GCC countries,
the need for consolidation is more immediate, given
weaker fiscal positions after recent oil production
declines. Fiscal consolidation should importantly
include phasing out costly and inefficient energy
subsidies and replacing them with targeted social safety
nets, as well as raising non-oil revenue. These efforts
should be supported with strengthened budget pro-
cesses to control spending.

Structural reforms can help diversify the region’s
economies away from oil, raise productivity, and
encourage firms in the region to expand into the
tradables sector. Continued effort is needed to promote
GCC nationals’ employment in the private sector.
Non-GCC countries urgently need to improve security
and the business environment.

Oil-lmporting Economies

Economic activity in the MENAP oil importers has
remained lackluster given deep-rooted inefficiencies
in economic structures, regional conflicts, and contin-
ued sociopolitical tensions. However, confidence has
begun to improve, and exports are picking up with
higher demand from trading partners. Some structural
reforms are slowly nurturing competitiveness and for-
eign direct investment through lower production costs.

Growth in MENAP oil importers is projected to rise
from 2.6 percent in 2014 to 3.7 percent in 2015—
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Figure 2.8. The Middle East, North Africa, Afghanistan, and
Pakistan: Fragile Recovery

Despite strong activity in the GCC economies, the recovery in the MENAP region as
a whole has been fragile, owing to ongoing political transitions and recently
intensified conflicts. Fiscal balances in oil exporters have weakened and are
projected to deteriorate over the near and medium term. In oil importers, external
and fiscal vulnerabilities remain significant.
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Sources: Haver Analytics; International Energy Agency; national authorities; and
IMF staff estimates.

Note: CCA = Caucasus and Central Asia; EE = Emerging Europe excluding Russia
and Ukraine; Gulf Cooperation Council (GCC) = Bahrain, Kuwait, Oman, Qatar, Saudi
Arabia, United Arab Emirates; LAC = Latin America and the Caribbean; Middle East,
North Africa, Afghanistan, and Pakistan (MENAP) oil exporters (MENAPOE) =
Algeria, Bahrain, Iran, Iraq, Kuwait, Libya, Oman, Qatar, Saudi Arabia, United Arab
Emirates, Yemen; MENAP oil importers (MENAPOI) = Afghanistan, Djibouti, Egypt,
Jordan, Lebanon, Mauritania, Morocco, Pakistan, Sudan, Syria, Tunisia. Data labels
in the figure use International Organization for Standardization country codes. Data
from 2011 onward exclude Syria.

The vertical axis shows each region’s 2014 GDP per capita in U.S. dollars.

2April 2014 WEO data have been revised using the current purchasing-power-
parity (PPP) GDP weighted according to the International Comparison Program.
3The size of each country’s bubble is relative to its 2013 PPP GDP.
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broadly similar to the April 2014 WEO projections

for 2014, and 0.5 percentage point weaker for 2015.

Growth is expected to be driven by rising external

demand from Europe and the GCC countries and some

recovery in domestic demand as confidence improves
and political transitions evolve. However, growth is still
too weak to tackle persistently high unemployment,
especially among the young, and widespread socioeco-
nomic inequities.

¢ In Morocco, the ongoing implementation of struc-
tural reforms is beginning to bear fruit, and growth
is expected to pick up in 2015. Private investment
is expected to strengthen with increased confi-
dence, rising tourism receipts, and stronger export
performance.

o Growth is also strengthening in Pakistan, reflect-
ing in part the positive effects of energy reforms,
although large fiscal and external vulnerabilities still
remain.

e In Tunisia, progress in the political transition is lead-
ing to increased donor support. However, growth
remains timid, and rising external imbalances have
continued to put pressure on the exchange rate.
Important steps are being taken to reduce banking
sector fragilities, a key constraint on stronger and
more inclusive growth.

o Egypts presidential election and substantial GCC
financing have restored some confidence and
stabilized growth. However, continued reforms and
additional external financing are critical to secur-
ing macroeconomic stability, generating inclusive
growth, and creating jobs.

¢ In Jordan, recent reforms have stabilized growth and
macroeconomic balances, but prospects are weighed
down by adverse regional spillovers. Beyond the
crisis in Syria, spotty gas flows from Egypt have
required expensive alternative-energy imports. An
escalated conflict in Iraq could jeopardize trade and
confidence.

o In Lebanon, the political impasse and spillovers
from the Syrian conflict have dampened confidence
and activity. The presence of a larger number of
refugees (one-quarter of the population) is affecting
security, fueling high unemployment and poverty,
and stressing already-weak public finances.

The recovery is vulnerable to setbacks in political
transitions and intensified social and security tensions,
including through their effects on oil prices, refugee
movements, and trade disruption. Lower-than-expected
growth in emerging markets, Europe, or the GCC
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could slow tourism, exports, and remittances. Coun-
tries with limited exchange rate flexibility could face
higher domestic interest rates when global monetary
conditions tighten, although limited integration in
international capital markets provides some monetary
policy autonomy.

Structural reforms will help raise medium-term
growth, create jobs, and improve living standards and
equity. Business climate and governance reforms, better
access to finance, and greater trade integration (par-
ticularly in higher-value-added products) are critical to
lower firms’ operating costs and increase employment
opportunities. Labor market and education system
reforms will help raise human capital and productiv-
ity—for example, by better aligning education and
vocational training with private sector needs. Domestic
reform efforts can also be bolstered by the international
community through financing, access to key export
markets, technical assistance, and policy advice.

Macroeconomic and financial policies should sup-
port the growth- and job-enhancing policy agenda.
Fiscal consolidation is needed to instill confidence
and restore public debt sustainability over the
medium term. But it can be done at a measured pace,
where financing allows. The ongoing reorientation
of spending toward well-targeted social safety nets,
infrastructure, education, and health care—all key to
raising growth and jobs—could be supported through
enhanced implementation capacity and restrained
increases in spending on public sector wages. As
growth improves, equity and business confidence
can be boosted by broadening the tax base, increas-
ing income tax progressivity, implementing subsidy
reforms, and expanding targeted social safety nets.

Sub-Saharan Africa: Maintaining Speed

Economic activity in sub-Saharan Africa has contin-
ued 1o grow robustly—on the back of supportive external
demand conditions and strong growth in public and private
investment—and the outlook is expected to remain favor-
able for the lion’s share of the region’s countries. However,
beyond the severe humanitarian implications, the ongoing
outbreak of the Ebola virus is exacting a heavy economic
toll in Guinea, Liberia, and Sierra Leone. Domestic risks
also include a rapid buildup of fiscal vulnerabilities in a
Jew countries and an intensification of security threats.
Those risks could be compounded if global financing
conditions were to tighten faster than anticipated and if’
emerging markets should slow down markedly, especially



CHAPTER 2 COUNTRY AND REGIONAL PERSPECTIVES

Table 2.7. Selected Sub-Saharan African Economies: Real GDP, Consumer Prices, Current Account Balance,

and Unemployment
(Annual percent change unless noted otherwise)

Real GDP Consumer Prices! Current Account Balance? Unemployment?
Projections Projections Projections Projections
2013 2014 2015 2013 2014 2015 2013 2014 2015 2013 2014 2015
Sub-Saharan Africa 5.1 5.1 5.8 6.6 6.7 7.0 -2.4 -2.6 -3.2
0il Exporters* 5.7 6.1 7.0 7.8 7.6 8.1 3.7 3.3 1.8
Nigeria 5.4 7.0 7.3 8.5 8.3 8.7 4.0 3.7 2.2
Angola 6.8 3.9 5.9 8.8 7.3 7.3 55 41 2.0
Gabon 5.6 5.1 5.4 0.5 47 2.5 12.1 12.2 6.0
Chad 3.9 9.6 6.7 0.2 2.8 3.1 -9.5 -7.2 71
Republic of Congo 3.3 6.0 7.5 4.6 2.2 2.3 -3.4 -3.2 -3.2
Middle-Income Countries® 3.5 3.0 3.6 5.7 6.4 6.3 -5.4 -5.2 -5.0 - A A
South Africa 1.9 14 2.3 5.8 6.3 5.8 -5.8 -5.7 -5.6 24.7 25.2 25.0
Ghana 71 45 4.7 1.7 15.7 16.8 -11.9 -9.9 -8.5
Cote d’lvoire 8.7 8.5 7.9 2.6 0.6 2.6 2.1 -3.0 -3.1
Cameroon 55 5.1 5.2 2.1 3.2 2.6 -3.7 -3.5 -34
Zambia 6.7 6.5 7.2 7.0 8.0 7.8 0.7 1.9 2.3
Senegal 35 45 4.6 0.7 -0.5 1.5 -10.4 -9.8 -9.4
Low-Income Countries® 6.1 6.3 6.6 5.7 5.7 5.9 -11.7 124 123
Ethiopia 9.7 8.2 8.5 8.1 7.7 9.1 -6.0 71 -7.3
Kenya 4.6 5.3 6.2 5.7 7.3 6.0 -8.7 -8.0 -8.1
Tanzania 7.0 7.2 7.0 7.9 5.9 4.9 -138 -137 -131
Uganda 5.8 5.9 6.3 5.0 5 5.9 -85 -104 105
Madagascar 2.4 3.0 4.0 5.8 7.3 6.6 -5.4 -4.3 -4.0
Democratic Republic of the
Congo 8.5 8.6 8.5 0.8 2.4 4.1 -10.2 -9.3 -9.2
Memorandum
Sub-Saharan Africa Excluding
South Sudan 4.9 5.2 5.7 6.6 6.8 6.9 -2.5 -2.6 -3.2

Note: Data for some countries are based on fiscal years. Please refer to Table F in the Statistical Appendix for a list of economies with exceptional reporting periods.

"Movements in consumer prices are shown as annual averages. Year-end to year-end changes can be found in Table A7 in the Statistical Appendix.

2Percent of GDP.

3Percent. National definitions of unemployment may differ.

“Includes Equatorial Guinea and South Sudan.

SIncludes Botswana, Cabo Verde, Lesotho, Mauritius, Namibia, Seychelles, and Swaziland.

bIncludes Benin, Burkina Faso, Burundi, Central African Republic, Comoros, Eritrea, The Gambia, Guinea, Guinea-Bissau, Liberia, Malawi, Mali, Mozambique, Niger, Rwanda, Sao
Tomé and Principe, Sierra Leone, Togo, and Zimbabwe.

in countries that depend on private external financing

or on exports of natural resources. Consequently, for the
vast majority of countries, sustaining high growth to foster
employment creation and inclusive growth while preserving
macroeconomic stability remains the key consideration. In
the few countries where macroeconomic imbalances have

emerged, they need to be addressed.

Growth in sub-Saharan Africa was buoyant at 5.1
percent in 2013, and activity remained strong in the
first half of 2014. This was driven mainly by domes-
tic demand, both from high investment outlays and
strong private consumption—especially in low-income
countries—but export growth has also remained
strong. Continued solid public and private invest-
ment spending resulted from infrastructure projects
and investment in mining and energy production in

numerous countries; agricultural production recovered
in some others.

Recent revisions to national accounts data suggest
that some of the region’s economies (Ghana, Nigeria)
are far more diversified than previously thought—
Nigeria’s 2013 nominal GDP level has been revised
upward by more than 80 percent, making it the largest
economy in the region, with industry and services sec-
tors representing a much larger share of the economy
than previously estimated.

In many economies in the region, growth has also
been supported by a further easing in external financial
conditions since April 2014. Some economies have
been able to tap capital markets at a heightened pace,
and recent sovereign bond issuances in the Eurodollar
market were largely oversubscribed, including maiden
issuances in Kenya and Cote d’Ivoire. In fact, the “risk-

International Monetary Fund | October 2014 65



WORLD ECONOMIC OUTLOOK: LEGACIES, CLOUDS, UNCERTAINTIES

Figure 2.9. Sub-Saharan Africa: Maintaining Speed

Growth has remained strong in most economies of sub-Saharan Africa, driven by
strong investment outlays and solid private consumption. However, fiscal
vulnerabilities have been building up in a few countries.
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Sources: Haver Analytics; IMF, International Financial Statistics database; and IMF
staff estimates.

Note: LIC = low-income country (SSA); MIC = middle-income country (SSA); SSA =
sub-Saharan Africa. Qil exporters refer only to SSA oil exporters. See Table 2.7 for
country groupings and the Statistical Appendix for country group aggregation
methodology.

"Liberia, South Sudan, and Zimbabwe are excluded because of data limitations.
2Because of data limitations, Eritrea is excluded from LICs, Zimbabwe from LICs
prior to December 2009, and South Sudan from oil exporters prior to June 2012.
3General government includes the central government, state governments, local
governments, and social security funds.
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on” mode has been broad based, with little discrimina-
tion based on domestic policies. Sovereign spreads have
reverted to post-global-crisis lows across the board,
regardless of countries” fiscal positions—with the
notable exception of those in Ghana. In this environ-
ment, currencies have generally stabilized after having
weakened in 2013—except in Ghana—and some econ-
omies (in particular, Nigeria) that had used external
reserves to defend the external value of their currencies
in 2013 have been able to replenish these reserves. The
Ghanaian cedi, however, has suffered from continued
downward pressure, largely reflecting domestic policy
slippages. Pressures on the Zambian kwacha were also
substantial until May 2014, but the currency has since
then recovered some of the lost ground.

'This overall positive outlook is, however, overshad-
owed by the dire situation in Guinea, Liberia, and
Sierra Leone, where the current Ebola outbreak is
exacting a heavy human and economic toll. In addi-
tion, in contrast to robust activity in much of the
region, growth in South Africa has remained lacklus-
ter, dragged down by protracted strikes, low business
confidence, and tight electricity supply. The significant
depreciation of the rand has so far resulted in only a
limited amount of much-needed external adjustment.

The region’s growth is projected to accelerate further,
rising from 5.1 percent in 2014 to 5.8 percent in
2015 (Table 2.7, Figure 2.9). The forecast is slightly
weaker for 2014 compared to that in the April 2014
WEO, but slightly stronger for 2015. In many
countries, activity will continue to benefit from the
boost generated by infrastructure projects, the expan-
sion of productive capacity, buoyant services sectors, a
rebound in agricultural production, or combinations
of those factors. In some middle-income countries
and oil exporters, however, the picture is more mixed.
In South Africa, a muted recovery is expected to take
hold only in 2015, as improving labor relations allow
inventory rebuilding and gradually stronger net exports
to offset the drag from financial tightening.

Homegrown factors pose risks to the outlook for the
region. Should the Ebola outbreak become more pro-
tracted or spread to more countries, it would have dra-
matic consequences for economic activity in the west
African region. The security situation in several parts
of sub-Saharan Africa remains fragile, including in the
Central African Republic and South Sudan. Finally, the
fiscal position is weakening in a few countries on the
back of rising current expenditures.



On the external front, the region has become more
sensitive to external real and financial shocks, given
its increasing global linkages. Thus, a sudden reversal
in risk premiums and volatility compression in global
financial markets could severely affect sub-Saharan
African countries reliant on external market funding.
Lower growth in emerging market economies—notably
China—also poses a protracted risk for the region, but
especially for countries heavily reliant on commod-
ity exports. Sharply higher oil prices would benefit
the region’s oil exporters but negatively affect its oil
importers, especially since energy constraints faced by
most countries in the region are related to a high cost
of electricity, as generation often relies on fuel-based
power plants.

CHAPTER 2 COUNTRY AND REGIONAL PERSPECTIVES

For the vast majority of the countries in the region,
sustaining high growth remains the key consideration
to foster employment creation and inclusive growth.
Policies should continue to emphasize growth-enhanc-
ing measures, including by boosting domestic revenue
mobilization, supporting much-needed infrastructure
investment, and improving the business climate. But as
policymakers pursue development objectives, it will be
important to pay heed to macroeconomic constraints,
avoid overreliance on volatile capital flows, and prevent
a permanent widening of the fiscal position. In the
few countries where macroeconomic imbalances have
become a source of concern, adjustment is necessary
but will need to avoid adverse consequences for the
poor and vulnerable groups.
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Spillover Feature: Underlying Drivers of U.S. Yields Matter for Spillovers

The U.S. tapering announcement in May 2013
triggered a sharp repricing of risk and was followed by
unusually high market volatility (Figure 2.SE1). Yields
in other advanced economies increased significantly,
and emerging market economies were hit hard: local
bond yields increased, equity prices declined, and
currencies depreciated. The market turbulence that
followed the taper talk was likely the side effect of an
unanticipated policy turning point amid one-sided
market positioning accompanied by very low implied
volatility in option prices. Such market positioning has
reemerged during recent months, but in a context in
which the liftoff from the zero lower bound is more
imminent than a year ago.

Given the prospects for tightening financial condi-
tions, it is important, from a spillover perspective,
to know what is driving the tightening, because this
determines the nature of the spillover. Thus, this Spill-
over Feature examines the underlying drivers of U.S.
yields, their recent behavior, and potential spillovers,
building on the 2014 Spillover Report (IMF 2014).!
The analysis proceeds in two steps: (1) it separates
the key drivers of U.S. yields into “real” and “money”
shocks using a vector autoregression (VAR) with sign
restrictions, and (2) it explores the implications of
spillovers from the two shocks for different country
groupings, using panel VARs. The intuition behind the
identification scheme is simple: while positive (tighten-
ing) money shocks push yields up and depress stock
prices, positive real shocks (better prospects/more risk
appetite) increase both yields and stock prices.

The analysis suggests that spillover effects are differ-
ent depending on the drivers of U.S. yields and recipi-
ent countries’ economic characteristics. Specifically,
money shocks have adverse spillover effects abroad
because they increase foreign yields significantly, which
depresses economic activity. Spillovers to emerging
market economies are stronger than those to small
advanced economies. At the same time, real shocks
have a generally positive spillover impact on recipient
economies: higher economic activity in the United

The authors of this Spillover Feature are Troy Matheson, Emil
Stavrev, and Sebastian Weber, with research assistance from Ava
Yeabin Hong and Chanpheng Fizzarotti.

!In light of the uneven recovery in advanced economies, see the
2014 Spillover Report for a discussion of the implications of an
asynchronous policy exit, with the United Kingdom and the United
States exiting first, followed by the euro area and Japan.
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Figure 2.SF.1. Implied Volatility
(Basis points)

— Implied U.S. interest rate volatility (MOVE Index)

- 130
-120
-110
-100
—-90
-80
70
-60

=50

2010 1 12 13

Source: Bloomberg, L.P.

40

Aug.

14

Note: MOVE = Merrill Option Volatility Expectations. Data are through August 11,

2014.

States spurs export growth, which is only partly offset
by the higher yields in the recipient economies.

Underlying Drivers of U.S. Yields

To decompose U.S. yields into real and money
shocks, a bivariate VAR with sign restriction, compris-
ing bond yields (R o and the log stock market index
(8;,), is used. Specifically:

R, =0, +0,R, (2.SE1)
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The parameters 0Ly Oy O, 51.’0, 51.’1 and 61‘,2 are
reduced-form coefficients, and £f . and Sf , are reduced-
form shocks that are a linear combination of the
structural shocks MONEY,, ~ N(0,1) and REAL,, -
N(0,1). Matheson and Stavrev (forthcoming) offer a
more detailed description of the methodology.

The contemporaneous sign restrictions used to
identify the two shocks assume that positive economic

news causes both long-term yields and equity prices to



SPILLOVER FEATURE

rise, whereas tighter monetary policy causes long-term
yields to rise and equity prices to fall. Hence, the sign
restrictions imposed on the two variables in the VAR

are as follows:?2

R S
REAL +
MONEY + -

The data are daily over the period from January 2000
to mid-July 2014. The long-term bond yield (R) series
is the 10-year U.S. Treasury bond yield at constant
maturity, and the equity price (S) series is the (log)
Standard & Poor’s 500 index. Through the use of long-
term yields instead of short-term yields in the analysis,
a broader concept of money shocks that encompasses
both conventional and unconventional monetary
policy shocks is considered. However, the identification
is also consistent with exogenous shocks to the term
premium, shifts in portfolio preferences away from
bonds and equities toward higher demand for cash,
and potential upward surprises in inflation unrelated to
increased demand. At different times, different factors
will be dominant.

The results from the decomposition highlight the
changing roles of money and real shocks in regard
to U.S. yield developments over the period May
2013-July 2014.3 Specifically, in the aftermath of the
taper talk, higher yields were driven by money shocks,
contributing about 60 percent of the total 100 basis
point increase by the September “no taper” announce-
ment. The subsequent actual taper announcement in
December 2013 had little impact on yields because it
was perceived by markets as confirmation of a bet-
ter economic outlook. Starting in early 2014, yields

2The money and real shock decomposition is based on the model
that provides the least distance to the pointwise median impulse
response of all the models that fulfill the sign restrictions (Fry and
Pagan 2011).

3Note that the real shocks from the bivariate VAR decomposi-
tion comprise both activity and “risk-on/-off” shocks, which could
have potentially different spillover implications. To disentangle risk
shocks, the U.S. nominal effective exchange rate has been added to
the bivariate VAR. Although activity and risk shocks have the same
impact on yields and stock prices, their impact on the exchange
rate is different: the U.S. dollar appreciates (depreciates) as a result
of stronger activity (risk) (for elaboration on the estimation, see
IMF 2014). Preliminary results from this three-way decomposition
suggest qualitatively similar results for the contribution of money
shocks. Regarding real shocks, the results suggest that the activity
component has remained broadly stable, whereas the risk-on contri-
bution has increased since May 2014. Further analysis is needed to
assess the spillover implications of activity and risk shocks.

UNDERLYING DRIVERS OF U.S. YIELDS MATTER FOR SPILLOVERS

Figure 2.SF.2. Drivers of U.S. Yields
(Basis points)
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declined in line with the falling contribution from

the money shock, whereas the contribution from real
shocks remained broadly unchanged. Since mid-May
2014, money shocks have turned negative (easing in
money conditions), offsetting the positive contribution
of better economic news to U.S. yields. By mid-July
2014, real shocks accounted for the entire 60 basis
point increase in U.S. long-term yields since May 2013
(Figure 2.SE2).

Spillover Effects from Higher U.S. Yields

To assess the international transmission of the
identified real and money shocks to U.S. yields, the
dynamic effect of these external shocks (X) on other
countries” variables (Y} ,) is obtained using a panel VAR
model estimated with monthly data.* Specifically:

4A number of authors have assessed the role of U.S. shocks for
other countries. See, for instance, Ehrmann, Fratzscher, and Rigobon
2011; Ehrmann and Fratzscher 2009; Fratzscher, Lo Duca, and
Straub 2013; Chen, Mancini-Griffoli, and Sahay, forthcoming;
Georgiadis, forthcoming; Kim 2001; Mac¢kowiak 2007; Miniane and
Rogers 2007; and Mishra and others 2014.

5A caveat to this analysis is that coefficient estimates are held
constant across the sample period. Spillovers may have been larger
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Yi,t = Z}zzl AlYi,t—l + Z}:20 B/X;—/ + 81‘,:’ (2SF3)

in which A; and B, represent reduced-form coefficient
matrices. The dependent-variable vector includes the
local-currency long-term sovereign bond yield (R, ),

the annual change in the nominal effective exchange
rate (£],), and an activity measure (Z; ) alternatively
described by the annual change in industrial production,
the annual change in the stock price index, or the sum
of equity and bond net-capital-inflow-to-GDP ratios:°

Y, - (R, (2.5E4)

it Zi,t)'
The external shocks (X) are the U.S. money and real
shock, respectively.” Because the two shocks are orthogo-
nal to each other, they are included separately in the
estimation. All regressions include 12 lags.® Confidence
bands are based on bootstrapped standard errors.”

The analysis uses monthly data for the period from
January 2000 to July 2014. Long-term local-currency
sovereign bond yields are taken from Bloomberg, L.P,
and the IMF’s International Financial Statistics (IFS)
database. The nominal effective exchange rate is based
on data from the IMF’s Information Notice System
(INS), and the industrial production data are obtained
from the IFS database and Haver Analytics.

The (unbalanced) panel includes a total of 29 econo-
mies: 6 small advanced economies (Australia, Canada,
New Zealand, Norway, Sweden, Switzerland),

9 central and eastern European economies (Bulgaria,

in the aftermath of the crisis. However, the number of available
observations is insufficient to make testing this hypothesis empiri-
cally feasible.

©This approach is preferred to a regression including all three
activity measures at a time, which would severely reduce the degrees
of freedom given two additional variables and 12 lags. Impulse-
response functions are reported for yields, nominal effective exchange
rate, and industrial production from the baseline specification and
complemented by those for the annual change in the stock price
index and the sum of the equity and bond net-capital-inflow-to-
GDP ratios from the alternative specification. Data are taken from
the IMF’s International Financial Statistics database and from EPFR
Global. Changing the specification to a log-level regression or a
first-difference of the log-level regression affects the value of the
point estimates somewhat but has no implications for the qualitative
results.

7To convert the shocks, which are identified at daily frequency, to
monthly frequency, the sum of the shocks in the respective month
is taken.

8The optimal lag length varies depending on the test criteria
(between 9 and 16 lags).

Confidence bands allow for cross-equation correlation in the
VAR structure. However, confidence bands are likely underestimat-
ing the uncertainty around the coefficient estimates because cross-
sectional dependence across countries is not taken into account and
an estimated variable is used as a regressor.
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Croatia, Czech Republic, Hungary, Israel, Poland,
Romania, Slovak Republic, Turkey), 10 Asian econo-
mies (China, Hong Kong SAR, India, Indonesia, Korea,
Malaysia, Pakistan, Philippines, Singapore, Thailand), 3
Latin American economies (Brazil, Colombia, Mexico),
and South Africa. To minimize endogeneity concerns,
larger advanced economies, such as Japan, the United
Kingdom, and the euro area, are excluded from the
spillover analysis (although even for these economies, it
is likely that U.S. shocks dominate; see for elaboration
Ehrmann, Fratzscher, and Rigobon 2011).

The results show that spillovers associated with a
25 basis point increase in the U.S. 10-year bond yield
differ notably depending on whether the underlying
driver is a real or a money shock (Figure 2.SE3). In
particular, money shocks are followed by increases in
bond yields, a depreciation of the currency, capital
outflows, and declines in stock markets and economic
activity. The same yield increase due to better growth
prospects (real shock) is followed by a limited response
in bond yields, an appreciation of the currency, capital
inflows, and higher stock market returns and eco-
nomic activity. The response of the exchange rate is
not immediately intuitive, given that better economic
prospects in the United States may also cause higher
capital inflows and an appreciation of the U.S. dollar.
The fact that the other currencies appreciate (and capi-
tal flows to them) is explained by the dual character
of the real shock (see note 4). Given the nature of the
identification scheme, the real shock can capture both
better economic news about the U.S. economy and
increased risk appetite, which leads to a reallocation of
assets from safe (U.S. bonds) to more risky (stocks and
emerging market bonds) assets. If risk appetite domi-
nates, the real shock causes capital to flow to emerging
markets, appreciating their currencies and depressing
their yields. However, whether risk motives or U.S.
economic news dominates, industrial production rises
in the United States and other economies.

The results also suggest that spillovers from money
shocks appear, in general, smaller than effects in the
United States, whereas those from real shocks appear
larger (Figures 2.SE3 and 2.SE4). In particular, follow-
ing an adverse money shock, industrial production in
recipient countries falls on average about % percent,
whereas U.S. industrial production declines by about
1% percent over the course of a year. This is in line
with the panel results that interest rates in recipient
economies increase by less than those in the United
States after a money shock. The estimates are slightly
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Figure 2.SF.3. Spillovers from U.S. Money and Real Shocks
(Year-over-year percent change, unless indicated otherwise; months
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Source: IMF staff estimates.
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Figure 2.SF.4. United States: Average Response of Industrial

Production after Varying Intervals
(Year-over-year percent change)
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Source: IMF staff estimates.

above those for conventional monetary policy spill-
overs, which range from a ratio of 1:3 to a ratio of 1:2
for the contraction in recipient-country output relative
to U.S. output.!? At the same time, a positive real
shock in the United States boosts industrial produc-
tion there by a bit less than in recipient economies,
likely reflecting the additional positive impact from
higher risk appetite embedded in real shocks. The
VAR literature based on quarterly data finds average
responses to U.S. growth surprise shocks in the range
from a ratio of 1:4 to a ratio of 1:2 and for some
countries above a ratio of 1:1 (see the April 2014
World Economic Outlook)."! However, the identification
strategy underlying these estimates differs from the one
used here, which comprises both growth surprise and
risk-on components. The latter are generally associated
with larger effects for emerging markets and thus may
account for the higher spillover estimate.

The average responses mask potential variation across
countries, reflecting, for example, differing economic links
with the United States or policy frameworks that can act

19See for instance Kim 2001, Ma¢kowiak 2007, and Georgiadis,
forthcoming.

'These studies rely on sample periods extending often beyond
the early 1980s. Growth correlations in the past decade have been
significantly higher (see the October 2013 World Economic Outlook).
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Figure 2.SF.5. Spillovers from U.S. Money and Real Shocks

by Country Group

(Year-over-year percent change, unless indicated otherwise)
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Note: AE = advanced economy; CEE = central and eastern Europe; EM = emerging

market; LatAm = Latin America.

72 International Monetary Fund | October 2014

as shock absorbers or amplifiers. This aspect is further
analyzed by contrasting two cases: first, splitting the sam-
ple into small advanced economies and emerging markets,
and second, comparing the results for central and eastern
European, Asian, and Latin American emerging markets.
Figure 2.SE5 shows the average response of bond yields,
nominal effective exchange rates, industrial production,
capital flows, and stock prices for the country groups in
the first 3, 6, and 12 months following money and real
shocks. Results for Latin America should be interpreted
with care, because they rely on a small sample of only
three economies for which data are available, mainly in
the latter half of the sample period.

In response to a U.S. money shock, compared
with those in advanced economies, yields in emerging
market economies increase by more, exchange rates
depreciate by less, capital outflows are larger, and out-
put and stock prices contract by more. The differential
responses likely reflect the higher risk associated with
emerging market assets and the higher exchange rate
flexibility and deeper financial markets in advanced
economies. The response to a U.S. real shock is less
differentiated across the two groups, with the notable
exception of the yield response, which reflects, among
other factors, the dual nature of the real shock (com-
prising a risk-on component that tends to depress
bond yields in emerging markets).!?

Activity in Asian economies tends to be less affected
by U.S. money shocks relative to economies in central
and eastern Europe and Latin America, despite higher
capital outflows and larger stock market declines. How-
ever, economies in central and eastern Europe and Latin
America experience larger currency depreciations and
greater increases in bond yields. The tighter financial
conditions in these economies prompt a larger decline
in industrial production relative to that in economies
in Asia. In response to a U.S. real shock, the differ-
ence between economies in Asia and those in central
and eastern Europe is less pronounced (and mostly not
statistically significant), with the exception of the reac-
tion of stock market prices, which tend to rally more in
central and eastern Europe than in Asia. The different
impacts on central and eastern European and Asian
economies from U.S. money and real shocks likely
reflect, among other things, differences in fundamentals

12The stronger yield response in advanced economies compared
with that in emerging markets following real shocks is consis-
tent with real shocks capturing risk-on behavior, with emerging
market bonds and equities generally considered more risky, whereas
advanced economy bonds are viewed as safer assets.
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(for example, relatively strong current account balances
in Asian economies).!3 In addition, central and eastern
European economies tend to have greater participation
of foreigners in local currency markets. This may explain
the stronger equity price response and nonsignificant
negative response of bond yields to a real shock, reflect-
ing the risk-on aspect. Latin American economies’ yields
and nominal effective exchange rates are more responsive
than those in economies in the other two regions, partly
reflecting relatively open capital accounts and more flex-
ible exchange rate regimes.

Conclusions

This analysis suggests that spillover effects differ
depending on the underlying drivers of U.S. yields. A

130n the role of fundamentals in spillovers, see IMF 2014 and the
references therein.
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faster recovery (real shock) in the United States has a posi-
tive impact on global growth by strengthening external
sector performance and boosting confidence in recipient
economies. At the same time, an unexpected tightening
of financial conditions (adverse U.S. money shock) has
negative spillover effects abroad as it pushes up foreign
yields significantly, depressing economic activity.

The impact across countries varies depending on the
strength of their economic links with the United States,
their policy frameworks (which can act as shock absorbers
or amplifiers), or both. Small advanced economies are less
vulnerable to adverse U.S. money shocks than emerging
market economies, reflecting, among other factors, their
more flexible exchange rate regimes and deeper financial
markets. Across emerging market economies, tightening
financial conditions have a smaller impact on activity in
Asian economies than in central and eastern European
and Latin American economies, partly reflecting relatively
strong external balances among Asian economies.
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