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Assumptions and Cowentions

A number of assumptions V& been adoptedi the pojections pesented in thé\brld
Economic Outlookit has been assumed theal efective exchange rates will remain constant
at their average levels dumg July 26—August 16,1999 ecept for the bildaeral rates among the
European gchang rate medanism (ERM) cuencieswhich are assumed te@main constant
in nominal tems; tha estdlished policies of ngonal authoities will be maintained @ spe
cific assumptionshkmout iscal and monetgrpolices in industal counties,see Ba 1.2); tha
the average piice of oil will be $16.70 a bael in 1999 and $18.00 a lakin 2000,and emain
undchanged in eal tems oser the medium ten; and thathe six-month London interbank-of
fered ate (LIBOR) on US. dollar dgosits will arerage 5.4 pecent in 1999 and 6.1 pmmnt in
2000.These a&, of courseg working hypothesesather than érecastsand the uncéainties sur
rounding them adi to the magin of eror tha would in ary event be inolved in the pojec
tions. The estimges and prjections ae based on diatical informaion available in eaty
September 1999.

The Pllowing corventions hae been used thughout theAbrld Economic Outlook
to indicae thd data ae not aailable or not gplicable;

— to indic&e thd the fgure is 210 or ngligible;

— between years or months @r example 1997-98 or druary—June) to indicge the yars
or months ceered including the bginning and ending gars or months;

/ between yeais or months @r example 1997/98) to indicee a fscal or fhancial year
“Billion” means a thousand millioftyillion” means a thousand billion.

“Basis points”refer to hundedths of 1 parentaye point (br example 25 basis points ar
equialent to% of 1 pecentaye point).

In figures and thles,shaded aras indicte IMF staf projections.
Minor disciepancies beteen sums of constituengfires and totals sk ae due to ounding

As used in thisaport, the tem “country” does not in all casesfer to a tesitorial entity tha
is a stée as undetood ly intemational lav and pactice As used heg, the tem also coers
some teritorial entities thaare not stées lut for which stdistical dda ae maintained on a pe
arate and indpendent basis.

Vi
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Further Information and Data

This report on theWbrld Economic Outlooks available in full on the IMF5 Intenet site
wwwimf.org. Accomparing it on the vebsite is a lager compildion of daa from theWEO
daabase than in thegport itself, consisting of ifes containing the sers most fequenty re-
quested v reades. These iles mg be davnloaded ér use in a ariety of software pakages.

Inquiries @out the content of thébrld Economic Outlooland theWEO ddabase should
be sent ® mail, electionic mail,or telebx (telgphone inquiles cannot be acp&d) to:

World Economic Studies Dision
Reseath Depatment
Intemational Monetay Fund
700 19 Street,N.W.
WashingtonD.C. 20431 U.S.A.
E-mail: weo@imforg Telefax: (202) 623-6343

viii
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Preface

The pojections and angéis contained in th&brld Economic Outloolare an intgral ele
ment of the IMFS onging suveillance of economic delopments and policies in its member
counties and of the global economic systefhe IMF has pulished theWbrld Economic
Outlookanrually from 1980 though 1983 and biamlly since 1984.

The suvey of prospects and policies is theoguct of a commghensie intedepatmental e-
view of world economic deelopmentswhich draws pimaiily on information the IMF staff
gathers thiough its consultéons with member counés. These consulteons ae caried out in
patticular by the IMF's aea dpaitments tgether with the Blicy Development and Reew
Depatment and the iBcal Affairs Depatment.

The county projections ae pepared by the IMF's aea d@atments on the basis of intex
tionally consistent assumptionbaut world actvity, exchang rates,and conditions in inter
naional financial and commodity mieets. For goproximately 50 of the lagest economies—
accounting ér 90 pecent of world output—the pojections ae@ updéed for eat World
Economic Outlookxercise For smaller countes,the pojections ae based on thosegmpared
at the time of the IMFS regularArticle 1V consultéions with those courig's or in connection
with the use of IMFesouces; br these counigs,the pojections used in th&brld Economic
Outlook are incementaly adjusted to eflect changes in assumptions and global economic
conditions.

The anaysis in theWbrld Economic Outlooklraws extensvely on the onging work of the
IMF’s aea and specialed dpatments,and is coalinaed in the Resee Degpattment under
the geneal direction of Michael MussalEconomic Counsellor and [@ictor of Reseah. The
World Economic Outlookproject is diected ly Flemming Lasen, Deputy Director of the
Reseath Departtment, together with Gaham Hacke Assistant Diector br the World
Economic Studies Dision.

Primary contibutors to the cuent issue inlcide Fancesco CamazzaJohn H. Geen,
Maitland MacRran, Peter Stum, Luis Caado, Mark De Boed, Luca Ricci,Ranil Salgdo,
Cahy Wright, and Ham Zebregs; and RobérShaer, Marc Auboin,and Badley McDonald of
the Trade Plicy Division of the Blicy Development and Reew Depatment who prepared
Chepter V. Other contbutors indude Sanjee Gupta,Richad Hemming Kalpana Kochhag
Arvind Subamanian,Steven Symansk Subhashlrhakur and Andrew Tweedie The Hscal
Analysis Dvision of the kscal Affairs Depatment computed the sictural budget and iscal
impulse meases. Getchen Byne, Mandy Hemmai, Yutong Li,andAnthory G. Turner po-
vided ieseach assistanceAllen Cobler, Nicholas Dopuh, Isabella Dymaskia, Yasoma
Liyanachchi, Olga Plajie, and lim Siddiqui processed the ¢t and manged the computer
systems. Susan CfufCamwline Bayworth, and Lisa Nugnt were responsike for word process
ing. James McEuen of the Extaal Reldions Dgaitment edited the mascipt and coodi-
naed poduction of the puication.

The ana}sis has ben#éd from comments and sgegstions ly staf from other IMF dpait-
ments,as vell as ly Executve Directoss following their discussion of thébrld Economic
Outlookon Setember 1 and 3,999 (seé\nnex). However, both pojections and polic con
sidestions ae those of the IMF sti&nd should not betibuted to Excutive Directors or to
their ndional authoities.
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lobal economic andrfancial conditions hae im-

proved makedly after the turblence in emejing
maikets in 1997-98which gave rise to kas of a
widespead cedit cunch and global &cessionand
most of the economiegcenty in ciisis hare beyun to
recover. But mary challengs emain to be adtessed
to ensue tha these ecoveries ae sustainkble, and to
foster stonger and moe stdle growth in the vorld
econony in the nat decadeThele is paticular reason
for concen aout the unbalanced fpam of gowth
obseved recenty among the major indust coun
tries and hout the economic andnfncial conse
quences wrldwide if the eentual demand stedown
in the United Stis tuns out to be shper than is gn-
erally expected & present.While the etum to boad
price stdility remains an impaant policy adchieve-
ment, macioeconomic instaility has pesisted in
much of the vorld econony, contiruing to pose leal
lenges br, and in mag ways making n& demands
on, economic policies.

The world econony gppeas to be on the menalf
lowing the global slwdown in 1998 in the ake of the
Asian crisis and the fuher bouts of ihancial turl-
lence and congion associted with the Russian and
Brazilian cises. fnancial maket confdence has been
retuming in most of the emging maket economies
affected ly the cises,allowing monetay conditions to
ease and setting the gtafor economic ecovery. For
all the Asian cisis economiesgrowth projections or
1999 hae been evised up signitantly, and the eco
nomic davntums in Biazil and Russia va been shal
lower than gpected edier. Oil prices hae recorered
and detines in mag other commodity pces hae
been arested providing relief for some commodity-
exporting countres afected ly the ipple efects of the
slowdown. There has also been an ugwy revision of
growth in Jpan,where thee was a signitant iise in
actwity in the frst half of 1999dllowing the step con
traction duing 1997—98And the pojected stengthen
ing of gowth in Euope seems to be nedalizing,
while the impessie U.S. expansion has contired
amid few signs of emaging price or wage piessues.

The mawy upward revisions to the edier projec
tions nav point to global gowth of ebout 3 pecent in
1999,% of 1 pecentaye point higher than in the Ma
1999 World Economic OutlookTable 1.1). Global
growth thus @peas to hae bottomed outta2’s per
cent in 1998in what the pojections sugest will have

World Economic Outlook and the
Challenges of GlobalAdjustment

been the mildest of thedir slavdowns in the vorld
econony in the past thee decadesven though some
counties hae sufered paticulaly severe recessions
(Figure 1.1).

However, a gea deal of unceninty still ataches to
the world economic outlook dr the ne&t couple of
yeas. It is dear tha the US. expansion has pleed a
critically important ole in modeating the global
slowdown;! but it is also tear tha to forestall a lild-
up of domestic ifétionaly pressues and to contain
the extemal curent account défit, the ate of gowth
in the United Sties will need to sh. The staff’s base
line projections assume“aoft landing”—a slaving of
growth to sustainble rates with little fiction or dis
ruption—hut this cannot be tak for granted The
genepusly valued stok maiket, the shap dedine in
household sang in recent yars into neetive teri-
tory, high kusiness qaital outlays, the heay reliance
on foreign saing, and the highxechang value of the
dollar relative to medium-tan fundamentals all point
to stmins and imbalances thanay lead to a mar
abrupt slaving of domestic demandhis in tun raises
the question of Wwether demand iregan and the ear
area will stengthen siiciently to compenda for a
slovdown in the United Stas and to suppbactiity
at home and globall A strengthening of economic
conditions outside the United $a would help to im
prove the US. curent account balancéut it would
also tend toeduce intenaional investos’ appetite br
dollardenominged assets; it might thus imase the
risk of a shagv corection in the dollarelaive to the
other major cuencies,a lisk aiising from the imbal
ances in cuent accounts among the United t8&
Japan,and the ew ara (Eble 1.2).These imbalances
might also futher incease tade tensions.

If growth were to wealen signifcantly in the United
Staes without dfsets in dpan and Ewpe there would
also be eason ér concen &out the sustairmlity of
the lecoveries undenay in the Asian economieser
centl in ciisis, and nuch of Lain America would be
paticulady vulneible under suic a scenan. While
conditions in em@ing financial makets hae im

1If real domestic demand in the United t8s&ahad epanded in
line with potential gowth in 1998-99 @ther than athe 5.3 parent
rate registered in 1998 and the 4.9 ment incease pojected or
1999) world growth would have been bout'4 of 1 pecentaye point
wealer in both ears.
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Table 1.1. Overview of the World Economic OutlookProjections
(Anrual pecent tiange unless otherwise noted)

Differences fom

Curent May 1999
Projections Projections
1997 1998 1999 2000 1999 2000
World output 4.2 2.5 3.0 S5 0.7 0.1
Advanced economies 3.2 2.2 2.8 2.7 0.8 0.4
Major industral countres 2.9 2.2 2.6 2.4 0.7 0.4
United Staées 3.9 3.9 8.7 2.6 0.4 0.4
Japan 1.4 -2.8 1.0 1.5 2.4 1.2
Gemary 1.8 2.3 1.4 2.5 -0.1 -0.3
France 2.3 3.2 25 3.0 0.3 0.1
Italy 15 1.3 1.2 2.4 -0.3 0.0
United Kingdom 3.5 2.2 1.1 2.4 0.4 0.3
Canada 4.0 3.1 3.6 2.6 1.0 0.1
Other adanced economies 4.2 21 BI5 3.6 1.0 0.2
Memorandum
Industial countres 3.0 2.4 2.6 225 0.6 0.3
Euro aea 2.4 2.8 2.1 2.8 0.1 -0.1
Newly industralized Asian economies 5.8 -1.8 5.2 5.1 3.1 0.6
Developing countes 5.8 3.2 315 4.8 0.4 -0.1
Africa 3.1 3.4 3.1 5.0 -0.1 -0.1
Asia 6.6 3.7 5.8 5.4 0.6 -0.3
China 8.8 7.8 6.6 6.0 0.0 -1.0
India 55 5.8 5.7 5.5 0.5 0.4
ASEAN-4 3.6 -9.8 1.4 3.6 25 0.6
Middle East and Eope 4.5 3.2 1.8 Sl -0.2 —-0.2
Westen Hemisphes 5.3 2.2 0.1 3.9 0.6 0.4
Brazil 3.7 0.1 -1.0 4.0 2.8 0.3
Counties in tansition 2.2 -0.2 0.8 2.8 1.7 0.3
Cential and easter Euiope 3.0 2.2 1.0 8.8 -1.0 -0.4
Exduding Belaus and Ukaine 34 2.3 1.7 4.0 -1.3 -0.6
Russia 0.9 —4.6 0.0 2.0 7.0 2.0
Transcaucasus and calthsia 2.5 2.2 2.0 29 0.2 -0.2
World trade wolume (goods and sevices) 9.9 3.6 3.7 6.2 -0.1 0.4
Imports
Advanced economies 9.2 4.8 5. 59 0.9 0.2
Developing counties 11.4 -1.3 1.1 7.2 -1.5 0.4
Counties in tansition 7.0 2.9 2.7 8.2 -2.5 2.0
Expoits
Advanced economies 10.3 3.2 3.0 6.2 0.2 0.6
Developing counties 114 4.9 24 5.6 2.2 0.1
Counties in tansition 5.0 5.9 2.7 7.2 -3.7 0.6
Commodity prices
Qil2
In SDRs -0.2 -31.2 27.2 7.4 36.4 —6.0
In U.S. dollars 5.4 -32.1 27.7 7.8 36.0 -5.6
NonfueP
In SDRs 2.0 -13.5 —7.6 3.0 2.7 1.1
In U.S. dollars -3.3 -14.8 —7.2 34 -3.2 1.6
Consumer prices
Advanced economies 2.1 1.5 1.4 1.8 0.0 0.1
Developing counties 9.2 10.3 6.7 5.8 -1.9 -1.7
Counties in tansition 28.2 20.9 39.3 18.1 -1.6 5.7
Six-month LIBOR (in percent)4
On U.S. dollar deosits 5.8 55 54 6.1 0.2 0.9
On Bpanese gn d@osits 0.7 0.6 0.2 0.2 0.0 -0.1
On eup deposits 3.5 3.7 3.0 315 0.0 0.4

Note: Real efective exchang rates ae assumed tecemain constanttahe levels pevailing duing duly
26—August 16,1999.

lindonesiaMalaysia, the PhilippinesandThailand

2Simple aerage of spot pices of UK. Brent,Dubai,andWestTexas Intemediae ciude oil. The arerage
price of oil in U.S. dollars a barel was $13.07 in 1998; the assumeit®iis $16.70 in 1999 and $18.00 in
2000.

3Average, based on wrld commodity &port weights.

4London interbank déred rete.
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proved since the Bizilian cisis, some emajing mar
ket economiesamain fagile and vulneable to shifts in
market sentiment. Indct, sentiment twvard emeging
markets has emained mar adierse than in most of
1996-97 and mch of 1998,with yield speads e
maining wide and elatile for mary counties, reflect
ing the geder recaynition of the isks dtached to
emepging maket investments (igure 1.2).

An adlitional iisk factor elaes to potentialifian
cial maket reactions to actual or perivedY2K com-
pliance poblems in emaging makets (see the
Appendix to this Chater).To contain theisk of cg-
ital flow reversals tiggered by uncetainty &out poe
tential Y2K-relaed dificulties, it is essential tha
counties be fuly transpaent both &out their pe-
pardness andbaut contingng/ plans to cope with
ary system dilure in sensitie aeas.

Many problems and isks theefore remain. Global
adjustment of uneen gowth and pgiments imbalances
is nav perhgs the ley challeng, and it is the theme
running though nuch of this eport. The ahievement
of a soft landing in the United $¢&,sustainedeacov-
elies in the emging maket economiesecenty in cri-
sis and in dpan, and a sustained stigthening of
growth in Euope as in the stéfs baseline mjections,
are deally feasilbe, but thee is also a s&yus iisk of
worse scenaos. Economic policies will hee an im
portant beang on the outcome and on thegdee of
macoeconomic andifiancial sthility that will be as
sociaed with the adjustment peess.

Macroeconomic Stdility and the Forces of
Globalization: Lessons fom the 1990s

The curent global adjustmenthalleng has its
roots in the un&n andin mary counties,highly un-
steble macoeconomic conditions thé&ave daracter
ized much of the 1990s. Globall macioeconomic in
stebility has been eflected in tw signifcant

slowdowns in less than a decade—in 1991-93 and

again in 1998-99—and in arverage gowth rate of
world output in the 1990s of onB pecent,belov the
average gowth rates of the 1980s {3 percent) and the
1970s (4 percent).

The instdility has induded a lage rumber of cur
reng/ crises (fom the ERM dses to the Mxican,
Asian, Russian,and Bazilian cises); substantial
swings in xchang rates among the major aencies,
especialf the yen/dollar ete; un-ups in asset jpes
followed ty pronounced asset ipe defations (ne
tably in Japan, the Nodic counties, and theAsian
emepging makets); and banking es in almost all
regions of the wrld—often, though not akays,
linked to asset e collgpses.The US. econory is
perhgs the most sking, though not the oll excep-
tion to the insthility of the past decade¢he U.S. re-
cession in 1990-91 as urusually mild and the subse

Figure 1.1. Global Indicatorst
(Annual percent change unless otherwise noted)

For the world economy as awhole, the recent slowdown in growth
appears to have been the mildest of the four that have occurred in the

past three decades.
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Table 1.2. Selected Economies:
Current Account Positions

(Percent of GDP)

1997 1998 1999 2000
Advanced economies
United Staes -1.8 -2.6 -3.5 -3.5
Japan 2.2 3.2 3.4 3.1
Gemary -0.1 -0.2 -0.0 0.2
France 2.8 2.8 2.6 2.8
Italy 2.8 1.7 1.6 1.7
United Kingdom 0.8 0.2 -1.3 -1.6
Canada -1.6 -1.8 -1.0 -0.9
Australia -3.1 -4.8 —6.0 -5.2
Austia 2.4 -2.1 -1.8 -1.5
Finland 5.6 5.8 5.8 5.4
Greece -2.6 2.7 -2.3 -2.4
Hong Kong SAR -3.2 0.7 1.5 2.4
Ireland 2.5 0.9 0.6 0.4
Israel -3.4 -0.7 —-2.6 -2.8
Korea -1.7 12.5 5.9 3.4
New Zealand 7.1 —-6.1 —6.7 -5.8
Norway 5.2 -0.8 0.6 3.2
Singapore 15.7 20.9 21.1 20.4
Spain 0.4 -0.2 -0.6 -0.7
Sweden 2.8 1.9 1.1 1.4
Switzedand 8.9 8.4 8.0 8.3
Taiwan Povince of China 2.7 1.3 2.6 3.0
Memorandum
Euro aea 1.7 1.3 1.2 1.4
Developing countries
Algeria 7.2 -1.9 -0.1 0.8
Argentina -4.1 -4.9 -4.0 -3.6
Brazil -4.1 -4.3 -3.8 -3.1
Camebon -2.8 2.7 -4.3 -3.3
Chile -5.4 -6.2 -2.6 -3.7
China 3.8 3.4 1.3 1.1
Cote d’'lwoire -4.8 -4.5 -3.6 -3.5
Egypt 0.2 -3.0 -3.5 -3.7
India -1.3 -1.0 -1.3 -1.5
Indonesia -1.8 4.0 2.4 0.7
Malaysia 5.1 12.9 11.7 51
Mexico -1.9 -3.8 -2.3 -3.0
Nigeria 4.9 -84 -143 -5.5
Pakistan -5.6 2.7 2.7 -1.7
Philippines 5.3 2.0 2.2 0.8
SaudiArabia 0.2 -111 -4.6 -4.6
SouthAfrica -1.5 -1.6 -0.6 -0.8
Thailand -2.0 12.8 8.8 5.9
Turkey -1.4 0.9 -0.6 -1.8
Uganda -0.9 -2.0 -3.7 2.7
Countries in transition
Czedh Repubic —-6.0 -1.9 -1.5 -1.9
Estonia -13.3 -8.7 -8.2 -9.2
Hungary 2.1 -4.8 5.5 5.1
Latvia 5.1 -9.5 -8.4 7.7
Lithuania -10.2 -121 -11.1 -9.9
Polanc? -3.0 -4.2 —-6.5 -6.5
Russia -0.7 0.8 7.8 4.8
Slovak Repuhic -10.1 -10.1 -4.9 -2.3
Ukraine 2.7 -3.0 -2.3 -1.8

1Data indude ony goods and nomfctor sevices.

2Based on da for the curent balanceincluding a suplus on un

recoded tade tansactionsas estimted by IMF staf.

quent épansion will become the coumts longest pe
riod of sustained rgwth on ecod if it continues
through edly next year Other economies kia also
enjoyed compaatively strong and stale growth in the
1990s,ncludingAustrlia (see Br 1.1),China,India,
Ireland the Nethelands, Norway, and Taiwan
Province of China. Neerthelessjn suiprisingly mary
industial and emaging maket counties, economic
performance in the 1990s has tended to kakwor un
steble or both.

It is undear whether maaeconomic instaility
geneanlly has been ineasing Howvever, the mee fact
tha it has emained perasve ma be considexd sur
prising gven the gneal improvement in mawece
nomic policies in most cour#s compazd with the
two preceding decades—suysted in paticular, by
dedines in infation and better containment asdal
imbalances—and the substantiabgress verldwide
with structural reforms tha have increased the scope
for maket forces to guide the allotian of resouces
within and acnss counies. Why, then, has the fe-
queng of crises and pisodes of maceconomic in
stability not deally diminished?

Analysis of the ole of aty paticular factoss in con
tributing to dangs in economic pesfmance is gn
erally difficult because typicallmary changes occur
simultaneous), and this has been the case in the
1990s. The global economic andnfncial system
today is damaically different in magy respects fsm
tha of the 1980s or anealier peiiod. Four of the
most signifcant dianges ae the bllowing:

First,as a major polic achievementworld inflation
has been lmught davn to its lavest level in 40 yeas.
Associded with this,the dispesion of infation rates
acioss counies has also diminished@hese deelop
ments eflect the stengthened int@tional consensus
among monetgrauthoities on the need t@€us on the
goal of lowv inflation—a consensu®$tered ly expeli-
ence of the altertive and also Y peer pessue and
demonstation efects among counés. The stength
ening of fscal discipline in mayn counties has also
contibuted to monetgr discipline and the déne in
actual and xpected infation. Although had to sub
stantide or measug; it seems likly tha factos sut as
trade libealizeion, extensve deegulaion in mary in-
dusties, the pivatization of mary stae-ovned enter
prises,the ieduced willingness ofayemments to bail
out uncompetitie enteprises and sectsy and en
hanced inbrmation &out pice derelopments aass
counties hae also been coriluting to the gneanl
corvergence tavard price stdility worldwide.

The efect on infation of this last set ofactos—
which opegte essentiajl on the pice level rather than
its rate of hange—ma be &pected to \ane w@er
time, and it emains to be seen ifipe staility will be
maintained on a lasting basis. Buieast 6r the me
ment,low inflation has educed theisk of one poten
tial souce of gclical instaility—the emegence of
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price pessues in the lte stges of an economic up
swing tha ultimately necessit# a signifcant tighten
ing of monetay conditions. In &ct, the concens of
monetay authoities in some couns recenty—for
example China and dgan—hae focused on theigk
of falling prices,or defation (see B& 4.3). This mgy
also ad to macoeconomic instaility, partly owing to
the reduced kility of monetay policy to stdilize out
put & negetive inflation rates because of the fidul-
ties of pushing nominal intest etes belav zero.

But even while inflation in product makets (br ex-
ample CPI inflation) has been ary subdued asset
prices hae contirued to displg consideable volatil -
ity, with a rumber of signitant spiles since the mid-
1980s.This wlatility in asset pices (especiafl stok
maiket and eal estge piices) has conitbuted signii-
cantly to macoeconomic instaility in several coun
tries, raising anw/ questions laout the veight mone
tary authoities should #adc in their poliy decisions
to asset mé&et developments.

The second gking development of the 1990s is the
rapid intenaional integration of financial makets tha
has bllowed the gneal trend tavard financial maket
liberalization in the industal counties in the 1970s and
1980s and theeduction in cpital and &chang contols
in emeging maket countres moe recenty. As a esult,
the 1990s hae witnessed [wate caital flows to emeg-
ing maket counties unpecedented in scaleefdive to
economic actiity) at least since therkt world war. The
secular ise ingrosscapital flows can be xplained to a
large extent by maket integration and the ppetite of in
temational investos for high yields and pdfiolio diver-
sification. However, the lage flows into emeging mar
ket countres duing the hildup to the ecent emajing
market ciises,in grossand more paticularly, nettemms,
also eflected in pat, unsustainbdle developments in the
recipient countes (induding eplicit and implicit -
change rate guaantees)together with a lav demand ér
cepital in Japan and wsten Euiope assoctad with the
weakness of astity in those economies inumwh of the
1990s. Bllowing theAsian cisis, a gowing shae of
Japans and Eunpes saing supluses hasldwed into
the United Stees. This sugests,somavha parldoxi-
cally, tha strong g/clical recoveries in Euope Japan,
and theAsian emeging maket economies might mak
it more difficult for the US. expansion to sustain its mo
mentum.

Third, as illustated ky the last pointeconomic and
financial linkayes and polig transmission mée
nisms aonss counies hae become ma compl& in
the 1990swarranting a futher rassessment oék re-
lationships. Histdcally, the deeloping countes’
economic gcle was most positively corelaed with
tha of the industial counties due to the impulses
transmitted though tade and commodity joes. In
the ealy 1990s,however, when the indusial coun
tries went thoough succesge episodes of yclical
weaknessgrowth actualy acceleated in may emeg-

Figure 1.2. Financing Conditions
for Emerging Markets

Financing conditions for emerging markets have improved since the
Brazilian crisis, but they remain less favorable than prior to the
Russian crisis.
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Sources: Bloomberg Financial Markets, LP; and IMF staff estimates.

1J.P. Morgan’s Emerging Market Bond Index (EMBI) spread rela-
tive to the theoretical U.S. zero-coupon yield curve, and secondary
market yield spreads on U.S. dollar-denominated Eurobonds.

2Excludes interbank flows. Three-month moving averages; annual-
ized.
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Economic peidrmance difered shaply between
Austrlia and Ne/ Zealand in 1998he former gowing
at a stong 5 pecent ete while the later slipped hefly
into recessionwith output &lling by %4 of 1 pecent in the
year as a Wole This divergence mg a first seem sur
prising, given the swng tade andihancial links betwen
these countes and thedct tha their economic funda
mentals a& similar in mag respects:their common
strengths intude lov and detining levels of pultic debt,
low inflation, sound fnancial systemsand god lecods
of stiuctural reforms; while on the ngative side both
counties hae \ery low household sang rates,relaively
wide curent account défits, and substantial ade epo-
sures to the dsis-afected economies d@fsia.

The eplanaion for the dvergence betwen the tw
economies in 1998 lies ghrin some notale differences
in economic pedrmance in the lead-up to th&sian
crises. Expas gew much moie stongly in Australia
than in Nev Zealand dung 1995-97by 9 pecent a yar
(in volume tems) in the érmer compagd with 34 per
cent in the ldger Austmalia’s relaively strong eport
performance combined with theaneyotiation of export
contacts ly some commodity supplierd relaively fa-
vorable prices bebre the cisis bioke, provided Austrlia
with a cushion gainst the subsequent sldown in trade
tha New Zealand laked Also contibuting to the eco
nomic slavdown in Nev Zealand vas a seere diought,
which led to a substantiabll in agricultural output in
1998.Another impotant factor was the conduct of men
etay policy. Following an etended paod of substantial
inflationary pressue stemming fom stong output
growth, immigration inflows, and luoyant iesidential eal
estde makets,the Resare Bank of Ne/ Zealand eased
monetay conditions onf gradualy in 1996-97. In
Austrlia, by contiast,with asset gces ising & a moe
modegrte pace and ifdtion subduedthe cental bank
eased monetgipolicy more substantiayl in 1996. Rurtly
reflecting these deslopments private consumption and
investment piked up stongly in Australia after 1996but
wealened in Nev Zealand For example residential con

clining in the two previous years, wheras constrction
dedined shaply in New Zealand in 1998Also notdle is
the substantial gprecidion in the eal exchang rate in

struction inAustrlia increased in 1997 and 1998 after de

Box 1.1. Australia and Newv Zealand: Divergences Prospectsand Vulnerabilities

New Zealand of almost 30 perent betwveen 1993 and
mid-1997, which worsened net »@orts. Futhemore,
shae pices inAustrlia lagely maintained their eber
gains duing and after 1997suppoting private sector
confidence and demandhile in Nev Zealandthe stok
mariket fell shaply after mid-1997—Ilosing aund one-
third of its \alue in the dllowing year bebre a moe re-
cent corection.

Looking aheagdoutput inAustrlia is pojected to gow
by 4 pecent in 1999 and 3 pegnt in 2000.The slav-
down in 1999 is #ributeble maink to wealer pivate in-
vestment,especialy in the mining sector as &sult of
low commodity pices,and also to a och-reduced con
tribution from sto&building (which provided 1.7 pezent
age points of gowth in 1998).The futher slaving in
2000 eflects a boaderbased de@ase in consumption
growth, patly offset by a pikup in eports (especiajl
tourism receiptsjncluding for the 2000 GImpic Games).
An increase is xpected in infation in 2000 associad
with the intoduction of a ne value aded-type gods
and sevices tax (GST)but inflation excluding the GST
effect is &pected to be aund the midle of the Resee
Bank ofAustralia’s medium-temn taget of 2—3 perent.

In New Zealand growth has esumed after theeces
sion in the if st half of 1998—suppted ky a substantial
easing in monetgrconditions—and is j@jected to ead
around 24 percent in 1999 and '3 percent in 2000.
Improvements in household andginess comdence hae
contiibuted to a pikup in consumption and vestment,
while export growth has been undgnned ly improve-
ments in gport makets and the 20 pegnt detine in the
real efective exchang rate since mid-1997. lkdtion is
expected toemain bela 2 pecent.

The main aga of vulnegbility in both economies is in
their extemal imbalances. Crent account défits ae
projected to inaease to laout 6 pecent of GDP in
Austrlia in 1999,and doser to 7 perent in Nev
Zealand before dedining in 2000 (seeidure). Rersistent
deficits have generted a high leel of net etemal liabil-
ittes—amounting to @und 60 perent of GDP in
Austrlia and nedy 100 pecent of GDP in Ne& Zealand
Reflecting this, net investment income outws hae
been equialent to aound 3-4 perent of GDP in
Austrlia in recent yars,and 7—8 parent of GDP in Ne

ing maket economiesfueled ty the apid growth of
trade among them (especjaih Asia) as vell as ly
substantial gaital inflows.

More recenty, in the wake of theAsian cisis, all in-
dustial counties with signifcant trade links withAsia
would hare been gpected to gpeiience aderse ef
fects on gowth. In fact, however, while Jpan andto
a lesser xent, Europe were na@atively affected the
United St&es’ economic gpansion ppeas to hae
gained futher momentumA flight to dollardenomi
naed assets helped to sustain th&. Wxpansion ly
boosting domestic demand dlugh laver inteest ates

and the dampeningfeftt on pices of an ppreciaing
dollar, notwithstanding the mgtive impact on B
exports.

In both ekamples,the intgration of financial mas
kets gpeas to hae contibuted to a tendemgycfor
global inancial esouces to mee to whichever coun
tries and egions ae relaively dynamic & the time In
principle, sud reallocdions of fhancial esouces ae
beneicial for the ecipient counies and also dr
global gowth and eficiency. However, as epelience
shaws, large net caital flows into stongly expanding
economies ma exacerbée risks of overheding and
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Current Account Developmentst
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1Shaded areas indicate IMF staff projections.

Zealand; in the kker casethese outbws hare tended to
move procyclically, and accountdr much of the detit’'s
recent bange.

Assessing the sustalniity of these detits is not
straightforward.l For example potential mitigting fac
tors indude the high leel of foreign diect investment in
eath county—amounting to 27 peent of breign ligbil-

1See for example the discussions of crent account sustain
ability in the World Economic Outlookf May 1998 (Bx 8, pp.
86-87) and My 1999 (pp. 38—44).

ities inAustralia and nedy 50 pecent in Nev Zealand

FDI is a elaively stable form of foreign inancing (as
shovn by recent &peiiences in emeing makets),and

also tends to duce albw of reinvested earings.Ther

are other impaiant considetions: much of the dét

(around 40 perent inAustralia and 50 peent in Nev

Zealand) is denomimed in the local cueng/; and a
large shae of shot-temn deébt is aved by banks,which

have high cedit ratings andin the case of Ne Zealand

significant foreign avnership. Both countes’ strong

recods with macoeconomic and sictural policies hae

provided them with another imp@nt tuffer ayainst the
recent tumoil in intemaional financial makets.

Reflecting thismaiket sentiment hagmained & orable,

there has been a sigitant narowing since the mid-
1990s in spgads on long-ten bond yields wer compa

rable U.S. yields,and Standar and ®or’s has ecenty

upgadedAustrlia’s credit rating toAA+ (the same asof

New Zealand).

Nevertheless,high and ising foreign indétedness
significantly increases the x@osue of Australia and
New Zealand to etemal sho&s. While thee gpeas to
be little iisk & present of a signifant davntum in in-
vestor sentimentthe possibility of futue reversals
should not be entily discountedWere the/ to occur
sud reversals could wll be shap rather than smooth,
and cause substantiakahange rate deprecidions. But
the stocture of foreign liabilities in both counies
would probably make sud an adjustment oth less dis
ruptive than thaseenfor example in some of thésian
crisis ndions. Curent account de€its ae pojected to
dedine in Austrlia and Ne/ Zealand wer the medium
temn, suppoted by recent dprecidions in eal efective
exchange rates,rising hudget suplusesand the gpected
recovery in commodity pices and in &ding painers’ im-
ports. This adjustment mawell take place wer an &-
tended time péod, however. Hence further eforts to in
crease ntonal s¥ing are needed\er the medium ten
in order to educe isks of a bang in maket sentiment.
Reforms in the social eifare system (sutas those cur
rently undervay in New Zealand) could help in thigr
gard, as could banges in the tax system taise the shar
of indirect tax@ion (as in the ecent tax pdage in
Austrlia).

asset maet hubbles, while rapid reversals of sub
flows can seerely strain weak fnancial systems and
lead to destailizing curengy movements.

And fourth, flexible exchange rates hae become in
creasingy prevalent. Duing the 1990sa rumber of
key emeging maket curencies hee been lbated
often to esole cises assoctad in patr with unsus
taineble exchang rate peys. While the adoption of a
single cureng in the euo area tgether with a handful
of quite successful cteng/ boad arangements (those
in Argentina and Hong #hg SAR being the most
prominent) stand out asxegptions, the tend world-

wide since the leakdavn of the BettonWoods system
has been tward exchang rate fiexibility. As a esult,
exchang rates hae been allwed to eflect moe
cleatly differences in policies andvastment oppdu-
nities. In the 1990shot-term exchange rate wolatility
has emained high with nolear tend which is some
what suiprising in viev of the detine in worldwide in
flation. But while the needdr nominalexchang rate
fluctuaions to compensa for intemnaional diferences
in inflation has diminished as iafion rates hae con
verged tavard low levels, forces making dr move-
ments inreal exchange rates—sub as gclical diver-
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gences—mug well have incieased in mancasesas
suggested  the gclical instability mentioned edier,
the inceased intgration of financial makets,and the
greaer prevalence of lbating exchang rates.

A relaed deelopment in the 1990s has been the in
creased undstanding among polenakers and ob
sewners tha cyclically driven maements in xchange
rates can be beniefal, by helping to damp economic
cycles, provided tha the lesulting deiations from
long-un fundamental equilibrm exchang rates
(FEERSs) do not become lasting misalignmentsxer e
acerbé#e inflationary (or defationaly) pressues.This
more positve dtitude tavard exchang rate move-
ments is obs@ed mainy in larger counties,however;
the peference—moe pievalent, for various leasons,
in smaller economies—ef an &chang rate andor
may in some cases lead to futureforms of egimes
tha are nav floating, suc as the adoption oégional
curreng/ unions (as in the eararea),cureng/ boads,
or one of the major intaetional curencies as the do
mestic cureng/ (as with dollaization).

Is thee ary link between these delopments and the
pewvasve macoeconomic instaility experenced in
the 1990s? It islear tha the atievement of boad
price stdoility in most of the wrld econony has not
been suicient to eliminde macoeconomic instaility .
But the fictos thd have contibuted to contined in
stability are compl&. Some obseers hare agued tha
maiket forces (“caitalism”) ae pione to gneste &-
cesses and ingidity. And othes hare sugested tha
although lev inflation may be necessgrfor maximum
sustainale growth, it may also povide fettile soil for
asset mdet instdility since it mg induce ivestos to
take excessve lisks in their seah for high yields:

As recent &pelience #ests,a polonged peiod of piice
stability does help todster economic sdity. But,as we
have also obseed o/er seeral yeas, as hae othes in
times pastsud a benign economic einonment can in
duce ivestos to talke on moe risk and dive asset pices
to unsustainale levels. (Alan Geenspantestimory be
fore bint Economic Committee of Coregs,June 17,
1999).

This ma help to &plain the suge in capital flows
to emeging maket counties tha occured when in
flation was daing in the m&ure makets. Rrtly on
the basis of the cohstsions of some contempay
economists studng the @ents thapreceded the inter
war depression,t has also been sggsted thaefforts
by monetay authoities to lee inflation (modeetely)
positive in the &ce of stong poductvity gains tha
otherwise wuld lead to dce dedines and incease
the puchasing pwer of nominal incomes myagener
ate false pofit signals,fuel asset pce inflation, and
exacerbge lisks of instaility.2

2“‘Beyond Pice Stdility: A Reconsidestion of Monetay Policy
in a Reriod of Low Inflation,” Federl Reseve Bank of Clgeland
Anrual Report, 1998.

Although futher reseach into these issues is
neededthere does seem to be a basis $everal hy-
potheses laout the werking of toda’s global ece
nomic and ihancial system and the &ly implications
for economic policies:

(i) If indeed thee ae feaures of the global ecen
omy tha help to dampen itdtion in product
marikets, there ma be an inceased needof
vigilance tavard other gidence of maaeco
nomic imbalance and potential lafonary
pressue—induding in asset méaets and sec
toral financial balances. In p#gular, financial
(saving-investment) balancesoff the house
hold sectarthe fnancial sectqrand the non-
financial coporate sectaras well as the bal
ance of pgments,may display signs of stin
and vulneability to shodks in the lae staes of
an economic upging even when infation is
low. Sud financial imbalances nyebe dosely
related to unups in asset pres, which helps
to explain why asset gdce inflation followed
by asset dce corections can be pacularly
destdilizing.

The intenaional integration of financial mar
kets caries signifcant implicaions for policy
spillovers. Cydical slak and easy monetar
conditions tend todster cpital outiows to
ward economies with stnger gowth perbr-
mance and mspects. If these p#al flows ae
large relaive to the sie of the ecipient
economiesthey may well be desthilizing for
them,unless policies argppropriately adjusted
to take account gfand to some>eent ofset,
the etra stimulus being impded from the est
of the world, and unless the domestiadincial
system is sound

Corversely, in counties with weak economic
growth and an lasence of if&tionary pressues
(or perhps eperiencing delation), capital
market integration and the assodid potential
for caital outiows male it even moe impor
tant tha an &pansionay monetay stance be
accompaniedypsuficient piogress in takling
structural obstates to gowth (sud as ldor
market rigidities and other stictural defcien-
cies) br the epansionay policy to be effective
in boosting domestic demand and atyi
Overheding in asset m&ets my call for
monetay tightening not only when it thea-
ens an undedble increase in prduct-pice
inflation through its effects on ggregate de
mand but also when thee is stong eidence
that asset pgces ae rising to moe and maoe
unsustainble levels—generting corespond
ingly higher isks of a carection thawould be
significantly dest&ilizing for the economand
the fnancial system. In the ti@r casemone
tary authoities ae confonted with one of

(ii)

(iii)

(iv)
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their most dificult challengs: ther is in
evitably uncetainty &out whether a ise in
asset pces is in &ct sustainale, since it my
have aisen fiom a lasting bang in wealth-
holders’ portfolio preferences or a lastingse
in the mte of rtum on caital; and futher
more, the efect of monetar tightening on
asset pces is unceain. Morover, acting to
slow or arest a un-up in asset pres tha may
be genenlly popular is lilkely to be politicaly
difficult, paticulady for cental banks vinose
independence is based on a maeda contol
CPI inflation. But sub action mg be neces
sal to minimize the isks of macoeconomic
and fnancial instaility that may cary greaer
costsAnd it should be viwed as symmeiral
to the esponsibility of monetgrauthoities to
provide liquidity and ease moneyaconditions
in the face of shgr dedines in asset jres tha
threden disuption of the ihancial and pg
ment system. iBcal poliy may also hae a
role, of couise when asset mhkets ae over-
heding; and especial}y when caital inflows
are alead/ exerting upward pressue on the
exchang rate, it may be peferable to tighten
fiscal poliy to dampen demand gssues.
Taken tayether developments in the global econgm
in the 1990s and theypotheses to hich they give rise
are not paticulady reassung. They point to a global
economic andifancial system withrga potential br
allocding resouces moe eficiently within and among
counties, but also with a potentiabf excesses to de
velop in asset mkets and the prate sectarand thee-
fore for recurent macoeconomic instaility even
when maoneconomic policies arreasonhly well dis-

of a grclical expansionThis seems to beslated patly
to the Bpid expansion ofiikked investment and the pa
ital stok in recent yars, and patly to faster tebnical
progress. The moe rapid productvity growth and
more impotantly a regpraisal of past da hae led
IMF staf this year to evise upvards the assumed
growth rate for U.S. productive potential to laout 2/4
percent,from 2/ percent peviously.

The epansion has beeemakable also br the be
havior of inflation, which has shan no signifcant
sustained in@ase asesouce utilizaion has isen in
the econom as a vinole. During 1999,consumer pce
inflation has isen somehat from the ate of dout 1/
percent &pelienced in 1998 mainly owing to in
creases in oil and other commodityiges. There is
still little evidence of ap sustainedise in wage infla-
tion even though unempjanent has dllen to dout
4, percent,its lowest level in almost thee decades.
The IMF staf’'s curent estimge of the MIRU (non-
acceleating-inflation rate of unemplgment) is &out
5 pecent compard with nedy 6 pecent & the be
ginning of the &pansion.

The ecent impessve perbrmance of the LS.
econony is, in large pat, testimory to laud#le poli-
cies.These intude the tunaround in theical balance
from defcit to suplus (a stuctumal improvement
equivalent to pughly 32 percent of GDP since 1993);
the ajile mangement of monetgrconditions ly the
Fedenl Reseve in ahieving and maintaining lo in-
flation, in helping to maintain shée growth and also in
helping to calm globalifiancial turlulence; and stic-
tural policies thahave contirued to bster the lexible
working of makets. But in spite of the econgis e/-
ident stengths,ther is no doubt thain the peiod
ahead a signitant slavdown to sustainale levels will

ciplined as in the 1990s. Despite the success in tamingbe necessgr Only the timing is in question.

inflation, and also the success of mgacounties in
putting their pulbic finances on a soundesdting, the
task of maaveconomic stailization has not gne avay
and in someeaspects maeven hae become mearde
manding as illusteted ty the dilemmas andhallenges
now facing poligmakers aound the globe

The Inevitable U.S. Slovdown
and Adjustment

The stength of demand and agty in the United
Staes continied to &ceed &pectdions in the i st half
of 1999,and it nav seems likly that for the thid sue
cessve year output gowth in 1999 as a tole will be
almost 4 parent (Eble 1.3). If as pojected the &-
pansion contines into 2000it will next February be-
come the longst since tleast the midle of the 19th
centul, when compable daa begyan. The epansion
is notdle not ony for its duetion. There has also been
an incease in the gwth of labor productvity in the
past two yeass, which is urusual br the méure phase

Estimaes Pr the second qutar indicde tha GDP
growth sloved to 1.8 parent @ an anwal rate, but
with domestic demandakspecialy by the pivate see
tor, still growing signifcantly faster than most esti
mates of potential. Ddimes in commodity pces and
the iise of the dollar hae helped to maintain o in-
flation in recent yars, with nominal wage increases
being estained patty by the associad real wege
gains (see Chaer lll). As these drces vane and g
into reverse resouce pessues ae likely to reassdr
themseles and cause ilation to rise unless slwer
growth is maintainedAnd the slevdowvn will need to
help contain the »emal curent account déit,
which has ecenty risen d&ove 3 pecent of GDP and
is goproading the histdc peaks of the mid-1980s.
Thus the gowth of domestic demand will need towlo
more signifcantly, from its ecent ate of @out 5 per
cent (4 perent in the second quar ecluding irnven
tory accunulation). This adjustment is assumed in the
projections to occur smoothl

The mainrisksto the smooth sledown or “soft-
landing” scenaio represented in the baselineedour-
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Table 1.3. Advanced EconomiesReal GDR, Consumer Prices,and Unemployment
(Anrual pecent tiange and pecent of ldor force)

Real GDP Consumer Rces Unemplg/ment
1997 1998 1999 2000 1997 1998 1999 2000 1997 1998 1999 2000
Advanced economies 3.2 2.2 2.8 2.7 21 1.5 1.4 1.8 6.8 6.7 6.5 6.5
Major industral counties 29 2.2 2.6 2.4 2.0 1.3 1.4 1.7 6.5 6.2 6.2 6.4
United Stées 3.9 3.9 3.7 2.6 2.3 1.6 2.2 2.5 4.9 4.5 4.3 4.5
Japan 14 -238 1.0 15 1.7 0.6 -0.4 0.0 3.4 4.1 5.0 5.8
Gemary 1.8 2.3 1.4 25 1.5 0.6 0.4 0.8 9.9 9.4 9.1 8.6
France 23 3.2 25 3.0 1.3 0.7 0.5 1.1 125 116 113 10.7
Italy 15 1.3 1.2 24 1.7 1.7 1.5 1.6 117 118 11.7 114
United Kingdom 35 2.2 1.1 2.4 2.8 2.7 23 2.2 5.7 4.7 4.8 5.3
Canada 4.0 3.1 3.6 2.6 1.4 1.0 1.5 1.7 9.2 8.3 8.0 8.1
Other adanced economies 4.2 2.1 85 3.6 2.4 2.5 1.4 2.1 7.8 8.1 745 6.9
Spain 3.7 4.0 3.4 315 1.9 1.8 2.1 2.1 20.8 18.8 157 14.0
Nethefands 3.6 3.8 2.6 25 2.2 2.0 23 2.1 5.5 4.1 3.6 3.7
Belgium 3.0 2.9 1.4 25 15 0.9 1.1 1.2 9.4 9.5 9.2 9.2
Sweden 1.8 2.6 3.2 3.0 05 -01 0.2 1.0 8.0 6.5 5.4 5.1
Austiia 25 3.3 2.0 25 1.2 0.8 0.7 0.9 4.4 4.7 4.3 4.2
Denmak 3.1 2.9 1.3 15 2.2 1.7 25 25 7.7 6.3 6.0 6.2
Finland 5.6 5.6 3.6 3.8 1.2 1.3 1.3 2.3 126 114 103 9.2
Greece 3.2 3.7 3.3 3.6 5.4 4.5 23 2.2 10.3 10.1 103 10.2
Portugal 3.8 3.9 3.0 3.2 2.2 2.8 2.3 2.2 6.7 5.0 4.6 4.6
Ireland 10.7 8.9 7.5 7.0 15 2.4 2.0 2.0 9.8 7.7 6.5 6.2
Luxemboug 4.8 5.7 &5 4.4 1.4 1.0 0.7 1.4 3.4 3.1 2.9 2.8
Switzedand 1.7 21 1.2 1.9 0.5 0.1 0.8 1.0 5.2 3.9 3.0 2.9
Norway 4.3 2.1 1.0 2.8 2.6 2.3 2.3 2.3 4.1 3.2 3.6 4.0
Israel 2.7 2.0 1.7 3.0 9.1 5.4 55 4.6 7.7 8.6 9.3 8.8
Iceland 5.4 5.1 5.6 4.7 1.8 1.7 B 3.2 3.7 3.0 1.7 1.7
Korea 50 -58 6.5 5.5 4.4 7.5 0.7 2.8 2.6 6.8 7.0 6.0
Austrlia? 3.9 5.1 4.0 3.0 1.7 1.6 1.8 3.8 8.5 8.0 7.2 7.0
Taiwan Povince of China 6.8 4.9 5.0 5.1 0.9 1.7 1.0 1.2 2.7 2.8 3.0 2.7
Hong Kong SAR 53 51 1.2 3.6 5.7 2.6 -3.1 1.0 2.2 4.7 6.1 5.4
Singapore 9.0 0.3 4.5 5.0 20 -03 0.2 0.6 1.8 3.2 4.3 4.2
New Zealand 21 -03 2.6 2k3 1.7 15 1.3 1.9 6.6 7.5 7.2 7.0
Memoandum
European Union 2.6 2.7 2.0 2.7 1.8 1.4 1.3 1.5 10.4 9.6 9.1 8.8
Euro aea 2.4 2.8 2.1 2.8 1.6 1.2 1.0 1.3 11.7 109 103 9.7

1Consumer pces ae based on theetail pice index excluding motkgage inteest.

2Consumer pces ecluding inteest mte components;of Australia, also ecluding other wlatile items.

fold and interelaed One is thasignificant inflation-
ary pressues could emege and pompt a substantial
monetay tightening The second is thathe dollar
whose &chang \alue is vell above the leels est
mated to be consistent with medium+tefundamen
tals, could come under denward pressue, perhas
because westos become mar wary of the United
Staes’increasing gtemal déot or ind more dtractive

havens br their irvestments in other economies ttha

may be enjging renaved gowth. Maiked derecia
tion of the dollar wuld incease pce pressues,po-
tentially leading gain to a substantialse in inteest
rates. The thid risk, of a signifcant de&ine in sto&
maliket piices,could be associad with either of the
first two, or it could mé&eralize indgpendenty as a e
sult of a eassessmentbnvestos of piofit prospects
or equity \aludions.As with the inceases in intest
rates in the otherisk scenabps, it would tend to lead
to a moe érupt slavdown of piivate spending and
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growth than in the baseline ggections,with an asse
ciated corection of the prate sectors unpecedented
shotfall recenty of saving reldive to irvestmentThe
fourth risk is tha a lage tax cut could fuher boost
private consumptionyhile crowding out pivate in
vestment and nekports thiough higher intest ates
and a swnger dollar While these deslopments
might adl further momentum to thexpansion in the
shot run, they would exacerb&e eisting imbalances
and incease theisk of a hader landing l&er on.
How can policies help to miniméztheseisks? It is
mainly the task omonetay policy to prevent a ise in
inflation, through brward-looking poliy actions.The
Federnl Reseve’s actions toaise shadrtemm interest
rates in dine andAugust,which patly reversed the
cuts tha played an impa@ant ole in helping to sta-
lize intenational financial makets lde last yar were
appropriate stg@s. Together with the ina@ases in
longer-tem intetest etes in ecent monthsthis will
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help to slev the gowth of domestic demandut fur
ther stps ma well be needed to prent the emer
gence of infationaly pressues. It will theefore be im
portant for the Fedeml Reseve to contime to be
forward-looking in its conduct of polic to respond
again pomptly if domestic demand rgwth fails to
abae or if plospectve inflationaly pressues pesist,to
be paticulary alett to repercussions in the econgm
of the ise in the stdc maket as vell as to ag sign
tha it is broadening to a widerange of asset peces,
and to povide consistent signals tin&ncial makets
of its intention to ein in demand wth. It is thiough
suc forward-looking actions thathe isks of futher
overheding and a hat landing ag most lilkely to be
minimized

Fiscal policy has also helped toestain demand
growth in the curent &pansion,as can be imfred
from the lidget’'s sving into suplus—which is likely
to read about 1 percent of GDP in 1999 in ters of
the geneml govemment balancecompaed with a
deficit of 3% percent of GDP in 1993.Contiruing
budget supluses a& piojected on the basis of cant
policies, and their ealizaion will be impotant not
only to contibute to demandesstrint gven the econ
omy’s o/clical position and thex¢emal defcit, but
also to pepare for the incease in unfunded ldlities
associged with populion aging in the decades ahead
(Box 1.2). By contast, eding into the susluses
through tax cuts or spending ieases wuld exacer
bate the rsk of overheding. The maintenance of sur
pluses wuld also povide moe room for a modegte
easing of ikcal polig/ to help sthilize the economin
the eent of a shar slovdown in domestic demand

The stong US. expansion has conbuted impof
tantly to Canadas recent obust gowth perbrmance
Growth in Canada hasceeeded potentiabf most of
the peiod since mid-1996and bllowing the slov-
down of lae 1997 and ebr 1998 assoctad with the
Asian cisis and veakness of commaodity ipes,it has
strengthened@ain. Unemplgment hasecenty fallen
to belav 8 pecent,its lowest level for a decadewhile
core consumer fice inflation has emained wse to
the lover end of the 1-3 peent taget range. Ther
has been fuher pogress in educing the puix sector
debt burden, and the s@ngthening of the plib fi-
nances will allav the automtic stabilizers to be used
in the eent of a signitant slavdown. Signs thathe
economic gpansion is gining stength and thanfla-
tion has bottomed out maoint to a needofr a gad
ual more ba& to a someha less accommodiae
monetay stancethough the anticigad slavdown in
U.S. growth would lessen potential itation risks.

30f the 5.2 pagentaye points of GDP déine in the fscal defcit
since 1993approximately two-thirds is due to policactions (&ble
1.4).
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Real GDP in dan suprisingly rose ly an traor
dinaiily strong 2.0 pezent in the ifst quater of 1999,
after fve consecutie quaters of detine, raising hopes
tha the econom had fhally emeged from recession.
One half of this GDP inease came dm pubic in-
vestmentreflecting the iiscal stinulus pa&ages put in
place in 1998but moe notevorthy was the gowth in
private demandAlthough gowth subsequentimoder
ated in the second quar, in pat because of a dige
in pulic investmentthere ae incieasing signs indi¢a
ing a tunaround Moreover, concens dout defation
and the health of thenfancial system @pear to hee
abaed At the same timethere ae still mary weak
nesses and undeinties in the cuent economic situa
tion. Household coidence is still fagile in a cont&t
of falling incomes andefas of job lossesand mag
businessespatticulary those less»posed to intera-
tional competition and pssues Dr restuctuling, are
still suffering from lage dédt burdens and xcess ca
pacity huilt up duing the asset pre kbubble of the lae
1980s and elr 1990sTher is also a darg tha pub
lic investment will &ll further in the second half of this
fiscal year as the &fcts of edrer stimulus pa&ages
wear of. Net ports will beneit from the economic
recovely in theAsia region, but the stengthening of the
yen in lde 1998 and saf in 1999 is likly to limit the
impetus to gowth from the &temal sectar

Despite these conaws, growth projections heae
been evised up signitantly from those in the Ma
1999 World Economic OutlookPositive gowth of 1
percent is nav projected br 1999 ising to 1/ percent
in 2000,and thee is deally the potentialdr a stonger
pickup net year if pivate sector comflence stength
ens futher At the same timether ae contiuing
downside rsks, related in pat to the neededestuc-
turing of the coporate sector thais in progress.
Unemplyment is pojected to incease futher in
2000, with inflation remaining tose to zro.

Macroeconomic policies inapan contime to fice
formideble dchallenges. These imolve not just ques
tions @out the dgree and érm of further suppadrto
nurture the emeaging recovery, but also the balance to
be stuck between these shbterm requiements and
longer-term policy objectives. These judgments ar
paticulady difficult in the case ofigcal poligy. On
current policies the gneal govemment detit (ex-
cluding social secily) is projected to ise to almost
10 pecent of GDP in 1999 (&m 7.5 pecent in 1998),
and to emain aound this lgel in 2000. Gien the
need to suppordomestic demand and economic ad
justment,it is impottant to enswe thd the level of
stimulus is maintained as long as tleeavery in pri-
vate demand has ndtinly taken hold But Jpan also
faces a dtical task of fscal consoliddon over the
medium tem. Pubic debt has inceased apidly as a
result of the lage defcits incured dumg the curent
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Table 1.4. Major Industr ial Countries: General Government Fiscal Balances and Diat1
(Percent of GDP)

1982-92 1993 1994 1995 1996 1997 1998 1999 2000 2004

Major industr ial countries

Actual balance -3.0 -4.3 -3.5 -3.4 2.7 -1.2 -0.8 -1.0 -0.6 0.8
Output @p -0.9 2.7 2.2 -2.3 -1.7 -1.2 -1.3 -1.0 -0.8 0.4
Structural balance -2.6 -3.0 -2.4 -2.4 -1.9 -0.6 -0.2 -0.5 -0.1 0.7
United States
Actual balance -2.9 -3.6 -2.3 -1.9 -0.9 0.4 1.3 1.6 2.0 2.3
Output @p -1.7 -3.6 -2.8 -3.2 -2.5 -1.3 -0.1 0.9 0.8 0.4
Structural balance -2.4 2.2 -1.2 -0.8 -0.0 0.8 1.3 1.3 1.7 2.2
Net débdt 39.3 54.2 54.9 54.5 54.1 51.4 48.4 45.0 41.5 27.6
Gross dét 535 68.5 67.8 67.9 67.9 65.9 62.1 57.7 53.2 35.4
Japan
Actual balance -0.3 -1.6 -2.3 -3.6 —-4.2 -3.4 -5.3 -7.3 -7.1 -1.4
Output @gp 0.2 -0.4 -1.7 -1.9 1.1 0.4 -4.1 —-4.2 -3.7 1.1
Structural balance -0.0 -1.5 -1.8 -3.0 -4.6 -3.5 -3.8 5.7 -5.6 -1.8
Net déot 18.4 5.2 7.7 13.0 16.4 19.5 30.5 37.6 44.3 52.2
Gross dét 68.0 75.1 82.2 89.7 944 101.1 1179 127.8 137.2 149.9
Memomandum
Actual balance>eluding
social secuty -3.3 -4.8 -5.1 -6.5 —6.8 -5.9 -7.5 -9.5 -9.3 4.1
Structural balance xcluding
social sectity -3.4 -4.7 -4.7 -6.0 -7.1 -6.0 -6.5 -8.5 -8.4 —4.4
Germany?
Actual balance -2.1 -31 2.4 -3.2 -34 -2.6 -2.0 -1.9 -1.1 -0.3
Output @p -1.3 -0.2 0.0 -0.3 -1.6 -1.9 -1.8 2.4 -2.0 -0.0
Structural balance -1.6 -3.0 -2.3 -3.0 -2.3 -1.3 -0.7 -0.4 0.0 -0.3
Net débdt 22.0 355 40.6 49.4 52.1 52.8 52.4 51.9 50.9 44.6
Gross dét 41.3 48.0 50.2 58.3 60.8 61.5 61.1 60.6 59.6 5383
France
Actual balance 2.4 -5.9 -5.8 -5.5 -4.1 -3.0 2.7 2.4 -1.8 0.1
Output @gp 0.3 -3.8 -3.0 2.7 -3.3 -3.2 2.2 2.1 -1.4 0.0
Structural balance -2.6 -3.4 -3.7 -3.6 -1.9 -0.9 -1.3 -1.1 -0.9 0.1
Net débtd 19.4 34.4 40.2 43.6 46.3 48.1 48.4 48.9 48.7 45.7
Gross dét 315 45.2 48.3 525 55.4 57.8 58.2 58.7 58.5 55.4
Italy
Actual balance -10.9 -9.4 -9.1 7.7 -7.0 -2.8 2.7 2.4 -1.6 -0.1
Output @p 0.3 -2.6 -2.5 -1.1 -2.0 -2.3 -2.8 -3.4 -2.8 0.1
Structural balance -10.9 -8.2 -7.9 -7.0 -6.0 -1.7 =15 -1.0 -0.4 -0.1
Net débt 77.4 111.8 117.2 116.6 116.0 113.8 112.4  109.6 104.3 89.2
Gross dét 84.7 118.1 123.8 123.2 1225 120.1 118.7 115.7 110.2 94.2
United Kingdom
Actual balance 2.4 -8.0 -6.8 -5.8 —4.4 2.1 0.3 -0.4 -0.6 -0.7
Output @gp -1.1 -4.0 -2.2 -1.1 -0.9 0.6 0.6 -1.1 -0.9 -0.0
Structural balance -1.7 -4.8 -4.4 -4.6 -3.7 2.1 -0.3 -0.5 0.1 -0.6
Net déot 34.4 32.7 33.0 39.1 41.6 43.9 44.8 42.9 41.9 36.0
Gross dét 55.0 61.8 59.4 64.5 64.8 65.8 65.8 62.6 61.0 51.2
Canada
Actual balance -5.3 -7.6 -5.6 -4.3 -1.8 0.8 0.9 1.5 1.2 1.8
Output @p -0.9 -4.3 -2.1 -1.9 -2.9 -1.9 -1.4 -0.3 -0.2 0.1
Structural balance -4.8 -4.6 -4.1 -3.1 -0.1 1.8 1.6 1.7 1.3 1.8
Net déot 36.1 66.2 68.7 70.2 69.8 65.5 62.3 57.8 54.3 39.5
Gross dét 68.4 98.8 99.4 102.2 101.8 97.7 95.8 90.0 85.2 65.7

Note: The hudget piojections ae based on imimation available through mid-Sptember 1999The specit assumptionsdr eat county
are set out in Bo 1.2.

IThe output gp is actual less potential outpag a pezent of potential output. Sictural balances arexpressed as a pant of potential out
put. The stuctural budget balance is theudgetaly position thawould be obsefed if the leel of actual output coincided with potential out
put. Changs in the strctural budget balance consequenihclude efects of tempay fiscal measugs,the impact of luctudions in inteest
rates and det-sewice costsand other nonglical fluctuaions in the bhdget balanceThe computions of stuctural budget balances arbased
on IMF staf estimdes of potential GDP andwerue and gpenditue elasticities (see the October 1988rld Economic OutlookAnnex ).
Net déot is defned as goss dét less inancial assets of theegeal govemment,which indude assets heldylihe social secity insurance sys
tem. Dédt daa refer to end of gar; br the United Kingdom therefer to end of Mash. Estimaes of the outputap and of the strctural bud-
get balance a&rsubject to signifant magins of uncetainty.

2Data bebre 1990 efer to west Gemary. For net dét, the first column efers to 1986—92. Bgnning in 1995the dédt and dét-sewice oHig-
ations of theTreuhandanstalt (and ofifkous other gencies) vere talen over by the generl govemment.This déot is equvalent to 8 perent
of GDPR and the assodied ddt sevice to'% of 1 pecent of GDP

3Figure for 1982-92 is&erage of 1984-93.
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Fiscal poligy assumptionsdr the shartem ae based on
official budgets adjusteddr ary deviations in outtuns as
estimaed ly IMF staf and also ér differences in eco
nomic assumptions beeen IMF staf and naional au
thorities. The assumptionf the medium ten talke into
account futue poliocy measues tha are judged likely to
be implementedBoth piojections and polic assump
tions ae genenlly based on imrmation available
through Setember 1999. In caseshere futue hudget
intentions hae not been announced with Bcient speci
ficity to pemit a judgment bout the &asibility of their
implementéon, an untangd stuctural pimary balance
is assumedunless otherwise inditad For the lager ad

as bllows (se€Tables 14-16 in the Stiatical Appendix
for the pojected implicéions of these assumptions).

Administration’s une 1999 Mid-Session Riew of the
FY 2000 Budet (induding the Social Secity reform
proposal).The pojections a@ adjusteddr differences be
tween the IMF stéfs and thé\dministration’s macoece
nomic assumptions. Seand local gvemment fscal bat
ances a assumed te@main constant as a pent of GDP

Japan. The pojections tak account of the FY 1999 ini
tial budget, and the ¥24 fition stimulus pa&age an
nounced in Neember 1998This November pakage is
assumed toaise pubic investment i ¥4 tillion through
1999, mostly in the frst half of the gar Local govem-
ments ae pojected to lagely offset their shar in jointly
financed pojects in the stimlus pa&age with cuts in
own-account gpenditues elseshere. Of the ¥9.3 itlion
in tax cuts intuded in the Neember pakage, ¥V trillion
is assumed to ke occured in the ifst quater of 1999,
with the tulk of the emainder taking placever the est of
1999 and theirfst quater of 2000.The ppjection also as
sumes a ¥520 billion supplementéudget for FY 1999.

Gemany. For 1999,the IMF staf projection of the

on the knancial Planning Council pjection of dine

Box 1.2. Policy Assumptions Undetying the Projections for SelectedAdvanced Economies

vanced economieshe specit assumptions adoptedear

United Stdes The iscal pojections a& based on the

generl govemment deitit (1.9 pecent of GDP) is based

1999 adjusteddr different macoeconomic assumptions.

For 2000 and the medium terthe IMF staf’'s pojec
tions incoporate the effects of the income taxeform
padage gproved ly Padiament in Mach 1999,and as
sume implement@n of the @vemments fiscal consoh
ddion and tax eform pakage announced inuhe 1999.

France The pojections ae in line with announced
fiscal tagets, adjusted dér differences beteen the IMF
staf’s macoeconomic assumptions and those of the
Frendh administetion. For 1999,the pojection assumes
a reverue perbrmance thastill beneits from the pbust
growth in 1998; br 2000 and bend the pah of the pub
lic finances is wadly consistent with the ayemment
Stebility Program.

Italy. The fiscal piojections a& based on the auther
ties’projections br 1999 adjusted ér the mostecent de
velopments and intest ete forecasts; and on the
medium-tem fiscal plan cwering the peiod 2000-03,
adjusted ér differences in maaeconomic assumptions
For 2000-03announced meass ae assumed to be im
plemented fulf and to hge the impact as inditad in the
medium-tem govemment plan. Details on the meassir
for 2000 will be uweiled in the Budgt Lav to be sub
mitted to paliament in Sptember

United Kingdom The hudgeted everue tagets and
spending ceilingsar FY 1999/00 (Aril-March) are as
sumed to be obsexd Therafter curent expenditue is
assumed torgw in line with potential outputand cai-
tal expenditue in line with the ne expenditue plans an
nounced in the 1999/2000 BuetgFor revenues,the po-
jections assume an income elasticity of omwerothe
medium tem, but also incoporate previous hudgets’tax
commitments thiaare epected to contine duing the
projection peiod.

Canada Federl govemment outlgs for dgpatmental
spending andusiness subsidieseaassumed to comfm
to the commitments announced in thebfeary 1999
budget. Following a eduction of 15 cents in the em
ployment insuance pemium efective in Bruary 1999,

(continued on net page)

downtum, and fnancial maket concems @out the
sustainaility of this trend hae alead/ been eflected
in upward pressue on long-tem intelest ates. By
most measws, Japans pubic debt is signifcantly
larger than in most other major induatr counties
(Box 1.3). With Japan fcing a@e-relaed pessues
reldively eaty in the nat centuy, fiscal eforms and
other measwas to impove the vidility of the pubic
pension system arall the moe impotant. Legislation
to address this issue & submitted to thBiet in July.

Monetay policy is also ery suppotive, with
ovemight inteest etes efectively zero since Mach.

The Bank of dpans stded commitment to maintain

this poligy until the thea of defation disgppeas, com

bined with the esumed puhase of long-ten govem-
ment bonds Yy the Trust Fund Bugau,have helped to
lower long-tem intelest mtes since Ebruaty, although
they have lisen ajain since M#& as hopes ofecovery
have encousged epectdions tha monetay policy
will start to be tightened sooner than learthought.
The main monetarpolicy levers still available involve
liquidity injections to the banking system dkugh,for
example open-maket opesations, and &change mar
ket intevention. The Bank of dpan has xpanded the
range and maurities of assets it pahases to injectHi
quidity, and thee is scopedr further maves in this di
rection,provided tha funds ae supplied oyl to credit-
worthy entities and thtathey do not ease pssues br
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Box 1.2 (conduded)

the staf assumes fuher gadual cuts in theate from
2000 onwhich would reduce it to $2.20 per $100 of tax
able emplyee eanings ly 2004. Othereverue and out
lays ae assumed tovelve in line with the IMFS staf
macioeconomic pojections.After FY 1998/99,it is as
sumed thathe fderal govemment will be ale to main
tain udget supluses which would read 1 pecent of
GDR The consolideed fscal position of the mvinces is
assumed to be consistent with theitesfamedium-ten
targets.

Australia. The fscal outlook is based on the author
ties’ May 1999 Budgt piojections of atios of expendk
ture and everue to GDP until FY 2002/03 {3/—June),
with these atios assumed toemain constant theafter
The hudget piojections eflect the impact of the taer
form padkage to be intoduced in 2000.

Belgium. For 1999,the fscal defcit is based on the
budeet, adjusted ér the diference betwen the stafs
and the authdties’ growth projections. Br the medium
term, fiscal pojections incoporate a slight deline in the
structural pimary balancein line with the 1999-2002
Stability Program.

Korea The piojections 6r 1999 ae based on the sup
plementay budget announced inuhe 1999Tax reverues
are pojected to gow 1 pecent faster than nominal GDP
while other everues ae piojected to inagase in line with
GDP Noninteest curent spending is assumed tserby
5 pecent in eal tems. Caital spending as aatio of
GDP is pojected to be gdually reduced to 1996-97\e
els by 2002.

Netheldands The pojections br 1999 ae based on
the hudget and the supplemenyabudget, adjusted ér
the staf’s macoeconomic pojections. Pojections br
2000-2004 pmairly reflect the @vemments mles-
based pproad to fiscal polig, by taking into account
the authaities’ expenditue noms and baseline gafor
reverue (which incomporates planned tax eform in
2001).The govemments piojections hae been adjusted
to reflect the slighy higher gowth projected ly IMF
staf and to intude leverue and gpenditue items tha

are not coered by the govemments fiscal polig/ frame
work.

Spain The pojections dr 1999 assume théhe ud-
get (induding a eform of pesonal income taes) is im
plemented as pproved allowing for differences in
macioeconomic assumptions. dpections 6r 2000 and
beyond ae based on uhangd policies.

Switzrland. The 1999 pojections ae based on the -of
ficial budget, adjusted ér slover gowth and &traomi-
nary expenditues.The pojections ér 2000-01 & in line
with present diicial estimaes and incgrorate announced
fiscal measws to balance the Cadertion’s budget by
2001. Bgond 2001 the genenl govemments stuctural
budget balance is assumed &main unbangd

Monetay policy assumptions arbased on the ebta
lished famevork for monetay policy in ead county. In
most cases this implies a nhonaccomntiveéastance er
the husiness ycle, so tha official interest ates will firm
when economic indit¢ars sugyest tha inflation will rise
above its accptable rate or mnge, and ease hen indica
tors sugest tha prospectve inflation will not exceed the
accetable rate or mngg, that prospecive output gowth is
below its potential ate, and thathe magin of slad in the
econony is signifcant. On this basighe London inter
bank ofered rte (LIBOR) on six-month LS. dollar de
posits is assumed toerage 5.4 pecent in 1999 (20 basis
points moe than pojected in the Mg 1999 World
Economic Outlookand 6.1 pearent in 2000.The po-
jected p&h for U.S. dollar shor-term inteest ates e-
flects the assumption ththe Fedenal Reseve will raise
the taget fedeal funds ate by in total 75 basis points be
fore the end of therkt quater of 2000which is consis
tent with maket expectdions in ealy August.The rate on
six-month dpanese gn deosits is assumed to/erage
0.2 pecent in 1999 (the same as in theyM&®99\Wborld
Economic Outlookand also in 2000The @te on Six-
month euo deposits is assumed toerage 3.0 pecent in
1999 and 3.5 peent in 2000. Chargs in inteest ete as
sumptions compad with the Mg 1999Wbrld Economic
Outlookare summared inTable 1.1.

bank and enterise estuctuting. Since edy July, the
yen has ppreciged signifcantly, notwithstanding e-
ported intevention in the dreign exchange maket to
limit an overly rapid gopreciaion.

While macobeconomic policies can @ride impor
tant shot-term suppor to the econow structural re-
forms will detemine hav durable and esilient the e
covery will be. The famevork for dealing with the
banking sectos pioblems is lagely in place and the
emphasis no must be on implementian. The need
for rapid restuctuing and the ebuilding of conf-
dence is made all the neugent ty the pospectve
replacement in Math 2001 of anket deposit insu¥
ance with limited ceerage. Preconditions ér restuc-
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turing ale cetainly evident: recaitalization of viable
institutions and rigonalizaion of failed banks a pro-
ceeding; pudential supesision and bank accounting
standads gpear to hee improoved driven in pat by
the nev Financial Superisory Ageng/; and n& tax
incentves and the edthishment of the Resolution and
Collection Coporation should help with the disposal
of bad loans. Neertheless several concens and pe
tential weaknessesemain.The full extent of banks’
balance sheet pplems mg still not hare been ecay-
nized, including adlitional bad loans incued dumng
the recent ecessionThe banking sector is still Ige
reldive to the sie of the econom and thee is a isk
tha the ecaitalization program mg be educing
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pressues Dr restuctuiing. In this egard, the authar

ties need to use thevierage provided by pulic capi-

tal paticipation in banks to pgmote consolid@on, en

sure a bcus on car pofitability, and push though
changes in avnership and margement vhhen needed
Progress also has to be made éprivatizing naionak

ized banksor & least their madeetable assets.

Other eforms in the inancial sevices sector @& gen
erally well-advanced although diect pullic sector in
volvement in the mvision of inancial sevices (br ex-
ample though the post @ite saings system) needs to
be reduced and tighter supeision along with pes
sures br reform need to bepplied to the wubed life
insurance industr. Colporate sector estuctuling
should be helpedybmeasues intoduced in dne 1999
to provide geaer scopedr débt-equity svaps by banks
and ease the ay for lage-scale meayers. Impove-
ments in the bankiptoy code will be consided Ly the
Diet later in 1999,and futher ieforms ae also being
consideed for the Igal framevork and tax system to
encouege firms to implementestuctuing measugs,
and to &cilitate avnership dangs. Pogress in other
areas has been wen. Rrms in manfactuing gopear
to be gneally well-advanced in impoving their bal
ance sheetsyhereas amongifms oiented to the do
mestic maket the la& of competition is shving re-
structuing and discowging husiness st&ups. Thus,
only limited progress has been made with egrigion
and liberlization in the tanspotation, telecomnunica
tions, retail, and ariculture sectos, which contirue to
be lagely shielded fom foreign competition.

Secuiing a Lasting Revival of Growth
in Europe

Following the maked slaving of growth in much of
westen Eumope in the ld#er pat of 1998,there hae
been indictions in lecent months thaxpansions hae
begun to pik up again. As in the Mg 1999 World
Economic Outlookgrowth is piojected to ecover to
above-potential ates in the second half of 19%hd in
2000 as a Wwole should 2erage 24 percent in the ewr
area after this gar’s slavdown to 2 pecent# But since
the ealier assessmentownside rsks hae been e
duced ly the impovements in the>@emal economic
ervironment; the easing of the Bypean Cenal
Bank’s official interest ates ly 50 basis points in
April; reductions in dfcial interest iates in sgeral
European countes outside the earalea; a modest up
turm in usiness sentiment; and signstttiee pikup is
broadening Consumer coidence has amained #&
high levels, pattly reflecting futher, albeit modestje-
clines in unemplpment (Rkgure 1.3).

4During the phased ansition to the ne Eumpean System of
Accounts (ESA 95) lggnning in 1999more than the usual deee of
uncetainty surounds the intgreteion of naional accounts da.
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Figure 1.3. Selected European Countries, Japan,
and the United States: I ndicators of Consumer
and Business Confidencel

Business confidence has recently picked up in several major industrial
countries. Consumer confidence generally remains strong, athough it
has weakened somewhat in Germany and France.
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Sources: Consumer confidence—for the United States, the Confer-
ence Board; for European countries, the European Commission.
Business confidence—for the United States, the U.S. Department of
Commerce, Purchasing Managers Composite Diffusion Index; for
European countries, the European Commission; for Japan, Bank of
Japan.

1Indicators are not comparable across countries.

2Percent of respondents expecting an improvement in their situation
minus percent expecting a deterioration.
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The fscal poliey advice thd the IMF gves member coun
tries dgpends on both lorexterm debt sustainhility con-
sidemtions and shafterm aggregate demand conditions.
In mary casesthete is no ambiguity lrout the apropri-
ate adiice, a least in qualitive tems. There ae in
stanceshowever, wher longrterm and shdrterm con
sidertions point to corlfcting advice. Japan hasecenty
been a case in poijth the IMF lecommending signif
icant shoit-term fiscal stinulus to counter wakness in
aggregate demangdeven though dan is among the most
indebted of the major indusal counties.A high level of
gross dét and a apidly aging populdion sugest tha
long-tem sustainhility is a key issue in dpan,and tha
there is a need tcetum to fiscal consoliddon as soon as
conditions pemit. However, other dét indicgors, and in
patticular net det rather than goss dét, point to dpan'’s
debt position being less awisome This box discusses
the dét indicaors thd are used to assesshdesustain
ability in formulating fiscal poliy advice. Estimades br
1998 ae reported in the thle for the G-7 countes.

» Gross dét refers to the gvemments sto& of out
standing ihancial liabilities. According to this indi
caor, Italy and &pan ae the most inde#ed G-7

General Government Fiscal Indicators, 1998
(In percent of GDP)

Box 1.3. Comparing G-7 Hscal Rositions—Who Has a Dét Problem?

countiies, with gross dét of 119 pecent and 118
percent of GDP espectiely at the end of 1998.

» Net debt including social secuity assetssubtiacts
all govemment fhancial assets dm goss dét, in-
cluding assets of the social seitysystem often in
the form of govemment dét. JBpan is the oyl G-7
county where the later is sizale. When social se
curity assets arinduded in gvemment dét, Japan,
with net dét of ebout 30 perent of GDP in 1998s
found to be the least inbieed G-7 counyr. The cor
responding ifure for Italy is ebout 112 perent of
GDP which is ayain the highest; it is onlslightly
less than thergss dét because the social seityr
system holds no assets. Wiver, including the se
cial secuity assets in net d¢ without also taking
into account the futardaims of the social secity
system gainst ggvemment assets npgde considexd
also to gve a misleading measurof the gvem-
ments true fnancial situéion.

* Net debt excluding social secuity paitly addresses
the social secity issue ly assuming thiathe social
secuity system is indpendent,so tha the gpvem-
ment ddét tha it holds should not bedeted as a gv-
emment assetAccording to this indictor, Japans
net déot in 1998 vas 79 perent of GDPmaking it,

United United

Canada France Gemary Italy Japan Kingdom Staes

Gross dét 95.8 58.2 61.1 118.7 117.9 62.2 62.1
Net débt induding social secitly assets 62.3 48.4 52.4 112.4 30.5 42.4 48.4
Net dédt excluding social secully assets 62.3 48.4 52.4 112.4 79.1 42.4 56.1
Overall balance inleiding social secuty 0.9 2.7 -2.0 2.7 -5.3 0.3 1.3
Overall balance xcluding social seciity 2.9 -2.6 -2.3 1.3 -7.5 L -1.7
Structural balance inlading social sectty 1.6 -1.3 -0.7 -1.5 -3.8 -0.3 1.3

daa on social secity assets a talen from oficial souces.

1All data ae from theWorld Economic Outlook dabase unless it is indited otherwise
2Social seclity assets a assumed to bemw in counties with pg-as-you-go social sectity systems. Br Japan and the United S&s,

The dereciaion of the eun since its intoduction &
the bginning of the yar—ly 10 pecent in tems of
the dollar and 6 peent in nominal ééctive tems,
after taking into account somecovery in late ly—
has aded signifcantly to the suppdrfor demand and
actvity in the euo ara In the contgt of the aea’s re-
cent gclical weakness,the d@recigion has been
helpful,and it has not tleetened the objeate of kego-
ing inflation belav 2 pecent:inflation in the aea has
recenty been unning & about 1 pecent and is still
projected to emain within the ECE defnition of
price stdility in 1999-2000. Havever, the euo’s de
cline has takn it to \alues signitantly belov those
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estimded to be consistent with medium+tefunda
mentals—although pbably not inconsistent with cur
rent gclical conditions—and the eorma be -
pected to sengthen futher in the peod ahead as
growth in the aea piks up and the $. econony
slows. This piospectve gpreciaion is reflected in in
terest diferentials fvoring assets denomited in
most non-ew currencies gcept the yen and the Swiss
franc

Monetay conditions in the eor ara ae deatly
suppotive of recovery a present. Mogover, given the
still significant magin of slak in the aea as a Wwole
and its dampening &fct on infation, official interest
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on this measi the second most inbeed G-7 coun
try behind Itay (where net dét was 112 perent of
GDP both intuding and &cluding social seciity).
For other G-7 counigs, this dédt indicdor is in the
range of 40-65 parent of GDP

« An altemaive gproact would be to ad net futue
pubic pension lidilities—equal to the @sent alue

of future pension likilities less the assets of the pub

lic pension system—to net loieexcluding social se
curity to produce a commhensie measw of net
debt including futur e public pension liabilities.
The most up-to-da, compagble estimaes of futue
pubic pension lidilities for G-7 counties ae those
of Chand andakger (1996)* However, these efer to
the peiod 1995-2020and theefore do not eflect
significant pullic pension eforms undetaken since
1995 or the impact of diérent demgraphic devel-
opments aass G-7 counies after 2020. & these
reasonsijt would be in@propriate to eport a com

prehensie measw of net dbt based on these esti

mates. But boadly speaking future pubic pension

liabilities ae & present signitantly higher in

France Gemary, and Jpan than in other G-7 coun
tries,in ead case rceeding 100 peent of GDP ac

cording to Chand andadger. Italy and &pan would

remain the most inded G-7 countes using the
compehensie measwr of net dbt, although it is
undear which of these counis would hae the

larger debt.

A significant shotcoming of all the det indicaors dis
cussed bove is tha they ignore the implicéions of the
projected pofile of fiscal defcits for future levels of dét.
As the tdle also indictes,the G-7 countes star with
very different iscal balances andsdical positions and
accoding to WEO piojections,these will not golve in
the same &y acioss counies. The fgure shaovs hav
gross dét, net déot induding social secity, and net dit

1See Sheetal K. Chand aAtbert Jaeger, Aging Populations
and Pullic Pension SkeemesIMF Occasional Bper No. 146
(December 1996).

Gross and Net Debt

(Percent of GDP)
1998 2004
" Gross Debt -180
-120
- 60
- - 0
Canada France Germany Ity  Japan United United
Kingdom States
" Net Debt Including Social Security Assets "180
-120
- 60
Canada France Germany Ity  Japan United United 0
Kingdom States
- . . . -180
_ Net Debt Excluding Social Security Assets
-120
- 60
0

Canada France Germany Italy  Japan United United

Kingdom States

excluding social secity in 2004 compag with 1998. In
ead casethe ddt increases signifantly in Japan, de-
spite the pojection thathe lage stuctural defcit in 1998
will narrow significantly. Gross dét readhes moe than
150 pecent of GDP making &pan ly a considable
maigin the most indieted G-7 counyr in 2004. Net dit
also inceasesand net det excluding social secify in
Japan is the highestyb2004. Br other G-7 counigs,
eadt débt indicaor dedines betveen 1998 and 2004.

rates can pbably be maintainedtgpresent lgels d
least though the emainder of thisgar Of couse the
appropriate stance of monetapolicy may need to be
adjusted dung the couse of net year d@ending on
the stength of economicrgwth, conditions in l&@or
maikets, developments in dreign exchang makets,
and other dctoss likely to have beaing on infation
and the sustaifmlity of the expansion.

With the ECBS monetay policy being detenined
by developments in the eararea as a wole, cyclical
divergences in gowth perbrmance and ihétionary
pressues within the aga—nothle among vhich ale
the eldively stong gowth and @erheding risks evi-
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dent in leland the Nethelands,Portugal, and Spain,
the elaively solid epansion under ®y in France
and the contisting ecent slugishness of aatity in
Gemary and Itaj—have to be dealt withypnational
fiscal and strctural policies. But hex thee is also an
unfinished @enda of longstanding pblems to be
tadkled.

In most of the ewr ara,ther has been little ftier
progress with iiscal consoliddon since the Maastht
treay test year of 1997and tax brdens ag & or dose
to histoic peaks.To put govemment fnances on a
sound boting and to impave prospects dr a lasting
revival of growth, most counties need mgressvely to
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eliminae their stuctural defcits, and some couriers
with paticulaly heay debt burdens or parculady
adverse demgraphic piospects need to ainorf stiuc-
tural supluses. In elaion to these needssereral
counties’ medium-tem fiscal pograms,which ervis-
age defcits remaining though 2002are insuficiently
ambitious Assuming thaa sustainlle recorery mate-
rializes, all counties in the aga should ensarthd
their plograms ae stong enough to duce fscal pe
sitions dose to balance or in quius by 2002,and also
strong enough to ede rmom for reducing Euope’s
debilitating tax rtes. In this egard, the ecent Geman
consolidaéion padkage is paticulady welcome:it in-
cludes apropriately targeted gpenditue restaint and
income tax eforms tha together ae epected to
adieve both a bwadly balanced medium-ter fiscal
position and a Mer tax lurden.The adiitional mea
sutes needed to Aeve medium-tan fiscal balance in
Austiia, France ltaly, and Prtugal amount to 1-%

percent of GDP Elsevher the adjustment needed is

smaller but in Ireland the Nethelands,and Spain ad
ditional fiscal consolidaon would hare the benéf of

helping to modete inflationalty pressues and educe
the iisks of a subsequent lildlanding—considetions

tha also ad force to the ayument 6r budgetaly tight-

ening in Prtugal. In the counties &peliencing ela

tively weak gowth, there is bom to allav the aute

mdic stebilizers to opeate as long as the 3 pent
deficit limit of the Stdility and Gowth Pact is not put
at risk.

The futther reduction of stuctural budget defcits,
together with the eduction of tax brdens needed to
improve incentves br emplyment and job @ion,
will require wide-angng reforms to contain the
growth of expenditues,especialy spending on subsi
dies, pensionsand welfare payments. But strctural
fiscal imbalances aralso elaed to the psblem of
structural unemplgment. The lébor maket reforms
needed to ddeve a substantialeduction of unem
ployment in Euope were discussed in the Mal999
World Economic OutlooKThey include eforms of un
employment benef and ldor taxdion systemsthe
liberalizetion of job piotection Igislation, and eform
of the wage deteminaion process. In adition, ques
tionable policies sulb as stautory reductions in wrk-
ing time need to be implementdaxibly if they can
not be a&oided The emplgment pact greed & the
Cologne Euopean Council in ebr June 1999which
added a dialgue on maaeconomic deslopments
(involving govemments,the ECB trade unionsthe
Commission,and emplgers’ organizdions) to &ist-
ing processesdcusing on n@onal reform programs,
seems unligly to adl suficiently to pressues br
meaningful and longwerdue eforms.

Outside the eur ara alsothere hare been inaas
ing indicaions in some cases thgrowth has bgun to
strengthen in ecent months. In thenited Kingdom
growth sloved virtually to a halt in léee 1998 and ebr
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1999 lagely owing to a maked detine in net eports,
which reflected the s&ngth of stding as well as the
wealening of etemal demandMore recent dea—in-
cluding a modeate pidkup in gowth in the second
quater—sugest tha the econom has bottomed out
without a ecessionand the pojections she growth
picking up though 1999 andelading its potentialate
ealy next year This gpaent“soft landing”has been
made possile patly by subdued irétion a the peak
of the g/cle—sinceApril it has been belw its 24 per
cent taget mte—which has in tun patly reflected
maikedly improved lebor maket perbrmance as @l
as skillful mangement of monetgr policy. The
growth of lebor eanings modeated futher duing the
recent slavdown of gowth, facilitating further de
clines in unemplgment to 19-gar lavs. The Bank of
England levered oficial interest etes in tw stes in
April and dine to 5 patent and then, in view of
strengthening consumer demamdised ates ly 4 of
1 pecent in Sptember Looking aheagthe gpropri-
ate direction and timing of subsequerttamges will
depend on the stingth of the ecovery, movements in
steting, and other infiences on mspectve inflation.

In Sweden the bendfs of macpbeconomic and
structural reforms intoduced in esponse to the sere
economic dificulties of the edy 1990s hae been p-
parent in the érm of robust gowth, projected to &
main apund 3 pecent in 1999 and 2000pmbined not
only with dedining unemplgyment,but also fscal sur
pluses and rgdigible inflation. Hscal poligy needs to
remain frm to consolidte these gins,achieve fuither
reductions in pulic debt, still high & around 70 per
cent of GDPand futher ieduce the si& of the pubc
sectof Additional lébor maket reforms ae also
needed to immve gowth in pivate sector empip
ment. In bothDenmak and Norway, by contast,
growth is piojected to sla to less than & percent in
1999 bebre piking up aain in 2000.The slavdowns
this year ae patly the esult of frmer macoeconomic
policies intoduced to stem signs oW@rheaing tha
emepged in 1998although in Nonay the main &ctor
has been a lge contaction in irvestment éllowing
mary yeass of apid growth. Contirued fscal iestaint
would be @propriate in Norway to tale pessue off
interest @tes, which have been elaively high by
European standds. Gowth in Switzrland, which had
picked up in 1997-98 aftersral years of stgnaion,
sloved ajain lae last yar as gports wealened With
the Swiss fanc boadly stéble against the ewr since
the bginning of the yar monetay conditions a& naw
suppoting a stengthening of gowth, but stiuctural re-
forms,especial in product makets,are needed to im
prove medium-tem growth prospects.

5The shae of geneal govemment &penditue in GDP hasdilen
from 70 pecent in 1993 to a piected 59 peent in 1999still the
highest among the induktt counties.



Emerging Market Economies in Asia and Latin America: Ensuring Sustainable Recoveries

Emerging Market Economies inAsia
and Latin America: Ensuring
Sustainable Recweries

The macoeconomic pedrmance of the ¢sis-hit
economies iAsiahas contined to impove in recent
months. Bsitive GDP gowth is epected in almost
all counties in the egion in 1999 as a hole with
projections in some casesvised up substantial
(Table 1.5). Expors have generlly increased sup
ported ty competitve exchang rates and impoved
growth in regional trading pamers. The bottoming
out of some commodity mes and an uptarin the
electionics industy have also helped to undan the
recovery. The patial recovery of cepital inflows has
easedifhancing constints in most caseand the ise
in conidence along with detining inflation, has per
mitted futher monetar easing Fscal poligy also
continues to plg an impotant suppdive mle. A re-
sumption of inentoly accunulation is being élt as
well, while weaherrelaed tunarounds in griculture
are also contbuting to gowth in Indonesia and the
Philippines—an intience also @paent in India.
Stronger gowth is piojected br 2000 in most coun
tries as theecent impovements in economic cdnf
dence and actity are followed by a bioaderbased
pickup in domestic demand-or the ecovery to be
sustainale, however, there is an genda of stuctural
reforms still to be completedPlans ér financial see
tor restuctuiing are geneally well advanced with
more stingent pudential standals in placebank e-
capitalization proceeding and plans adoptedif the
privatization of stde-onvned institutions. Butaforms
in the coporate sector a lagging behind in all the
crisis counties,and pastxpelience fom maiy other
counties points to theisk tha losses in this sector
rather than being boe ly comorate shaeholdes,
may be lagely shifted to theihancial system and ul
timately to taxpyers thiough epeded recaitaliza
tions of banks.

Korea has been acovering & a suprisingly fast
pace fom the shar contaction of 1998 badked ty
suppotive macoeconomic policies—inading inter
est ates belov preciisis levels and an »@ansionay
fiscal stance; Ml inflation; and a competite e-
change rate. The lage curent account sptus and
strong c@ital inflows have led to some stngthening
of the won, although the Bank of #tea has intetrened
to slov the pace of @precidion and to ebuild re-
sewnes.The sustainaility of Koreas gowth, however,
depends on decigeé and commrhensie actions to
tadkle the unihished genda of eforms in the ihan
cial and coporate sectos. In the inhancial sectqrthe
focus of &ention needs to tarfrom the banking sec
tor—where restuctuing is well advanced—to non
bank fnancial intemediaries. In the cqrorate sector
rapid and equithle resolution of the Dagoo situaion
and more ¢enerlly, strengthening the cporate
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workout procedue for the other laje and midsie
chaebol are ciitical.

In Malaysia, a stong economic ecovery is also
now undervay in response toigcal and monetgr
stimulus and the mming of the e&chang rate & a
competitve level. Output gowth for the year cur-
rently projected &about 24 percent,may well need to
be revised upvard. Contiruing excess cpacity in the
econony has beendflected in delining inflation as
well as a lage trade suplus. Caital contols, intro-
duced in Sptember 1998remain in effect, but have
been moditd. Financial and cquorate sector @stiuc-
turing is contiiing; with bank ecaitalization and
purchases of nonpeasfming loans (NPLs) essentigll
completed the curent focus is on disposal of NPLs
and consolid@gon of the banking systeni\s the e-
covely progressesthe authaities will need to eview
the exchange rate pey and emaining caital contols.

In Thailand also the ecovery has stengthenedA
range of indicdors point to an in&ase in consumer
spending and net gports hare also piked up; it
with cgpacity utilizaion still low, investment haser
mained veak. Fscal and monetgrpolicies contine
to suppor the ecovery. The orerall pulic sector
deficit, including the costs ofifiancial sectorestuc-
turing, is projected to rceed 7 parent of GDP in the
1998/99 iscal year bebre detining steadiy with the
recovery in economic actity. Ovemight inteest ates
have recenty been as l as 1 pezent,compaed with
over 10 pecent in the un-up to the dsis. Anancial
sector estuctuiing is boadly on tadk, with banks
now focused on aising adlitional caital to meet
higher pudential standals,and the bank jpratization
program is m&ing ahead after some initial dg&a
The frameavork for comporate restuctuiing is lagely in
place strengthened ¥ recent pasgge of bankuptgy
and Pbredosure lavs; this famevork nov needs to be
implemented

The hadest-hit cisis econorg in Asia, Indonesia,
now also seems to ke tumed aound and although
real GDP is still ppjected to ddine a little futher in
1999 as a Wole positive gowth resumed in theirfst
half. Inflation is pected to ead single digts on a
12-month basisypthe end of the gar However, the
scandal supunding Bank Bali and theisis in East
Timor risk setting bak prospects of an elgrretum to
financial staility and sustainedrgwth. While the e-
covely so far has been dren by improvements in gri-
cultural output andxports, Indonesia still ices deg-
seded stuctural problems tha must be adressed dr
a rohust recovery to talke hold High levels of nonper
forming loans (Maich amounted to aund 55 perent
of total loans aend-April, but dedined to 40 perent
after some wre tanskred to the bankestuctuting
agenq) have increased thextent of bank insoleng
and the costs ofehailitation. While a coheent e
covely strategy is in placeit has et to be irmly im-
plemented To contain bank estuctuiing costs,in-



I WORLD ECONOMIC OUTLOOK AND CHALLENGES OF GLOBAL ADJUSTMENT

Table 1.5. Selected Deeloping Countries: Real GDP and Consumer Pices
(Anrual pecent hange)

Real GDP Consumer Reces

1997 1998 1999 2000 1997 1998 1999 2000

Developing countries 5.8 3.2 85 4.8 9.2 10.3 6.7 5.8
Median 4.1 35 3.7 4.4 6.2 5.3 4.3 4.0
Africa 3.1 3.4 3.1 5.0 11.1 8.7 9.0 6.9
Algeria 1.1 4.7 4.6 5.4 6.8 6.2 5.3 5.0
Camepon 5.1 5.0 4.4 4.8 5.2 2.8 2.0 2.0
Céte d'loire 6.0 5.4 5.5 5.8 5.6 4.5 25 25
Ghana 4.2 4.6 5.3 6.0 28.8 19.3 10.0 6.4
Kerya 2.1 15 2.1 &5 11.2 6.6 5.0 5.0
Morocco -2.0 6.3 0.6 5.1 1.0 2.7 2.0 25
Nigeria 3.1 1.9 0.5 33 8.5 10.0 125 12.5
SouthAfrica 25 0.5 0.7 Bl 8.6 6.9 6.5 5.5
Sudan 6.7 5.0 55 5.2 46.7 17.0 16.9 9.0
Tanzania 35 3.3 3.9 5.1 16.1 12.6 7.8 5.1
Tunisia 5.4 5.1 5.5 6.5 3.7 3.6 3.6 35
Uganda 5.2 55 7.0 7.0 7.8 5.8 5.0 5.0
SAF/ESAF counieg 52 4.6 5.6 5.8 8.0 7.7 5.9 4.3
CFA countiies 51 4.9 4.5 583 4.4 3.6 2.7 2.5
Asia 6.6 3.7 5.3 5.4 4.8 8.0 3.1 Bi5
Bangladesh 5.2 4.8 4.5 4.5 4.8 7.9 7.9 7.0
China 8.8 7.8 6.6 6.0 2.8 -0.8 -15 1.5
India 5.5 5.8 5.7 SI5 7.2 13.0 6.5 7.2
Indonesia 47 -13.7 -0.8 2.6 6.6 50.6 227 5.7
Malaysia 7.7 -6.7 2.4 6.5 2.7 5.3 3.0 2.4
Pakistan 1.2 3.3 3.1 4.0 12.5 7.8 6.1 6.5
Philippines 5.2 -0.5 2.2 8b 6.0 9.7 8.5 6.0
Thailand -1.3 -9.4 4.0 4.0 5.6 8.1 0.5 2.0
Vietnam 8.2 3.5 35 4.5 3.2 7.7 7.6 6.0
Mid dle East and Euope 45 3.2 1.8 3.1 231 23.6 183 13.1
Egypt 5.0 5.4 6.0 5.4 6.2 3.8 3.7 4.0
Iran, Islamic ReuHbic of 3.0 1.7 1.0 2.5 17.3 22.0 15.0 10.0
Jordan 13 2.2 2.0 25 3.0 4.5 1.9 2.8
Kuwait 25 2.2 -1.1 0.7 0.7 0.5 0.9 1.7
SaudiArabia 2.7 1.6 -2.0 1.1 -0.4 -0.2 1.5 11
Turkey 7.6 2.8 1.2 2.6 85.7 84.6 60.4 38.2
Westem Hemisphere 5.3 2.2 0.1 3.9 13.2 10.6 9.8 7.6
Argentina 8.1 3.9 -3.0 1.5 0.8 09 -08 0.6
Brazil 3.7 0.1 -1.0 4.0 6.0 3.8 4.6 4.8
Chile 7.6 3.4 -0.4 5.3 6.1 5.1 4.0 3.3
Colombia 2.8 0.6 0.0 2.6 18.5 18.7  11.7 10.8
Dominican Reubic 8.2 7.3 7.0 7.0 8.3 4.8 7.8 4.2
Ecuador 35 0.4 -7.0 1.5 30.6 36.1 55.1 36.2
Guaemala 4.1 4.9 3.9 4.5 7.1 7.5 6.5 6.0
Mexico 7.0 4.6 3.0 5.0 20.6 16.7 171 11.2
Peru 7.2 0.7 3.0 5.3 8.5 7.3 4.4 5.3
Urugugy 51 4.5 -2.0 25 19.8 10.8 6.0 3.0
Venezuela 5.9 -0.7 —7.6 1.6 50.0 358 244 17.3

1In accodance with standdrpractice in theAbrld Economic Outlooknovements in consumeripes ae
indicated as anumal averages,rather than as December/Decembleanges duing the year as is the pctice
in some countes.

2African counties tha had arangementsas of the end of 1997nder the IMFS Stuctural Adjustment
Facility (SAF) or Enhanced Sictural Adjustment Rcility (ESAF).

creased loanacovery from major coporate dédtors is In the Philippines,a tumamund in @riculture and
essential.Ther is also a needof improved imple rising exports ae suppaing a boader pi&up in de
mentaion of the navly amended banlptgy law, the mestic output and spendingmprovements in cord
fully effective introduction of anticauption legisla- dencetogether with delines in infation, have helped
tion, and a wideange of reforms to stengthen cqro- interest etes to &ll belov preciisis levels. Fnancial
rate govemance sector eforms ae geneally on tadk; hovever, more
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rapid progress is needed in\g=al areas of pulic sec
tor reform.

Following the wealening of actiity in 1998, a
strong economicecovety is under vay in Singapore,
with growth of 4-5 pecent &pected in 1999-2000.

Helping to suppdractvity has been a substantial eas

ing of fiscal poligj—an gpropriate response igen the
county’s paticulady strong recod of fiscal discipline
and its lage extemal assets—and acovery of exports

of electonic pioducts. Notwithstanding the easing of

monetay policy following the outbeak of the egional
economic dsis, inflation has emained nearezo.

There ae also ecent signs of an economic rur
around inHong Kong SARLed by a rbound in pi-
vate consumptionputput ose shaply in the second
quater this year after ifve consecutie quaters of de
cline. While the deline in exports gppeas to hae bot
tomed out, private irvestment emains slugish.
Financial maket developments hae been encoag-
ing, with stok maiket and eal est&ge pices ecover-
ing, downward pressues on the cueng/ receding
and inteest ates detining close to etes on US. dok
lar-denomin&ed assets. Hweever, with the pice level
contiruing to detine, real inteest ates ae still rela
tively high. The banking sector emains swng,
notwithstanding @cent inceases in nonpesfming
loans and xposues of some banks (and thelieats)
to potential dificulties in China.

Chinahas veahered the diects of theAsian cisis
relaively well, aided ly fiscal stinulus in mid-1998,
and also p its relaively strong extemal position. GDP
growth, while slaving, has emained apid by most
standads. The gpreciaion of regional curencies and
deflation in China hae also eversed the eal efective
appreciaion of the enminbi in the initial stge of the
crisis. Neverthelessstrains on the econoyrare shav-
ing, reflected in veak pivate demand deflationary
pressues,cgpital outfows, and higher unempjonent.
Against this bakground the authaities’ intention to
easeikcal policies futher in 1999 is ppropriate espe
cially to the etent tha this can be used to strgthen
social saéty nets anddster estiuctuiing. Following
recent eductions in interst etes,however, the scope
for further monetar easing mg be constined gven
the emegence of signitant diferentials in &vor of
foreign rates. On the stictural side the key challenge
remains to accelaie reforms in the st enteprise
and fnancial sect@ and to sngthen theaverue ef
fort over the medium ten. The welcome estalish-

ment ofAsset Mangement Companies will need to be

accompanied Yy the deelopment of a stng cedit
culture and futher enteprise lestuctuiing to pevent
new losses in the futer Given the lilely costs of bank
and enteprise estuctuiing, it will also be impotant
to stengthen theigcal position ger the medium ten,
including thiough futher everue mobilizaion.
Economic actiity in India held up elaively well
throughout the ihancial cisis in Asia, suppoted in
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patt by eatier structual reforms tha contibuted to
growth rates of wer 7 pecent in the mid-1990snd
current indicaors sugest tha GDP gowth should e-
main stong & around 3% to 6 pecent in 1999 and
2000.The incease in gricultural incomes is pvid-
ing a boost to domestic demamahd with exports also
recovering, industial production has lgun to evive.
Inflationaty pressues,meanvhile, have dedined, with
wholesale pres inceasing & their slavest ete in
over a decade; this dawe lamgely reflects the easing
of suppy problems in a mmber of ley agricultural
commodities. Havever, to estélish the conditionsdr
strong sustainiale growth over the medium ten, pol-
icy action is needed on amber of fonts.A key con
cem is the lage public sector ddtit, which is &-
pected to ise to almost 10 peent of GDP in
1999/2000 resulting in a high kel of pubic sector
debt, and is aslersely affecting irvestmentThe pior-
ity for the nev govemment to be drmed in October
will be to esthlish an ambitious and ell-specifed
medium-tem fiscal adjustment pgram,coupled with
commitments to bild on the pogress alead/ evident
in a rumber of aeas of swctural reform. In adlition
to the pulic sector eforms neededdr fiscal consoh
daion, prospects dr meaningful gowth in per caita
income would be gedly improved though fster
progress with the pvatization of stde-ovned banks,
combined with measas to incease laor maket flex-
ibility, deregulae pioduct makets,and libenlize the
trade egime.

In Pakistan the extemal position s&ngthened in the
first half of 1999with intemaional reseves ecover-
ing from a pecaiously low level & the tun of the
year This reflected the@sumption ofihancial suppadr
from the IMFE an associad esheduling of dbt to of
ficial bilateral creditors, and a s&ngthening of eco
nomic policiesgspecial steps to einforce the bidget
and the unitation of the &change rate. Sustained im
provement in the x@emal position and aecovery of
growth will require moe detemined implement#on
than in the past of wideangng stiuctural reforms,es
pecially fiscal eforms aimed fabroadening the tax
base and im@wing tax collection.

Recent deelopments inLatin Ameica have been
very mixed, contibuting to divergent revisions in ece
nomic pojections. Br the egion as a Wole real GDP
is nav expected to beldt in 1999,and the gowth pro-
jection for 2000 has beerevised up to 4 peent.
Upward revisions to gowth projections 6r Brazil and
Mexico, however, have been pdly offset ty down-
ward revisions Dr Argentina, Chile, Colombia,
Ecuadoy and VenezuelaThe davnside rsks remain
substantial,given the polig challengs tha mary
countiies contiue to fice the heay political calendar
in the egion, and the fagility of financial sentiment,
which was demons#ted ajain by turbulence in edy
July. The possibility of a yclical slovdown in the
United Stées is also aisk factor
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Undepinning the &sterthan-epected ecovery in
Brazil has been tharim implementtion of stdiliza-
tion policies,which has led to aapid rebuilding of
economic conflence since Mah. With the exchang
rate having stailized after its initial wershooting and
the pass-tlaugh efects on infation having been ell
containedthe monetar authoities hare been Ble to
reduce integst ates steadjl. Higher tax everues and
firm expenditue contols hase kept the pimary bud-
get suplus dove its 1999 taget and thiscombined
with lower inteest ates and the stnger exchange
rate, has bgun to everse the apid buildup of net pub
lic debt of recent yass. Extenal trade has beeneak,
with exports dedining by 14 pecent and impds by
17 pecent in theifst half of 1999. Haever, substan
tial gains in eport maket shae ae epected in the
peliod aheadfollowing the 35 perent detine in the
real efective exchang rate in the irst half of 1999.
Further piogress in sengthening the magceconomic
framevork—including impoved contol of pubic
spending and &ctive implementton of the nev in-
flation-talgeting framevork for monetay policy—
along with stuctural reforms,is needed to suppithe
recovery and educe the coungts high isk premium
still appaent in eal inteest etes.

The economic outlook iMexico has also impved
led by stronger exports and industal production and a
more recent pikup in pivate consumptionand e-
flecting the lboyang/ of growth in the county’s main
trading pamers in Noth America. Fnancial maket
indicators also signal d@se in conidence since the end
of 1998; the rchang rate and the stdcmaiket have
both stengthenedand inteest ates hae fallen—at
beit with patial mid-year eversals linlked to US. in-
terest ete deelopments. Bcal poligy remains irm,
although futher measwes to educe the bdget’s de
pendence on oilelaed everues wuld be desable.
The monetar authoities ae gaduall shifting tovard
an infation-taigeting framewvork tha should help in
reducing infation further The banking sectoemains
weak bllowing the 1994—95ifiancial cisis, with low
profitability, undecapitalization, a substantial torden
of nonperbrming loansand contiied cedit disinter
medidion. Much more rapid progress with banke
structuiing is required The authoties hare recenty
announced v measues to stengthen theegulaory
frameavork including tougher ules on cpital and
loan-loss povision requirements to eskdish condi
tions necessgifor the dismantling of the wersal de
posit insuance guantee implemented edier this
yeat by the end of 2002. [t legislation to reform
the bankuptcoy law is also &pected to be msented to
congess lger this year to impove creditorborower
relaions and suppo@a resumption of adit extension
to the pivate sectar

Since lae 1998,economic actiity in Argentinahas
dedined moe shaply than peviously expected and
GDP is nav projected to &ll by 3 pecent in 1999with
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contirued devnside isks to the pojected ecovety.
Tight financial conditions and aassening of the tens
of trade (stemming ém lower agricultural commodity
prices) hae contibuted to veak domestic demand;
this has led to a lge fall in impotts, recenty down by
as nuch as onedurth on a 12-month basishe eces
sion has also coribiuted to a wealening of the iscal
position. Frm macpbeconomic margement and a
clear commitment to fuher stuctural reforms will be
called pbr from the gvemment thaemeges flom the
October elections. I€hile, the slavdown tha began
in 1998 also contimed in the ifst half of 1999While
exports have dedined awing to poor &emal maket
conditionsweak domestic demand has led to agbar
fall in impoits and a eduction in the cuent account
deficit. These deelopmentstogether with contiging
low inflation and rsing unemplgment,have pemitted
a lowering of the cental banks real inteest ete taget
by over 3 pecentaye points since the gmning of the
year; thg also pompted the authdres to intoduce an
expansionay fiscal pa&age.

Colombia,EcuadorandVenezueldave all been e
peliencing skere economic dffculties in ecent
months,with sizeeble contactions in output mjected
for Ecuador and/enezuela in 1999 and gninodest
recoreries &pected in 2000.While inflation in
\enezueldas delined since 1998t remains high and
has esulted in a signitant gprecidion of the eal
exchang rate. The incease in oil gces in ecent
months has coributed to substantial impvements in
Venezuelas extemal balance anddtal position,but
the pullic sector ddtit is expected to@main & about
5 pecent of GDP in 1999Vhile the authdties hare
taken st@s to stem thadcal slippae, including limit-
ing pubic sector vage increasesadlitional reforms
are needed to impve the quality ofiscal adjustment.
Over the longr tem, there is a needdr reforms di
rected &strengthening the non-oil sector of the econ
omy. The econom of Ecuadoris paticulady fragile,
with inflation rising, a laige pat of the banking sector
in crisis, and the ikcal position detéorating. Inflation
is expected to in@ase futher, driven by monetay ex-
pansion 6llowing the centl banks provision of li-
quidity suppor to trouded bankscombined with the
large exchange rate deprecidion ealier in the year
Monetay contol needs to beapidly reesthlished
implementéion of a cedile stiategy for resolving the
banking cisis is also wently required, and stuctural
improvements in the puic finances a needed as
well.

After mary years of relaive macoeconomic stail-
ity and steag growth, Colombiahas ecenty been
suffering its most seere recession since the 1930s,
with unemplgment eading a ecod high of 20 per
cent and the banking sector in acutisisr The peso
was dealued ly about 12 perent in lde line to halt
the deletion of intenaional reseves. Rlicies
adopted subsequeyntio stengthen the puic finances
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and estucture the banking sectoraessential toer
turn Colombia to a pgh of sustainble growth.

Mid dle East andAfrica: Varying Responses
to Adjustment Pressues

The economies of the Mille East and\frica hare
recenty been infuenced ly three deelopments. st
were mozements ircommaodity pices.The incease in
oil prices since Math is helping to impove the ater-
nal balancesfiscal positionsand sharterm growth
prospects of oil-gporting counties, while the pesis
tent weakness of non-oil commodityipes contines
to constain gowth in mary other countes, espe
cially in Africa (Bax 1.4). Secongdoressues Dr struc-
tural reforms have inceasedin some cases because
of the economic difculties bought on ly depressed
commodity pices in ecent yass. Thus,increased of
ficial attention has beeniggen to peparations for, and
in some cases the implemetita of, the prvatization
of pulic utility and transpotation companies (in
mary of the 20 sub-SahanAfrican ESAF countes,
including Cameoon, Céte d’lwire, Ghana,Mozam
bique Sengal, and Tanzania,and also inAlgeria,
Jordan,Kuwait, SaudiArabia, and SouttAfrica); and
to pubic sector eforms and other gtictural measugs
intended to impove fiscal contol (in all ESAF coun
tries in sub-Sahan Africa) or to impove the lisk
nessand irvestment evironment (br example in
Morocco). The full implementtion of sut reforms
would hare substantial benig for the two regions’
longer-term economic prspectsThird, the economic
outlook is also being spad ly various impovements
in trade and political coopetion. Several positve
developments can be citedncluding the common
extemal taiff being implementedybtheWestAfrican
Economic and Monetgr Union; taiff reductions
introduced under the aA-Arab Free Trade Agree
ment; tade greements with the EU colued ly
Morocco, Tunisia,and SouthAfrica, together with a
range of other biléeral trade libealization measugs;
plans br estélishing free-tade aeas in 2000 in the
Common Maket for Easten and SoutherAfrica and
also in the SoutharAfrican Derelopment Comm-
nity; and enaved momentum in the Mdle East
peace pwcess.Another impotant deelopment is
tha some countes, patticulary in Africa, are bein-
ning to bendt from the eductions in their>@emal
debt overhang stemming mainl from the HIPC
Initiative. Countres obtaining det relief under this
initiative have used theasouces feed up to inarase
puldic spending on anti-perty programs. On the
other handthe militaly conflicts tha involve, directly
or indirectly, around one-thid of the counies of
subSahaan Africa represent a major impediment
to building political and economic dtdity (see
ChapterVl).
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For Africa as a vhole, projected gowth has beerer
vised daevn slightly, with GDP nav expected to gow
by amund 3 perent in 1999 and 5 pesnt in 2000.
However, this aggregate pictue masks theafct tha
Algeria and man of the smaller countgs—induding
Camepon, Céte d'lwire, GhanaMozambiqueSudan,
Tanzania,Tunisia,and Uganda—hsge been pedrm-
ing rather well in macpeconomic tans: growth of
4-5/; percent is pojected br most of these cournis
in 1999,with some futher stengthening xpected in
2000,and infation has gneanlly been held low-to-
modeegte single-didt levels.This relaively strong pef
formance mg be dtributed in patr to contirued g-
propriate macoeconomic policies anéh some cases,
maikedly more favorable weaher conditions. &r
GhanaMozambiqueand Ugnda,their recent stong
performance is a contudtion of sustained mgwth
since the edy 1990s. InAlgeria, fiscal and monetgr
policies vere tightened in 1999 to counter the deter
ration in the &temal ewvironment causedybthe de
cline in oil prices,and an gtensve program of stuc-
tural reforms has been implemented since 1995.
Tunisia consisteny} stong gowth is piojected to con
tinue in 1999 and 200@riven by strong &port per
formance and suppiad Ly fiscal consoliddon and a
flexibly man@ed echang rate regime.

On the other handeconomic actiity has been
much wealer in thiee of the other lgest African
economies. InSouth Africa, growth is epected to
strengthen somehat in 1999 bllowing the slevdown
in 1998,suppoted ly renaved financial maket con
fidence much lower inteest ates, and impoved
prospects dr exports (especiayl to Asia). While fur-
ther modestaductions in intexst etes mg be apro-
priate as infation contirues to deline and aifm fis-
cal position is maintainedhe scopedr inteest ate
dedines is limited ly the need to safjluad the ater-
nal position and thus helpduce the net openrfvard
position of the Resge Bank.This would reduce the
SouthAfrican iisk premium and boost theetnd ete
of growth. Raid implementtion of stuctural re-
forms would also undeain prospects dér stionger
growth in 2000 and wer the medium ten. GDP in
Nigeria is projected to gow by only 2 of 1 pecent in
1999, combined with bdget and curent account
deficits of aound 8 perent and 14 peent of GDP
respectiely. While these aderse deelopments a
paitly attributable to lower oil pices in 1998 and
eaty 1999 and the subsequent ghaduction in oil
production assoctad with lover OPEC quotas—
non-oil GDP is gpected to inaase i 3 pecent in
1999 compaed with a 4 perent detine in oil GDP—
slippages in fscal and monetgrpolicies in the ifst
quater of 1999 hee exacerbéed the situiion. These
problems hae since been ptally corected with
higher oil pices also impmving export and pulic
sector everues. Havever, to revive economic gwth
over the medium ten, there is a needdr further fis-
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The pice of oil has contined to fuctuae widely in re-
cent yeas (see ifst figure). After reating a peak of
neaty $25 a bael in eaty 1997,0il prices €ll shaply,
to belav $11 a bael in ealy 1999, as the global eco
nomic slavdowvn wealened oil demandtahe same time
global poduction contined to incease Since Mach
1998,ther hare been débrts by oil-producing counies
to raise pices ly constaining suppl. These dbrts
proved unsuccessful until thevere intensifed in Maxch
1999,around the time thiaglobal demanddr oil began to
pick up. Oil pices subsequentrose shaly, and pushed
above $21 a bael in August.With this recent ise, petro-
leum pices ae nav above their 10-gar aerage.

As with other commodity fices,the futue pah of oil
prices is an essential assumption uhdeg projections
in the World Economic OutlookThe methodolgy used
to set the oil gce assumption is téaical @ther than

World Oil Markets: Production,
Consumption, and Pricest

1'5_' Production-Consumption Balance and Prices? " 30
1.0- Production less consumption -27
. (left scale; millions of barrels a day) R
0.5- -24
0.0 21
-05- - 18
1.0- Oil prices - 15
- (right scale; U.S dollars a barrel) -
15—t 1D
1984 86 88 920 92 9% 96 98
~ Oil Price Assumption 2%
- (U.S. dollars per barrel) -24
- - 22
- Assumption3 -20
- -18
- -16
- -14
- -12
L 1 1 1 1 1 10

1996 1997 1998 1999 2000 2001

Sources: Bloomberg Financial Markets, LP; International
Energy Agency; and IMF staff estimates.

1Simple average of U.K. Brent, Dubai, and West Texas
Intermediate spot prices.

2For 1999, the production-consumption balance is an esti-
mate. The oil price is the WEO assumption.

3Based on ail price futures as of August 18, 1999.

Box 1.4. Oil Price Assumptions and theWorld Economic Outlook

judgmental or model-basetlearterm projections—up
to eight quaters ahead—ar detemined ly futures que
tations, averaged over five trading sessions t@duce an
undue impact of dato-day volatility.l Beyond eight
quaters, prices in the baseline @arassumed constant in
real tems, using as a dé&dtor the pojection br export
unit values br manufactued gods fom the mostecent
World Economic Outlook

The oil pice assumption used in thitbrld Economic
Outlook was set omAugust 18,1999 along with other
global economic assumptions Buas pices br other
commodities,exchang rates, and inteest ates br the
major curenciesThe baseline oil jice for 1999,$16.70,
reflects actual pces duing the frst s&en months of the
year including a lav of less than $11 a bat in February,
and the pces in futues makets (in theifve trading dgs
prior to August 18) ér oil to be delrered though the e
maining months of theear (seeifst figure). The as
sumption 6r 2000,$18.00,is based entaly on futues
prices and eflects the darnward slope in the ten stiuc-
ture of futues pices br delivery through the gar

After the global economic assumptiors the World
Economic Outlookvere set in mid-Aigust,spot and near
tem future oil pices pbse to $23 a beel in mid-
SeptemberThis chang in maket conditionsif sustained
would sugiest an upard revision to the oil pice baseline
of about 7 to 8 parent br 1999-2000 if aevision were
to be madetahe time of witing. The revision in 2001 is
in the 3 to 4 paent ange; it is smaller because of the ten
deng for futures pices a longer delvery daes to be less
influenced l day-to-day shifts in the spot mket and an
chored moe, albeit loose}, to past gerage oil pices.

A change in the pice of oil afects the wrld econony
through seeral channels andeview of these can pride
an indicaion of hav the macoeconomic prjections mg
be afected ly a revised assumptio.he ollowing anay-
sis and accompging tebles andifjures assume a 10 per
cent incease in the jre of oil, about the same inease
tha has occued in makets since the baseline assump
tion was set.

e Arise in oil pices would cause a ansker of income
from oil consumes to oil poduces. For instanceif
oil prices incease b 10 pecent,or éout $2 a bar
rel & cumrent pices, oil-producing counies would
gain é&out $16 billion in &port reverue, if the piice

1Projections based on oil futes pices gpear to hee been
more accuate than pojections based on amdom valk model,
which is essentiayl an assumption théhe best mjection of fu
ture oil piices is gven by their most ecent leel. Random alk
models ae often used as a bémmak against vhich altenéative
forecasting methods ertested See Manmohan wmar, “T he
ForecastingAccuracy of Crude Oil Futues Pices] IMF Staf
Papers (June 1992)pp. 432—-61.

cal consolid&on, reductions in the highate of infla-
tion compaed with other counites in the egion, and
detemined implementi@gon of the nev govemments
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plans br piivatization, deregulaion, and other strc-
tural reforms. Weak gowth in Morocco in 1999 is
pattly the esult of a dought-elaed dedine in ayri-
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First Round Effects on External Current Account

Balances of 10 Percent Oil Price Increase
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rise were to be sustaineaf a full year and the ol-
ume of oil tade vere undhangd (see secondjiure).
Oil-importing countres would see their impomills
rise ty the same amount. On egional basiscoun
tries in the Midlle East wuld cain dout $10 billion,
or about 2 pecent of their ggregate GDP Other e
gions would see smaller ains. Oil-impoting ad
vanced economiesauld pa the hulk of the higher

Impact of a 10 Rercent Increase in Oil Pices

Real GDP CPI Inflation

Major Industr ial Countries

United Staes -0.1 0.2
Japan -0.1 0.1
Euro area -0.1 0.2
United Kingdom - 0.1
Canada -0.1 0.2
Oil-lmpor ting Developing
Countries?

Africa - 0.3
Asia -0.2 0.4
Westen Hemisphes - 0.3

Souce: Major industral counties: MULTIMOD simulation.
Developing county regions: IMF staf estimdes.

1Deviation from baseline

2Weighted a&erage of the lager economies in ehaegion tha
are not major oil eporters. The Middle East and Eope egion
is not shavn because of the impance of oil in thisegion.

import costsas tade in oil is mosyl balanced acss

emeping economies on agional basisgexcept for

the Middle East.
e For the indusial counties,a 10 pecent ise in oil
prices would tend to aise infation rates and educe
real output slighyt (see ifrst teble). The estimeed e
duction in output andise in infation ae smaller
than the gpeiences of the 1970s and Bad980s
would sugjest because thetio of oil consumed to
GDP in these courigs has ddmed consideably
since then wing to geder eficieng in the use of
oil. The estiméed impact on irétion is also mited
because the moneyaauthoities in the major indus
trial counties ae assumed to fget inflation and
therefore tighten policies with thase in oil pices.
For oil-exporting deseloping countes,a 10 pecent
rise in oil pices would lead to an inease in eport
and tax everue tha could impove govemment
balances (see secondl®). Hov govemments eact,
and the rtent to which higher eal incomes a&r
passed on to theipete sectormay dgpend paity on
the county’s past access toxtemal financing
Countiies sut as Saudhrabia and Kiwait tha have
traditionally been net @ditor counties ma choose
to replenish eseves. In these cases, lise in oil
prices mg have little immediae impact on the do
mestic econom Alternatively, they may use the ad
ditional reverue to ease spendingstraints adopted
as oil pices detined, and contibute to a pikup in
domestic demand-or other oil &porters tha in the
past hae been net deors, suc as Meico, Nigeria,

(continued on net page)

these agas vould enhance the potential beitefo be

cultural output,and a ebound is &pected in 2000.
Again, however, ther is a needdr adlitional fiscal
consolidéion and stoctural reforms; piogress in

deilived from the impotant tade libealization mea
sures tha were recenty introduced
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Box 1.4 (conduded)

Selected Oil-Expoting Developing andTransition Countries: Fir st-Year Impact
of a 10 Rercent Increase in Oil Pices on Pultic Sector Revenues

1997-98Averages

Fiscal position
Overall balance
(percent of GDP)

Estimaed Impact on
Govemment Reerue
(percent of GDP)

Oil reverue as a pearent of
total pullic sector everue

Africa

Algera 18.4 -0.8 1.4
Angola 75.0 -17.4 6.0
Camebpon 2583 -1.4 0.4
Cong, Rep. of 68.5 -10.3 1.2
Gabon 58.9 -5.0 1.4
Nigeria 77.8 -5.7 1.9
Asia

Brunei Daussalam 80.0 -16.2 6.4
Mid dle East and Euope

Bahmin 55.4 -5.1 1.1
Egypt 8.1 -1.2 0.1
Iran 54.0 2.7 1.1
Kuwait 59.8 13.4 1.4
Oman 74.1 -1.4 1.3
Qaar 57.6 -9.2 0.6
SaudiArabia 67.2 -6.5 1.0
SyranArab Rep. 39.3 -3.2 0.8
Westem Hemisphere

Mexico 34.7 -1.1 0.4
Trinidad andTobago 11.2 -0.7 0.4
Venezuela 69.3 2.4 1.2
Countries inTransition

Kazakhstan 10.0 -7.5 0.2
Russia 4.0 -7.9 0.1

Souce: IMF staf estimdes.
1Counties dassifed as fuel gporters. See Stistical AppendixTable C for the full dassifcation of countres by major eport.

andVenezuelaa iise in oil pices could not oyl in-
crease eport eanings and eal incomesput also
lower extemal borowing costs on the assumption

near tem lead to laver non-oil impots, to the etent
that oil demand is ma@ piice-inelastic than other
imported goods and thaadlitional ectemal financ

tha higher oil pices would reduce theisk premia
chamged these couriers as their xpected futue e-
port eanings ose The impact on GDP in oilxe
porting countres would dgend on hw the incease
in oil prices camelaout:if it is due to aise in world
demandthen oil poduction and thexfore total GDP
could incease compad to the base case; if it is due
to a eduction in suppl oil production and GDP
could fall belov baseline leels. In the cuent con
juncture, the oil poduction estictions put in place
have lovered overall output.

 In oil-importing deseloping countes, higher world
oil prices would raise domestic fes, and in the

ing of higher oil impats is not &ailable (see ifst

table). Real income wuld be educed though the
adverse shift in the tens of tade and output wuld

likely fall. The estim#&ed impact on output in del-

oping counties is small because some of theydar
counties in eah region produce oil (and thefore

are less dpendent on oil impds), although thg are

not dassifed as fuel gporters. In adlition, several

developing countes, for example Egpt and the
SouthAsian counties, are dgpendent on &de with
oil produces and could beniffrom higher oil
prices as oil ppduces inciease their impds from

these countes.

In the Middle East,modeste economic gwth is
projected to contine although SaudiArabia and
Kuwait may expelience negative gowth this year on

account of laver oil output. InEgypt, growth is &-
pected to emain elatively strong in 1999with infla-
tion stdle aound 4 peczent. Some acent deelop
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ments, however, have undescoed tha further
progress with economieforms and libealization will
be needed to sustain thisostg perbrmance The e-
temal curent account position has wed from a
slight suplus in 1996/97 to a modate defcit in
1998/99driven in pat by strong expansion of domes
tic credit; and ®temal reseves hae been ddming
while intelest etes hae remained elaively low, lead
ing to the use of ceral bank fhancing to fund the
govemment detit. In the l.R. of Iran, following the
shap deteioration in most economic inditars in
1998,the authaties have beyun to implement an im
portant pogram of macoeconomic consolidion and
structural reforms aimed freducing some of the ige
distottions in the econogn and bsteing stonger
growth in the medium ten. The goals indude shaply
reducing the bdget defcit; lowering inflation by halw
ing the ete of mong growth and estoing positve
real inteest ates; and libalizing the breign e-
chang maket and domestic mes. Fllowing last
years oil pice dedine, the authaities in SaudiArabia
andKuwait also meed to tightenical polig, includ-
ing though measws designed to &ingthen gpendi
ture contol and boaden the tax basend acceleted
plans br the pivatization of some lage stde enter
prises.With the ecent ecovery in oil prices,domestic
demand isxpected to pik up in the pdod ahead
Following the contaction tha began in the second
quater of 1998,before the deastding recent eah-
quale, economic actiity in Turkey appeaed to hae
bottomed ouf. The nevly elected gvemment has sig
naled its commitment to economic adjustment &ad r
form, which are needed to alless the substantial un
cettainties sumunding the shdr to medium-tem
outlook,associted in tun with the pecaious maco-
economic evironment and the fdfcts of pesistenty
high inflation. Fscal poliy was elaxed in the un-up
to the elections imApril 1999, adding pressues to
debt-sewicing costs vinich had inceased shaty fol-
lowing the rse in inteest ates in the second half of
1998.Without adjustmentthe opeational public sec
tor defcit could rad 10 pecent of GDP in 1999.
After dedining to its lovest level this decadénflation
has been tlaening to pik up aain. The ate of cur
reng/ deprecigion, after being inagased in the after

6The pojections br Turkey were prepared pior to the August
eathquale. Based on mliminaly estimaes of eathquale damae
prepared by theWorld Bank,the IMF staf estimaes tha GDP could
dedine by 4 to % of 1 pecent in 1999 eldive to the baseline pr
jection, and could be 1 to'A percent higher than the baseline in
2000 as aesult of the econstuction efort. The curent account
deficit is expected to widengspecialy in 2000 as consiction-
relaed actvity picks up. Futhemore, recent indictors sugest tha
the davntum in 1998-99 \as deper than edier assumegbut tha
the econom was ecovering rapidly before the eahquale hit.
Taking these deslopments and the e¢hquale’s impact into ac
count,GDP is nav expected to conact by neaty 1 pecentin 1999,
and to gow by just over 5 pecent in 2000.
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méath of the Russian igis from aound 2% percent to
4-5 pecent a monthhas moe recenty been educed
to 3—3% percent.A much firmer macoeconomic pal

icy framework, involving a commitment toigcal dis

cipline and aenaved focus on disirl&tion, is needed
to sabguad economic andirfiancial staility. This

needs to be supped ly wide-rangng reforms in su

areas as the pension systeagyicultural policies,and

the inancial sector

After a Decade ofTransition: Widening
Gaps Between Stiong andWeak Rerformers

The ecent cises in emaging makets hae widened
the diferences beteen the stnger and vealer tran
sition economies. Expts have slaved thoughout the
region, most stongly in countres with substantial
trade links with Russiahut thee hare been maed
differences in counies’ resilience and polic re-
sponses in theate of this and otheelaed shoks.
Cureng/ deprecidgions in Russia and its neighisor
may help their adjustmentut concens dout ece
nomic policies and jspects in a umber of these
counties my have piolonged exchange rate \olatility
and hae pobaly delayed the eduction in inteest
rate lisk premia. In other casemacioeconomic ced
ibility has been enhanced Ipolicies condueie to a
much geder dgree of &chang rate stdility. Stuc-
tural conditions hee also been ical in detemining
how countres perbrmed under @cent pessues.
Counties tha enteed the ecent cises with veak
banking systems and wstiuctured enteprises bund
their poblems futher aygravated by the subsequent
economic dwntum. And foreign investment lows
have also become mer disciminating. In south-
easten Eumope economic pospects hae been ad
versely affected ly the conlict in Kosovo (Box 1.5).

After some modestrgwth in 1997 and efy 1998
for the frst time since &nsition bgan,economic ac
tivity in Russiaagain wealened in the ake of the
1998 fnancial cisis. Contining economic and potit
ical uncetainties hae led to futher caital flight and
a shap dedine in foreign diect investment compad
with preciisis levels. Nerertheless,some ecent de
velopments sugest tha the economic déice is
being eversed Industial output has piced up,
reading a level éove thd of a year edlier. This is
appaently the lesult in par of increased impdrsub
stitution following the lage depreciaion of the uble.
Higher oil pices hae had a posite efect on the cur
rent account balance and oovgmment everues.
Monetay policy has emained easonhbly firm, with
limited resot to monetay expansion to fund theua-
get defcit. As a lesult,inflation has slawed to aound
3 pecent a month or lesgross breign eseves hae
increasedand the uble has been biadly steble since
April.
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Table 1.6. Countries inTransition: Real GDP and Consumer Pices

(Anrual pecent hange)

Real GDP Consumer Rces
1997 1998 1999 2000 1997 1998 1999 2000
Countries in transition 2.2 -0.2 0.8 2.8 28 21 39 18
Median 3.5 3.7 1.8 3.7 15 10 8 6
Cental and easterEuope 3.0 2.2 1.0 33 37 18 21 16
Exduding Belaus and Ukaine 3.4 2.3 1.7 4.0 39 15 9 6
Albania -7.0 8.0 8.0 8.0 32 21 7 6
Belaus 11.4 8.3 -2.0 0.0 64 73 320 250
Bosnia and Heegovina 30.0 18.0 8.0 14.0 14 10 5 S
Bulgarna -7.0 3.5 iL5 4.0 1,082 22 -1 4
Crodia 6.5 2.3 -2.0 25 4 6 4 3
Czedh Repubic 0.3 -2.3 0.0 iL.55 8 11 3 5
Estonia 10.6 4.0 0.5 5.0 11 8 4 &8
Hungary 4.6 5.1 3.7 4.5 18 14 9 8
Latvia 6.5 3.8 2.0 4.0 8 5 2 3
Lithuania 7.3 5.1 0.5 4.0 9 5 2 3
MacedoniaformerYugoslar Rep. of 1.5 2.9 -4.0 3.0 2 1 2 2
Moldova 1.3 -8.6 -5.0 1.0 12 8 28 6
Poland 6.8 4.8 3.7 5.0 15 12 7 5
Romania -6.9 -7.3 -3.5 2.5 155 59 40 17
Slovak Repuhic 6.5 4.4 0.7 4.9 6 7 9 7
Slovenia 4.6 3.9 3.0 3.8 8 8 5 5
Ukraine -3.0 -1.7 -2.5 0.0 16 11 26 15
Russia 0.9 -4.6 0.0 2.0 15 28 88 23
Transcaucasus and cealthsia 2.5 2.2 2.0 2.9 37 15 16 15
Armenia 3.1 7.2 515 5.0 14 9 3 8
Azerbaijan 5.8 10.0 3.8 2.8 4 -1 -5 4
Geogia 11.0 2.9 2.0 5.0 7 4 22 5
Kazakhstan 2.0 -2.5 -1.5 3.0 17 7 7 11
Kyrgyz Repuhic 9.9 2.0 2.7 315 26 12 32 16
Mongolia 4.0 35 &5 4.0 37 9 9 6
Tajikistan 1.7 5.3 5.5 6.0 88 43 15 7
Turkmenistan —-25.9 5.0 18.5 -1.0 84 17 27 54
Uzbekistan 2.4 3.3 2.1 2.0 71 29 28 22

Taking recent deelopments into account and assu
ing the implement#on of a coheznt stdilization and
reform program, IMF staf now project zro0 growth in
1999 as a wole followed by growth of 2 pecent in
2000 (Bble 1.6). Major polig challenges still lie
aheadThe ecenty gpproved IMF piogram indudes a
fiscal plan to delier a 2 perent pimatry suiplus,and to
meet this taget, along with other maceconomic ob
jectives,full implementdion of a wide ange of reform
measues is neededVithout sud action,the fscal pe
sition would again deteiorate, pressues br increased
cental bank funding of the dieft could incease and
the fragile economic situton could quikly deterorate.
Ther has been somalbeit limited progress with
banking sectoraforms:a bank estuctuing ageng/ has
been set upand the authdies hare revoked the I

m

censes of 6 of the 18 & Moscav-based banks.

Indeed mary of the lage banks a insohent, a few
have been Ibsed and thee gpeas to hae been wide
spread asset-spping from problem banksWhile the
legal framevorks for bankuptcies anddr the opea-
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tions of the bankestuctuiing ageng/ have nav largely
been put in plagecomporate restuctuing and man
other eforms ae also needed

The Russian @sis has led to aemeal dovngrading
of growth projections br neighboing countres. In
most counties in the egion, exchange rates hae de
preciged, inflation has inceasedand fscal positions
have deteiorated However, there hare been notae
differences in counies’ responses to thesewdop
ments. InUkraing for example additional measwgs
have been taéin to impove tax collection,contmol
pubic spendingand help puti$cal perbrmance bac
on tradk; firm monetay policies hae been main
tained; and someeform momentum has been main
tained in a omber of ley aras intuding banking
sector eforms. In contast, in Belamus, where the
econony remains lagely centally planned and uer
formed there has beergpid credit expansion because
of suppot provided to the housing andgrcultural
sectos. The exchange rate has contined to &ll and in
flation remains high.



Appendix: Year 2000 Contingency Planning

While most of theBaltic counties exports hav go
to westen Europe difficulties aising from their still
substantial xposues to easter makets hae con
tributed to signitant slavdowns in gowth and in
creases ini$cal deicits. Extenal curent account
deficits, although still highhave shevn some signs of
improvement under the impact of aler gowth.
These countes’ monetay framevorks, based ondr-
mal or de &cto cureng/ boads,have remained obust,
helping to maintain M inflation and breign irvestor
confidence; banking sectralthough &cing peiodic
pressues,are well supevised and stifciently capital-
ized (although some Ihdan banks my need futher
recgitalization); and other stictural reforms ae gen
erally well advanced with privatization programs
moving—albeit with delgs in some cases—into neor
complx areas suk as engyy and tanspotation.
Growth in the Baltic countes is thegfore piojected to
recover reldively soon.

Bulgaria’s recent &pelience illustetes hav a coun
try can ecover from a domestic economicisis and
withstand &temal difficulties if it pusues disciplined
macioeconomic and sictural policies.The econom
has not been imome to the egion’s recent poblems:
exports have dedined and the cuent account défit
has inceased inluding as aesult of the Ksovo con
flict. Thus,following the ebound in gowth in 1998,
GDP is eapected to sh@ a moe modest pikup in
1999. Rscal perbrmance has been strg and with
the xchang rate stdle under the cueng/ boad
arrangment,inflation and inteest etes hae fallen to
their lovest levels of the decad& her has also been
important piogress in estuctuing the stée-ovned
banks and entprises. InRomaniathe econom con
tracted ly around 14 perent in 1997-199&nd a fur
ther dedine in actvity is projected this gar Sustained
implementgéion of the ecenty adopted Fund-sup
ported piogram—involving fiscal consoliddon and
acceleated stuctural reform—is ciitical to reduce im
balances in the econgnand impove access to inter
naional finance While the pace of jwatization has
increaseda geda deal of banking and cporate sector
restiuctuiing is still needed

Growth in Hungary and Poland has contined to
hold up eldively well, although &port growth has
slowed and cuent account défits have incieased as
a result of the Russianisis and vealer EU gowth.
Despite some walening edier in the year these
counties’ currencies hae geneally remained in the
top half of their &chang maket trading bandssup
ported patly by strong infows of foreign diect in
vestment. Undginning economic cordence a@
strong and ell-regulated banking secter and the
genenlly advanced st of coporate restucturing.
Fiscal consolidaon is impotant to educe cuent ae
count deitits and povide scope dr further monetar
easing The slavdown in economic actity has been
more seere in theCzed and Slovak ReuHbics, with
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GDP contimiing to detine in eaty 1999 in the édrmer
following the shagw contaction in 1998While wealer
export makets hae contibuted to these economic
downtums, the main infuences hae been domestic
Economic policies lgan to be tightened in the €
Repubic in 1997 and in Sheakia in ealy 1999 in e
sponse toising fiscal and rtemal imbalancesThe
core of the dificulties, however, is the poor ihancial
condition of nuch of these counies’ banking sectar
and the sl pace of estuctuing in some lage in
dustial enteprises.

* % %
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As this centwy draws to a tose computes and
other systems with embeed micoprocessas mgy
begin to confuse thegar 2000 with thegar 1900po-
tentialy causing some aflures of these systems
around the wrld. The so-called‘Year 2000 (Y2K)
computer bng” is a lgagy of a computer mmgramming
shotcut tha involves using tw digits instead of dur
to identify the yar in computer jpgrams. It oigi-
nated in the edy days of computing Wwen computer
memoly was nmuch more e&pensve than todg
Programmes & tha time ma have thought thatheir
work would become obsolete elV before the yar
2000, but unfortunaely, the pactice contined until
recenty, despite damaic reductions in computer
memoy costs. Because of thataral role of computer
systems inihance power genestion and distibution,
other utilities, industyy, commece, comnunicaions,
transpotation, health, educdion, reseach, and gv-
emment—i.e, all sectos of a modar econom—the
potential economic impact of t&K bug, had it gone
unadiressedcould hae been substantial.

Fortungely, there has been considibie progress in
prepating computer system®if the year 2000which
should mitigite most poblems. Maly businessesi;i-
nancial institutions, and gvemment @encies
throughout the wrld hare been ware of the poblem
for some time and ka been testingepairing, and e-
placing computer and softare to bing them up to
dae. At the intenational level, trade assoctans,gov-
emments,and intenaional oganizaions, including
the Bank or Intemational Settlements (BIS)the
United Ndions, the World Bank, and the IMF have
worked to ppmoteY2K awarenessand the elevant
institutions hae povided tetinical assistance iha-
ing for the peparmtion of continggng/ plans. The
World Bank has made special loansitable to help
developing counties pepare for Y2K, while several
groups,including the BIS (paiculardy through its ole
in coodinding the &int Year 2000 Council) and the
United Ndions, have been monitang Y2K readiness
acloss a lage rumber of countes. The dint Year
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The confict associted with the dsis in the Kosoro
province of the Ederal Regpubic of Yugoslavia (Serbia-
Montengro) (FRY) between lae March and edy June
1999 has had a major impact on neigliogprcountres,
although &posue to the asis and the leannels of @ns
mission hae varied among themWhile the FR is not
a member of the IMRhe member courigs most af
fected hee beenAlbania, Bosnia and Hergovina,
Bulgaria, Crodtia, the Former Yugoslasr Repubic of
Macedonia (FYR of Macedoniaggnd Romaniad.In ead
of these six counigs,the confict has gnerted balance
of payments and bdgetary gaps tha, to varying degrees,
have been—or will be—ifled by intemational donos
and though domestic policadjustmentsThis bo dis-
cusses the hannels thwugh which the economies of
these counies hae been dected ly the cisis in
Kosoro, and the esulting @gregate balance of panents
and ludgetay implications?

The main bannels of @mnsmission of the @is hae
been though the influx of refugees,dismuption to inter
national trade in @ods and seices,the dosing of tans
portation routes though FR/, damae to consumer and
investor conflence reduced access to intetional ca-
ital maikets,and aderse efects on the mcess of strc-
tural reform and deelopmentjncluding wealened gv-
emance Although the corlfct ended in edy June the
impact on seeral of the afected countes is likely to be
felt well beyond 1999—thoughtamuch reduced leels

1Ukraine and Moldea have also gpelienced aderse efects,
the former pimarily on account of lost shippingverues and
the later reflecting reduced gports to Romania. Owing to their
geographic locdion and stong tiade links with the most af
fected neighbang countres,the economies dtustia, Greece
Hungary, Italy, Slovenia,and Turkey have also been somdnat
affected as hae been theddgets of the counies tha financed
the military campaign.

2Religble information aout the economic sittian in the
FRY is limited. It is dear, neverthelessthat the conlfict has e-
sulted in consideble damae to infrastucture and poductive
cgpacity and a sere setbak to economic actity, exacerbéing
the efects of a pulonged peiod of stagnaion and high inf-
tion, which in tum has eflected a nmber of &ctos sut as a
failure of ealier stabilization eforts, a lak of economic &
forms, and the impact of UN sanctionBhe economic disloca
tion in the FR and the diauption to its tanspotation network
have had a signi€ant impact on neighbimg countres because
the FRY provides impotant tansit outes,besides hang been
a major tading pamner of some of the neighbing countres.

Box 1.5. The Reggional Economic Impact of the Kosovo Crisis

of intensity Partially offsetting these é&écts in the pe
riod ahead however, will be the positvte impact on
growth tha is expected asaconstuction actvity in the
region picks up.

The most visike efect of the corlict was the lage in
flux of refugees fom Kosovo to neighbang countres.
At its peak,the rumber of efugees eadhed almost one
million.3 These vere ésorbed pmarily by Albania and
FYR of Macedonia in umbes equvalent to 13 perent
of the local populdons of these courni&s. Bosnia-
Herzegovina also eceved lage rumbes of refugees.
The direct cost of ppviding humanitaen relief to the
refugees—in the drms of bod, shelter medicines,and
clothing—was assumed Igely by foreign aid @encies,
but a signifcant pat was also bare by the ludgets of the
host counties, putting pessue on their akkad/ weak fs-
cal positionsThe pesence of l@e rumbes of rfugees
also equired inceased spending on intexl secuty for
law and oder to be maintained’he infux of refugees
and humanitaan relief eforts stained the economic4in
frastucture in host countes, causing congstion ande-
duced leels of economic actity and freign tade in
several cases.The iepdriation of the majaty of the
refugees duing the summeralieved most of these ps
sures on the host couigs’ fiscal and balance of pa
ments positions. Heever, in the case oflbania,contin-
ued ludgetary suppotis required for the efugees thaare
likely to remain with hostdmilies duing the coming
winter and to ceer restoetions and epair costs \ile, in
FYR of Macedoniabesides the conting neyative im-
pact of the dsis on ludget revenue, spending on secity
is expected to emain high.

To some dgreeg all six economies ha& been dected
by disuptions to theirdreign tiade whether though the
suspension of dict tiade links with FR, or the educ
tion in transit tade to thid countres (pimarily in the
European Union) mviously routed though FR. The
closing of the bader with FRY has had its most gere
impact on FYR of Macedonia as eat and tansit tade
through FR represented wer two-thirds of tha coun
try’s exports. Bosnia-Heregovina has also beenfatted
substantialf as FR is a major &port maiket. Bulgaria
and Romaniagounties with little dilect tade with FR,
have been dected though the diarption of tansit tade
caused b damaye to tanspot and stoage infrastiucture

3This excludes efugees within Serbia and Montegre.

2000 Council is also egting and enhancinghannels
to coodinate intenaional comnunicaion eboutY2K
developments amongrfancial sector authiies, in-
cluding cental banks and bankingecuities, and in
surance supetisors and egulators.

Despite all of these fdits, however, there remains
a dgree of uncdaninty @out the actual sta of radi
ness among couls and sectsrand Aout the poten
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tial economic andiancial amifications. Actual or
perceved Y2K-relaed dificulties could dfect an
econony both though diect efects on theaal econ
omy and though shifts inihancial maket sentiment.
Y2K failures could hee direct real efectson ece
nomic actvity through possile disuptions to poduc
tion in key sectos. Similar poblems in tading painer
counties could cut xport demandhinder delvery of
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in FRY and along the Darbg requiing tha sud trade
be erouted This disuption, which has esulted in con
gestion and deils along altaraive trade bputes, in-
creases in @inspotation costs,and some loss inxport
markets,is expected to pesist into 2000.

Secuity concens led to the widespad cancell#on

of tourism bookings in theegion & the outset of the

conflict, most notaly in Crodia where touism is a
major souce of oreign exchang eanings. Futhemore,
foreign toursm failed to ecover fully when the coriict
ended since the summer holdseason was alead in
progresstherby contibuting to lage extemal financing
gaps in the dected countes. Reduced irestor conf

dence dung the conlict also led to postponements of

foreign direct investment—inkuding piivatization—and
higher breign borowing costs,causing seeral coun
tries to delst approades to intemational caital mar
kets.

These &ctos have all had a ngative efect on ece
nomic gowth in most of the &écted countes, with the

impact suficiently large in some cases to cause output to

contract. While thee has been somefgétting impact on
imports from lover domestic income and@enditue, on
balance the disiption to tade in @ods and seices,as
well as some walening in the cgital accountresulted
in an agregate balance of panents gp for the counies
concened of dout $1 billion br 1999. Budgtay gaps
totaling $450 million hee also asen fom lost ev-
ernues—as aasult of laver incomes and impts; and dis
ruptions to customs collections—andorft refugee-
related expenditues tha are not coered by humanitaian
aid, as well as inceased spendin@if deense and puic
order.

The IMF in coopesation with the World Bank and
other elevant ayencies,has takn the lead in pwviding
regional economic assessments anojgutions of gter-
nal financing needs in theake of the Ksovo ciisis and
in coodinging the intenaional comnunity’s response
to the economic andnfancial dallenges posed Y the
crisis# Along with policy advice and tebnical assistance

4See“The Economic Consequences of thes&o Crisis—

Preliminary Assessment of Exteal Fnancing Needs and the

Roles of the IMF andWorld Bank in the Interational
Responsg by the stafs of the IMF and th&Vorld Bank,April
16, 1999, and “The Economic Consequences of thes&o
Crisis—An Updaed Assessmerit, IMF, May 25, 1999
(http://lwww.imf.org/extemal/pubs/ft/loso/0/052599.htm).

the Fund has also @rided adlitional financial suppdr
under its arious facilities to the counies most seerely

affected by the cisis, notébly Albania, Bosnia and
Herzegovina, and FYR of Macedonia.

Aid commitments ér Albania, Bosnia and Hee
govina, Bulgaria, and FYR of Macedonia ke helped to
narow their balance of panents gps.To coodinae fi-
nancial assistance to the Balkasgion, a high-level
steemg group has been set up conging the leading in
dustial counties and interaional olganizdions,includ-
ing the IMF and th&Vorld Bank.The goup held aifst
meeting—oganizd to mise funds dr humanitaan aid
and cvil administetion in Kosovo—at the end of dly.
Additional donor meetings ar planned to altess
broader econstuction and deelopment needs.

The Balkan egion faces major economichallenges.
Following the peacegreementattention has shifted to
reconstuction, especialjy in Kosovo. This piocess is
being coodinaed by the United Ndons Inteim Admin-
istration Mission in Koso/o (UNMIK), which was set up
in accodance with a UN Secily Council resolution au
thorizing the Seataly-Geneal to esthlish an intena
tional cvil presence in Kso/o. As a povince of a non-
IMF member Kosovo is not eligble to use the Funs’
resouces. Havever, at the equest of the UNMIKthe
Executive Boad of the Fund hasecenty epproved the
provision of tetnical assistance todsovo in the aeas of
budgeting tax and customs adminiation, and the pg
ments system.

Economic perdrmance in theegion had been diga
pointing e’en pior to the Kosovo confict, reflecting
slow progress with economieestiuctuiing and institution
building. In adlition to adressing their immedia re-
constuction needsthe Balkan counies need to speup
their eforts to abieve a successfuldnsition to maket-
based economies so as tster economic shality and
growth, which in tum should help toeduce theisk of re-
newed conlfict. Achieving these gals will also equire
sustainedx@emal assistance and fher intgration with
the est of Euope and the global econgmintensifed in-
traregional coopeation, including thiough liberlizaion
and pomotion of tade among the Balkan coues, has
an impotant ole to ply. The pocess of eform and de
velopment in theagion and its intgration into the global
econony is set to eceve an impetus under the Bility
Pact for Southeaster Eulope adopted tithe Colgne
summit in Iine 1999 and inaugated & the Saajevo
summit in dily 1999.

critical imports, or cause pce spiles. Pssibe de
mand eflects intdude pecautionay behaior induced
by the anticipion of potential suppl dismuptions,
which may lead consumerand hbisinesses to stkpile
goods bebre the end of thisgar and subsequeyntie-
duce iventoies ealy next year Additional demand
effects could come &ém the puchases of computer
and computer seices as entgrises and gvemment
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agencies eplace or epair their systems to makhem
Y2K compliant. Spending in theseeas has adad/
increased although it is hat to s@amte the diect
Y2K impact flom other &ctos afecting the demand
for computes. Financial maket repercussionscould
alise from anticipdion of potentialy 2K problems,in-
cluding self-einforcing epectdions of potfolio
shifts because of pcautionay behaior. As a esult,
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Figure1.4. Y2K Interest Rate Spike!
(Percent)

Concerns about potential Y 2K problems are reflected in a significant
premium on liquidity by the end of 1999.
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1Each curve represents the forward interest rates implied by prevail-
ing U.S. LIBOR rates at the beginning of the month indicated for
instruments with duration of one to twelve months.
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investos might seek toeduce their xposue to iisk
and shift ivestments to intetional financial centey
and into assetegarded as being saf or moe liquid,
sud as assets denomted in esewve curencies.This
could potentialf lead to turkbilence in inancial mar
kets and pEssues on a counyis ectemal caital ac
count.This risk is pobébly greaer for emeging mar
ket countres. Havever, even among the ntare
economiesprecautionay portfolio shifts mg affect
the demand dr cureng/ and elaive iisk premia
across tasses ofihancial assets.

According to suvey evidence most industial and
mary developing and @nsition economies kia been
making signifcant stides tavards Y2K compliance
and most ky sectos ae epected to beeaad/ for
Y2K.7 Suppy dismuptions theefore seem likly to be
limited, especial in the industial counties.There is,
however, consideable uncetainty aout the eliability
of the aailable informaion concening the actual
level of preparedness because of theadth and com
plexity of the epair efort, and because infmation
about eadiness often gends on selfaporting as
sessmentsn which respondents nyahave an incen
tive to oerstae their tue level of preparedness.
Nevertheless,even if suppy dismuptions ae limited
because ofperceptions of potential Y2K problems,
rather than necessky the poblems themsels,there
could still be signitant pecautionay demand décts
as wvell as a tendernycfor financial irvestos to favor
liquid assets denomited in eseve curencies as the
end of 1999 pproaces.

This uncetainty eboutY2K can alead/ be obsared
in financial makets where, for example eur-dollar
forward makets shwy a shap rise in shot-term inter
est etes tavard the end of 1999 thdalls of in eaty
2000 (Rgure 1.4).This “Y2K spike” is being widey
interpreted to indicte thd investos expect a consider
able increase in the demanarfliquidity aound the
end of the gar Liquidity conditions gneally tighten

at year end as institutions adjust their balance sheets

for reporting pumposeshput the ise in orward inteest
rates br end-1999 isdr geder than in the past. I+
cent monthsyearend brward rates hae also been in
creasing Similar eidence can beofind in some
other—lut not all—maure and emaing financial
maikets® In addition, patt of the ecent ise in copo-

7According to suvey daa pepared by the Gamer Goup, the
major industial counties ae well prepared with an aerage scoe
of 3.8 out of a possie 4.0 (a scar of 4.0 indicées ony isolaed and
minor disuptions). Pepardness in desloping countes is laver,
25 on aerage, with scoes angng from 1 (modeste to seere
widespead disuptions) to 3 (isoleed modeete disuptions).A sur
vey of self-assesse@adiness compiledytthe United N&ons indi
caes tha most of the pproximately 100 deeloping counties suf
veyed reported tha they will have Y2K repairs completed befe
Jaruaty 1, 2000.

8See for example Elaine Bu&berg and &hn Montgmery,
“Global: Y2K and Emejing Markets—Hknancial Risk Dominges”
Morgan Stanlg, DeanWitter (New York, 1999).
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rate and emaing maket bond spFads has beert-a
tributed toY2K concens by some angists, although
other factos ae deally also impotant. The efects of
uncetainty on fnancial makets undescoe the im

portance of full distosure wheneer possike and the
need to plandr contingencies,even when counties

are thought to be wll prepared for the tebnical as

pects ofy2K.

Cental banks hee alead/ developed or a devel-
oping contingng/ plans to caiect or minimiz poten
tial disuptions in the ihancial sectorGeneally, cen
tral banks hold a lge reseve of banknotes to meet
pulic demand in peak peds (sub as duing holiday
seasons) andf urusual cicumstances (sticas bad
wedher) and also pwide liquidity to the banking sec
tor, patticulary under &traodinaly situdions,in their
role as lendex of last esot. In prepaation for Y2K,
mary cental banks a& in the pocess of bilding stoks
of banknotes should the didrespond to potential
Y2K problems ly hoading cashand ae planning to
provide adlitional liquidity to the banking sector
through &isting or specialdcilities should it be needed
to ensue the nomal opestions of cedit makets.

For example the Hong Kng Monetay Authoriity
will increase banknotes iegeve to HK$150 billion
(compaed to a ciculaion of aout HK$90 billion),
the Bank of dpan to 40 fitlion yen (compaed to a cir
culaion of &out 56 tilion yen), the Swedish
Riksbank to 90 billion ksnor (compagd to a cicula
tion of about 80 billion konor),while the US. Fedeal
Reseve is inceasing its eseve stok of cureng/ by
$50 billion to a total of $200 billion (compatt to a
circulaion outside of banks ofbaut $475 billion).

In addition, the U.S. Federl Reseve has announced
a Centuy Date Chang Special Liquidity Bcility tha
will provide exceptional, but tempoary financing
(with no restictions on the use and dtion of loans
from October 11999 toApril 7, 2000,but with an ir
terest mte suchamge of 150 basis points) to pesitory
institutions to ensar adequie liquidity to meet ayn
unusual demands in the pad aound the centyrdae
change, while a umber of cental banks in emeging
market counties,sud as El Salador Hungatry, India,
and Korea, have announced similar special liquidity
facilities. Mary other centl banks plan to monitor
credit maket developments paiculady catefully
around year end andif needed are piepared to e
spond effectively and qui&ly by providing adlitional
liquidity to financial institutions. May cental banks
have also deeloped bakup plans to ensarthe poper
opemtion of payment and settlements systenmscase
of Y2K failures outside thdrfancial systemincluding
disruptions in pwer and commnicdions.

As mentioned eéer, multilateral egencies ag also
developing plans to minimiz potential digrptions be
cause of the impact of2K. At the IMF in recent
months the stbhas been ling to assess the potential

bug in case studiesff a signifcant rumber of member
counties under a ypothetical scenar tha a signif-
cant umber of computer systems mighilfand tha
intemational investor sentiment euld deteiorate. The
scenaio case studies ger a total of 17apresenttive
developing and tnsition economies (accountingrf
almost 60 pearent of output in desloping and tnst
tion countres), including a ange of systemicayl im-
portant counties, several economies thaexpornt key
commodities @r example oil), and some smaller
counties. The counties tha were examined ag dr
verse varying in siz, level of development,openness
to trade export diversification, exposue to intena
tional caital makets,and level of extemal déot.

In constucting the scenars, it was assumed tha
the rumber of systemailures because &f2K would
be lagely (inversely) relaed to the leel of Y2K com+
pliance within the member couptiMore genearlized
assumptions ere adopted laout potential demand -ef
fects andlecanges in irvestor sentimenincluding on a
global scaleThese global assumptions inde an ac
celewrtion of world output gowth in the second half of
1999 and wrld trade gowth (relaive to theWEO
baseline) because of an assumextautionay inven
tory buildup, followed by a slighty more pronounced
slowdown in output and &de gowth in the frst half
of 2000 (because of destaeg and som& 2K disrup-
tions). Some commodity jges,paitticulardy oil prices,
were assumed tase as well (compaed to the WEO
baseline) in theirfst half of 2000 because of suppl
disruptions. Moeover, a deteioration in intemnaional
investor sentiment ould lead to inarased isk aver-
sion in intendional caital makets and alight to
quality, which would result in a swnger U.S. dollar.
Other countes would tend to sdér some cueng
deprecidion, losses of intarational reseves,or higher
domestic integst ates,depending on theasponses of
the naional authoities. For emeging makets, the
flight to quality and liquidity wuld result in higher
risk premia, reduced ates of pllover of shot-tem
credits,and losses of intagtional reseves.

Country-specifc assumptionsteout the vulneabil-
ity to Y2K problems were based on a aaful assess
ment of isks thiough a secteby-sector anaisis using
information gathered from intenational and couny-
specifc souces ly compang Y2K readiness tox@o-
sure. Exposue toY2K largely degpends on the \el of
computeization of the econom and the hility and
ease of witching to ba&up mamal systems,if
needed Y2K readiness dends on the xent and
progress of the compliancefeft, including testing
remedidion, and contingng/ planning These assess
ments of gposue and peparedness beniéd heaily
from inteaction with sectal expetts from theWorld
Bank,who hare much moee detailed knaledge éout
mary sectos than IMF stdf In contast,assessments
were made dectly by IMF staf regarding Y2K com-

economic andiiancial consequences of the computer pliance in centil banks and thesical sectas. It needs

33



I WORLD ECONOMIC OUTLOOK AND CHALLENGES OF GLOBAL ADJUSTMENT

to be emphaséer], of course tha ary sud assessment
is subject to a wide mgin of uncetainty because of
the lak of reliable information on the scale of2K
problems,on counties’ preparednessand the poten
tial economic consequences of systaifufes in cit-
ical aras.

With these ceeas in mind the sectoby-sector
analsis @genenlly sugyested thathe most gposed
sectos ae also lilkely to be the best ppared for Y2K.
This males it easonhble to assume theasuppy dis
ruptions will be limited in most caseshe fnancial
sectos, including cental banks,payment and settle
ment systems;ommecial banks,and other ihancial
institutions,are considezd to be quite @il prepared in
geneal with,in mary casestepairs and testing almost
complete In only a few counties do theihancial see
tors gpear to be lgging in the compliance &irt, but
even in thesethe iepair eforts ae moe adianced
than in most other domestic sestomn may of these
casesbadkup mamal systems arexpected to begad
ily available because computeation is fairly recent,
or since pwer failures unelaed toY2K have been
routine in the past.

Other sect@ gpear on @erage to be someha less
well prepared hut also less »posed toY2K. Major
risks, however, seem to eist in seeral counties’
power genegtion and distibution sectos where Y2K
exposue is elaively high ut prepartions gpear to
be elaively weak. Because of linkgs to other sec
tors, failures in the paer sector could lead to econ
omy-wide disuptions. In aéw counties, some isks
are also pesent in the comuomicdions and tanspot
sectos, which also hae substantial linkges to other
paits of the economn Ther ae also concers &out
the stée of readiness in some naméncial pivate
firms, patticulay small and medium-s&d onesgov-
emment serices, and pulic sector enteises. In
geneal, pulic and pivate sector oil ppduces ae
consideed to be eldively well prepared hut concens
remain #&out oil and naural gas distibution, largely
because of potential @olems in tanspotation, in-
cluding pots and pipelines.

On the basis of the admittgdielatively pessimistic
scenaio assumptions outlinedave, those deeloping
and transition economies thaould be aflected ly the
Y2K pioblem could face a tempany slovdown in
GDP gowth in 2000 of almost 2 peentaye points on
average (Table 1.7). Pecautionay stok building in
1999 and consequent dedtimg in 2000 vould ae
count br some of the rgative output dfect next year
Inflation rates would iise ty about 1 pecentage point
on average, reflecting higher global commodity ioes
as vell as local suppl disuptions. Kscal balances
would deteiorate in mary counties because of the
negative impact on outputput the fscal situsion
could impove in some oil-eporting countres with
the tempaoary rise in world oil prices moe than of-
setting the everue efects of poduction disaptions.
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Table 1.7. Developing andTransition Economies:
Y2K Scenalio Results
(Deviation fromWorld Economic Outlook baselinm percent)

Average Standad
Impaceg Deviation3
1999 2000 1999 2000
GDP gowth 0.2 -1.9 0.4 0.8
Inflation 0.3 1.2 0.4 1.1
Fiscal balance 0.1 -0.3 0.2 1.2
(percent of GDP)
Cumrent account 0.1 0.0 0.5 1.3
(percent of GDP)
Reseves —-6.7 -13.0 7.8 i85

(percent of total eseves)

1The 17 scena counties compise dout 60 pecent of GDP in
developing and @nsition economies. h@ver, because the sample
was dosen to inkeide a ange of counties dgpending on leel of de
velopment,source of major gport eanings,and systemic imper
tance and w&s not dawn & random aggregate results should be seen
as indicaéive onl. The high standar deviations—in may cases
greaer than the erage impact—undexcoe the illustetive ndure
of this eercise The small sample stzpredudes meaningful angl
sis d the egional level.

2Weighted ly county size, using WEO purchasing-paer-paity
weights.

3Unweighted standdr deviation for individual county scenao
results.

The impact on thextemal curent account balances
acmoss the sample courgs would be lagely offset
ting, again because of the positiimpact of higher oil
prices in the oil-gporting counties. The scenao ex-
ercise implies thacegpital outlows associeed with a
possilte flight to quality could bealdively large, and
the estimged reduction in intemational reseves would
be on aerage dose to 15 parent of total eseves in
2000; lut some counies could be signitantly more
affected The wide magin of uncetainty dtached to
this illustrative exercise and the wide dérences ér
individual scenao counties should gain be empha
sized as undacoed by the elaively high standat
deviations pesented ifmable 1.7.

The aerage impact estimas in the contingng
scenaios sugiest tha the consequences of thek
bug could beeldively seious hut probably still man
ageable in most cased.he moe adianced deeloping
and tansition economies argeneanlly thought to be
more reliant on computer téoologies, but these
counties, in adlition to being gnerlly better pe-
pared for Y2K, were also éund to hae moe re-
souces—both domesticglland in tems of the ihan
cial aility to import—to addressY2K disruptions.
Some of these couiws, however, may be suscgtible
to significant caital outfows because of potentigll
self-reinforcing peceptions ofY2K difficulties, rather
than actual pblems. In these casesjen though the
effects on madet sentiment mabe less sé&us than
has been assumed in this scamahete is adled sk
stemming fom potential ihancial contgion. Indeed
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this gplies also to counes tha may be eldively
well prepared hut nevertheless my be peceived oth
erwise in an evironment of perasive uncetainty. The
less adlanced deeloping and tnsition economies,
while less eliant on computer ténolagies, may pai-
doxically be subject to merseere and longr lasting
suppy disuptions because ggress inY2K compli-
ance has been limited sarfand becauséfincial and
human esouce limitaions will constain repair ef
forts in the pepd ahead

Overall, notwithstanding the unceinties tha nec
essaity chamcteize this issugincluding the eliance
on self-eporting assessments W¥PK prepardness in
mary casesjt seems @asonble to assume thiamost
counties ae reldively well prepared by having ad
dressedr2K problems or ly having put in place con
tingeng plans to deal with potential @olems. Een
under elatively pessimistic alteraive assumptions,
the contingng/ scenaios sugest tha for most of the
counties tha might be &peiiencing poblems—either
in the orm of real sector éécts or though fnancial
market repercussions—the potential fiifulties should
be mangeale and in ay case a unlikely to be po-
longed Neverthelessit clealy cannot beecluded tha
a few counties would be moe seerely affected espe
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cially through potential tunlence in inancial maf
kets. In sub casesthere could be a neeaf the IMF
to provide supplementgrfinancial assistance to help
alleviate pessue on a counyf's foreign leseves,en
hance coniflence and limit contgion.

Against this bakground the IMF has estdished a
tempoary lending fcility designed to jvide shot-
term financing to countes facingY2K-relaed balance
of payments dificulties. The nev Y2K Facility, which
is set to gpire on Mach 31,2000,will make available
funds br six months a suchaige of 300 basis points
above the standarIMF interest ate (and if necessay,
for an aditional six months taa 350 basis point sur
chaige) to counties facing balance of yanents pes
sures tha can be distinguished a2K-relaed Access
is limited to 50 perent of a couny's quota unless
thee ae eceptional cicumstancesTo male use of
the facility, counties will need to demonste tha
they are pusuing gnerlly sound economic policies,
are coopegting with the Fundand ae moving vigor-
ously to deal with theiry2K problems. The facility
provides adlitional assusince to member couirds and
investos thd ary pressues in intenational financial
maikets in esponse to peeivedY2K problems—tha
may or may not maeralize—will be contained
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