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Coping with the global recession

A year has passed since the collapse of Lehman Brothers in September 
2008—a watershed event for the world economy. Global financial markets 
had been sputtering for more than a year up to that point—with exposure 
to low-quality mortgage-backed securities leading to several high-profile 
financial failures in the United States (US) and United Kingdom (UK). 
Although many major industrial economies had already slipped into 
recession by mid-2008, the month of September still stands out. The de 
facto nationalization of mortgage lenders Fannie Mae and Freddie Mac, 
followed in quick succession by the closure of Lehman Brothers and the 
bailout of insurer AIG, sent world financial markets reeling. With global 
finance seizing up—and risk premiums on new lending spiking—the 
weaknesses that were dragging down the US and UK financial sectors 
further undermined real economic activity, and spread globally.

This impact is clearly seen in the two figures at right. For the first 
time since the end of World War II and its aftermath, in 2009 global 
gross domestic product (GDP) will contract, by an estimated 1.4% 
(Figure 1.1.1). The collapse in world trade has been even more dramatic 
(Figure 1.1.2). Merchandise trade will decline by a magnitude that has not 
been matched in peace time since the Great Depression. No part of the 
world has been spared. Yet within the tumult, developing Asia’s growth 
has been surprisingly buoyant.

Authorities across the globe responded quickly and decisively to 
the threat of a potential replay of the Great Depression. They took 
extraordinary steps to shore up the tottering international financial 
system and restore confidence, opening wide the taps on money supply 
to combat the credit drought, while boosting public spending plans and 
slashing taxes to prop up economic activity. In some cases, they adopted 
unprecedented methods to stave off disaster.

Now, in September 2009, there are signs of an emerging global 
recovery, though it is still too early to say if the momentum has fully 
shifted for the major industrial economies. This raises a critical question 
for developing Asia: Will the region manage to keep its buoyancy until a 
sustained global recovery takes hold?

This chapter was written by Benno Ferrarini, William James, Juthathip Jongwanich, 
Donghyun Park, and Akiko Terada-Hagiwara of the Economics and Research 
Department, ADB, Manila. 

1.1.1 Long-run world GDP growth
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1.1.2 Long-run world merchandise trade 
growth 
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Long recession avoided?

The recession in many of the major industrial economies has already 
set several records. In the case of the US, this recession is the longest 
since the Great Depression. The continuing housing crisis, rising 
unemployment, and crippling of major industries as consumers retrench 
has made it very difficult to ascertain whether the trough has been 
reached.

Across the major industrial economies, there is reason for cautious 
optimism regarding recovery, as GDP growth in the second quarter of 
2009, industrial production, and trade have distinctly improved relative 
to previous quarters (Figure 1.1.3), but it is still too early to declare an end 
to the recession. Even if one could, the outlook is for a weaker than usual 
recovery and there are even those who predict a double-dip recession as 
the impact of fiscal stimulus wears off and governments face the realities 
of managing huge increases in public debt and revenue losses. The 
financial sector remains fragile as many banks in the US, UK, and some 
eurozone countries retain loan portfolios tainted with nonperforming 
assets—including toxic residential and commercial mortgage-backed 
securities—and face increasing delinquency on credit card debt and 
automobile loans.

Coherent policies for recovery and 
growth rebalancing

Policy actions by central banks and governments to prevent a complete 
collapse of the financial system and to provide stimulus to demand 
were enacted in a timely fashion. Monetary policy adopted “quantitative 
easing” to provide banks with additional reserves and cash in addition to 
the slashing of policy rates to historic lows. Expansionary fiscal policy in 
the form of tax rebates and massive government expenditure programs, 
together with the normal operation of automatic stabilizers such as 
unemployment insurance and reduced income tax witholdings, added 
to the stimulus. These bold policies were successful in pulling the world 
economy back from the brink of a second great depression.

Discretionary fiscal stimulus and automatic stabilizers may have 
cushioned the rate of decline in economic activity and the loss of 
employment, and are likely pushing growth into positive territory in the 
second half of 2009, or at least stabilizing it.

The share of the US, Japan, and European Union (EU) in world imports 
as well as other important western economies has been declining since 
the turn of the century, and it is apparent that the share of developing 
Asia and other emerging economies has been rising, but from a low base 
(Figure 1.1.4). The industrial economies are losing their sway over global 
trade relative to developing economies. Thus it is imperative that both 
industrial and developing economies seek to boost growth in world trade 
together in order to spur recovery in global industrial production and 

1.1.3 Economic indicators,  
selected major industrial economies
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growth. If either or both instead resort to protectionist measures, this will 
make it more difficult to achieve a robust global recovery.

Households in the US and much of the eurozone and the UK are 
heavily indebted and much less wealthy than before the financial crisis, 
and so it is not going to be possible to return to the precrisis imbalances 
between income and expenditure, and investment and savings. In 
particular, households in deficit countries such as the US and UK will 
have to consume less out of their disposable income and save more.

With the US budget now in deficit by over 10% of GDP and with 
virtually all the eurozone economies having fiscal deficits well above the 
3% stability and growth pact limit (Ireland, for example, has a deficit of 
7% of GDP), other sources of demand—particularly private investment 
and net exports—will need to drive growth. This means that high-surplus 
economies such as People’s Republic of China (PRC), Germany, Japan, 
and the Gulf States will have to save less, and consume and import more. 
Signs are there that this process is beginning to take root—for example, 
the trade deficit of the US has narrowed while the trade surplus of the 
PRC has fallen.

Still, better international coordination of policies will be required to 
ensure that recovery does not relapse into stagnation or even double-dip 
recession, so as to reduce imbalances between spending and income; 
to minimize the opportunities for regulatory arbitrage, which may 
prompt adverse financial flows; and to undertake specific actions for 
strengthening global economic institutions and governance. The decision 
by G20 finance ministers at the September meeting in London to 
continue to enact fiscal stimulus measures until a robust recovery was 
evident is an important step in this direction.

In the current situation it is imperative that major industrial 
economies maintain coherent policies aimed at strengthening demand 
in order to avoid a prolonged recession and a weak and fragile recovery. 
One lesson to draw from previous deep global downturns, including the 
Great Depression, is that central banks must avoid tightening monetary 
policy prematurely and taking steps that undermine banking system 
stability. As Japan’s experience in 1997 demonstrated, governments must 
also avoid premature increases in taxation and maintain fiscal stimuli 
until sustained output growth is clear. Once private demand recovers, 
monetary and fiscal stimulus can be withdrawn, gradually.

The outlook for recovery from the economic slump has been greatly 
improved by the decisive policy actions in the major G3 economies (US, 
eurozone, Japan) to ease monetary conditions and to provide a strong 
fiscal stimulus. Moreover, the agreement of the G3 to work closely with 
developing countries in the G20 to maintain fiscal stimulus policies 
and to keep economies open to foreign investment bodes well for the 
global outlook. This combination of policies plus the avoidance of blatant 
beggar-thy-neighbor trade actions has kindled hopes for a V-shaped 
rebound in global output. 

However, there are still major policy issues causing concern over 
the medium-term prospects for a robust return to sustained growth, 
especially as regards consolidating financial market recovery, preserving 
trade openness, timing exit strategies from unsustainable fiscal stimulus 
and money creation, and resolving global imbalances, as discussed below.

1.1.4 Share in world imports 
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Financial market recovery in the cradle of the crisis
The outbreak and rapid spread of the financial market turmoil from the 
US and the UK to the rest of the world, as well as a general collapse of 
confidence in financial markets, nearly led to catastrophe. Early measures 
were effective in avoiding deeper problems (Box 1.1.1).

Normalization slowly began to return in early 2009, but concerns 
remained. Positive signs included reduced spreads between overnight 
lending rates of the commercial banks and Treasuries in both the US and 
UK (Figure 1.1.5). Lower risk premiums are indicative of the restoration 
of some measure of financial stability. In addition, equity market 
capitalization had also begun to recover by the second quarter of 2009 
(Figure 1.1.6).

However, there are still indications that housing market problems 
in the US will continue to put a damper on bank balance sheets and to 
depress household expenditure as the number of foreclosures mounts 
(Figure 1.1.7). Similarly in the UK, banks’ write-offs of household 
dwellings have been on the rise (Figure 1.1.8).

The continuing problems in the US housing market and the difficult 
circumstances that many households are experiencing in a context of 
sharply rising unemployment are leading to increases in default rates 
on consumer loans, credit card debts, student loans, and automobile 
loans. The problem is manifested in an increased number of failures 
among the smaller commercial banks, as reported by the Federal 
Deposit Insurance Corporation. The number of banking failures in 2009 
compared with 2008 has yet to level off (Figure 1.1.9), even though the 
size of the institutions failing is much smaller in terms of assets and 
liabilities.

In the UK, banks’ funding difficulties remain. The Bank of 
England has expressed concern about the marked fall in bank lending 
to nonfinancial corporations in the second quarter, which may 
pose difficulties for companies that need to refinance existing loans 
(Figure 1.1.10). Similarly, household lending remains subdued, and lending 
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Only massive injections of liquidity into financial markets 
and institutions in the affected economies and the extension 
of direct swap lines between central banks in the G3 and 
elsewhere, including developing Asia, prevented the collapse 
of the payments system and widespread failure of commercial 
banks and other financial institutions.

The reduction of policy rates to historic lows in the G3 
in late 2008 was accompanied by a swathe of innovative 
programs and actions to put huge quantities of new money 
into the financial markets. 

In the US, providing liquidity support through new central 
bank lending vehicles, paying interest on bank reserves, 
and extending the maturity of short-term loans through the 
discount window were helpful in providing commercial banks 
with fresh funds but were insufficient in themselves to restore 
financial stability. 

Also needed to stem the panic were direct balance sheet 

support through outright purchases of assets and direct 
injections of new capital into ailing financial institutions and 
through the de facto nationalization of the large mortgage 
lenders Fannie Mae and Freddie Mac as well as other financial 
entities judged “too big to fail.”

In the UK, measures included a program to provide banks 
with a credit guarantee scheme and a liquidity program 
allowing institutions to swap their assets for Treasury bills.

As long as the potential for inflationary consequences 
is kept in check and long-term interest rates stay low, it is 
likely that the Federal Reserve and the Bank of England will 
maintain low (near zero) policy interest rates and provide 
other support to strengthen their still-fragile financial sectors. 

As of the third quarter of 2009, some of the larger 
commercial banks in both countries seem to be recovering as 
profits begin to rise, enabling them to repay loans and build 
stronger capital bases.

1.1.1 Measures to stave off meltdown

1.1.6 Equity market capitalization, United 
States and United Kingdom
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rates continue to be high and largely inelastic to cuts in the official rate by 
the Bank of England. Partly as a result, UK housing market activity has 
improved only slightly from the very low levels seen around the turn of 
the year, and increases in housing prices have been tenuous so far.

Preserving trade openness
The first major policy issue causing concern is that of preserving and 
strengthening the world trading system. The severe contraction in world 
trade is fraying the consensus against protectionism. Governments are 
tempted to cave in, both to domestic lobbies seeking protection and 
to those opposing foreign companies and immigrants (particularly 
immigrants entering occupations traditionally filled by the domestic labor 
force). Government procurement bias in fiscal stimulus measures is also a 
bone of contention. Nearly every domestic sector that is suffering losses of 
profits and jobs from automobiles to farms is demanding help in the form 
of protection—and policies are often shaped to appease such important 
constituencies.

In North America, for example, trade relations among partners in the 
North American Free Trade Agreement (NAFTA) have deteriorated, with 
preferential trade suffering as a result. The US tightened border restrictions 
on intra-NAFTA overland transportation, and Mexico retaliated by placing 
penalty duties on 80 US export items. Mexico has seen its GDP contract 
sharply, as has Canada to a lesser degree. In the EU, there is mounting 
pressure from those less affected by the economic malaise objecting to 
bailouts of those who have been hit, and trade within the EU has been 
severely reduced as incomes and employment have fallen.

The temptation to raise legal trade barriers in the form of safeguards, 
antidumping measures, and export restrictions (Box 1.1.2) is also cause for 
concern. The World Trade Organization (WTO) reported that 24 of its 
members and the EU introduced 83 new trade-restricting measures in the 
first 3 months of 2009, more than twice the number of measures aimed 
at easing barriers to trade during the same period (WTO 2009). Nor do 
these new restrictive measures include “gray area” restrictions such as 
those on pork imports from suppliers in countries with human cases of 
swine flu (H1N1).

The multilateral trading system has underpinned global growth and 
prosperity for the past six decades. But whether the Doha round of global 
trade talks, currently in deadlock, can be jump-started will be a key test 
for governments around the globe. Failure to do this will have serious 
implications for developing countries, not least those in Asia.

Timing of exit strategy
A second major concern is the appropriate implementation of exit 
strategies. Getting their timing right will be crucial to avoid a double-dip 
recession and to move the G3 economies back toward trend growth by 
reducing the difference between actual and potential GDP—the output 
gap—without igniting inflation. The massive expansion of central bank 
balance sheets has enormously boosted commercial banks’ lending 
capacity. This has potential inflationary consequences, even though at 
present prices are ebbing with the collapse in consumer spending, in 
private investment, and in international trade. And, although deflation 

1.1.9 Bank failures, United States
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1.1.8 Bank write-offs and loan revaluations
on household dwellings, United Kingdom
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1.1.7 Housing mortgage foreclosures,  
United States
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1.1.10 Contribution to growth in loans to 
private nonfinancial corporations over past 
3 months, United Kingdom
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Increased use of legal protectionist instruments might 
temporarily boost domestic production and consumption in 
certain sectors, but overall, they could have adverse effects, 
especially on resource allocation. Still, protectionist pressures 
globally have seen a marked increase, but those seen during 
the second half of 2008 through the first half of 2009 tended 
to differ from traditional approaches, which mostly focused 
on tariff barriers.

These nontariff approaches include use of antidumping 
investigations and measures, global safeguards, countervailing 
duties, and PRC-specific safeguards (as well as restrictions 
on government procurement). They are costly (in terms of 
scarce human resources in international trade negotiations 
and jurisprudence) and tend to undermine competition 
and reduce trade volume. Their effects could be prolonged 
since it takes time to file petitions and initiate investigations 
after which definitive measures then may be implemented. 
In addition, once in place, they are difficult to remove, 
potentially creating a host of future complications. They are 
also likely to provoke retaliation, thereby undermining the 
trading system and discouraging economic recovery.

Since late 2008, there has been a rise in newly initiated 
investigations of nontariff barriers (Box figure 1).1 Their 

number rose from fewer than 40 cases in the first quarter of 
2007 to 80 cases in the last quarter of 2008, before declining 
to around 60 cases in the first quarter of 2009. Antidumping 
contributed primarily to a rise in nontariff barriers but leveled 
off after the initial escalation. In contrast, global safeguard 
measures increased noticeably, which is a new and striking 
feature of protectionist pressure. For the first half of 2009, 
initiated investigations of global safeguard measures rose to 
15 cases from only seven in 2007, a figure that Bown (2009) 
projects could rise to 30 for the whole year.

Countries have taken recourse to antidumping 
investigations as the main form of legal protectionism, but 
global safeguard investigations have recently become more 
important. Antidumping covered several sectors, but iron 
and steel dominate (25% of total initiated investigations) 
mainly because of the global downturn’s severe effects on the 
automotive industry. Next come plastics and rubber (18%), 
chemicals (12%), machinery (12%), wood (12%), other 
metals (9%), and textiles (6%). In contrast, 80% of initiated 
investigations on global safeguard measures were concentrated 
in nonsteel products (Bown 2009).

Developing countries initiated most trade remedy 
measures during the downturn (Box figure 2). (Antidumping 
from developing economies has, in fact, increased 
substantially since 2000, that is, since well before the global 
downturn [James 2008]). In the first half of 2009, they 
launched 78% of total investigations, with the PRC and India 
accounting for almost 50%. Among industrial economies, the 
US was the largest initiator while the European Union, having 
launched 20 investigations in 2008 launched only two in the 
first half of 2009. Japan has initiated no recent investigation.

1.1.2 A rise of nontariff barrier protectionism

1 Newly initiated investigations
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is not yet a serious threat to macroeconomic stability in the US and the 
eurozone, it may well be more of a threat to Japan.

Unchecked deflation from a continuing fall in aggregate demand is 
also a threat, and is a threat precisely because it elevates the real value 
of debt, erodes profits of businesses, and induces consumers to delay 
purchases in expectation of future price cuts. It also tends to exacerbate 
unemployment when unions and workers resist cuts in nominal wages, 
because a decrease in the price level results in higher real wages. However, 
once the recovery begins in earnest, and unless monetary easing is 
reversed, inflation pressures and expectations may take hold and lead 
to a rebirth of “stagflation”—an uncomfortable combination of elevated 
unemployment and price increases.

The debate over the outlook for inflation has global consequences 

1 Data on initiated investigations are compiled from C. P. Bown, 2009, 
“Global Antidumping Database.” Detailed raw data through the second 
quarter of 2009 are for the 21 WTO members that initiated 91% of all 
antidumping investigations launched by WTO members in 1995–2008. For 
countervailing duty, detailed data through the second quarter of 2009 are 
for 12 of the larger members (but not the PRC). For all global safeguards 
and PRC-specific safeguards notifications, data are from WTO.

http://www.adb.org/Documents/Books/ADO/2009/Update/figs/bf1-1-2-1.xls
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Developing countries, especially the PRC, were targeted 
by these trade remedy instruments. Developing countries 
accounted for around 85% of total targeted exporters, 
and almost half of these were directed at the PRC (more 
than 70 of the 181 newly initiated investigations in 2008) 
(Box figure 3). Initiated investigations of these trade remedies 
also rose in other East and Southeast Asian economies. In 
2008, Indonesia; India; Malaysia; Taipei,China; and Thailand 
were named in 37 of the 181 investigations. For industrial 
countries, almost half of the instruments were targeted at the 
G3 economies, particularly the US.

All in all protectionist pressures, especially nontariff 
barriers, have shown a marked increase since late 2008. 
However, this creeping protectionism has not yet caused a 
further slowdown of global trade or created a protectionist 
spiral. Nevertheless, rampant protectionism still needs to be 
guarded against.

In addition to the nontariff approaches mentioned above, 
“buy domestic” provisions associated with fiscal stimulus 
packages may indirectly distort global trade and therefore 
increase concerns over protectionism. For example, in 
February this year, the “buy American” provision that featured 
in the $787 billion stimulus package requires public works 
such as infrastructure improvement to use iron, steel, and 
other goods made in the US, as long as the provision does not 
contravene commitments to trade agreements. The stimulus 
packages introduced by the PRC and Thai governments also 
contain “buy domestic” provisions.

In practical terms, a “stand-still” on new protectionist 
measures should be agreed upon to promote economic 
recovery. It would be preferable if countries refrained from 
use of antidumping as retaliation in a time of trade stress 
and instead rely on the WTO dispute resolution mechanism, 
as Japan does. In cases where temporary measures 
discriminating against foreign products have been imposed, 
the appropriate review mechanism should be conducted to 
ensure the orderly unwinding of such measures once the 
recovery is in train.
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1.1.2 A rise of nontariff barrier protectionism (continued)

3 New investigations by affected country
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(Box 1.1.3), because if authorities tighten monetary policy prematurely, 
they may stop the recovery in its tracks. Yet if they allow monetary easing 
for too long, long-term interest rates may rise and strangle investment, 
thus dooming the economy to sub-par growth. Attempts to sustain fiscal 
stimulus over too long a period may also backfire as too much debt drives 
long-term yields upward, choking private investment. Yet inertia and 
political pressures are likely to prolong the period of low interest rates 
and increase the danger either that asset bubbles will start to reemerge or 
that inflation expectations will rise.

Resolving global imbalances
As pointed out in Asian Development Outlook 2009 (ADO 2009) in March 
this year (ADB 2009), the third concern relates to attaining a robust and 

2 New investigations by initiating country
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How and when will central banks reverse monetary 
easing? Even though it is still too early to start exiting 
now, because of the stimulus measures’ size and scope, exit 
strategies need to be carefully laid out.

Balancing inflation concerns (due to excess liquidity) 
and the risk that liquidity is prematurely withdrawn is not 
easy, as seen in the experience of two past exit strategies. 
The dangers of tightening too early are deflation and a 
return to recession, as clearly evidenced by the experiences 
of the US in 1937 and 1938 and Japan in 2001 and 2002 
(Box figure 1). In both cases, the economies fell back 
into recession, with deflation as a result. Yet the dangers 
of tightening too late are hyperinflation—and a return to 
recession.

The Federal Reserve, acutely aware of these dangers, 
in March this year started a program to accelerate 
acquisitions of securities in order to keep long-term 
interest rates low. It has largely replaced the liquidity 
facilities with securities held outright, mainly mortgage-
backed securities, while keeping its balance sheet at 
the expanded level of about $2 trillion (Box figure 2). 
Treasuries and agency debt continued to increase.

It is now in a process of exiting from the short-term 

credit operations. Credits that had been expanded through 
term auction credits, the Commercial Paper Funding 
Facility, and central bank liquidity swaps have been 
reduced significantly since January this year.

Yet concerns about the ability of markets to absorb 
the supply of new Treasuries appear evident in the rise in 
bond yields. While this shift indicates a sign of improved 
market sentiment—a condition necessary for a successful 
exit—overall financial conditions remain tight.

The Bank of Japan, in contrast, has not initiated an 
apparent exit out of the short-term operations that it 
introduced after the collapse of Lehman Brothers. This 
mainly reflects the continuing tight credit conditions of 
those hit hard by the collapse of exports, and partly the 
lessons learned from the experience of 2001 and 2002 
(when policy was tightened too early).

In G3 economies generally, growth in bank credit to the 
private sector continues to slow; debt markets (particularly 
those with asset-backed securities and those not supported 
by the public sector) remain weak; and lower-quality 
borrowers have limited access to capital market funding, 
which suggests that any hasty exit out of short-term credit 
operations would be premature.

Another concern is that the recent improvements in 
the financial markets could lead to complacency. Although 
the risk of dipping into a deflationary spiral seems to have 
receded, price movements are still in negative territory. 
Confidence remains fragile, and risks could reemerge, 
especially since the improvement in the G3 financial 
markets stems from the massive public sector support. 

In particular, ensuring adequate bank capitalization is 
crucial, and cleaning troubled assets will take a long time. 
Unless the G3 central banks tread warily, the economic 
recovery will be dragged down, as seen in the past 
episodes in the US and Japan.

1.1.3 Central bank exit strategies

1 Past experiences of exit strategies, 
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sustainable global recovery, which will require major adjustments to the 
composition of GDP growth. These changes will have serious implications 
for developing Asia. The US trade deficit has already fallen by almost 
52% in the first half of 2009 compared with the same period in 2008, but 
only because imports have fallen faster than exports. For GDP growth 
to recover sustainably, trade will have to return to growth and US net 
exports will have to become a major contributor, along with private fixed 
capital formation.

As the US cuts spending relative to income and consumes less out of 
current income (hence saving more), the rest of the world—in particular 
the high-surplus economies mentioned above—will also have to switch to 
new, chiefly domestic, growth engines and to import more. Longer term, 
the US will also have to curb its growing dependence on imported oil and 
energy through efficiency, conservation, and development of clean and 
competitive energy sources, thereby reducing its deficit with oil-exporting 
countries.

The US output gap is already approaching 5% (Figure 1.1.11). The 
Organisation for Economic Co-operation and Development (OECD) has 
forecast that it will reach 5.4% in 2010, while its estimates for Japan and 
the eurozone are around 6%—implying a 5.8% output gap for the major 
industrial economies. This has implications for exit strategies from the 
current massive fiscal stimulus and easy monetary policies in industrial 
countries. The financial crisis may exacerbate the falling growth trend as 
investment slumps, deficits grow, and debt burdens increase. However, 
there may be mitigating factors because households will have incentives to 
work longer hours so as to rebuild wealth and reduce their indebtedness.

Policies, too, will affect outcomes. Efforts to keep nonviable banks 
and inefficient industries alive would do much to scuttle growth, as seen 
in Japan’s “lost decade” of the 1990s. In the US case, efforts to reform 
health care, social security, and other entitlements as well as the fact that 
many enterprises have cut costs to the bone will work in the direction 
of restoring some growth potential during the recovery by freeing up 
resources for more efficient uses. Clearly, hard choices are ahead for 
policy makers worldwide.

1.1.11 Output gap, major industrial 
economies
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Recovery at hand?

The assumptions regarding global economic conditions underlying 
the regional outlook, which this Update revises, have changed since 
ADO 2009 was published in March this year (Table 1.2.1). In particular, 
actual growth in 2008 in the G3 economies was much slower than 
forecast in ADO 2009. This Update also substantially reduces estimates 
of world trade growth. With inflation subdued, it assumes that central 
banks will maintain low interest rates for the foreseeable future and that 
this will encourage a mild recovery in 2010 in the G3 and a rebound in 
world trade.

Financial indicators have begun to improve as authorities have 
managed to avert financial disaster through massive interventions that 
increased liquidity and helped reduce the cost of funds for major banks 
and insurance providers. Banks and other financial institutions that 
were in deep trouble in the wake of the collapse of Lehman Brothers in 
September 2008 are now liquid and most have been able to raise capital.

Fears of imminent breakdown of the payments system have clearly 
subsided. Spreads between interbank lending rates and Treasuries have 
consequently narrowed (Figure 1.1.5 above) and short-term rates are now 
below long-term Treasury yields due to aggressive easing of monetary 
policy. Yield curves have steepened, indicating that recovery may be in 
the offing.

1.2.1 Baseline assumptions for external conditions

2007 2008 2009 2010
Actual Actual ADO 

2009
Update ADO 

2009
Update

GDP growth (%)
Major industrial economiesa 2.3 0.7 -2.6 -3.7 1.1 1.1

United States 2.1 0.4 -2.4 -2.4 1.6 1.6
Eurozone 2.7 0.7 -2.6 -4.3 0.5 0.5
Japan 2.3 -0.7 -3.5 -5.8 1.1 1.1

Memorandum items
US Federal funds rate  

(average, %)
5.0 1.9 0.0 0.1 0.1 0.5

EU refinancing rate (average, %) 3.8 3.9 1.0 1.1 1.5 1.5
Japan interest rate (average, %) 0.5 0.5 0.1 0.1 0.3 0.5
Brent crude spot prices (average, 

$ per barrel)
72.6 97.3 43.0 63.2 50.0 72.9

Nonfuel commodity prices 
(% increase)

17.0 21.0 -32.2 -23.8 6.5 2.2

CPI inflationa (G3 average, %) 2.2 3.2 -0.3 -0.3 1.2 1.0
World trade volumeb  

(% increase)
7.5 3.7 -3.5 -9.7 1.9 3.8

a Average growth rates are weighted by GNI, Atlas method.  b Merchandise exports.

Sources: US Department of Commerce, Bureau of Economic Analysis, available: www.bea.gov; Eurostat, 
available: http:// epp.eurostat.ec.europa.eu; Economic and Social Research Institute of Japan, available: 
www.esri.cao.go.jp; Consensus Forecasts; Bloomberg; International Monetary Fund, World Economic 
Prospects Update July 2009; World Bank, Global Economic Prospects 2009 and Commodity Price Data (Pink 
Sheet), available: www.worldbank.org; staff estimates. 
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Other indications of financial stabilization are seen in rallies in 
major stock indexes (the Dow Jones Industrial Average has risen above 
9,000 and the S&P 500 above 1,000 in recent months). Although stock 
prices are still considerably below pre-September 2008 peaks, the 
recovery in equities may be a leading indicator that the worst of the 
downturn is now over.

Job losses have moderated in the US and the eurozone although not 
yet in Japan. Preliminary estimates of GDP growth for the second quarter 
of 2009 in the G3 and some other OECD economies are stronger than in 
the first quarter, indicating that the degree of contraction is moderating 
and that the trough of the recession may be at hand in the last 2 quarters 
of 2009. For example, in its July World Economic Outlook, IMF modified 
its 2009 forecast for G3 GDP contraction to be less severe (3.8%) than 
it initially forecast in April (4.2%). Other real indicators such as retail 
sales growth, housing starts, as well as indexes of consumer and business 
sentiment began to show signs of improvement, or at least of stabilization, 
toward the end of the second quarter.

United States
During the first quarter of 2009, GDP contracted at an annualized rate 
of 6.4%, as industrial production plummeted at rates not seen since the 
Great Depression. The preliminary estimate of GDP in the second quarter 
of 2009 was better than expected at just a 1.0% (annualized) contraction, 
due largely to government expenditure and partly to a modest boost in 
net export growth. Consumption and investment continued to pull back 
overall economic growth during the second quarter (Figure 1.2.1).

Job losses mounted persistently, with June’s losses of 463,000 up 
sharply from the May decline of 303,000. Since the recession officially 
started in December 2007, 6.7 million workers have lost their jobs and 
unemployment has spiraled to 9.7% in August 2009. Job losses moderated 
to 216,000 in August, providing a glimmer of hope that the worst is over. 
In addition, US households have borne a loss of wealth equivalent to more 
than a year’s GDP (around $14 trillion).

In the face of such massive losses of employment and wealth, 
highly leveraged US households are reducing spending faster than their 
disposable income is falling, marking a gain in the personal saving rate 
from near zero at the start of the downturn to 5% in the second quarter 
of 2009, the highest rate in over a decade (Figure 1.2.2). These moves are, 
however, being counterbalanced by a huge increase in the government 
budget deficit, which will likely hit 11–13% of GDP (Figure 1.2.3) for 
the full fiscal year ending 30 September. For the first 11 months of the 
fiscal year, the Congressional Budget Office reports that government 
expenditure was already up by 19% and revenue down by 16% relative to 
the same period of the previous year.

Overall, with households increasing their saving and the economic 
slowdown reducing investment, the US external imbalances have been 
tempered somewhat as less foreign borrowing has been required. The 
US current account deficit has fallen by half from peak levels in 2006 
(6% of GDP) to 2.9% in the year to the second quarter (Figure 1.2.4). The 
unwinding of unsustainable current account imbalances, coupled with 

1.2.4 Current account balance, United States
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1.2.2 Personal saving rates, United States
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1.2.1 Contributions to GDP growth,  
United States
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1.2.3 Government budget balance,  
United States
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Initial depreciation
The value of the United States (US) dollar has fluctuated 
considerably over the last couple of years (Box figure 1). 
It fell sharply from January 2007 to July 2008, with both 
nominal and real effective exchange rates (NEER and 
REER) depreciating by almost 15%. The dollar fell against 
the euro and yen, and the currencies of some developing 
economies, including the People’s Republic of China (PRC), 
Philippines, and Thailand. The dollar’s depreciation was 
generally limited against the pound sterling and currencies 
of other developing Asian countries, such as Indonesia and 
the Republic of Korea.

The dollar’s depreciation had been widely anticipated 
in view of the need for a correction to the economy’s 
unsustainable current account deficit. Grave concerns over 
the health of the US financial system that resulted in a 
higher risk premium for holding dollar-denominated assets 
also imposed downward pressure. Subsequently, the financial 
market turmoil in the US began to sap the real economy, 
widening the gap between actual output and potential 
production (Figure 1.1.11 above). In addition, the Federal 
Reserve shifted from gradual to more aggressive monetary 
easing, cutting its policy rate faster than most other 
industrial and developing economies.

Rebound and reversal
Although the underlying external imbalances remained, the 
dollar started appreciating in late 2008 as investors sought 
safety after the collapse of Lehman Brothers. The currency 
climbed against the euro, pound, and almost all developing 
economies’ currencies. As the economic malaise spread, 
many investors moved their cash into safe-haven assets. 
Inflows into US Treasuries, for example, jumped to a peak of 
$260 billion in the fourth quarter of 2008, from $95 billion 
in the second.

The direction in the value of the dollar switched again in 
the second quarter of 2009. The NEER and REER began to 
depreciate, both falling relative to the first quarter by around 
8%. Even though economic recovery in the eurozone, United 

Kingdom, and Japan has lagged that in the US, limited 
room for the Federal Reserve to cut its benchmark rate led 
to a narrowing real interest rate differential between the US 
and other industrial countries, which made the dollar less 
attractive. Returning risk appetite and anxiety over growing 
US government deficits also helped undermine the dollar.

The low interest-rate policy and quantitative easing in the 
US have made it cheap for institutions to borrow and have 
helped make the dollar a funding currency for the carry 
trade.1 With rising equity and commodity prices and initial 
signs of a global recovery, investors moved from the safety of 
US Treasuries and the dollar into riskier assets. Box figure 2 
shows that capital inflows into US Treasuries tumbled in 
early 2009, taking the surplus in the financial account down 
to only $58.3 billion, from $273.6 billion in the second half 
of 2008. But even a narrower deficit in the current account 
failed to offset this heavy fall in the financial account.

Future possibilities
The dollar may continue to weaken, since global economic 
recovery and better prospects for equity and commodity 
markets are prompting investors to move out of dollar-
denominated assets. In addition, the slower path of 
monetary policy easing in the rest of the world relative to 
the US will likely make investment in the US less attractive.

Moreover, continued efforts by both industrial and 
developing economies to rebalance their economies could 
weaken the dollar. However, a faster recovery in the US than 
in other industrial countries may provide some strength in 
the near term. 

Concerns of non-US central banks about their dollar 
holdings and dollar-denominated assets may put pressure on 
the US Government to adopt policies to stabilize the currency.

1 That is, investors use the currency of a country with exceptionally 
low interest rates to buy higher-yielding assets.

1.2.1 Dollar fluctuations
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2 Balance-of-payments indicators, 
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United States (US) imports under preferential free trade 
agreements (FTAs) started to contract earlier than imports 
as a whole when examined quarter on quarter; measured 
year on year, they contracted faster than world imports. 

Quarter-on-quarter imports under the North American 
Free Trade Agreement (NAFTA) began to slide in the 
third quarter of 2008 even as overall imports continued 
to rise. Imports from Canada and Mexico under NAFTA 
preferences started to contract in the third quarter of 
2008 compared with the previous quarter, and the rate of 
decline then accelerated (Box figure). 

NAFTA preferential imports of the US cumulatively 
collapsed by almost 40% in the first 6 months of 2009 
compared with the same period in 2008—a more rapid 
rate of contraction than imports from all sources, which 
fell by about one third. US domestic exports to NAFTA 
partners (down 29%) also fell more sharply than exports to 
the rest of the world (down 25%) over the same period.

The reason for the relatively rapid contraction of 
preferential imports appears to be that trade is highly 
concentrated in automobiles and textiles with Canada and 
Mexico. Hence the collapse reflects the failure of large 
corporations such as General Motors and the sharp decline 
in consumer demand in those sectors. 

A lesson to draw from this experience is that in sectors 
where applied most-favored-nation tariffs are high, such 
as automobiles and textiles, trade is likely to be diverted 
to preferential partners on a large scale, and production 
may become excessive within the FTA concerned (in this 
case, NAFTA). Thus when demand collapsed, such trade 
and production were particularly vulnerable. Time will tell 
if special programs such as “cash-for-clunkers” will help 
revive intra-NAFTA automotive trade.

Quarter-on-quarter imports from all US bilateral 
FTAs in force in the third quarter of 2008 show a similar 
pattern of accelerating contraction from 18.6% in the 
fourth quarter of 2008 relative to the third, and further 
declining to 25.8% in the first quarter of 2009 relative to 
the previous quarter. Cumulatively, imports from US FTA 
partners fell more sharply than imports from US non-FTA 
partners in the first 6 months of 2009.

US exports have also contracted more steeply with 
FTA partners than globally, whether measured in nominal 
or real terms. For all FTA partners, the collapses in 
US exports were 23% in the first quarter of 2009 (real 
prices), 19% for all destinations, and around 18% for 
nonpreferential destinations.
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1.2.2 Preferential free trade agreements

investors shifting their portfolios to riskier assets, will be sources of 
weakness for the dollar in the near term (Box 1.2.1).

The impact of the recession on US international trade has been 
severe (and interestingly, greater on preferential than nonpreferential 
trade—Box 1.2.2). International trade was initially propping up US 
growth during 2008 as exports continued to rise in both nominal 
and real terms even as imports slowed. In real terms, imports in 2008 
contracted by 3.5% even as exports grew by 5.4% year on year, thus 
boosting net exports. The growth of trade, however, began to slow 
sharply in the third quarter of 2008 and the contractions in the final 
quarter of 2008 and the first quarter of 2009 were very sharp indeed. 
Preliminary data for the second quarter of 2009 show that imports and 
exports probably bottomed in the first quarter of 2009 (Figure 1.2.5). 
However, year on year, both imports (down 20.7%) and exports (down 
22.9%) continued to contract sharply.

1.2.5 Real exports and imports,  
United States
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The improvement in the US trade balance (goods and services) 
resulted from a sharper fall in imports than exports but in May 2009, 
exports actually grew by 1.4% compared with April while imports 
continued to contract (by 0.7%) bringing the monthly deficit to just 
$26.4 billion—the lowest amount since November 1999. However, US 
imports rebounded in July over June, perhaps reflecting the fiscal 
stimulus and improved retail sales. US exports did not grow as rapidly as 
imports, slightly widening the monthly trade imbalance.

Signs that the trough in the downturn had been reached were 
becoming clearer at the beginning of the third quarter of 2009. 
First, the Conference Board’s Leading Economic Index had risen 
for three consecutive months (April–June 2009) with seven of the 10 
components showing improvement—the first upturn in the index since July 
2007 (Figure 1.2.6). Second, housing prices stopped falling in May 2009 
and showed the first monthly rise in 36 months (Figure 1.2.7). Third, retail 
sales have begun to rebound with automobile sales jumping under the 
Government’s “cash-for-clunkers” program, although consumer sentiment 
remains unsettled (Figure 1.2.8). The biggest part of the $787 billion fiscal 
stimulus package is expected to be felt in the last 2 quarters of 2009 and 
may well propel GDP figures into the positive range by year-end. 

Despite these signs of recovery, the forecast for US GDP growth is 
unchanged from ADO 2009: a contraction of 2.4% in 2009, with a weak 
recovery of 1.6% growth in 2010.

Eurozone
Economic activity in the eurozone decelerated further during the first 
quarter of 2009, with GDP contracting by 9.2% (q-o-q, annualized). 
However, the contraction slowed to 0.5% during the second quarter, 
fueling hopes that the nadir has passed and that the economy is pulling 
out of a recession. Eurozone GDP is currently expected to shrink by 4.3% 
in 2009, and to resume anemic growth of 0.5% in 2010.

The GDP contraction in the first quarter of 2009 was driven 
primarily by declines in gross fixed capital formation and in net 
exports (Figure 1.2.9). Second-quarter investment spending continued 
to retrench against a backdrop of excess capacity and low investor 
confidence; government consumption remained essentially unchanged. 
The eurozone’s trade balance turned positive in March 2009 and recorded 
a more robust increase in June. Together with a slight rebound in 
private consumption, this switch has lifted GDP growth from its severe 
contraction the previous quarter.

Industrial production during the first half of 2009 continued to 
decline, by more than 20% year on year, and reflected low industrial 
confidence, despite some timid signs of recovery in confidence from April 
2009. Production remains weak across the eurozone as a whole, with 
those countries depending strongly on export demand generally faring 
the worst.

Germany is a case in point: the country started facing a sudden and 
dramatic plunge in export demand around the second half of 2008, 
pushing the economy into recession and causing companies to cut down 
investment plans drastically through the first quarter of 2009. Weak 

1.2.6 Conference Board Leading Economic 
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1.2.7 House price increases, United States
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exports, depressed consumption, and an investment slowdown in the 
face of substantial inventories have taken their toll. The prospects for 
recovery hinge mainly on a sustained improvement in export orders—and 
encouragingly, the first signs of a substantial rebound in orders and 
industrial production appeared in the country statistics of June 2009.

For the eurozone, data on industrial orders for June 2009 show 
a rebound in total manufacturing orders, with a hike in capital and 
nondurable consumer goods more than outweighing a continuing decline 
in durable consumer goods orders (Figure 1.2.10).

Unemployment continued climbing, averaging 9.5% in July 2009 
(Figure 1.2.11), and is expected to exceed 11% by 2010. The labor market 
situation tends to be worse for countries recovering from burst domestic 
asset bubbles, where the collapse of the domestic construction sectors 
caused huge job losses. In Ireland and Spain, for example, unemployment 
reached 12.5% and 18.5%, respectively, in July.

Growing unemployment and underutilized capacity are exerting 
downward pressure on nominal wage growth within the currency bloc, 
nurturing fears of consumer price deflation. Consumer prices fell by an 
annual rate of 0.2% in August 2009, from a 0.7% decline in the previous 
month. This is in stark contrast to the 3.8% inflation rate a year earlier. 
Although deflation is likely to persist over the coming months, the 
European Central Bank (ECB) expects inflation to reappear by end-2009, 
particularly once the full effects of its expansionary policy stance have 
passed through, and the base effect from the steep fall in global energy 
prices has moved out of the comparison period. Moreover, wage growth is 
expected to remain positive.

To support its ailing banking sector and stimulate lending to the 
nonfinancial sector, ECB further lowered its policy rate, the last time in 
May 2009 by 25 basis points, to 1.0%. This brings the reduction in the 
ECB key interest rate to a total of 325 basis points since October last 
year. Moreover, ECB surprised financial markets in June 2009 with a 
massive allotment of €442 billion to banks over 12 months at a 1.0% fixed 
interest rate, in an effort to counter the sharp deceleration in monetary 
aggregates and bank lending in the eurozone since early 2008. The 
move had the immediate effect of driving down overnight and longer-
term market interest rates, as well as temporarily weakening the euro. 
However, it is too early to assess its full effectiveness in restoring credit 
channels and lending to the nonfinancial sector, and in jump-starting 
the process of recovery.

Public finances across the eurozone have deteriorated markedly, with 
the aggregate budget deficit expected to exceed 5% of GDP in 2010, more 
than twice its rate in 2008. Out of 27 EU member states, at end-2008 21 had 
a worsening government balance while 12 were in breach of the 3% stability 
and growth pact deficit limit. The deterioration of government deficits and 
public debt is likely to continue all this year, largely driven by the impact of 
automatic stabilizers and the boost in fiscal stimulus packages through the 
European Economic Recovery Plan, launched in December 2008. The plan 
aims to boost demand and stimulate confidence through budgetary outlays 
of €200 billion, equivalent to about 1.5% of the EU’s GDP.

The first signs of a turnaround came into view in August 2009, as 
the eurozone’s two largest economies, France and Germany, reported 
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surprisingly strong annualized preliminary second-quarter growth rates 
of 1.4% and 1.3%, respectively. The latest data show Germany’s exports 
to have rebounded by 11.9% in June and 3.9% in July from their previous 
levels a month earlier.

Improving private sector confidence across the eurozone provides 
a further indication that the bottom might have been reached: for over 
five consecutive months, the monthly Eurostat surveys of confidence in 
the industry, services, consumer, retail, and construction sectors have 
moved upward, reversing the long and profound decline in confidence 
that lasted from June 2007 to March 2009 (Figure 1.2.12).

Individual countries’ quarter-on-quarter growth performances vary 
substantially, however (Figure 1.2.13). Apart from France and Germany, 
only Greece managed to return to positive second-quarter output 
growth, while Italy and Spain continued contracting, at 1.9% and 4.2%, 
respectively. Outside the eurozone, the UK recorded a 2.6% shrinkage of 
its GDP, substantially worse than the EU27 average of 0.9% contraction.

Differences among eurozone economies’ growth rates are somewhat 
less pronounced when measured in the year to the second quarter. 
Among the larger economies, only France recorded a milder decline 
in its year-on-year growth performance, mainly because of its stronger 
insulation from the financial channel of crisis contagion. However, the 
contraction in all the core European economies, including France and 
Germany, points to the importance both of a rebound in exports for their 
GDP growth to recover, and their governments’ capacity to maintain or 
even expand fiscal stimulus.

To the extent that eurozone economies vary substantially with 
regard both to their export dependence and to their fiscal constraints, 
divergences or even reversals in quarter-on-quarter growth performances 
are likely to persist throughout the rest of 2009.

Japan
The profile of economic performance in Japan in the first 6 months 
of 2009 was similar to that in many other industrial countries, with a 
severe first-quarter contraction in GDP followed by a recovery in the 
second. Public investment (aside from the statistical discrepancy) was the 
only positive contributor in the first quarter, but the rebound reflected 
a significant strengthening in exports and private consumption, which 
together brought the economy back to growth of 2.3% in the second 
quarter (Figure 1.2.14). Private investment, however, continued to decline 
during the first 2 quarters.

Exports began to grow again in February, but remained well below 
levels of the same period a year earlier (Figure 1.2.15). Shipments to all 
major trading partners—US, EU, and developing Asia—rebounded, 
especially the pickup in intermediate goods to the rest of Asia. However, 
the sustainability of developing Asia’s import demand is uncertain as 
rising demand reflects temporary fiscal stimuli. For Japan, import growth 
remained sluggish due to weak domestic and external demand. The 
trade and current balances turned to surplus in February after recording 
deficits in January, but for the first half of 2009, the current account 
balance was 46% below that in the year-earlier period.

1.2.13 Growth performance, Q2 2009, 
European Union
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1.2.15 Trade balance, Japan

-6

-3

0

3

6

9

Q1
2007

Q2 Q3 Q4 Q1
08

Q2 Q3 Q4 Q1
09

Q2

% of GDP

-2

-1

0

1

2

3
¥ trillion

Trade balanceRest of the world

Developing Asia

North America

Central and Eastern Europe

Middle East

Western Europe

Sources: Trade Statistics of Japan, Ministry of Finance, 
available: http://www.customs.go.jp; Economic and Social 
Research Institute, Cabinet Office, Government of Japan, 
available: http://www.esri.cao.go.jp/en; both downloaded 
11 September 2009.

Click here for figure data

A softening of import prices driven largely by the decline in the 
oil price improved Japan’s terms of trade. In July 2009, import prices 
were 30.4% lower than prior-year levels, while export prices were 12.8% 
down. Weakness in consumption and external demand is worrisome 
because it is pinching corporate profits, which fell by 53% year on year 
in the second quarter with expectations that they will remain weak. 
Consequently, capital spending in the next few quarters will likely be in 
the doldrums. Moreover, while uncertainty about the economic recovery 
persists, firms remain reluctant to hire: the unemployment rate climbed 
to 5.7% in July, exceeding the previous worst rate of 5.5% (seasonally 
adjusted) in April 2003. In addition, salary income has contracted for 
13 consecutive months, and at a worsening rate. General pessimism over 
short-run business conditions and employment persists.

Machinery orders registered a sharp contraction of 42.6% in the first 
half of 2009 relative to the same period in 2008, and capacity utilization 
stayed low. Manufacturing production, however, began to recover in 
March, albeit sluggishly. In addition, the Tankan survey (of both large 
manufacturers and nonmanufacturing industries) for the second quarter 
showed little improvement in its negative sentiment (Figure 1.2.16). 
Wholesale prices were off 8.5% year on year in August, the sharpest fall 
on record, due to weak domestic demand and the steep fall in oil prices.

Against this gloomy backdrop, supplementary budget funding of 
about ¥14 trillion ($147 billion) was passed in May this year as a stimulus 
that is set to help consumers and firms cope with a fading labor market 
and weak external demand. Since mid-May, this package has centered 
on giving incentives in the form of “eco-points” to purchase eco-friendly 
home electronic appliances, and on subsidizing consumers trading in 
their old cars for more fuel-efficient ones. Positive impacts are appearing, 
with the measures boosting consumption demand and helping firms’ 
inventory adjustments.

Household real consumption expenditure leveled off in May after 
falling for 14 consecutive months, but then fell by 2% year on year in July. 
Consumption expenditure is likely to be weak in the coming months 
because of deteriorating income—wages slumped by 9.7% year on year in 
June, the sharpest drop on record. These falls are largely related to cuts in 
bonuses and overtime pay, which, in turn, are hurting retail sales.

The consumer price index (excluding fresh food) saw a record decline 
of 2.2% year on year in July, in part due to lower fuel prices than in 2008. 
Falling equity prices have been taking a toll on firms and consumers. 
Nonetheless, from its end-year 2008 close, the Nikkei average showed 
a gain of 14.5% by end-July (Figure 1.2.17) amid expectations of some 
improvement in corporate profitability (Figure 1.2.16 above). This gain 
may help firms attract new funding, yet it will take time to be felt in 
consumers’ pockets or to affect domestic spending.

The Democratic Party of Japan, which came to power at end-August, 
hopes to boost the domestic economy by encouraging consumer spending 
directly through households via, for example, subsidies to families with 
children.

Japan’s growth outlook remains fragile on concerns about the 
sustained impact of the current fiscal package and rising oil prices. The 
new Government plans to reprioritize the measures in the package, 
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and suspend implementation of the unused portion of supplementary 
budgets, particularly of infrastructure projects, which might put the 
economy on hold until the impact of a second supplementary budget to 
be passed later this year is felt. Trade growth is expected to pick up, but 
sluggishly.

Downside risks to growth are set to persist through 2009 and 
are likely to overshadow deflation concerns. The economy in 2009 is 
expected to contract by 5.8% with a weak recovery to 1.1% growth in 2010. 
Consequently, no monetary tightening by the Bank of Japan is expected 
either this year or next.

Commodity prices
Global commodity prices—energy and nonenergy—saw extraordinary 
volatility in 2008. In the first 7 months and led by crude oil, they scaled 
near-record highs. They then collapsed (Figure 1.2.18) as the financial 
crisis and slump hit. During the first quarter of 2009, they stabilized and 
in the second began to rise moderately, primed by brightening global 
economic prospects.

Energy
The index of energy commodity prices (oil, coal, and natural gas) closely 
mirrors global oil prices (Figure 1.2.19). The recent surge in crude oil 
prices appears to be influenced by the beginnings of a modest recovery 
that may increase transport demand as world trade begins to pick 
up. Production cuts by the Organization of the Petroleum Exporting 
Countries (OPEC), oil-inventory adjustments, a weakening of the US 
dollar, and expectations of further economic recovery are also seen as 
playing a role. Oil prices have rebounded strongly over the first 8 months 
of 2009 as global oil demand has begun to firm, but they are not expected 
to rise much further as long as global demand growth remains subdued 
(Box 1.2.3).

The factors affecting oil have also impacted on other energy 
commodity prices, coal in particular. Coal prices, which fell precipitously 
from the peak reached in mid-2008, have begun to turn up. Their pickup 
also reflects strong PRC import demand in the first half of the year. 
However, since the PRC has built up large inventories, it is expected that 
coal prices will remain stable in the rest of 2009.

Nonenergy
Nonenergy commodity prices, including metals and minerals and 
agricultural commodities, have been less volatile than those for energy. 
After falling about one third from peaks reached in mid-2008, they 
gained 13% in the first 2 quarters of 2009. Metals and minerals recovered, 
largely as a result of restocking and high import demand in the PRC; 
with recovery in global prices, mining activity may pick up and limit any 
further rise in prices.

Agricultural commodity prices have been sensitive to economic 
conditions but also to the weather. The balance of forces of supply 
and demand has kept agricultural prices relatively stable this year 
(Figure 1.2.20), though some supply setbacks may be caused by drought 

1.2.18 Indexes for agriculture, energy, and 
metals and minerals

0

100

200

300

Metals and mineralsAgriculture Energy

Jun
09

DecJun
08

DecJun
2007

2005 = 100

Source: World Bank, Commodity Price Data (Pink Sheet), 
available: http://econ.worldbank.org/, downloaded 
14 August 2009.

Click here for figure data

1.2.19 Energy and oil indexes

0

100

200

300

Crude oilEnergy 

Jun
09

DecJun
08

DecJun
2007

2005 = 100

Note: Crude oil is the average spot price of Brent, Dubai, 
and West Texas Intermediate, equally weighted. 

Source: World Bank, Commodity Price Data (Pink Sheet), 
available: http://econ.worldbank.org, downloaded 
14 August 2009.

Click here for figure data

http://www.adb.org/Documents/Books/ADO/2009/Update/figs/f1-2-18.xls
http://www.adb.org/Documents/Books/ADO/2009/Update/figs/f1-2-19.xls


 Coping with the global recession  21

and other adverse conditions in major producing countries. However, 
recent bumper harvests have led to large stocks and these will cushion 
any shortfall in 2009’s harvests.

The reduced volatility in food prices reflects the absence of speculative 
and hoarding behavior that drove prices sharply higher from 2007 to 
mid-2008. Some food commodities may be vulnerable to price increases, 
particularly those in demand as biofuels. Sugar prices are also expected 
to rise as the largest producer, India, faces adverse weather and a sharp 
reduction in supply. Raw materials prices are expected to remain flat 
this year but may rebound next year as the global recovery gathers 
momentum.

Hence, nonenergy commodity prices seem likely to enter a period 
of greater stability and more moderate prices, compared with the 
exceptional volatility and high prices seen from 2007 to mid-2008.

Risks to the global economic outlook
Some of the risks that confronted the world economy just a few months 
ago have attenuated as the global outlook has improved. For example, 
the threat of deflation, which was brought on by collapsing aggregate 
demand, has faded as demand has begun to rebound. Still, the signs of an 
improving outlook should not be mistaken for a full-fledged recovery, and 
risks remain. Foremost among these are a misjudged exit from stimulus 
packages; a continued weak housing market in the US; resurgent global 
oil prices; and greater virulence of the flu pandemic.

Misjudged exit from stimulus
Above all, policy makers around the world are faced with the delicate 
issue of a correctly timed and appropriate exit strategy, or when and how 
to withdraw the huge fiscal and monetary stimuli administered to revive 
free-falling economies at the depth of the global slump. How effectively 
they manage this and other risks will determine how soon, and how 
securely, the world economy regains its footing. For, although the huge 
expansionary macroeconomic policies had their desired effect in helping 
turn around global prospects, retaining such expansionary stances for too 
long can undermine future macroeconomic stability.

In the short term, the expansion of liquidity arising from excessively 
loose monetary policy can fuel inflation, especially when aggregate 
demand is picking up and reducing the economy’s spare capacity. 
Although it is probably too early to worry about inflation, keeping 
interest rates too low for too long will eventually lead to inflationary 
consequences or a return of asset bubbles. The risk is not negligible since 
the effect of monetary policy is felt only after a long lag, which means that 
the earlier interest rate cuts may further stoke aggregate demand.

In the long term, higher spending and lower taxes will store up fiscal 
problems for the future as public debt-to-GDP ratios rise to unhealthy 
levels. It may take years for governments to repay the debts incurred in 
a few months. This not only implies higher taxes in the future but it also 
limits the capacity of governments to pursue countercyclical fiscal policy 
when the next downturn threatens.

No less important than the issue of when to exit is how. For 
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Risk from rising oil prices to global recovery
Global oil prices are reflecting the global business cycle. 
Having tumbled as the global economic downturn 
intensified during the fourth quarter of 2008 and the first 
quarter of 2009, they have since begun a fitful recovery. The 
incipient recovery of the world economy is lifting them, 
and as developing Asia is a significant net importer of oil, 
it stands to suffer terms-of-trade losses. More worryingly, a 
rebound in oil prices may contribute to inflation pressures 
that are likely to reassert themselves as the region’s recovery 
takes hold. For this reason, rising oil prices are one of the 
biggest downside risks to developing Asia’s recovery.

Tandem recovery of oil price and global economy
The trajectory of global oil prices has closely tracked 
the state of the world economy since the second half of 
2008 (Box figure 1). After a breathtaking climb from $50 
per barrel in January 2007 to $146 in July 2008, they fell 
sharply to $42 by end-2008, reflecting the slump in the 
world economy and global trade. The global slowdown of 
late 2008 and early 2009 had a sizable adverse effect on 
global oil demand, which fell by a staggering 4.0 million 
barrels per day (bpd) in the first quarter of 2008 relative to 
a year earlier.

The recovery of oil prices in the first 8 months of 2009 
has been much gentler than the decline during the second 
half of 2008. To some extent, this is because the global 
recovery, unlike the global slowdown, has so far been 
uneven.

Support from resurgent Asian demand
Developing Asia seems to be recovering faster and stronger 
than other regions. Even before the global financial crisis, 
growing demand from the People’s Republic of China 
(PRC) and India was a key driver of rising global oil prices. 
In 2009, the revival of demand from the region is helping 
prop up global oil prices. There has been significant growth 
of oil demand in PRC, India, and Republic of Korea in 
recent months, reflecting the resilience of those economies 
(Box figure 2).

In contrast, oil demand has continued to contract in the 
United States (US), Japan, and European Union (EU), albeit 
at a slower pace. The net result is that for 2009 as a whole 
oil demand will most probably fall, by around 2 million 
bpd (Box figure 3). Still, recovering global oil demand 
fueled largely by recovering Asian demand is tightening the 
gap between supply and demand, and contributing to rising 
global oil prices. Global oil prices are also benefiting from 
the current mood of optimism engulfing global equity and 
commodity markets.

Short term: Still-high inventory stocks
Global oil prices have paralleled the global business cycle 
since July 2008, and demand has been the dominant driver. 
However, high levels of inventories are one supply-side 
fundamental that will damp upward price pressures in the 
short run. A key measure of inventory levels—total OECD 
company stocks on land—is expected to remain above its 
2008 level through December this year, and comfortably 
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above the “unofficial” target of the Organization of the 
Petroleum Exporting Countries (OPEC) of 52–53 days 
(Box figure 4). The buildup of OECD stocks averaged 
around 400,000 bpd in 2008 as a whole and is expected to 
be smaller, but still positive, this year.

On the demand side, it would take an improbably robust 
global recovery to make a significant dent in inventories. 
On the supply side, if OPEC leaves output unchanged, 
inventories will reach even higher levels. Even if OPEC 
manages to agree on significant production cuts, say of 
up to 1 million bpd, inventory stocks should remain high 
enough to limit the scope for price increases.

Medium term: Spare OPEC capacity
OPEC’s production capacity is projected to increase 
substantially, by about 2 million bpd, during 2008–2010. 
This increase translates into higher spare capacity that will 
damp the scope for price increases, even in the face of 
rising demand from the PRC and India, until around the 
middle of next decade. 

Further reinforcing the moderation of price pressures in 
the medium term is an increase in non-OPEC production 
capacity in the short term. Although non-OPEC 
production fell by about 400,000 bpd in 2008, it is expected 
to rise by about the same amount this year (Box figure 5). 
New fields coming online in the Gulf of Mexico and Brazil 
will raise non-OPEC production capacity until 2012.

Long term: Reemergence of price pressures
As argued in Asian Development Outlook 2009 (ADB 2009), 
the global financial crisis and subsequent slump have 
done nothing to alter the long-term fundamentals of the 
oil market. Against the backdrop of a structural increase 
in demand from the PRC and India, both OPEC and 
non-OPEC production capacity are expected to peak by the 
middle of next decade. The combination of demand growth 

and supply constraints will become the primary driver of 
prices. In particular, the reduction of OPEC’s spare capacity 
means that a rerun of the price surge of 2003–2008 cannot 
be ruled out. However, precisely when prices will begin to 
climb again on a sustained basis remains highly uncertain.

Remote risk of short-run oil price surge
In principle, the incipient world economic recovery entails 
a substantial risk of an oil price surge. A pronounced surge 
may even derail or at least seriously impede the recovery. 
In practice, there are two fundamental factors that suggest 
that any increase in global oil prices will be moderate in 
the short run. 

First, global recovery itself is uncertain and fragile, 
especially in the G3. Second, high inventory levels, which 
are likely to persist in the short run, will limit the scope 
for price increases. However, the prospect of relatively 
moderate oil price rises should not lull policy makers 
into complacency. Even moderate increases in oil prices 
can help trigger inflation, especially since the region 
has recently pursued expansionary monetary policy. 
Governments should also continue to phase out costly fuel 
subsidies and, more generally, encourage more efficient use 
of oil before the next big surge of oil prices arrives.
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example, sharp reversals of the fiscal stance or hikes in interest rates 
may undermine business and consumer confidence. Policy makers 
should withdraw the monetary and fiscal stimulus in a way that does not 
jeopardize the nascent recovery. Yet, too much caution in reversing the 
expansionary policies may be ineffective in preventing overheating and 
inflation pressures.

The optimal speed and strength of stimulus withdrawal is inevitably 
a tricky decision that requires a great deal of sound judgment on the part 
of policy makers. Further complicating their calculations is the risk that 
recovery is neither sustainable nor robust enough to withstand a huge 
stimulus cut. That is, if the recovery has been driven by expansionary 
macroeconomic policies, reversal of policies may slow or even derail it.

Continued weak US housing market
The global financial crisis and economic slump are rooted in the bursting 
of the US housing bubble. Many key indicators, in particular GDP growth 
trends, suggest that the US economy has bottomed and is beginning to 
pick up. However, one enduring source of concern is the US housing 
market (Figure 1.1.7 above). More specifically, foreclosures are continuing 
to rise as workers lose their jobs and wages remain flat. Since pickup 
in employment tends to lag an economic recovery, the labor market is 
unlikely to pick up soon and support the housing market.

The value of US mortgages often exceeds the value of homes, which 
implies negative net worth or equity in homes. In fact, more than 
15.2 million mortgages, or 32.2% of all mortgaged properties, were in 
negative equity as of 30 June 2009. Furthermore, the aggregate property 
value for mortgages with negative net worth was $3.4 trillion, which 
represents the total property value at risk of default. (The baseline 
scenario used in Table 1.2.1 implicitly assumes that this risk will not be 
realized on a widespread scale.)

One solution is to restructure these mortgages, but restructuring 
is not in the financial self-interest of the mortgage servicers who 
administer the mortgages. So far the Government has failed to take 
any action to effectively alter the incentives of the mortgage servicers. 
Just as rising home values spurred US private consumption prior to the 
crisis, foreclosures and negative equity in homes will constrain private 
consumption, in turn delaying the onset of a full-fledged recovery. 
Similarly, weak housing markets will also curtail the recovery of the EU 
economies that experienced housing bubbles of their own.

Resurgent global oil prices
The one bright spot of the financial crisis and economic downturn was 
that together they stopped the astonishing escalation of global oil prices, 
which reached record levels in July 2008. By helping hold down overall 
prices, cheaper oil enabled monetary authorities to pursue expansionary 
policies without their having to worry about inflation. Although global 
oil prices plunged as the turmoil intensified in the fourth quarter of 
2008, they have made a fitful recovery this year. They may gain further 
momentum when the global recovery gains traction.

Supply and demand fundamentals, in particular large inventories, 
suggest that a sharp runup in prices, such as that seen before the financial 
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crisis, is unlikely (Box 1.2.3, above). Nevertheless, if global consumption 
grows more rapidly than currently forecast because of a faster than 
expected global recovery and if geopolitical events create major supply 
disruptions, a much steeper price ascent cannot be ruled out. In this 
case, the specter of cost-push inflation, which had dissipated along with 
the collapse of oil prices, may rematerialize to cast its gloom over global 
recovery.

Even if, as is more likely, oil prices remain flat or rise only slowly, 
they may combine with strengthening aggregate demand and loose 
monetary conditions to lay the foundation for another bout of inflation. 
That is, higher oil prices can contribute to inflation pressures in an overall 
environment that is conducive for a revival of inflation.

Flu pandemic
The initial global scare over H1N1 flu (swine flu) seems to have subsided, 
although H1N1 can still mutate and become more dangerous in the 
northern hemisphere’s winter. Yet in light of the pandemic’s ease of 
transmission, lowering the guard in any part of the world will have 
spillover effects elsewhere. Indeed, with H5N1 (avian flu) entrenched 
in several Asian countries (PRC, Indonesia, Viet Nam, and probably 
some parts of northern India and Bangladesh), developing Asia needs 
to strengthen surveillance. As East Asia’s experience with the SARS 
epidemic showed, a pandemic can have dire economic repercussions.



Developing Asia’s response 
to the turmoil

ADO 2009 emphasized that the economies of developing Asia had very 
limited direct exposure to the toxic assets that originated in western 
banks, mortgage lenders, hedge funds, and other financial companies. 
This analysis still holds good. Various financial indicators and banking 
sector data support the contention that Asia’s financial systems were well 
prepared for the crisis: nonperforming loans were quite low as a share 
of total loans; banks were well capitalized; and, aside from banks in the 
Republic of Korea (hereafter Korea), reliance on credit lines to western 
banks was minimal (Figures 1.3.1–1.3.3). Nonetheless, stock prices in Asia 
were closely linked to global markets and suffered badly in 2008.

The main channels by which the financial crisis and subsequent global 
slump spread to Asia were in the real economy—chiefly the collapse of 
demand for Asian exports in major global markets—but also through 
reduced demand for Asian services in the form of reduced tourism and 
slower demand for immigrant labor services from developing Asia. Still, 
financial-channel shocks strongly reverberated around the world in late 
2008, and Asian equity and bond markets could not escape the asset-price 
implosion and the dislocation in trade credit. Finally, loss of confidence 
threatened to cause bank runs as frightened depositors were tempted 
to withdraw funds on any rumor that a particular bank was exposed to 
losses—particularly following the failure of Lehman Brothers.

The more export-oriented Asian economies, especially the newly 
industrialized economies, suffered most from the collapse of international 
trade and had the most severe contractions in industrial production as 
firms drew down inventories and shuttered production (Figures 1.3.4 and 
1.3.5). The rate of decline in imports quickly matched that of exports as 
supply chains reacted to the evaporation of demand in major industrial 
economies. For their part, the region’s resource-rich economies suffered 
from export declines due to sharp corrections in previously elevated 
commodity markets.

Beyond the trade channel, private external capital flows into the 
region slowed sharply. Foreign direct investment inflows and other forms 
of financial flows from the major industrial economies tumbled in the 
midst of the financial panic that gripped the world after September–
October 2008. The credit squeeze was also reflected in elevated spreads of 
Asian bonds. The impact on investment was severe.

There are already indications that output and activity are set to 
recover in Asia—data for second-quarter 2009 industrial production and 
exports in the newly industrialized economies, for example, show the 
beginning of what might be a V-shaped recovery. Other indicators of the 
real economy in developing Asia provide a mixed picture, however.

For example, in East Asia retail sales growth began to 
recover in recent months in Korea and in Taipei,China but not in 
Hong Kong, China (Figure 1.3.6). In Southeast Asia, retail sales are still 
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1.3.4 Industrial production growth,  
newly industrialized economies
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contracting in Singapore and Thailand and are rebounding in Malaysia 
and Viet Nam. Sales of durables such as motor vehicles remain depressed 
in much of the region, but have begun to rebound somewhat in some 
countries. Tourism throughout the region continues to suffer the effects 
of the global recession, although Malaysia and Taipei,China are showing 
some growth.

Unemployment in much of the region has risen, particularly in the 
more export-dependent economies of Hong Kong, China; Singapore; 
and Taipei,China (Figure 1.3.7). However, the prospects for labor market 
improvement seem favorable as industrial production continues to 
accelerate.

Despite the relatively strong dependence on exports and investment 
in the region, in the second quarter of this year most Asian developing 
economies were seeing both a rapid rebound in economic growth, driven 
by recovery in industrial production, and rallies in equities and other 
assets (see below). Developing Asia last faced a debilitating financial 
crisis and regional recession in 1997–98, which originated within the 
region. But it emerged rapidly as a result of favorable global economic 
conditions.

This time around, quite different circumstances prevail. First, the 
financial crisis originated in the western industrial economies and spread 
to Asia largely through a collapse in world trade. Second, while Asian 
financial systems are robust, the collapse in external demand has hit 
the region hard as industrial production contracted sharply with a fall 
in exports. Third, extreme volatility in global commodity markets has 
created additional uncertainty. The question is: Will developing Asia be 
able to escape the slump rapidly and by what means? Clearly, it will have 
to generate new demand through sources other than exports to the G3 
economies.

Fiscal and monetary actions
Almost every large economy in developing Asia has implemented 
measures to stimulate aggregate demand through fiscal and monetary 
expansion. In turn, households were relatively quick to spend fiscal 
windfalls that came in the form of tax cuts and income support, giving a 
fillip to consumption that began to boost GDP by the second quarter of 
2009.

Fiscal stimuli in 11 Asian developing economies averaged 7.1% of 
nominal 2008 GDP. The emphasis of governments’ efforts to boost 
demand through discretionary fiscal measures differed, but the boost 
from the stimulus was strong enough to arrest the decline in GDP 
growth, even though automatic stabilizers are fairly weak across most 
countries in the region. For example, almost all the PRC’s CNY4 trillion 
package was invested in infrastructure projects or other types of 
construction activities. In contrast, the authorities in Hong Kong, China 
emphasized tax cuts, public-housing rent reductions, and other forms 
of household income support. Korea opted for a mix of tax cuts and 
expenditure measures.

Monetary authorities have reduced interest rates (Figure 1.3.8) to 
provide liquidity so as to boost investment and expenditure on durable 

1.3.5 Export growth,  
newly industrialized economies
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1.3.6 Change in retail sales in selected Asian 
economies, Q3 2008 vs latest 
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1.3.7 Change in unemployment rates in 
selected Asian economies, Q3 2008 vs latest 
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goods that are sensitive to interest rates. For example, the Bank of Korea 
reduced its policy rate by 325 basis points from October 2008 to February 
2009, and kept the rate at 2% through August. Bank Indonesia also 
brought down its policy rate by 300 basis points from December 2008 to 
August 2009 to a record low of 6.5%. Likewise, the Reserve Bank of India 
cut its policy rate substantially (by 425 basis points) and injected liquidity 
into banks. It also raised deposit rates available to nonresident Indian 
savers.

Monetary policy easing was facilitated by a general softening of 
inflation pressures and lower prices of commodities and energy. However, 
there is still a danger that Asia may face asset price inflation rather than 
general price level increases, for reasons discussed in the next section, and 
this may pose a threat to the soundness of the region’s financial systems.

Asset prices in Asia: Cause for concern?
One consequence of expansionary monetary policies, especially if their 
duration and strength exceed optimal levels, is that they may push asset 
prices to excessive levels. Asian equity markets, along with those around 
the world, have rallied in anticipation of global economic recovery 
(Figure 1.3.9).

Part of the Asian asset markets’ stronger performance is because the 
region is recovering faster than other parts of the world. However, the 
region’s asset price rally is also being fueled by excess liquidity from the 
expansionary monetary policies. This overhang is finding its way into 
equity and property markets.

It is always difficult to assess the extent to which a stock market 
rally reflects improved fundamentals, or possibly a bubble, even though 
one widely watched indicator—the price–earnings ratio—has risen 
significantly in some countries. Nevertheless, failure to tighten monetary 
policy at some point will create conditions that are conducive to the 
formation of bubbles in the future. A downward correction in asset prices 
invariably has painful consequences for the financial system and the 
economy, as most recently illustrated by the bursting of the US housing 
bubble.

Among Asian countries, concerns about overheating asset markets 
are most pronounced in the PRC, which has witnessed a surge of bank 
lending this year (Figure 1.3.10). Encouragingly, however, this surge 
moderated in July. Partly as a result, the Shanghai Composite Index 
cooled off notably in August, and this may help head off a bubble. 
Although it may be difficult for Asian central bankers to focus policies on 
asset markets in the face of a fragile and uncertain recovery, they need to 
monitor the situation closely so as to preempt a future bubble.

1.3.8 Policy rate movements, 
developing Asia and G3 
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1.3.9 Selected major stock indexes in Asia
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1.3.10 Increase in bank lending, People’s 
Republic of China 
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Developing Asia’s prospects

Developing Asia is leading the global economic recovery with a 
strong rebound in GDP growth that began in the second quarter of 
this year. Underpinning the resurgence was the impetus to demand 
from expansionary fiscal and monetary actions (Figure 1.4.1) taken 
by governments throughout the region, especially the PRC and India. 
Indonesia and Viet Nam also saw solid economic growth.

The Update raises the forecasts for GDP growth for developing Asia 
as a whole from those given in ADO 2009. The region is now projected to 
grow by 3.9% in 2009 and 6.4% in 2010 (Figure 1.4.2), up from 3.4% and 
6.0%. Of course, individual performance in 2009 is likely to vary, with 
some subregions deteriorating relative to the earlier forecasts (Central Asia, 
Southeast Asia, Pacific) and others gaining (East Asia and South Asia).

Similarly for 2010, the Update upgrades forecasts for East Asia and 
South Asia as a result of faster than expected growth in the two largest 
economies. Pacific growth is also expected to be better than earlier 
forecast, and Southeast Asia is virtually unchanged. For Central Asia, 
the forecast is lowered from ADO 2009. But in short, the 2010 outlook 
is for growth in all subregions to come back strongly relative to 2009, 
giving a V-shaped trajectory to developing Asia’s recovery from the world 
recession (Figure 1.4.3).

One reason that developing Asia has recovered faster than the rest of 
the world is the relative robustness of its financial sector. This provided 
a buffer against the global financial turmoil. The strong fiscal position 
of most large economies in developing Asia also enabled them to pursue 
expansionary fiscal policies. Existing high saving rates and low levels of 
household debt made consumers in developing Asia more amenable to 
spending the additions to income from the fiscal stimulus. In contrast, 
the outlook for the industrial countries is for a more modest recovery, 
with growth in 2010 still much slower than in 2007 and only slightly 
faster than in 2008.

With external demand from the main industrial countries still 
relatively weak, it will be difficult for developing Asia to return to the 
high growth rates achieved in 2006–2007. Growth in 2010 will only 
return to about 6–7% rather than the 9–10% rates that were recorded prior 
to the crisis.

The resumption of growth has taken place against a backdrop of low 
inflation or even mild deflation (Figure 1.4.4). The region as a whole has 
benefited from the steep slide in oil prices and from improved supply of 
food and raw materials. Despite the sharp reduction in short-term interest 
rates engineered by central banks and the pumping of liquidity into 
financial markets, the threat of inflation remains muted.

Tight global credit conditions during the depth of the financial 
crisis led to a substantially slower net inflow of foreign investment into 
emerging markets, including developing Asia. More recently, there has 
been apparent recovery of portfolio capital flowing into the region as 
equities markets have rallied (Figure 1.3.9, above). Less foreign direct 
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1.4.4 Inflation, selected developing Asian 
economies
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investment is flowing into the region but there are early signs that 
multinational enterprises have sharply reduced unwanted inventories 
and are now in a position to ramp up production. In addition, industrial 
output is now on the rise in PRC, Korea, and Singapore after the deep 
plunges in the fourth quarter of 2008 and the first quarter of this year.

Banking systems have not buckled under the strain of the crisis of 
confidence and there are signs that lending is reviving. Much of the 
lending is going into domestic demand–driven sectors such as consumer 
credit for purchases of durable goods, but much of it may also be going 
into stock and real estate markets. Authorities will therefore have to 
monitor the situation carefully when making credit available for large-
ticket items, so as to avoid new asset surges in those markets. Fortunately, 
commodity prices have been moderate and show few signs of the 
volatility seen in the past year.

Once the impetus from fiscal stimulus packages wears off, it will be 
essential that domestic consumption and private investment take over 
as the drivers of growth. Rebalancing Asian growth through increasing 
investment and consumption expenditures relative to income (and thereby 
saving less out of income) will help keep momentum behind the global 
recovery. In some instances, structural reforms need to be stepped up to 
rekindle growth. Fortunately though, most developing Asian economies 
have relatively low debt-to-GDP ratios and are on a sound fiscal footing, 
such that prolonged stimulus will not undermine future growth.

This is not the time for an exit from expansionary policies—the 
recovery remains fragile and subject to serious downside risks. Global 
trade is a case in point—even though the trough in world trade volume 
may have been reached in the first quarter of 2009, both imports 
and exports are still well below levels attained a year earlier. Hence, 
continuing the expansionary stance is warranted until global markets and 
demand are on a firm recovery path. 

To ensure a robust revival of world trade in coming years, large 
Asian economies could take up the mantle of the Doha Round. An 
example is India’s hosting of the meeting of trade ministers in New 
Delhi in September, aiding the G20’s goal of reaching agreement on the 
Doha Round by end–2010. Efforts to head off protectionist tendencies 
are still important as governments continue to implement stimulus 
packages that involve procurement of tradable goods and services. The 
G20 consultations provide an excellent opportunity for developing Asia 
to push the trade talks forward. There are opportunities for successful 
agricultural negotiations as the G3 economies have proposed to step up 
assistance for agricultural development.

The outlook for developing Asia’s recovery is encouraging, but it is 
likely that growth will remain well below attainments of recent years. 
Developing Asia will only be able to regain a high-growth trajectory if the 
global economy is growing closer to its potential. A major challenge in 
this context is whether Asia can adjust to changing global conditions by 
striking an appropriate balance between openness and increased reliance 
on domestic demand–driven growth.

http://www.adb.org/Documents/Books/ADO/2009/Update/figs/f1-4-4.xls


A new approach to openness for 
developing Asia?

Developing Asia’s rising prosperity is closely associated with its openness to 
foreign trade. Indeed, many developing countries outside the region have 
attempted to emulate the successful export-led structural transformation 
that was earlier made by the newly industrialized economies of Hong Kong, 
China; Korea; Singapore; and Taipei,China. From the late 1960s to 2008, 
per capita incomes in those four economies had risen on average by a factor 
of nine (Figure 1.5.1), nearly eliminating poverty for their residents. The 
region’s economies on the next rung of the development ladder—the rapidly 
growing economies in Southeast Asia as well as the PRC—have also had a 
measure of success in applying the open-economy approach. 

Although trade openness became the hallmark of the Asian model, 
openness to cross-border flows of capital and labor also played an 
important part in the region’s success. Yet openness is not without risks 
for the region, as is especially evident during episodes of crisis.

The 1997–98 Asian financial crisis had its roots in the sudden 
reversal of capital inflows. It exposed weaknesses in the region’s financial 
institutions, which were overexposed to foreign borrowing—a strategy 
that hinged on maintenance of stable exchange rate pegs. Because the 
major industrial economies remained strong, the region was able to export 
its way out of the downturn. However, the export-led mode of recovery 
became the weak point for developing Asia during the recent crisis.

More specifically, the region’s heightened reliance on external 
demand for growth hindered consumption and catalyzed reserves 
accumulation, which was widely viewed as insurance against a repeat of 
the 1997–98 devastation. This heavy reliance left the region vulnerable 
to the synchronized collapse of the major industrial economies. Trade 
within Asia, which largely reflects cross-border production networks 
manufacturing goods for sale outside the region, collapsed in turn. As a 
result, the most open, trade-dependent economies were hit the hardest by 
the global downturn.

For merchandise trade, a broader customer base for final goods is 
needed. Strengthening intraregional trade can help reduce developing 
Asia’s overdependence on the major industrial economies and support 
the shift away from unsustainable current account imbalances. Financial 
globalization needs to be effectively managed so that capital flows do not 
become a source of instability. This requires policy changes and domestic 
financial market development to create an environment that both fosters 
Asian intermediation for its savings and that attracts long-term foreign 
investment. Labor mobility has provided foreign exchange flows that have 
proven to be reliable even in times of crisis. Policies and institutional 
changes to ease the transfer of remittances can enhance the benefits of 
tapping into the international labor market. 

For policy makers, the decision to open the economy further 
to international exchanges of goods and services, capital, and labor 
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must be seen as a means to enhance economic resilience through 
diversification of markets.

The human toll from economic crises cannot be exaggerated, yet the 
efficiency-augmenting, growth-enhancing aspects of openness lie at the 
very heart of developing Asia’s economic achievements. No alternative 
development model has rivaled the success of the open, Asian approach. 
At the same time, developing Asia’s experience in the recent crisis 
underscores the risk of a narrow openness. Part 2 of the Update takes a 
closer look at the role of openness in developing Asia, outlining a broader, 
more resilient approach that would deliver rapid, yet stable, growth for 
the region.
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