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In the light of events and problems with policy credibility elsewhere, this situa-
tion did not lead to univocal dollar depreciation. In the euro area, the lack of policy direc-
tion and coherence in dealing with sovereign debt problems put downward pressure on the 
euro. On a slightly different tack, but essentially in the same vein, the United Kingdom 
of Great Britain and Northern Ireland suffered its own version of a credibility crisis with 
the continued failure of its central bank to achieve its inflation target. Japan’s earthquake, 
in turn, triggered a repatriation of private asset holdings for investment in reconstruction 
works, putting upward pressure on the yen. The volatility in global capital flows (discussed 
above) induced further instability into currency markets.

Indeed, exchange rates among major international reserve currencies, namely, 
the United States dollar, euro and Japanese yen, continued to display large fluctuations dur-
ing 2011 (figure I.10). Developing countries also witnessed greater exchange-rate volatility. 
The dollar continued its downward trend against other major currencies in the first half of 
the year, but rebounded notably against the euro in the third quarter when concerns about 
the sovereign debt crisis in the euro area intensified, and devalued again later in the year 
after some agreements were reached in Europe on scaling up measures to deal with the 
debt crisis. Over the year as a whole, the Japanese yen appreciated against both the dollar 
and the euro, despite interventions by the Bank of Japan to curb the appreciation. Among 
other currencies in developed economies, the Swiss franc appreciated the most in the first 
half of the year, as a result of flight-to-safety effects, leading to the decision of the Swiss 
authorities not to tolerate any strengthening of the exchange rate below SwF 1.20 per euro.

Strong capital inflows attracted by robust economic performance put upward 
pressure on the currencies of most emerging economies over the past two years. This trend 
went into a tailspin with the heightened turbulence in global financial markets starting in 
mid-2011 (figure I.11). For instance, Brazil’s real fell 16 per cent against the United States 

Figure I.10
Exchange rates of major reserve currencies vis-à-vis the
United States dollar, 2 January 2008-10 November 2011
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dollar in the third quarter, while the Russian rouble and the South African rand depreci-
ated by 15 and 19 per cent, respectively.

However, since early 2009, the underlying trend has been for the currencies of 
most emerging economies to appreciate against the dollar. In the cases of Brazil, Indonesia, 
the Republic of Korea, South Africa and Thailand, for instance, this trend reflects in part 
a recovery from the depreciation that occurred at the apex of the global financial crisis in 
2008. The Chinese renminbi, in contrast, has slowly but gradually appreciated against the 
dollar ever since 2005, as part of a deliberate exchange-rate policy.

Currency appreciation poses a challenge for many developing countries and 
some European countries by reducing the competitiveness of their respective export sec-
tors. While domestic demand has been taking on a more significant role as a driver of 
growth on the back of rising incomes in many emerging economies, a forced and pre-
mature shift away from an export-led growth model owing to pronounced and sustained 
currency appreciation might create significant dislocations, especially in labour markets in 
the form of a spike in unemployment. Stronger currencies can help on the import side to 
reduce inflation, but this advantage could be more than offset by the social cost of higher 
unemployment rates.

An additional problem tied to sustained exchange-rate trends lies in an in-
creased probability of sudden trend reversals, as occurred in the third quarter of 2011. 
Contrary to many fundamental factors, virtual panic about the debt problems in Europe 
and the possibility of a global recession set off a flight to the dollar, which has again 
confirmed its role as the safe-haven currency of last resort in situations of extreme market 
stress. Emerging market currencies that had experienced sustained appreciation pressure 
suffered a precipitous fall in their values in a very short time span, illustrating the unpre-
dictable nature of developments in currency markets.

Exchange-rate volatility is 
posing policy challenges to 

developing countries

Figure I.11
Exchange rates of selected currencies vis-à-vis the
United States dollar, 2 January 2008-10 November 2011
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The increased currency volatility has injected an additional element of un-
certainty into currency markets and created significant feed-through effects into the real 
economy. As companies face greater difficulties in pricing their products and anticipating 
their costs, business planning becomes more uncertain, underpinning a generally more 
cautious approach that also includes an even greater reluctance to hire new employees. 
Such increased volatility would also be likely to spill over into more price instability in 
commodity markets given the high degree of financialization of those markets and the 
impact of exchange rates (especially the value of the dollar)  on commodity prices (see 
chap. II). Uncertainty and volatility in currency markets can be expected to remain high 
during 2012-2013.

Policy challenges
Overcoming the risks outlined above and reinvigorating the global recovery in a bal-
anced and sustainable manner poses enormous policy challenges. Most developed 
economies—Europe and the United States, as well as Japan—find themselves in a dif-
ficult economic bind. There are no simple solutions that would quickly win political 
support. Their economies have been growing too slowly for too long, making it more 
and more difficult to pay for the increasing costs of health care and pensions for ageing 
populations. The United States and Europe face the risk of their problems feeding into 
each other. Recent economic stagnation may make voters and policymakers unwilling 
to opt for hard choices, and the political paralysis might, in turn, worsen the economy 
by creating new financial turmoil. In the short term, this so-called no growth or low 
growth trap11 takes the form of resistance to emergency measures—for instance, the 
opposition in some European countries that are perceived to be more fiscally prudent, to 
bail out what are seen to be more profligate countries; this may force the latter towards 
more fiscal austerity and induce lower growth and social opposition. Over the longer 
term, the trap is created by resistance to the higher taxes and reduced benefits deemed 
necessary to return countries to financial stability. The resistance is understandable given 
the weakness of income growth over the past decade, but is unlikely to hold up against 
the pressures for adjustment.

Developing countries find themselves in a different bind. On the one hand, 
they need to protect themselves against volatile commodity prices and external financing 
conditions, in some cases through more restrictive macroeconomic policies and reserve 
accumulation, thereby contributing to the lack of global aggregate demand. On the other 
hand, they need to step up investment to sustain higher growth and reorient their econo-
mies towards faster poverty reduction and more sustainable production. In particular, 
they need to be mindful that the quality of growth should not be such that it deprives 
important groups of workers of decent jobs—not just the working poor but also the youth 
and, in some cases, the better educated amongst them. Feelings of the lack of a meaningful 
future have become a source of social tensions, most visibly in the Arab world.

G20 leaders recognized these concerns to some extent in the Cannes Action 
Plan and announced a global strategy for growth and jobs. The plan is to address short-
term vulnerabilities, while strengthening the medium-term foundations for growth. The 
mix of concrete measures and policy commitments for the short run are by and large 

11	 The trap was so named in a recent article by Benjamin F. Friedman, “The no-growth trap”, National 
Interest, No. 116 (November-December 2011), available from http://nationalinterest.org/article/
the-no-growth-trap-6050. 

Developed countries are  
in a no-growth trap

Developing countries face 
different policy dilemmas
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consistent with what is already subsumed in the baseline forecast for 2012 and 2013. 
It refers, if only in vague terms, to the possible implementation of some elements of the 
American Jobs Act proposed by the Government of the United States as well as its com-
mitment to medium-term fiscal consolidation. It further includes Japan’s reconstruction 
efforts (although these are assumed to be largely tax-financed) and the coming into effect 
of the “comprehensive” package agreed to by the Governments of the euro area for an 
orderly workout of the sovereign debt crises in the area.12 It also includes the commit-
ment of ensuring monetary policies that support economic recovery but maintain price 
stability in the medium run, and commitments of countries with relatively strong public 
finances (such as Australia, Brazil, Canada, China, Germany, Indonesia and the Republic 
of Korea) to let automatic stabilizers work and, in the face of worsening world economic 
conditions, take discretionary measures to support domestic demand.

In essence, however, the Cannes Action Plan does not promise to add much 
more to what was already contained in Government plans enacted during 2011, when 
macroeconomic policies in most developed economies were already characterized by a 
combination of an extremely loose monetary policy stance and shifts towards fiscal auster-
ity. The central banks of the euro area, Japan and the United States all maintained their 
policy interest rates at low levels and expanded the size of their balance sheets to inject 
more liquidity into the economy through various unconventional monetary measures. The 
fiscal policy stance in most developed economies was tightened through austerity meas-
ures, inducing a drain on GDP growth. In contrast, macroeconomic policy varied greatly 
across developing countries. Monetary tightening in efforts to stem inflation was perhaps 
the more common feature among major emerging economies. The Cannes Action Plan 
does not promise to do much more in the short run (apart for the elements highlighted 
above), and as the baseline projections show, would fall short of reinvigorating the world 
economy and bringing down unemployment. Most hopes seem to be set on strengthening 
the medium-term foundations for growth, but the related six-point plan13 could quickly 
“fall behind the curve” if the downside risks to the outlook materialize. In fact, during 
November of 2011 it became clear that markets have been little impressed by either the 
G20 Action Plan or the euro area’s package for handling the sovereign debt crisis and 
containing contagion to large economies. Financial turmoil continued amidst increased 
political uncertainty with the Government leaders of both Greece and Italy being forced 
to step down over the sovereign debt crisis. Italy’s borrowing costs were pushed to record 
highs and the world’s seventh-largest economy edged closer towards the brink of default. 

12	 This includes the agreement to (i) flexibilize and enhance the EFSF instruments to a firepower of 
up to €1 trillion; (ii) significantly strengthen economic and fiscal surveillance and governance of 
the euro area; (iii) ensure that euro area member States experiencing tensions in sovereign debt 
markets make stronger efforts in terms of fiscal consolidation and structural reforms; (iv) ensure the 
sustainability of the Greek public debt through a rigorous adjustment programme and a voluntary 
nominal discount of 50 per cent on Greek debt held by private investors; and (v) raise confidence 
in the banking sector, including by facilitating access to term funding, where appropriate, and 
temporarily increasing the capital position of large banks to 9 per cent of Core Tier 1 capital after 
accounting for sovereign exposures by the end of June 2012, while maintaining the credit flow to 
the real economy and ensuring that these plans do not lead to excessive deleveraging. 

13	 The six-point plan to strengthen the medium-term foundations for growth agreed to by the G20 
leaders in Cannes would consist of (1) commitments to fiscal consolidation; (2) commitments to 
boost private demand in countries with current-account surpluses, and, where appropriate, to 
rotate demand from the public to the private sector in countries with current-account deficits; 
(3)  structural reforms to raise growth and enhance job creation across G20 member countries; 
(4) reforms to strengthen national/global financial systems; (5) measures to promote open trade 
and investment, rejecting protectionism in all its forms; and (6) actions to promote development.

Current policy intentions 
of the G20 at best provide 

for a scenario of “muddling 
through”
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This has increased the likelihood of the pessimistic scenario’s materializing, with the con-
sequences outlined in the section above.

In order to make the global economic recovery more robust, balanced and 
sustainable, the policy directions discussed in World Economic Situation and Prospects 2011 
still apply, but they have taken on greater urgency. There are important commonalities 
with the Cannes Action Plan, but actions will need to be much more pervasive and bet-
ter coordinated, especially in terms of short-term stimulus, sovereign debt resolution and 
orientation towards job creation, while medium-term plans should focus more strongly 
on sustainable growth and development and accelerated reforms of financial regulatory 
systems and the international monetary system.

Stronger macroeconomic stimulus…

As a first step, developed countries, in particular, should be cautious not to embark prema-
turely on fiscal austerity policies given the still fragile state of the recovery and prevailing 
high levels of unemployment. While high public indebtedness is a concern and has contin-
ued to increase in most developed economies, in a number of cases (including the United 
States) to over 100 per cent of GDP (figure I.12), many developed country Governments 
still have plenty of fiscal space left for additional stimulus measures. A high debt-to-GDP 
ratio does not necessarily render public indebtedness unsustainable. Risk premiums on 
sovereign debt constitute one indication. The spreads on interest rates on public borrowing 
have increased significantly for Greece and a few other European economies, but they 
remain low (and have even decreased further) for Germany, Japan, the United States and 
other developed countries (figure I.13).

Contrary to prevailing political pressures, the countries with fiscal space 
should pursue a “J-curve” approach towards fiscal adjustment (see box I.3). With high 
unemployment and weak private demand, a premature fiscal tightening may derail the 
fragile recovery and lead to further worsening, rather than improvement, of fiscal bal-
ances. Instead, the Governments of economies with low financing costs in capital markets 
should allow automatic stabilizers to operate and sustain or enhance deficit-financed fiscal 
stimulus in the short run. The additional stimulus should continue up to the point where 
sufficient GDP and job growth have taken effect and unemployment rates have fallen to 
levels at which more sustained private demand growth may be expected. In this approach, 
Governments would allow the fiscal deficit to widen further initially, perhaps for another 
two or three years, until more robust GDP and employment growth boosts Government 
revenues, thus facilitating swifter and less harmful budget deficit reduction.

As explained further in box I.3, a J-curve process of fiscal consolidation is quite 
feasible provided one dollar of additional short-term stimulus translates into more than 
one dollar of additional aggregate demand, which is typically the case when the economy 
is in a downturn and even more so if the stimulus is oriented towards infrastructure and 
direct job creation (as argued in more detail below). A second necessary condition is that 
the cost of Government borrowing in capital markets (the nominal interest rate on long-
term bonds) be less than the rate of potential nominal GDP growth so as to ensure a be-
nign debt-GDP growth dynamic. This condition is currently satisfied in Germany, Japan 
and the United States, and several other developed countries not mired in sovereign debt 
distress. Given the current high degree of uncertainty in capital markets, the additional 

The only way to overcome 
present economic 
woes is through much 
more pervasive policy 
coordination

More short-term fiscal 
stimulus is needed, not less

A J-curve process of fiscal 
consolidation is feasible
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Source: Data from IMF, Fiscal Monitor: Addressing Fiscal Challenges to Reduce Economic Risks (Washington, D.C., 
September 2011).

Figure I.12 
Growing public debt burdens 
(percentage of GDP)
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Source: JPMorgan Chase.

Figure I.13 
Yields on two-year sovereign bonds in developed countries,  
January 2010-November 2011
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A “J-curved” fiscal adjustment? 

Three years after the onset of the Great Recession, fiscal policy in most developed economies is fac-
ing a dual challenge: the need for preventing a double-dip recession as the economic recovery falters 
and the need for safeguarding the fiscal sustainability in the long run. In a few European economies, 
the debt situation has gone beyond the limits of affordable access to refinancing in capital markets. 
They seem to have little option left but to frontload austerity measures with or without a deal for an 
orderly debt restructuring. Other developed economies, however, for which the cost of public bor-
rowing remains low, have more space to implement a fiscal framework that allows for more stimulus 
in the short run to bolster the economic recovery and bring public debt to more sustainable levels 
over the long run. The present box postulates a possible “J-curved” trajectory for the fiscal balances 
of those developed economies without severe debt distress, and discusses the conditions under 
which such a policy approach would constitute a workable option. 

In the present-day context of a large fiscal deficit, below-potential growth, elevated unem-
ployment, and continued financial deleveraging, substantial cuts in Government spending and increases 
in taxes may be ineffective in reducing the budget deficit. Worse still, along the lines of Keynes’s paradox 
of thrift, when both consumers and Governments simultaneously spend less to save more, the result-
ing recession and contraction of gross domestic product (GDP) would again render public debt unsus-
tainable. Even if a double-dip recession is avoided, fiscal austerity may keep economic growth below 
potential for a prolonged period, thus keeping up unemployment. In this case, Government revenue 
will not recover sufficiently; the large budget deficit will linger and public debt will continue to rise. The 
view held by some analysts and policymakers in major economies that lower public deficits and debts 
would enhance the confidence of private sector agents, and hence could help restore growth, tends to 
hold little ground when unemployment is high and deleveraging firms and banks are highly risk averse.

The J-curve approach brings an alternative perspective. In economies with low financ-
ing costs in capital markets, Governments have policy space to let automatic stabilizers operate 
and sustain or enhance deficit-financed fiscal stimulus. It would make sense to use this space up 
to the point where sufficient GDP and job growth have taken effect and unemployment rates have 
fallen to levels at which more sustained private demand growth may be expected. In this approach, 
Governments would allow the fiscal deficit to widen further initially, perhaps for another two or three 
years, until more robust GDP and employment growth boosts Government revenues, facilitating 
swifter and less harmful budget deficit reduction. At that point, if needed, more structural fiscal 
reforms may be put in place to accelerate gradual reduction of the public debt-to-GDP ratio. As 
a result, the fiscal balance would evolve in the shape of a J-curve: worsening initially, to improve 
strongly thereafter.

The feasibility of achieving such a J-curve depends on a number of economic condi-
tions. One important condition that would need to be satisfied is that the fiscal multiplier in the 
economy be greater than 1, meaning that an increase of one dollar in Government spending or tax 
cuts generates an increase of more than one dollar in GDP. If the multiplier is smaller than 1, it implies 
that an increase in Government spending or a tax cut will be partially offset by reductions in private 
consumption or investment. Consequently, as a second-round effect, Government revenue would 
not increase sufficiently to cause the budget deficit to fall over time. 

Do major developed economies meet this condition? A review of various studies shows 
that the estimated value of the fiscal multiplier in the United States over the past three decades has 
been in the range of 0.8-1.5, thus leaving some uncertainty as to whether this condition is satis-
fied or not.a Estimates of fiscal multipliers for European economies tend to fall into a similar range.b 
However, the estimate of the multiplier in most of these studies is the average value over a time 
span that includes both economic booms and recessions.c Indeed, the multiplier is likely to be much 
larger during recessions, when there is slack in capacity utilization and when households and busi-
nesses are too risk averse to spend, as is the case at present.d Moreover, the composition of fiscal 
stimulus will influence the size of the multiplier. Increases in Government spending on infrastructure 
investment, for instance, tend to have larger multipliers than tax credits or direct income transfers, 
especially when comparing the cumulative multiplier effects over a number of years.

Box I.3

a Valerie Ramey, “Can 
government purchases 

stimulate the economy?” 
Journal of Economic 

Literature, vol. 49, No. 3, 
pp. 673-685.

c Jonathan Parker, “On 
measuring the effects of 

fiscal policy in recessions”, 
Journal of Economic 

Literature, vol. 49, No. 3, 
pp. 703-718.

d For example, Alan 
Auerbach and Yuriy 

Gordnichenko, in 
“Measuring the output 

responses to fiscal policy”, 
American Economic 

Journal: Economic Policy 
(forthcoming), estimate 

that the multipliers for 
the United States range 

between 0.0 and 0.5 during 
economic expansions, 

but are much higher, in 
the range of between 1.0 
and 1.5, during economic 

recessions.  Jonas D. 
Fisher and Ryan Peters 

provide similar estimates 
in “Using stock returns 

to identify government 
spending shocks”, Economic 

Journal, vol. 120, No. 544, 
pp. 414‑436.

b See, for example, Pablo 
Burriel and others, “Fiscal 

multipliers in the euro area”, 
session 3, No. 19 in Fiscal 

policy: lessons from the crisis, 
papers presented at the 
Banca d’Italia workshop 

held in Perugia, 25-27 
March 2010 (Rome: Banca 

d’Italia), available from 
http://www.bancaditalia.

it/pubblicazioni/seminari_
convegni/Fiscal_Policy/6_

Fiscal_Policy.pdf.
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short-term stimulus could cause interest rates to go up, but Governments can contain this 
by (a)  continued commitment to accommodative monetary policies, (b)  more forceful 
bank recapitalization measures and tighter financial regulation to address financial sector 
fragility and (c) credible and concrete plans aimed at a more structural resolution of fiscal 
problems over the medium to long run.

Further strengthening of financial safety nets will also be needed to stem mar-
ket uncertainty and the risk of further debt distress. The establishment of Europe’s tem-
porary funding facilities (the EFSF and the European Financial Stabilisation Mechanism 
(EFSM)), the more permanent European Stability Mechanism (ESM) and related measures 
have brought some resolve to dealing with Europe’s sovereign debt crisis.14 However, the 
continued debt distress and spread of contagion to the larger European economies during 
the second half of 2011 suggests these measures have not been bold enough. The firepower 
of the financial safety nets is too limited to cope with the sovereign debt problems of coun-
tries like Italy and Spain. Finding ways to significantly enhance the firepower of the ESM 
will be as important as it is difficult to achieve. It may prove difficult for economic reasons, 
since leveraging resources for the EFSF (and ESM, for that matter) would be akin to seeking 
collateralized debt obligations to sub-triple A bonds, and thus may not attract large volun-
tary contributions. It will not be easy for institutional and political reasons either, because it 
requires changing the euro area treaty and overcoming opposition from countries not facing 
debt distress. It is clear that the euro area needs the help and involvement of other major 
economies, the surplus countries amongst them in particular. This would require reaching 
a swifter international agreement to enhance International Monetary Fund (IMF) resources 

14	 In response to the crisis in Greece, the European Council set up a European Financial Stabilisation 
Mechanism (EFSM) and a European Financial Stability Facility (EFSF) in 2010. Later, these facilities 
were also used to assist Ireland and Portugal. In early 2011, a permanent crisis management 
mechanism—the European Stability Mechanism (ESM)—with an effective lending capacity of up 
to €440 billion was agreed upon. The ESM is to replace the EFSM and EFSF by mid-2013. In July 
2011, euro area Government leaders agreed to broaden the mandate of the ESM with a provision 
for precautionary lending, the provision of loans to sovereigns that are not part of a programme 
for restoring capital buffers, and the use of the mechanism to purchase sovereign bonds in 
secondary markets.

The second necessary condition is that the cost of Government borrowing in capital 
markets (the nominal interest rate on long-term bonds) be less than the rate of potential nominal 
GDP growth. This will ensure a benign debt-GDP growth dynamic. Currently, in Germany, Japan and 
the United States, long-term interest rates on Government bonds are clearly lower than their respec-
tive potential nominal GDP growth rates. It is uncertain, however, whether additional Government 
spending and larger budget deficits would push up interest rates significantly, as has occurred in the 
European economies that are now facing severe debt distress. A number of complementary actions 
could help reduce the uncertainty in capital markets. In the present context, these would include (a) a 
continued commitment to accommodative monetary policies and to low interest rates; (b) support 
of bank recapitalization and tightening of financial regulation so as to reduce financial fragility and 
bank exposure to sovereign debt risk; and (c) the advancement of credible and concrete plans aimed 
at a more structural resolution of fiscal problems over the medium to long run.

Last, but not least, the feasibility of a J-curved fiscal adjustment will be highly depend-
ent upon political factors. It will require a broad-based trust of society in support of the Government’s 
taking the calculated risk of allowing a further worsening of the fiscal deficit to provide more fiscal 
stimulus in the short run while committing to solving the structural debt problems over the medium 
to long run.

Box I.3 (cont’d)
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to supplement the EFSF, and accepting a more accelerated voice and quota reform of the 
IMF (see below). The European Central Bank (ECB) could contribute further if it were 
willing to assign itself a greater role as lender of last resort.

Debt workout mechanisms should not be restricted to sovereign debts in 
Europe. Many developed countries, the United States in particular, may face a second 
round of mortgage crises as so many mortgages are “under water” and problems are likely 
to increase with persistent high unemployment and the general weakness in housing mar-
kets. Countries facing these conditions may need to consider facilitating household bridge 
loan assistance and mortgage restructuring and “rent-to-start-over” plans in order to ease 
the process of household deleveraging and avoid large-scale foreclosures. Without such 
measures, the road to recovery may be much harder.

The short-term policy concern for many developing countries will be to prevent 
rising and volatile food and commodity prices and exchange-rate instability from under-
mining growth and leading their economies into another boom-bust cycle. These countries 
would need to ensure that macroeconomic policies are part of a transparent counter-cyclical 
framework that would include the use of fiscal stabilization funds and strengthened macro-
prudential financial and capital-account regulation to mitigate the impact of volatile com-
modity prices and capital inflows. Strengthened social policies would need to offer sufficient 
income protection for the poor and vulnerable against higher food and energy prices.

…that is adequately coordinated internationally

The second (and related)  challenge is to ensure that additional short-term stimulus by 
economies with fiscal space is coordinated and consistent with benign global rebalanc-
ing. In Europe, instead of the present asymmetric adjustment through recessionary defla-
tion—which concentrates most of the pain on the countries in debt distress—this would 
entail a more symmetrical approach of austerity and structural reforms in the countries 
in distress combined with euro area-wide reflation. The subsequent economic recovery 
would ease medium-term fiscal consolidation and debt reduction, as mentioned earlier. 
The United States would equally need to consider such a sequenced approach. The first 
priority should be to boost demand in order to reduce unemployment, especially through 
public investment and more direct job creation. This would help households delever and 
boost consumption demand through income growth. Infrastructure investment and 
other structural measures would underpin strengthened export competitiveness over the 
medium run. This would give time for China and other Asian economies to rebalance 
towards greater reliance on domestic demand growth, in line with existing Government 
plans and the intentions of the Cannes Action Plan for medium-term global rebalancing.

To achieve such benign global rebalancing with accelerated job recovery seems 
feasible. It would be growth enhancing and would also bring public debt ratios down 
to sustainable proportions over the medium run. Simulations with the United Nations 
Global Policy Model—reflecting the key policy directions suggested above and those be-
low regarding coordinated short-term global stimulus, orderly sovereign debt workouts 
and structural policies aimed at stronger job creation and sustainable development—show 
that this would be a win-win scenario for all economies, as it would significantly en-
hance GDP and employment growth compared with the baseline, while reducing public 
debt-to-GDP ratios and requiring limited exchange-rate realignment (see box I.4). WGP 
would accelerate to over 4 per cent per year during 2012-2015, especially since developed 

Debt workout mechanisms 
are needed in both Europe 

and the United States

Global rebalancing with 
accelerated job recovery  

is feasible if concerted  
action is taken
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economies would be lifted from their anaemic growth, while developing countries would 
also reach a higher growth path compared with the baseline situation, where policy co-
ordination is absent. Most importantly, employment rates, especially among developed 
countries, would recover to near pre-crisis levels, a situation which would remain elusive 
in the baseline forecast. Also, in developing countries, employment growth would be sig-
nificantly higher. By and large, the 64 million jobs’ deficit resulting from the global crisis 
of 2008-2009 would have dissipated by 2016 in this scenario. Even given such a perhaps 
slow employment recovery, the scenario underscores that providing more fiscal stimulus in 
the short run and avoiding premature fiscal austerity is a feasible way of dealing effectively 
with the global jobs crisis while at the same time inducing a benign and more sustainable 
rebalancing of the global economy.

A coordinated strategy for jobs and growth

A scenario of strengthened international policy coordination aimed at dealing with the jobs crisis 
and averting a double-dip recession was simulated using the United Nations Global Policy Model.a 
The Model takes on board the key policy directions suggested in the report, including a stronger role 
for fiscal policy in the short-term outlook—one that gives priority to employment generation and 
greener growth through better-targeted Government spending, private investment incentives and 
structural policies. In the policy simulation, there is no premature fiscal austerity overall, and growth 
of Government spending is kept positive across major economies and regions. Public spending in-
creases at a rate below gross domestic product (GDP) growth, in such a way that budget deficits and 
public debt-to-GDP ratios are gradually reduced over time. At the same time, policies are assumed 
to be coordinated to a certain degree with stronger fiscal impulses provided in countries with more 
fiscal space, as well as in the surplus economies, so as to help bring about a global rebalancing. The 
scenario further assumes that fiscal and monetary policies in developed economies are redesigned in 
ways suggested in the text, aimed at putting GDP growth on a path towards reaching levels of (non-
inflationary) potential output, with an initial post-recession acceleration and with employment rates 
approaching pre-crisis levels. Furthermore, it is assumed that effective debt workout mechanisms 
and financial safety nets are put in place to contain the abnormal rise in interest rates on sovereign 
debt, and that the impulses to enhance short-term employment and output growth will restore con-
sumer and investor confidence and normalization of the credit supply.

Emerging and developing countries are also assumed to engage in additional fiscal 
stimulus in this policy scenario, but the degree of stimulus has been tailored to the available fiscal 
space in each country grouping using the initial level of public indebtedness as a benchmark. Since 
greater fiscal space in most cases appears to be closely associated with larger external surpluses 
accumulated in the recent past, the simulated pattern of stimulus measures across countries is thus 
helping the global rebalancing. Furthermore, it is assumed that developing countries use most of the 
stimulus to strengthen investment in infrastructure and sustainable productive capacity in agricul-
ture and energy, and that they gain greater access to developed country markets along with efforts 
to diversify their export base. This implicitly assumes that multilateral trade rules and a strengthened 
aid-for-trade programme are supportive of these developments. In low-income countries in particu-
lar, the increased public and private investment would lead to larger external deficits in the early years 
of the simulation period. The simulation assumes these countries have adequate access to official 
development assistance and other external financing to cover those deficits.

Under these assumptions, growth of world gross product would move up to about 4.0 
per cent per annum, with both developed and developing economies seeing growth accelerate by 
between 1 and 2 percentage points in comparison with the baseline (see figure A). Most importantly, 
employment rates, especially among developed countries, would return to near pre-crisis levels, unlike 
those in the baseline scenario (figure B). Also, in developing countries, employment growth would be 

Box I.4

a Available from http://
www.un.org/en/
development/desa/policy/
un_gpm.shtml.
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Box I.4 (cont’d)
Figure A 
GDP growth of selected major economies and country groupings, 2009-2016 
(percentage)
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Box I.4 (cont’d)
Figure B 
Employment rates of selected major economies and country groupings, 2008-2016 
(percentage of working-age population)

(i) Europe, Japan and other developed economies
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Redesigning macroeconomic policies for  
jobs growth and sustainable development

The third related challenge will be to redesign fiscal policy—and economic policies more 
generally—in order to strengthen its impact on employment and aid in its transition from 
a pure demand stimulus to one that promotes structural change for more sustainable eco-
nomic growth. Thus far, stimulus packages in developed countries have mostly focused on 
income support measures, with tax-related measures accounting for more than half of the 
stimulus provided. In contrast, in many developing countries, such as Argentina, China 
and the Republic of Korea, infrastructure investment has tended to make up the larger 
share of the stimulus and strengthened supply-side conditions. The optimal mix of sup-
porting demand directly through taxes or income subsidies or indirectly through strength-
ening supply-side conditions, including by investing in infrastructure and new technolo-
gies, may vary across countries. In most contexts, however, direct Government spending 
tends to generate stronger employment effects. A prudent policy would be to target public 
investments towards alleviating infrastructure bottlenecks that mitigate growth prospects, 
and to supplement this policy with fiscal efforts to broaden the tax base. One priority area 
would be to expand public investment in renewable clean energy as part of commitments 
to reduce greenhouse gas (GHG)  emissions and in infrastructure that provides greater 
resilience to the effects of climate change.15 Such a reorientation of stimulus measures has 
the potential to provide significantly greater employment effects, as the renewable energy 
sector tends to be more labour-intensive than existing, non-renewable energy generation.

The redesigned fiscal strategy would also need to monitor closely the way 
in which income growth and productivity gains are shared in society. Recent studies 

15	 As shown in annex table A.22, GHG emissions in the Annex I countries to the Kyoto Protocol are 
projected to decline by about 1 per cent per year during 2011-2013 given the slow recovery in GDP 
growth and existing plans for improving energy efficiency and emissions reductions. However, the 
pace of the reduction is too slow to meet the agreed targets under the Kyoto Protocol.

Fiscal policies, in tandem 
with income and structural 

policies, will need to be 
reoriented to foster job 

creation and green growth

significantly higher. The employment deficit caused by the global crisis of 2008-2009, estimated at 64 
million jobs worldwide in 2011, would by and large dissipate by 2016, although, in the present scenario, 
would still fall slightly short of the global employment rate seen in 2007. The simulation results show 
further that these outcomes are achievable alongside improving fiscal balances and stabilizing public 
debt ratios over the medium run (as shown in the appendix table to this chapter), with a gradual decline 
thereafter. Government budget balances would quickly shift towards the upward slope of the J-curve 
(see box I.3), given the relatively mild, but well-targeted, fiscal impulses assumed in the scenario.

Current-account imbalances would be reduced gradually, in part because surplus coun-
tries are providing greater fiscal stimuli that would trigger stronger domestic private investment and 
consumption growth in those countries. With investments in energy efficiency and more sustainable 
(and greener) energy supplies, world energy prices would stabilize to lower levels over the medium 
run. Food prices would also stabilize as stronger demand is met with more rapidly increasing supply 
underpinned by increased investment in sustainable food production. Thus, external surpluses of 
major commodity exporting economies would also adjust gradually. 

Even with such a perhaps slow employment recovery, this scenario underscores that 
providing more fiscal stimulus in the short run and avoiding premature fiscal austerity is a feasible 
way to effectively deal with the global jobs crisis while at the same time inducing a benign and 
more sustainable rebalancing of the global economy. However, it would require much more forceful 
international policy coordination and a shift in the orientation of the Cannes Action Plan of the Group 
of Twenty (G20).

Box I.4 (cont’d)
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by the IMF, the ILO and the United Nations Conference on Trade and Development 
(UNCTAD) suggest that rising inequality has implications for the effectiveness of macro-
economic policies and global rebalancing.16 Declining wage shares (resulting from higher 
unemployment and underemployment or lagging real wage growth)  may undermine 
consumption growth and thereby contribute to national and international imbalances. 
Labour market and income policies may thus need to supplement fiscal and monetary 
policies for a more balanced outcome. In particular, allowing labour incomes to grow at 
the pace of productivity growth can help underpin a steady expansion of domestic demand 
and prevent income inequality from rising.

The supplementary policies could target the unemployed by, for example, 
providing job-search training, short-term vocational training or general and remedial 
training. These policies have worked in a number of countries to compensate for sharp 
declines in vacancies. Social protection policies are another crucial element in cushioning 
the impact of economic shocks and helping people avoid falling into poverty. They are also 
important tools for boosting aggregate demand and contributing to the sustainability of 
economic growth. Just as social transfers, such as family benefits, unemployment benefits 
and other cash transfers, help protect household consumption against shocks or crises, 
they also prevent asset depletion that may have adverse long-term consequences and fur-
ther undermine a sustainable recovery.

Addressing international financial market,  
commodity price and exchange-rate volatility

The fourth challenge is to find greater synergy between fiscal and monetary stimulus, while 
counteracting damaging international spillover effects in the form of increased exchange-
rate tensions and volatile short-term capital flows. This will require reaching agreement at 
the international level on the magnitude, speed and timing of quantitative easing policies 
within a broader framework of targets to redress the global imbalances. This, in turn, will 
require stronger bilateral and multilateral surveillance, including through more thorough 
assessment of spillover effects and systemic risks. While this need has been recognized by 
the G20 and the International Monetary and Financial Committee of the IMF, acceler-
ated progress needs to be made in order to establish an operational framework that will 
enable timely and concerted action to be taken to (a) address the present major risks in 
global currency and financial markets and (b) signal when, for example, monetary policies 
in major developed countries are likely to influence the size and composition of flows to 
emerging and other developing countries. Cooperative policy solutions should, therefore, 
take precedence as they can achieve better outcomes for the global economy and offload 
pressures on developing countries to take strong measures to mitigate the impact of vola-
tile capital flows. Such cooperative policy solutions should also comprise deeper reforms of 
(international) financial regulation, including those aimed at addressing risks outside the 
traditional banking system (investment banks, hedge funds, derivatives markets, and so 
forth). Requiring higher reserve requirements and/or collateral on cross-border portfolio 

16	 See Andrew Berg and Jonathan D. Ostry, “Inequality and unsustainable growth: two sides of the 
same coin?”, IMF Staff Discussion Note, SDN/11/08 (Washington, D.C.: International Monetary 
Fund, 8 April 2011); International Labour Organization (ILO), World of Work Report 2011 (Geneva), 
chap. 3; and United Nations Conference on Trade and Development, Trade and Development Report 
2011: Post-crisis policy challenges in the world economy (United Nations publication, Sales No. E.11.
II.D.3), pp. 16-22.
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investments by non-banking institutions and setting limits on positions that financial 
investors can take in commodity futures and derivatives markets may also help stem some 
of the volatility in capital flows and mitigate commodity price volatility.

Such measures will, by no means, provide sufficient safeguards against contin-
ued volatility in food, energy and other commodity prices. To achieve that, much more 
will need to be done to ensure a more sustainable supply of these commodities.

These sets of financial reforms will need to be complemented by deeper reforms 
of the global reserve system, reducing dependence on the dollar as the major reserve cur-
rency through, for example, a better pooling of reserves internationally. The sovereign debt 
crisis in Europe has emphasized the need for much stronger internationally coordinated 
financial safety nets. This could be achieved through enhancing IMF resources and closer 
cooperation between the IMF and regional mechanisms of financial cooperation (not just 
in Europe, but also those in Asia, Africa and Latin America) and through enhancing the 
role of Special Drawing Rights (SDRs)  as international liquidity, while expanding the 
basket of SDR currencies to include currencies from major developing countries. Such 
reforms are in the G20 pipeline, but have been sliding down the agenda. Global stability 
will require that these be moved up the priority list.

Adequate development financing

The fifth challenge is to ensure that sufficient resources are made available to developing 
countries, especially those possessing limited fiscal space and facing large development 
needs. These resources will be needed to accelerate progress towards the achievement 
of the MDGs and for investments in sustainable and resilient growth, especially in the 
LDCs. Apart from delivering on existing aid commitments, donor countries should con-
sider mechanisms to delink aid flows from their business cycles so as to prevent delivery 
shortfalls in times of crisis, when the need for development aid is at its most urgent.

More broadly, the global crisis and the recent financial turmoil have high-
lighted the need for very large liquidity buffers to deal with sudden, large capital market 
shocks. Many developing countries have continued to accumulate vast amounts of reserves 
($1.1 trillion in 2011) as a form of self-protection. But doing so comes with high oppor-
tunity costs and is contributing to the problem of the global imbalances. A better pooling 
of reserves, regionally and internationally, could reduce such costs to individual countries 
and could also form a basis for more reliable emergency financing and the establishment of 
an international lender-of-last-resort mechanism. Broadening existing SDR arrangements 
could form part of such new arrangements.

Ensuring more predictable 
access to development 
finance for developing 

countries will require 
further reforms to the 
international financial 

architecture
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Appendix

A coordinated policy scenario for job creation and stronger global growth, 2011-2016

2011 2012 2013 2014 2015 2016

GDP growth (percentage)

United States 1.6 2.7 3.2 3.2 3.2 3.2
Europe 1.7 2.4 2.4 2.3 2.3 2.3
Japan and other developed countries 0.2 2.3 2.3 2.5 2.5 2.5
China and India 9.0 9.0 8.8 8.7 8.6 8.5
CIS and Western Asia (major oil exporters) 5.8 6.0 6.3 6.5 6.4 6.4
Other developing countries 4.1 5.5 5.5 5.6 5.6 5.6

Additional employment with respect to the baseline (millions) 

United States 0.0 2.2 3.6 5.0 6.4 7.8
Europe 0.0 1.4 2.8 3.9 4.8 5.7
Japan and other developed countries 0.0 0.1 0.6 1.2 1.5 1.8
China and India 0.0 2.8 4.8 6.9 10.0 13.6
CIS and Western Asia (major oil exporters) 0.0 0.6 1.2 1.7 2.4 3.1
Other developing countries 0.0 2.7 5.2 8.1 12.1 16.7

Growth of government spending (constant prices, percentage)

United States 1.1 1.0 1.3 1.7 1.8 1.9
Europe 0.0 0.0 0.3 0.5 0.5 0.5
Japan and other developed countries 1.6 1.6 1.4 1.2 1.1 1.1
China and India 6.4 6.5 6.8 7.5 7.4 7.2
CIS and Western Asia (major oil exporters) 4.3 5.6 4.5 4.2 4.9 5.1
Other developing countries 4.9 5.8 5.2 5.1 5.2 5.2

Growth of private investment (constant prices, percentage)

United States -1.1 -2.2 5.2 7.0 7.3 6.9
Europe 2.4 -0.5 3.9 4.6 4.4 3.9
Japan and other developed countries 3.7 2.8 4.9 4.2 3.6 3.1
China and India 8.9 8.1 8.1 8.0 7.6 7.4
CIS and Western Asia (major oil exporters) 13.9 11.3 8.4 7.2 7.9 7.9
Other developing countries 7.0 6.6 7.7 7.6 7.8 7.9

Fiscal balance (net government financial surplus, percentage of GDP)

United States -10.0 -8.6 -7.3 -6.5 -5.9 -5.4
Europe -6.0 -4.8 -4.1 -3.5 -3.0 -2.5
Japan and other developed countries -1.7 -1.9 -1.7 -1.5 -1.1 -0.8
China and India -3.6 -2.8 -2.2 -1.8 -1.5 -1.2
CIS and Western Asia (major oil exporters) -3.1 -2.7 -2.0 -1.5 -1.0 -0.7
Other developing countries -3.2 -3.3 -3.1 -3.0 -2.8 -2.7

Net private sector financial surplus (percentage of GDP)

United States 6.5 5.7 4.9 4.2 3.5 3.0
Europe 4.7 3.6 3.1 2.6 2.1 1.7
Japan and other developed countries 2.2 1.6 1.3 1.1 0.9 0.7
China and India 7.1 5.8 4.8 4.2 3.6 3.1
CIS and Western Asia (major oil exporters) 9.0 7.1 6.2 5.6 5.4 5.2
Other developing countries 4.3 4.1 3.8 3.7 3.5 3.4
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Appendix (continued)

2011 2012 2013 2014 2015 2016

Current-account balance (percentage of GDP)

United States -3.1 -2.9 -2.5 -2.3 -2.4 -2.4
Europe -1.3 -1.2 -1.0 -0.9 -0.8 -0.8
Japan and other developed countries 0.5 -0.2 -0.4 -0.4 -0.3 -0.2
China and India 3.4 3.0 2.7 2.4 2.1 1.9
CIS and Western Asia (major oil exporters) 5.9 4.4 4.1 4.2 4.4 4.5
Other developing countries 1.1 0.8 0.7 0.7 0.7 0.7

Government debt a (percentage of GDP)

United States 84 87 89 90 90 89
Europe 81 82 83 85 86 87
Japan and other developed countries 146 141 142 144 145 146
China and India 18 19 17 17 18 18
CIS and Western Asia (major oil exporters) 35 38 38 36 35 34
Other developing countries 44 47 49 50 51 51

Memorandum items

Growth of gross world product  
  at market rate (percentage) 2.8 3.9 4.0 4.1 4.1 4.1
Growth of gross world product  
  at PPP rate (percentage) 3.8 4.8 4.9 5.0 5.0 5.1
Global creation of employment  
  above baseline (millions) 0.0 9.7 18.2 26.8 37.3 48.8
Employment gap compared with  
  2007 employment rate (millions) -63.8 -58.9 -53.1 -44.3 -29.1 -6.4
Growth of exports of goods  
  and services (percentage) 8.4 11.3 9.3 8.2 7.6 6.8
Real world price of energy (index) 1.5 1.6 1.5 1.4 1.4 1.4
Real world price of food and  
 primary commodities (index) 1.0 1.0 1.0 1.0 1.0 1.0
Real world price of manufactures (index) 1.0 1.1 1.1 1.1 1.1 1.1

Source: UN/DESA Global Policy Model, available from http://www.un.org/en/development/desa/policy/un_gpm.shtml.

a	 Public debt is measured on a cash basis and, data permitting, nets out intragovernment debt.


