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A number of assumptions have been adopted for the projections presented in the World
Economic Outlook. It has been assumed that real effective exchange rates will remain constant
at their average levels during July 26–August 16,1999 except for the bilateral rates among the
European exchange rate mechanism (ERM) currencies,which are assumed to remain constant
in nominal terms; that established policies of national authorities will be maintained (for spe-
cific assumptions about fiscal and monetary polices in industrial countries,see Box 1.2); that
the average price of oil will be $16.70 a barrel in 1999 and $18.00 a barrel in 2000,and remain
unchanged in real terms over the medium term; and that the six-month London interbank of-
fered rate (LIBOR) on U.S. dollar deposits will average 5.4 percent in 1999 and 6.1 percent in
2000. These are, of course, working hypotheses rather than forecasts,and the uncertainties sur-
rounding them add to the margin of error that would in any event be involved in the projec-
tions. The estimates and projections are based on statistical information available in early
September 1999.

The following conventions have been used throughout the World Economic Outlook:

. . . to indicate that data are not available or not applicable;

— to indicate that the figure is zero or negligible;

– between years or months (for example, 1997–98 or January–June) to indicate the years
or months covered, including the beginning and ending years or months;

/ between years or months (for example, 1997/98) to indicate a fiscal or financial year.

“Billion” means a thousand million; “tr illion” means a thousand billion.

“Basis points”refer to hundredths of 1 percentage point (for example, 25 basis points are
equivalent to !/4 of 1 percentage point).

In figures and tables,shaded areas indicate IMF staff projections.

Minor discrepancies between sums of constituent figures and totals shown are due to rounding.

As used in this report, the term “country” does not in all cases refer to a territorial entity that
is a state as understood by international law and practice. As used here, the term also covers
some territorial entities that are not states but for which statistical data are maintained on a sep-
arate and independent basis.
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This report on the World Economic Outlook is available in full on the IMF’s Internet site,
www.imf.org. Accompanying it on the website is a larger compilation of data from the WEO
database than in the report itself, consisting of files containing the series most frequently re-
quested by readers. These files may be downloaded for use in a variety of software packages.

Inquiries about the content of the World Economic Outlookand the WEO database should
be sent by mail, electronic mail,or telefax (telephone inquiries cannot be accepted) to:
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Research Department

International Monetary Fund
700 19th Street,N.W.
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Global economic and financial conditions have im-
proved markedly after the turbulence in emerging

markets in 1997–98,which gave rise to fears of a
widespread credit crunch and global recession,and
most of the economies recently in crisis have begun to
recover. But many challenges remain to be addressed
to ensure that these recoveries are sustainable, and to
foster stronger and more stable growth in the world
economy in the next decade. There is particular reason
for concern about the unbalanced pattern of growth
observed recently among the major industrial coun-
tries and about the economic and financial conse-
quences worldwide if the eventual demand slowdown
in the United States turns out to be sharper than is gen-
erally expected at present. While the return to broad
price stability remains an important policy achieve-
ment, macroeconomic instability has persisted in
much of the world economy, continuing to pose chal-
lenges for, and in many ways making new demands
on,economic policies.

The world economy appears to be on the mend fol-
lowing the global slowdown in 1998 in the wake of the
Asian crisis and the further bouts of financial turbu-
lence and contagion associated with the Russian and
Brazilian crises. Financial market confidence has been
returning in most of the emerging market economies
affected by the crises,allowing monetary conditions to
ease and setting the stage for economic recovery. For
all the Asian crisis economies,growth projections for
1999 have been revised up significantly, and the eco-
nomic downturns in Brazil and Russia have been shal-
lower than expected earlier. Oil prices have recovered,
and declines in many other commodity prices have
been arrested, providing relief for some commodity-
exporting countries affected by the ripple effects of the
slowdown. There has also been an upward revision of
growth in Japan,where there was a significant rise in
activity in the first half of 1999 following the steep con-
traction during 1997–98. And the projected strengthen-
ing of growth in Europe seems to be materializing,
while the impressive U.S. expansion has continued,
amid few signs of emerging price or wage pressures.

The many upward revisions to the earlier projec-
tions now point to global growth of about 3 percent in
1999,#/4 of 1 percentage point higher than in the May
1999 World Economic Outlook(Table 1.1). Global
growth thus appears to have bottomed out at 2!/2 per-
cent in 1998,in what the projections suggest will have

been the mildest of the four slowdowns in the world
economy in the past three decades,even though some
countries have suffered particularly severe recessions
(Figure 1.1).

However, a great deal of uncertainty still attaches to
the world economic outlook for the next couple of
years. It is clear that the U.S. expansion has played a
critically important role in moderating the global
slowdown;1 but it is also clear that to forestall a build-
up of domestic inflationary pressures and to contain
the external current account deficit, the rate of growth
in the United States will need to slow. The staff ’s base-
line projections assume a “soft landing”—a slowing of
growth to sustainable rates with little friction or dis-
ruption—but this cannot be taken for granted. The
generously valued stock market, the sharp decline in
household saving in recent years into negative terri-
tory, high business capital outlays, the heavy reliance
on foreign saving, and the high exchange value of the
dollar relative to medium-term fundamentals all point
to strains and imbalances that may lead to a more
abrupt slowing of domestic demand. This in turn raises
the question of whether demand in Japan and the euro
area will strengthen sufficiently to compensate for a
slowdown in the United States and to support activity
at home and globally. A strengthening of economic
conditions outside the United States would help to im-
prove the U.S. current account balance, but it would
also tend to reduce international investors’ appetite for
dollar-denominated assets; it might thus increase the
risk of a sharp correction in the dollar relative to the
other major currencies,a risk arising from the imbal-
ances in current accounts among the United States,
Japan,and the euro area (Table 1.2). These imbalances
might also further increase trade tensions.

If growth were to weaken significantly in the United
States without offsets in Japan and Europe, there would
also be reason for concern about the sustainability of
the recoveries underway in the Asian economies re-
cently in crisis, and much of Latin America would be
particularly vulnerable under such a scenario. While
conditions in emerging financial markets have im-

1

I
World Economic Outlook and the
Challenges of Global Adjustment

1If real domestic demand in the United States had expanded in
line with potential growth in 1998–99 (rather than at the 5.3 percent
rate registered in 1998 and the 4.9 percent increase projected for
1999) world growth would have been about!/2 of 1 percentage point
weaker in both years.

©1999 International Monetary Fund
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Table 1.1. Overview of the World Economic OutlookProjections
(Annual percent change unless otherwise noted)

Differences from
Current May 1999

Projections Projections________________ ________________
1997 1998 1999 2000 1999 2000

World output 4.2 2.5 3.0 3.5 0.7 0.1
Advanced economies 3.2 2.2 2.8 2.7 0.8 0.4

Major industrial countries 2.9 2.2 2.6 2.4 0.7 0.4
United States 3.9 3.9 3.7 2.6 0.4 0.4
Japan 1.4 –2.8 1.0 1.5 2.4 1.2
Germany 1.8 2.3 1.4 2.5 –0.1 –0.3
France 2.3 3.2 2.5 3.0 0.3 0.1
Italy 1.5 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 advanced economies 4.2 2.1 3.5 3.6 1.0 0.2

Memorandum
Industrial countries 3.0 2.4 2.6 2.5 0.6 0.3
Euro area 2.4 2.8 2.1 2.8 0.1 –0.1
Newly industrialized Asian economies 5.8 –1.8 5.2 5.1 3.1 0.6

Developing countries 5.8 3.2 3.5 4.8 0.4 –0.1
Afr ica 3.1 3.4 3.1 5.0 –0.1 –0.1
Asia 6.6 3.7 5.3 5.4 0.6 –0.3

China 8.8 7.8 6.6 6.0 0.0 –1.0
India 5.5 5.8 5.7 5.5 0.5 0.4
ASEAN-41 3.6 –9.8 1.4 3.6 2.5 0.6

Middle East and Europe 4.5 3.2 1.8 3.1 –0.2 –0.2
Western Hemisphere 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

Countries in transition 2.2 –0.2 0.8 2.8 1.7 0.3
Central and eastern Europe 3.0 2.2 1.0 3.3 –1.0 –0.4

Excluding Belarus and Ukraine 3.4 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 central Asia 2.5 2.2 2.0 2.9 0.2 –0.2

World tr ade volume (goods and services) 9.9 3.6 3.7 6.2 –0.1 0.4
Imports

Advanced economies 9.2 4.8 5.9 5.9 0.9 0.2
Developing countries 11.4 –1.3 1.1 7.2 –1.5 0.4
Countries in transition 7.0 2.9 –2.7 8.2 –2.5 2.0

Exports
Advanced economies 10.3 3.2 3.0 6.2 0.2 0.6
Developing countries 11.4 4.9 2.4 5.6 –2.2 0.1
Countries in transition 5.0 5.9 2.7 7.2 –3.7 0.6

Commodity prices
Oil2

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

Nonfuel3
In SDRs 2.0 –13.5 –7.6 3.0 –2.7 1.1
In U.S. dollars –3.3 –14.8 –7.2 3.4 –3.2 1.6

Consumer prices
Advanced economies 2.1 1.5 1.4 1.8 0.0 0.1
Developing countries 9.2 10.3 6.7 5.8 –1.9 –1.7
Countries in transition 28.2 20.9 39.3 18.1 –1.6 5.7

Six-month LIBOR (in percent)4

On U.S. dollar deposits 5.8 5.5 5.4 6.1 0.2 0.9
On Japanese yen deposits 0.7 0.6 0.2 0.2 0.0 –0.1
On euro deposits 3.5 3.7 3.0 3.5 0.0 0.4

Note: Real effective exchange rates are assumed to remain constant at the levels prevailing during July
26–August 16,1999.

1Indonesia,Malaysia,the Philippines,and Thailand.
2Simple average of spot prices of U.K. Brent,Dubai,and West Texas Intermediate crude oil. The average

price of oil in U.S. dollars a barrel was $13.07 in 1998; the assumed price is $16.70 in 1999 and $18.00 in
2000.

3Average, based on world commodity export weights.
4London interbank offered rate.



proved since the Brazilian crisis, some emerging mar-
ket economies remain fragile and vulnerable to shifts in
market sentiment. In fact, sentiment toward emerging
markets has remained more adverse than in most of
1996–97 and much of 1998,with yield spreads re-
maining wide and volatile for many countries,reflect-
ing the greater recognition of the risks attached to
emerging market investments (Figure 1.2).

An additional risk factor relates to potential finan-
cial market reactions to actual or perceived Y2K com-
pliance problems in emerging markets (see the
Appendix to this Chapter). To contain the risk of cap-
ital flow reversals triggered by uncertainty about po-
tential Y2K-related difficulties, it is essential that
countries be fully transparent both about their pre-
paredness and about contingency plans to cope with
any system failure in sensitive areas.

Many problems and risks therefore remain. Global
adjustment of uneven growth and payments imbalances
is now perhaps the key challenge, and it is the theme
running through much of this report. The achievement
of a soft landing in the United States,sustained recov-
eries in the emerging market economies recently in cri-
sis and in Japan, and a sustained strengthening of
growth in Europe, as in the staff ’s baseline projections,
are clearly feasible, but there is also a serious risk of
worse scenarios. Economic policies will have an im-
portant bearing on the outcome and on the degree of
macroeconomic and financial stability that will be as-
sociated with the adjustment process.

Macroeconomic Stability and the Forces of
Globalization: Lessons from the 1990s

The current global adjustment challenge has its
roots in the uneven and, in many countries,highly un-
stable macroeconomic conditions that have character-
ized much of the 1990s. Globally, macroeconomic in-
stability has been reflected in two significant
slowdowns in less than a decade—in 1991–93 and
again in 1998–99—and in an average growth rate of
world output in the 1990s of only 3 percent,below the
average growth rates of the 1980s (3!/2 percent) and the
1970s (4!/2 percent).

The instability has included a large number of cur-
rency crises (from the ERM crises to the Mexican,
Asian, Russian, and Brazilian crises); substantial
swings in exchange rates among the major currencies,
especially the yen/dollar rate; run-ups in asset prices
followed by pronounced asset price deflations (no-
tably in Japan, the Nordic countries, and the Asian
emerging markets); and banking crises in almost all
regions of the world—often, though not always,
linked to asset price collapses. The U.S. economy is
perhaps the most striking, though not the only, excep-
tion to the instability of the past decade:the U.S. re-
cession in 1990–91 was unusually mild and the subse-

Macroeconomic Stability and the Forces of Globalization: Lessons from the 1990s
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Average, 1970–98

Non-oil
commodity

prices

Oil prices

Developing countries
(consumer prices,

median)

Advanced
economies

(GDP deflator)

1970 75 80 85 90 95 2000 1970 75 80 85 90 95 2000

1970 75 80 85 90 95 2000 1970 75 80 85 90 95 2000

Growth of World
Real GDP

World Real Long-Term
Interest Rate 2

(percent)

Real Commodity
Prices
(1990 = 100)

Inflation

Figure 1.1.  Global Indicators1

(Annual percent change unless otherwise noted)

1Shaded areas indicate IMF staff projections. Aggregates are com-
puted on the basis of purchasing-power-parity (PPP) weights unless 
otherwise indicated.

2GDP-weighted average of ten-year (or nearest maturity) govern-
ment bond yields less inflation rates for the United States, Japan, 
Germany, France, Italy, the United Kingdom, and Canada. Excluding 
Italy prior to 1972.

For the world economy as a whole, 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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I WORLD ECONOMIC OUTLOOK AND CHALLENGES OF GLOBAL ADJUSTMENT

quent expansion will become the country’s longest pe-
riod of sustained growth on record if it continues
through early next year. Other economies have also
enjoyed comparatively strong and stable growth in the
1990s,including Australia (see Box 1.1),China,India,
Ireland, the Netherlands, Norway, and Taiwan
Province of China. Nevertheless,in surprisingly many
industrial and emerging market countries, economic
performance in the 1990s has tended to be weak or un-
stable or both.

It is unclear whether macroeconomic instability
generally has been increasing. However, the mere fact
that it has remained pervasive may be considered sur-
prising given the general improvement in macroeco-
nomic policies in most countries compared with the
two preceding decades—suggested, in particular, by
declines in inflation and better containment of fiscal
imbalances—and the substantial progress worldwide
with structural reforms that have increased the scope
for market forces to guide the allocation of resources
within and across countries. Why, then, has the fre-
quency of crises and episodes of macroeconomic in-
stability not clearly diminished?

Analysis of the role of any particular factors in con-
tributing to changes in economic performance is gen-
erally difficult because typically many changes occur
simultaneously, and this has been the case in the
1990s. The global economic and financial system
today is dramatically different in many respects from
that of the 1980s or any earlier period. Four of the
most significant changes are the following:

First,as a major policy achievement,world inflation
has been brought down to its lowest level in 40 years.
Associated with this,the dispersion of inflation rates
across countries has also diminished. These develop-
ments reflect the strengthened international consensus
among monetary authorities on the need to focus on the
goal of low inflation—a consensus fostered by experi-
ence of the alternative and also by peer pressure and
demonstration effects among countries. The strength-
ening of fiscal discipline in many countries has also
contributed to monetary discipline and the decline in
actual and expected inflation. Although hard to sub-
stantiate or measure, it seems likely that factors such as
trade liberalization, extensive deregulation in many in-
dustries, the privatization of many state-owned enter-
prises,the reduced willingness of governments to bail
out uncompetitive enterprises and sectors, and en-
hanced information about price developments across
countries have also been contributing to the general
convergence toward price stability worldwide.

The effect on inflation of this last set of factors—
which operate essentially on the price level rather than
its rate of change—may be expected to wane over
time, and it remains to be seen if price stability will be
maintained on a lasting basis. But at least for the mo-
ment,low inflation has reduced the risk of one poten-
tial source of cyclical instability—the emergence of
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Table 1.2. Selected Economies:
Current Account Positions
(Percent of GDP)

1997 1998 1999 2000

Advanced economies
United States –1.8 –2.6 –3.5 –3.5
Japan 2.2 3.2 3.4 3.1
Germany –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
Austria –2.4 –2.1 –1.8 –1.5
Finland 5.6 5.8 5.3 5.4
Greece –2.6 –2.7 –2.3 –2.4
Hong Kong SAR1 –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
Switzerland 8.9 8.4 8.0 8.3
Taiwan Province of China 2.7 1.3 2.6 3.0

Memorandum
Euro area 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
Cameroon –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
Côte d’Ivoire –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 5.1
Mexico –1.9 –3.8 –2.3 –3.0
Nigeria 4.9 –8.4 –14.3 –5.5
Pakistan –5.6 –2.7 –2.7 –1.7
Philippines –5.3 2.0 2.2 0.8
Saudi Arabia 0.2 –11.1 –4.6 –4.6
South Afr ica –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

Countr ies in transition
Czech Republic –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 –12.1 –11.1 –9.9
Poland2 –3.0 –4.2 –6.5 –6.5
Russia –0.7 0.8 7.8 4.8
Slovak Republic –10.1 –10.1 –4.9 –2.3
Ukraine –2.7 –3.0 –2.3 –1.8

1Data include only goods and nonfactor services.
2Based on data for the current balance, including a surplus on un-

recorded trade transactions,as estimated by IMF staff.



price pressures in the late stages of an economic up-
swing that ultimately necessitate a significant tighten-
ing of monetary conditions. In fact, the concerns of
monetary authorities in some countries recently—for
example, China and Japan—have focused on the risk
of falling prices,or deflation (see Box 4.3). This may
also add to macroeconomic instability, partly owing to
the reduced ability of monetary policy to stabilize out-
put at negative inflation rates because of the difficul-
ties of pushing nominal interest rates below zero.

But even while inflation in product markets (for ex-
ample, CPI inflation) has been very subdued, asset
prices have continued to display considerable volatil -
ity, with a number of significant spikes since the mid-
1980s. This volatility in asset prices (especially stock
market and real estate prices) has contributed signifi-
cantly to macroeconomic instability in several coun-
tries, raising anew questions about the weight mone-
tary authorities should attach in their policy decisions
to asset market developments.

The second striking development of the 1990s is the
rapid international integration of financial markets that
has followed the general trend toward financial market
liberalization in the industrial countries in the 1970s and
1980s and the reduction in capital and exchange controls
in emerging market countries more recently. As a result,
the 1990s have witnessed private capital flows to emerg-
ing market countries unprecedented in scale (relative to
economic activity) at least since the first world war. The
secular rise in grosscapital flows can be explained to a
large extent by market integration and the appetite of in-
ternational investors for high yields and portfolio diver-
sification. However, the large flows into emerging mar-
ket countries during the buildup to the recent emerging
market crises,in grossand, more particularly, netterms,
also reflected, in part, unsustainable developments in the
recipient countries (including explicit and implicit ex-
change rate guarantees),together with a low demand for
capital in Japan and western Europe associated with the
weakness of activity in those economies in much of the
1990s. Following the Asian crisis, a growing share of
Japan’s and Europe’s saving surpluses has flowed into
the United States. This suggests,somewhat paradoxi-
cally, that strong cyclical recoveries in Europe, Japan,
and the Asian emerging market economies might make
it more difficult for the U.S. expansion to sustain its mo-
mentum.

Third, as illustrated by the last point,economic and
financial linkages and policy transmission mecha-
nisms across countries have become more complex in
the 1990s,warranting a further reassessment of key re-
lationships. Historically, the developing countries’
economic cycle was mostly positively correlated with
that of the industrial countries due to the impulses
transmitted through trade and commodity prices. In
the early 1990s,however, when the industrial coun-
tries went through successive episodes of cyclical
weakness,growth actually accelerated in many emerg-
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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.

Sources: Bloomberg Financial Markets, LP; and IMF staff estimates.
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ing market economies,fueled by the rapid growth of
trade among them (especially in Asia) as well as by
substantial capital inflows.

More recently, in the wake of the Asian crisis,all in-
dustrial countries with significant trade links with Asia
would have been expected to experience adverse ef-
fects on growth. In fact,however, while Japan and, to
a lesser extent, Europe were negatively affected, the
United States’ economic expansion appears to have
gained further momentum. A flight to dollar-denomi-
nated assets helped to sustain the U.S. expansion by
boosting domestic demand through lower interest rates

and the dampening effect on prices of an appreciating
dollar, notwithstanding the negative impact on U.S.
exports.

In both examples,the integration of financial mar-
kets appears to have contributed to a tendency for
global financial resources to move to whichever coun-
tries and regions are relatively dynamic at the time. In
principle, such reallocations of financial resources are
beneficial for the recipient countries and also for
global growth and efficiency. However, as experience
shows, large net capital flows into strongly expanding
economies may exacerbate risks of overheating and

6

Economic performance differed sharply between
Australia and New Zealand in 1998,the former growing
at a strong 5 percent rate while the latter slipped briefly
into recession,with output falling by !/4 of 1 percent in the
year as a whole. This divergence may at first seem sur-
prising, given the strong trade and financial links between
these countries and the fact that their economic funda-
mentals are similar in many respects:their common
strengths include low and declining levels of public debt,
low inflation, sound financial systems,and good records
of structural reforms; while on the negative side, both
countries have very low household saving rates,relatively
wide current account deficits, and substantial trade expo-
sures to the crisis-affected economies of Asia.

The explanation for the divergence between the two
economies in 1998 lies partly in some notable differences
in economic performance in the lead-up to the Asian
crises. Exports grew much more strongly in Australia
than in New Zealand during 1995–97,by 9 percent a year
(in volume terms) in the former compared with 3!/2 per-
cent in the latter. Australia’s relatively strong export
performance, combined with the renegotiation of export
contracts by some commodity suppliers at relatively fa-
vorable prices before the crisis broke, provided Australia
with a cushion against the subsequent slowdown in trade
that New Zealand lacked. Also contributing to the eco-
nomic slowdown in New Zealand was a severe drought,
which led to a substantial fall in agricultural output in
1998. Another important factor was the conduct of mon-
etary policy. Following an extended period of substantial
inflationary pressure stemming from strong output
growth, immigration inflows,and buoyant residential real
estate markets,the Reserve Bank of New Zealand eased
monetary conditions only gradually in 1996–97. In
Australia, by contrast,with asset prices rising at a more
moderate pace and inflation subdued, the central bank
eased monetary policy more substantially in 1996. Partly
reflecting these developments,private consumption and
investment picked up strongly in Australia after 1996,but
weakened in New Zealand. For example, residential con-
struction in Australia increased in 1997 and 1998 after de-
clining in the two previous years, whereas construction
declined sharply in New Zealand in 1998. Also notable is
the substantial appreciation in the real exchange rate in

New Zealand, of almost 30 percent between 1993 and
mid-1997, which worsened net exports. Furthermore,
share prices in Australia largely maintained their earlier
gains during and after 1997,supporting private sector
confidence and demand, while in New Zealand, the stock
market fell sharply after mid-1997—losing around one-
third of its value in the following year before a more re-
cent correction.

Looking ahead, output in Australia is projected to grow
by 4 percent in 1999 and 3 percent in 2000. The slow-
down in 1999 is attributable mainly to weaker private in-
vestment,especially in the mining sector as a result of
low commodity prices,and also to a much-reduced con-
tribution from stockbuilding (which provided 1.7 percent-
age points of growth in 1998). The further slowing in
2000 reflects a broader-based decrease in consumption
growth, partly offset by a pickup in exports (especially
tourism receipts,including for the 2000 Olympic Games).
An increase is expected in inflation in 2000 associated
with the introduction of a new value added-type goods
and services tax (GST),but inflation excluding the GST
effect is expected to be around the middle of the Reserve
Bank of Australia’s medium-term target of 2–3 percent.

In New Zealand, growth has resumed after the reces-
sion in the first half of 1998—supported by a substantial
easing in monetary conditions—and is projected to reach
around 2!/2 percent in 1999 and 3!/4 percent in 2000.
Improvements in household and business confidence have
contributed to a pickup in consumption and investment,
while export growth has been underpinned by improve-
ments in export markets and the 20 percent decline in the
real effective exchange rate since mid-1997. Inflation is
expected to remain below 2 percent.

The main area of vulnerability in both economies is in
their external imbalances. Current account deficits are
projected to increase to about 6 percent of GDP in
Australia in 1999, and closer to 7 percent in New
Zealand, before declining in 2000 (see figure). Persistent
deficits have generated a high level of net external liabil-
ities—amounting to around 60 percent of GDP in
Australia and nearly 100 percent of GDP in New Zealand.
Reflecting this, net investment income outflows have
been equivalent to around 3–4 percent of GDP in
Australia in recent years,and 7–8 percent of GDP in New

Box 1.1. Australia and New Zealand: Divergences,Prospects,and Vulnerabilities



asset market bubbles, while rapid reversals of such
flows can severely strain weak financial systems and
lead to destabilizing currency movements.

And fourth, flexible exchange rates have become in-
creasingly prevalent. During the 1990s,a number of
key emerging market currencies have been floated,
often to resolve crises associated in part with unsus-
tainable exchange rate pegs. While the adoption of a
single currency in the euro area together with a handful
of quite successful currency board arrangements (those
in Argentina and Hong Kong SAR being the most
prominent) stand out as exceptions, the trend world-

wide since the breakdown of the Bretton Woods system
has been toward exchange rate flexibility. As a result,
exchange rates have been allowed to reflect more
clearly differences in policies and investment opportu-
nities. In the 1990s,short-term exchange rate volatility
has remained high with no clear trend, which is some-
what surprising in view of the decline in worldwide in-
flation. But while the need for nominalexchange rate
fluctuations to compensate for international differences
in inflation has diminished as inflation rates have con-
verged toward low levels, forces making for move-
ments in real exchange rates—such as cyclical diver-
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Zealand; in the latter case, these outflows have tended to
move procyclically, and account for much of the deficit’s
recent change.

Assessing the sustainability of these deficits is not
straightforward.1 For example, potential mitigating fac-
tors include the high level of foreign direct investment in
each country—amounting to 27 percent of foreign liabil-

ities in Australia and nearly 50 percent in New Zealand.
FDI is a relatively stable form of foreign financing (as
shown by recent experiences in emerging markets),and
also tends to produce a flow of reinvested earnings. There
are other important considerations: much of the debt
(around 40 percent in Australia and 50 percent in New
Zealand) is denominated in the local currency; and a
large share of short-term debt is owed by banks,which
have high credit ratings and, in the case of New Zealand,
significant foreign ownership. Both countries’ strong
records with macroeconomic and structural policies have
provided them with another important buffer against the
recent turmoil in international financial markets.
Reflecting this,market sentiment has remained favorable,
there has been a significant narrowing since the mid-
1990s in spreads on long-term bond yields over compa-
rable U.S. yields,and Standard and Poor’s has recently
upgraded Australia’s credit rating to AA+ (the same as for
New Zealand).

Nevertheless,high and rising foreign indebtedness
significantly increases the exposure of Australia and
New Zealand to external shocks. While there appears to
be little risk at present of a significant downturn in in-
vestor sentiment,the possibility of future reversals
should not be entirely discounted. Were they to occur,
such reversals could well be sharp rather than smooth,
and cause substantial exchange rate depreciations. But
the structure of foreign liabilities in both countries
would probably make such an adjustment much less dis-
ruptive than that seen,for example, in some of the Asian
crisis nations. Current account deficits are projected to
decline in Australia and New Zealand over the medium
term, supported by recent depreciations in real effective
exchange rates,rising budget surpluses,and the expected
recovery in commodity prices and in trading partners’ im-
ports. This adjustment may well take place over an ex-
tended time period, however. Hence, further efforts to in-
crease national saving are needed over the medium term
in order to reduce risks of a change in market sentiment.
Reforms in the social welfare system (such as those cur-
rently underway in New Zealand) could help in this re-
gard, as could changes in the tax system to raise the share
of indirect taxation (as in the recent tax package in
Australia).

1See, for example, the discussions of current account sustain-
ability in the World Economic Outlookof May 1998 (Box 8,pp.
86–87) and May 1999 (pp. 38–44).
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gences—may well have increased in many cases,as
suggested by the cyclical instability mentioned earlier,
the increased integration of financial markets,and the
greater prevalence of floating exchange rates.

A related development in the 1990s has been the in-
creased understanding among policymakers and ob-
servers that cyclically driven movements in exchange
rates can be beneficial, by helping to damp economic
cycles, provided that the resulting deviations from
long-run fundamental equilibrium exchange rates
(FEERs) do not become lasting misalignments or ex-
acerbate inflationary (or deflationary) pressures. This
more positive attitude toward exchange rate move-
ments is observed mainly in larger countries,however;
the preference—more prevalent, for various reasons,
in smaller economies—for an exchange rate anchor
may in some cases lead to future reforms of regimes
that are now floating, such as the adoption of regional
currency unions (as in the euro area),currency boards,
or one of the major international currencies as the do-
mestic currency (as with dollarization).

Is there any link between these developments and the
pervasive macroeconomic instability experienced in
the 1990s? It is clear that the achievement of broad
price stability in most of the world economy has not
been sufficient to eliminate macroeconomic instability.
But the factors that have contributed to continued in-
stability are complex. Some observers have argued that
market forces (“capitalism”) are prone to generate ex-
cesses and instability. And others have suggested that
although low inflation may be necessary for maximum
sustainable growth, it may also provide fertile soil for
asset market instability since it may induce investors to
take excessive risks in their search for high yields:

As recent experience attests,a prolonged period of price
stability does help to foster economic stability. But,as we
have also observed over several years, as have others in
times past,such a benign economic environment can in-
duce investors to take on more risk and drive asset prices
to unsustainable levels. (Alan Greenspan,testimony be-
fore Joint Economic Committee of Congress,June 17,
1999).

This may help to explain the surge in capital flows
to emerging market countries that occurred when in-
flation was abating in the mature markets. Partly on
the basis of the conclusions of some contemporary
economists studying the events that preceded the inter-
war depression,it has also been suggested that efforts
by monetary authorities to keep inflation (moderately)
positive in the face of strong productivity gains that
otherwise would lead to price declines and increase
the purchasing power of nominal incomes may gener-
ate false profit signals,fuel asset price inflation, and
exacerbate risks of instability.2

Although further research into these issues is
needed, there does seem to be a basis for several hy-
potheses about the working of today’s global eco-
nomic and financial system and the likely implications
for economic policies:

(i) If indeed there are features of the global econ-
omy that help to dampen inflation in product
markets, there may be an increased need for
vigilance toward other evidence of macroeco-
nomic imbalance and potential inflationary
pressure—including in asset markets and sec-
toral financial balances. In particular, financial
(saving-investment) balances for the house-
hold sector, the financial sector, and the non-
financial corporate sector, as well as the bal-
ance of payments,may display signs of strain
and vulnerability to shocks in the late stages of
an economic upswing even when inflation is
low. Such financial imbalances may be closely
related to runups in asset prices,which helps
to explain why asset price inflation followed
by asset price corrections can be particularly
destabilizing.

(ii) The international integration of financial mar-
kets carries significant implications for policy
spillovers. Cyclical slack and easy monetary
conditions tend to foster capital outflows to-
ward economies with stronger growth perfor-
mance and prospects. If these capital flows are
large relative to the size of the recipient
economies,they may well be destabilizing for
them,unless policies are appropriately adjusted
to take account of, and to some extent offset,
the extra stimulus being imported from the rest
of the world, and unless the domestic financial
system is sound.

(iii) Conversely, in countries with weak economic
growth and an absence of inflationary pressures
(or perhaps experiencing deflation), capital
market integration and the associated potential
for capital outflows make it even more impor-
tant that an expansionary monetary stance be
accompanied by sufficient progress in tackling
structural obstacles to growth (such as labor
market rigidities and other structural deficien-
cies) for the expansionary policy to be effective
in boosting domestic demand and activity.

(iv) Overheating in asset markets may call for
monetary tightening, not only when it threat-
ens an undesirable increase in product-price
inflation through its effects on aggregate de-
mand, but also when there is strong evidence
that asset prices are rising to more and more
unsustainable levels—generating correspond-
ingly higher risks of a correction that would be
significantly destabilizing for the economy and
the financial system. In the latter case, mone-
tary authorities are confronted with one of
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2“Beyond Price Stability: A Reconsideration of Monetary Policy
in a Period of Low Inflation,” Federal Reserve Bank of Cleveland,
Annual Report, 1998.



their most difficult challenges: there is in-
evitably uncertainty about whether a rise in
asset prices is in fact sustainable, since it may
have arisen from a lasting change in wealth-
holders’ portfolio preferences or a lasting rise
in the rate of return on capital; and further-
more, the effect of monetary tightening on
asset prices is uncertain. Moreover, acting to
slow or arrest a run-up in asset prices that may
be generally popular is likely to be politically
difficult, particularly for central banks whose
independence is based on a mandate to control
CPI inflation. But such action may be neces-
sary to minimize the risks of macroeconomic
and financial instability that may carry greater
costs. And it should be viewed as symmetrical
to the responsibility of monetary authorities to
provide liquidity and ease monetary conditions
in the face of sharp declines in asset prices that
threaten disruption of the financial and pay-
ment system. Fiscal policy may also have a
role, of course, when asset markets are over-
heating; and, especially when capital inflows
are already exerting upward pressure on the
exchange rate, it may be preferable to tighten
fiscal policy to dampen demand pressures.

Taken together, developments in the global economy
in the 1990s and the hypotheses to which they give rise
are not particularly reassuring. They point to a global
economic and financial system with great potential for
allocating resources more efficiently within and among
countries,but also with a potential for excesses to de-
velop in asset markets and the private sector, and there-
fore for recurrent macroeconomic instability even
when macroeconomic policies are reasonably well dis-
ciplined, as in the 1990s. Despite the success in taming
inflation, and also the success of many countries in
putting their public finances on a sounder footing, the
task of macroeconomic stabilization has not gone away
and in some respects may even have become more de-
manding, as illustrated by the dilemmas and challenges
now facing policymakers around the globe.

The Inevitable U.S. Slowdown 
and Adjustment

The strength of demand and activity in the United
States continued to exceed expectations in the first half
of 1999,and it now seems likely that for the third suc-
cessive year output growth in 1999 as a whole will be
almost 4 percent (Table 1.3). If, as projected, the ex-
pansion continues into 2000,it will next February be-
come the longest since at least the middle of the 19th
century, when comparable data began. The expansion
is notable not only for its duration. There has also been
an increase in the growth of labor productivity in the
past two years, which is unusual for the mature phase

of a cyclical expansion. This seems to be related partly
to the rapid expansion of fixed investment and the cap-
ital stock in recent years,and partly to faster technical
progress. The more rapid productivity growth and
more importantly a reappraisal of past data have led
IMF staff this year to revise upwards the assumed
growth rate for U.S. productive potential to about 2#/4
percent,from 2!/4 percent previously.

The expansion has been remarkable also for the be-
havior of inflation, which has shown no significant
sustained increase as resource utilization has risen in
the economy as a whole. During 1999,consumer price
inflation has risen somewhat from the rate of about 1!/2
percent experienced in 1998,mainly owing to in-
creases in oil and other commodity prices. There is
still little evidence of any sustained rise in wage infla-
tion even though unemployment has fallen to about
4!/4 percent, its lowest level in almost three decades.
The IMF staff ’s current estimate of the NAIRU (non-
accelerating-inflation rate of unemployment) is about
5 percent compared with nearly 6 percent at the be-
ginning of the expansion.

The recent impressive performance of the U.S.
economy is, in large part, testimony to laudable poli-
cies. These include the turnaround in the fiscal balance
from deficit to surplus (a structural improvement
equivalent to roughly 3!/2 percent of GDP since 1993);
the agile management of monetary conditions by the
Federal Reserve in achieving and maintaining low in-
flation, in helping to maintain stable growth and also in
helping to calm global financial turbulence; and struc-
tural policies that have continued to foster the flexible
working of markets. But in spite of the economy’s ev-
ident strengths,there is no doubt that in the period
ahead a significant slowdown to sustainable levels will
be necessary. Only the timing is in question.

Estimates for the second quarter indicate that GDP
growth slowed to 1.8 percent at an annual rate, but
with domestic demand, especially by the private sec-
tor, still growing significantly faster than most esti-
mates of potential. Declines in commodity prices and
the rise of the dollar have helped to maintain low in-
flation in recent years, with nominal wage increases
being restrained partly by the associated real wage
gains (see Chapter III). As these forces wane and go
into reverse, resource pressures are likely to reassert
themselves and cause inflation to rise unless slower
growth is maintained. And the slowdown will need to
help contain the external current account deficit,
which has recently risen above 3 percent of GDP and
is approaching the historic peaks of the mid-1980s.
Thus the growth of domestic demand will need to slow
more significantly, from its recent rate of about 5 per-
cent (4 percent in the second quarter excluding inven-
tory accumulation). This adjustment is assumed in the
projections to occur smoothly.

The main risks to the smooth slowdown or “soft-
landing”scenario represented in the baseline are four-

The Inevitable U.S. Slowdown and Adjustment
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fold and interrelated. One is that significant inflation-
ary pressures could emerge and prompt a substantial
monetary tightening. The second is that the dollar,
whose exchange value is well above the levels esti-
mated to be consistent with medium-term fundamen-
tals, could come under downward pressure, perhaps
because investors become more wary of the United
States’increasing external debt or find more attractive
havens for their investments in other economies that
may be enjoying renewed growth. Marked deprecia-
tion of the dollar would increase price pressures,po-
tentially leading again to a substantial rise in interest
rates. The third risk, of a significant decline in stock
market prices,could be associated with either of the
first two, or it could materialize independently as a re-
sult of a reassessment by investors of profit prospects
or equity valuations. As with the increases in interest
rates in the other risk scenarios, it would tend to lead
to a more abrupt slowdown of private spending and

growth than in the baseline projections,with an asso-
ciated correction of the private sector’s unprecedented
shortfall recently of saving relative to investment. The
fourth risk is that a large tax cut could further boost
private consumption,while crowding out private in-
vestment and net exports through higher interest rates
and a stronger dollar. While these developments
might add further momentum to the expansion in the
short run, they would exacerbate existing imbalances
and increase the risk of a harder landing later on.

How can policies help to minimize these risks? It is
mainly the task of monetary policy to prevent a rise in
inflation, through forward-looking policy actions. The
Federal Reserve’s actions to raise short-term interest
rates in June and August,which partly reversed the
cuts that played an important role in helping to stabi-
lize international financial markets late last year, were
appropriate steps. Together with the increases in
longer-term interest rates in recent months,this will
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Table 1.3. Advanced Economies:Real GDP, Consumer Prices,and Unemployment
(Annual percent change and percent of labor force)

Real GDP Consumer Prices Unemployment___________________________________________________________ ______________________________
1997 1998 1999 2000 1997 1998 1999 2000 1997 1998 1999 2000

Advanced economies 3.2 2.2 2.8 2.7 2.1 1.5 1.4 1.8 6.8 6.7 6.5 6.5
Major industrial countries 2.9 2.2 2.6 2.4 2.0 1.3 1.4 1.7 6.5 6.2 6.2 6.4

United States 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 1.4 –2.8 1.0 1.5 1.7 0.6 –0.4 0.0 3.4 4.1 5.0 5.8
Germany 1.8 2.3 1.4 2.5 1.5 0.6 0.4 0.8 9.9 9.4 9.1 8.6
France 2.3 3.2 2.5 3.0 1.3 0.7 0.5 1.1 12.5 11.6 11.3 10.7
Italy 1.5 1.3 1.2 2.4 1.7 1.7 1.5 1.6 11.7 11.8 11.7 11.4
United Kingdom1 3.5 2.2 1.1 2.4 2.8 2.7 2.3 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 advanced economies 4.2 2.1 3.5 3.6 2.4 2.5 1.4 2.1 7.8 8.1 7.5 6.9
Spain 3.7 4.0 3.4 3.5 1.9 1.8 2.1 2.1 20.8 18.8 15.7 14.0
Netherlands 3.6 3.8 2.6 2.5 2.2 2.0 2.3 2.1 5.5 4.1 3.6 3.7
Belgium 3.0 2.9 1.4 2.5 1.5 0.9 1.1 1.2 9.4 9.5 9.2 9.2
Sweden 1.8 2.6 3.2 3.0 0.5 –0.1 0.2 1.0 8.0 6.5 5.4 5.1
Austria 2.5 3.3 2.0 2.5 1.2 0.8 0.7 0.9 4.4 4.7 4.3 4.2
Denmark 3.1 2.9 1.3 1.5 2.2 1.7 2.5 2.5 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 12.6 11.4 10.3 9.2
Greece 3.2 3.7 3.3 3.6 5.4 4.5 2.3 2.2 10.3 10.1 10.3 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 1.5 2.4 2.0 2.0 9.8 7.7 6.5 6.2
Luxembourg 4.8 5.7 3.5 4.4 1.4 1.0 0.7 1.4 3.4 3.1 2.9 2.8

Switzerland 1.7 2.1 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 5.5 4.6 7.7 8.6 9.3 8.8
Iceland 5.4 5.1 5.6 4.7 1.8 1.7 3.5 3.2 3.7 3.0 1.7 1.7

Korea 5.0 –5.8 6.5 5.5 4.4 7.5 0.7 2.8 2.6 6.8 7.0 6.0
Australia2 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 Province 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 5.3 –5.1 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 2.0 –0.3 0.2 0.6 1.8 3.2 4.3 4.2
New Zealand2 2.1 –0.3 2.6 3.3 1.7 1.5 1.3 1.9 6.6 7.5 7.2 7.0

Memorandum
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 area 2.4 2.8 2.1 2.8 1.6 1.2 1.0 1.3 11.7 10.9 10.3 9.7

1Consumer prices are based on the retail price index excluding mortgage interest.
2Consumer prices excluding interest rate components; for Australia,also excluding other volatile items.



help to slow the growth of domestic demand. But fur-
ther steps may well be needed to prevent the emer-
gence of inflationary pressures. It will therefore be im-
portant for the Federal Reserve to continue to be
forward-looking in its conduct of policy, to respond
again promptly if domestic demand growth fails to
abate or if prospective inflationary pressures persist,to
be particularly alert to repercussions in the economy
of the rise in the stock market as well as to any sign
that it is broadening to a wider range of asset prices,
and to provide consistent signals to financial markets
of its intention to rein in demand growth. It is through
such forward-looking actions that the risks of further
overheating and a hard landing are most likely to be
minimized.

Fiscal policy has also helped to restrain demand
growth in the current expansion,as can be inferred
from the budget’s swing into surplus—which is likely
to reach about 1!/2 percent of GDP in 1999 in terms of
the general government balance, compared with a
deficit of 3!/2 percent of GDP in 1993.3 Continuing
budget surpluses are projected on the basis of current
policies, and their realization will be important not
only to contribute to demand restraint given the econ-
omy’s cyclical position and the external deficit, but
also to prepare for the increase in unfunded liabilities
associated with population aging in the decades ahead
(Box 1.2). By contrast, eating into the surpluses
through tax cuts or spending increases would exacer-
bate the risk of overheating. The maintenance of sur-
pluses would also provide more room for a moderate
easing of fiscal policy to help stabilize the economy in
the event of a sharp slowdown in domestic demand.

The strong U.S. expansion has contributed impor-
tantly to Canada’s recent robust growth performance.
Growth in Canada has exceeded potential for most of
the period since mid-1996,and following the slow-
down of late 1997 and early 1998 associated with the
Asian crisis and weakness of commodity prices,it has
strengthened again. Unemployment has recently fallen
to below 8 percent,its lowest level for a decade, while
core consumer price inflation has remained close to
the lower end of the 1–3 percent target range. There
has been further progress in reducing the public sector
debt burden, and the strengthening of the public fi-
nances will allow the automatic stabilizers to be used
in the event of a significant slowdown. Signs that the
economic expansion is gaining strength and that infla-
tion has bottomed out may point to a need for a grad-
ual move back to a somewhat less accommodative
monetary stance, though the anticipated slowdown in
U.S. growth would lessen potential inflation risks.

Japan: Recovery in Sight?

Real GDP in Japan surprisingly rose by an extraor-
dinarily strong 2.0 percent in the first quarter of 1999,
after five consecutive quarters of decline, raising hopes
that the economy had finally emerged from recession.
One half of this GDP increase came from public in-
vestment,reflecting the fiscal stimulus packages put in
place in 1998,but more noteworthy was the growth in
private demand. Although growth subsequently moder-
ated in the second quarter, in part because of a decline
in public investment,there are increasing signs indicat-
ing a turnaround. Moreover, concerns about deflation
and the health of the financial system appear to have
abated. At the same time, there are still many weak-
nesses and uncertainties in the current economic situa-
tion. Household confidence is still fragile in a context
of falling incomes and fears of job losses,and many
businesses,particularly those less exposed to interna-
tional competition and pressures for restructuring, are
still suffering from large debt burdens and excess ca-
pacity built up during the asset price bubble of the late
1980s and early 1990s. There is also a danger that pub-
lic investment will fall further in the second half of this
fiscal year as the effects of earlier stimulus packages
wear off. Net exports will benefit from the economic
recovery in the Asia region,but the strengthening of the
yen in late 1998 and so far in 1999 is likely to limit the
impetus to growth from the external sector.

Despite these concerns, growth projections have
been revised up significantly from those in the May
1999 World Economic Outlook. Positive growth of 1
percent is now projected for 1999,rising to 1!/2 percent
in 2000,and there is clearly the potential for a stronger
pickup next year if private sector confidence strength-
ens further. At the same time, there are continuing
downside risks, related in part to the needed restruc-
turing of the corporate sector that is in progress.
Unemployment is projected to increase further in
2000,with inflation remaining close to zero.

Macroeconomic policies in Japan continue to face
formidable challenges. These involve not just ques-
tions about the degree and form of further support to
nurture the emerging recovery, but also the balance to
be struck between these short-term requirements and
longer-term policy objectives. These judgments are
particularly difficult in the case of fiscal policy. On
current policies the general government deficit (ex-
cluding social security) is projected to rise to almost
10 percent of GDP in 1999 (from 7.5 percent in 1998),
and to remain around this level in 2000. Given the
need to support domestic demand and economic ad-
justment, it is important to ensure that the level of
stimulus is maintained as long as the recovery in pri-
vate demand has not firmly taken hold. But Japan also
faces a critical task of fiscal consolidation over the
medium term. Public debt has increased rapidly as a
result of the large deficits incurred during the current

Japan: Recovery in Sight?
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3Of the 5.2 percentage points of GDP decline in the fiscal deficit
since 1993,approximately two-thirds is due to policy actions (Table
1.4).



I WORLD ECONOMIC OUTLOOK AND CHALLENGES OF GLOBAL ADJUSTMENT

12

Table 1.4. Major Industr ial Countr ies: General Government Fiscal Balances and Debt1

(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 gap –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 gap –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 debt 39.3 54.2 54.9 54.5 54.1 51.4 48.4 45.0 41.5 27.6
Gross debt 53.5 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 gap 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 debt 18.4 5.2 7.7 13.0 16.4 19.5 30.5 37.6 44.3 52.2
Gross debt 68.0 75.1 82.2 89.7 94.4 101.1 117.9 127.8 137.2 149.9

Memorandum
Actual balance excluding 

social security –3.3 –4.8 –5.1 –6.5 –6.8 –5.9 –7.5 –9.5 –9.3 –4.1
Structural balance excluding 

social security –3.4 –4.7 –4.7 –6.0 –7.1 –6.0 –6.5 –8.5 –8.4 –4.4
Germany2

Actual balance –2.1 –3.1 –2.4 –3.2 –3.4 –2.6 –2.0 –1.9 –1.1 –0.3
Output gap –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 debt 22.0 35.5 40.6 49.4 52.1 52.8 52.4 51.9 50.9 44.6
Gross debt 41.3 48.0 50.2 58.3 60.8 61.5 61.1 60.6 59.6 53.3
France
Actual balance –2.4 –5.9 –5.8 –5.5 –4.1 –3.0 –2.7 –2.4 –1.8 0.1
Output gap 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 debt3 19.4 34.4 40.2 43.6 46.3 48.1 48.4 48.9 48.7 45.7
Gross debt 31.5 45.2 48.3 52.5 55.4 57.8 58.2 58.7 58.5 55.4
Ital y
Actual balance –10.9 –9.4 –9.1 –7.7 –7.0 –2.8 –2.7 –2.4 –1.6 –0.1
Output gap 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 –1.5 –1.0 –0.4 –0.1
Net debt 77.4 111.8 117.2 116.6 116.0 113.8 112.4 109.6 104.3 89.2
Gross debt 84.7 118.1 123.8 123.2 122.5 120.1 118.7 115.7 110.2 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 gap –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 debt 34.4 32.7 33.0 39.1 41.6 43.9 44.8 42.9 41.9 36.0
Gross debt 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 gap –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 debt 36.1 66.2 68.7 70.2 69.8 65.5 62.3 57.8 54.3 39.5
Gross debt 68.4 98.8 99.4 102.2 101.8 97.7 95.8 90.0 85.2 65.7

Note:The budget projections are based on information available through mid-September 1999. The specific assumptions for each country
are set out in Box 1.2.

1The output gap is actual less potential output,as a percent of potential output. Structural balances are expressed as a percent of potential out-
put. The structural budget balance is the budgetary position that would be observed if the level of actual output coincided with potential out-
put. Changes in the structural budget balance consequently include effects of temporary fiscal measures,the impact of fluctuations in interest
rates and debt-service costs,and other noncyclical fluctuations in the budget balance. The computations of structural budget balances are based
on IMF staff estimates of potential GDP and revenue and expenditure elasticities (see the October 1993 World Economic Outlook, Annex I).
Net debt is defined as gross debt less financial assets of the general government,which include assets held by the social security insurance sys-
tem. Debt data refer to end of year; for the United Kingdom they refer to end of March. Estimates of the output gap and of the structural bud-
get balance are subject to significant margins of uncertainty.

2Data before 1990 refer to west Germany. For net debt, the first column refers to 1986–92. Beginning in 1995,the debt and debt-service oblig-
ations of the Treuhandanstalt (and of various other agencies) were taken over by the general government. This debt is equivalent to 8 percent
of GDP, and the associated debt service to !/2 of 1 percent of GDP.

3Figure for 1982–92 is average of 1984–93.



downturn, and financial market concerns about the
sustainability of this trend have already been reflected
in upward pressure on long-term interest rates. By
most measures, Japan’s public debt is significantly
larger than in most other major industrial countries
(Box 1.3). With Japan facing age-related pressures
relatively early in the next century, fiscal reforms and
other measures to improve the viability of the public
pension system are all the more important. Legislation
to address this issue was submitted to the Diet in July.

Monetary policy is also very supportive, with
overnight interest rates effectively zero since March.
The Bank of Japan’s stated commitment to maintain
this policy until the threat of deflation disappears,com-

bined with the resumed purchase of long-term govern-
ment bonds by the Trust Fund Bureau,have helped to
lower long-term interest rates since February, although
they have risen again since May as hopes of recovery
have encouraged expectations that monetary policy
will start to be tightened sooner than earlier thought.
The main monetary policy levers still available involve
liquidity injections to the banking system through,for
example, open-market operations, and exchange mar-
ket intervention. The Bank of Japan has expanded the
range and maturities of assets it purchases to inject li-
quidity, and there is scope for further moves in this di-
rection,provided that funds are supplied only to credit-
worthy entities and that they do not ease pressures for
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Fiscal policy assumptions for the short term are based on
official budgets adjusted for any deviations in outturns as
estimated by IMF staff and also for differences in eco-
nomic assumptions between IMF staff and national au-
thorities. The assumptions for the medium term take into
account future policy measures that are judged likely to
be implemented. Both projections and policy assump-
tions are generally based on information available
through September 1999. In cases where future budget
intentions have not been announced with sufficient speci-
ficity to permit a judgment about the feasibility of their
implementation,an unchanged structural primary balance
is assumed, unless otherwise indicated. For the larger ad-
vanced economies,the specific assumptions adopted are
as follows (see Tables 14–16 in the Statistical Appendix
for the projected implications of these assumptions).

United States. The fiscal projections are based on the
Administration’s June 1999 Mid-Session Review of the
FY 2000 Budget (including the Social Security reform
proposal). The projections are adjusted for differences be-
tween the IMF staff ’s and the Administration’s macroeco-
nomic assumptions. State and local government fiscal bal-
ances are assumed to remain constant as a percent of GDP.

Japan. The projections take account of the FY 1999 ini-
tial budget, and the ¥24 trillion stimulus package an-
nounced in November 1998. This November package is
assumed to raise public investment by ¥4 trillion through
1999,mostly in the first half of the year. Local govern-
ments are projected to largely offset their share in jointly
financed projects in the stimulus package with cuts in
own-account expenditures elsewhere. Of the ¥9.3 trillion
in tax cuts included in the November package, ¥#/4 trillion
is assumed to have occurred in the first quarter of 1999,
with the bulk of the remainder taking place over the rest of
1999 and the first quarter of 2000. The projection also as-
sumes a ¥520 billion supplementary budget for FY 1999.

Germany. For 1999,the IMF staff projection of the
general government deficit (1.9 percent of GDP) is based
on the Financial Planning Council projection of June
1999 adjusted for different macroeconomic assumptions.

For 2000 and the medium term, the IMF staff ’s projec-
tions incorporate the effects of the income tax reform
package approved by Parliament in March 1999,and as-
sume implementation of the government’s fiscal consoli-
dation and tax reform package announced in June 1999.

France. The projections are in line with announced
fiscal targets,adjusted for differences between the IMF
staff ’s macroeconomic assumptions and those of the
French administration. For 1999,the projection assumes
a revenue performance that still benefits from the robust
growth in 1998; for 2000 and beyond, the path of the pub-
lic finances is broadly consistent with the government
Stability Program.

Italy. The fiscal projections are based on the authori-
ties’projections for 1999,adjusted for the most recent de-
velopments and interest rate forecasts; and on the
medium-term fiscal plan covering the period 2000–03,
adjusted for differences in macroeconomic assumptions.
For 2000–03,announced measures are assumed to be im-
plemented fully and to have the impact as indicated in the
medium-term government plan. Details on the measures
for 2000 will be unveiled in the Budget Law to be sub-
mitted to parliament in September.

United Kingdom. The budgeted revenue targets and
spending ceilings for FY 1999/00 (April–March) are as-
sumed to be observed. Thereafter, current expenditure is
assumed to grow in line with potential output,and capi-
tal expenditure in line with the new expenditure plans an-
nounced in the 1999/2000 Budget. For revenues,the pro-
jections assume an income elasticity of one over the
medium term, but also incorporate previous budgets’ tax
commitments that are expected to continue during the
projection period.

Canada. Federal government outlays for departmental
spending and business subsidies are assumed to conform
to the commitments announced in the February 1999
budget. Following a reduction of 15 cents in the em-
ployment insurance premium effective in January 1999,

Box 1.2. Policy Assumptions Underlying the Projections for Selected Advanced Economies

(continued on next page)
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bank and enterprise restructuring. Since early July, the
yen has appreciated significantly, notwithstanding re-
ported intervention in the foreign exchange market to
limit an overly rapid appreciation.

While macroeconomic policies can provide impor-
tant short-term support to the economy, structural re-
forms will determine how durable and resilient the re-
covery will be. The framework for dealing with the
banking sector’s problems is largely in place, and the
emphasis now must be on implementation. The need
for rapid restructuring and the rebuilding of confi-
dence is made all the more urgent by the prospective
replacement in March 2001 of blanket deposit insur-
ance with limited coverage. Preconditions for restruc-

turing are certainly evident: recapitalization of viable
institutions and nationalization of failed banks are pro-
ceeding; prudential supervision and bank accounting
standards appear to have improved, driven in part by
the new Financial Supervisory Agency; and new tax
incentives and the establishment of the Resolution and
Collection Corporation should help with the disposal
of bad loans. Nevertheless,several concerns and po-
tential weaknesses remain. The full extent of banks’
balance sheet problems may still not have been recog-
nized, including additional bad loans incurred during
the recent recession. The banking sector is still large
relative to the size of the economy, and there is a risk
that the recapitalization program may be reducing
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the staff assumes further gradual cuts in the rate from
2000 on,which would reduce it to $2.20 per $100 of tax-
able employee earnings by 2004. Other revenue and out-
lays are assumed to evolve in line with the IMF’s staff
macroeconomic projections. After FY 1998/99,it is as-
sumed that the federal government will be able to main-
tain budget surpluses which would reach 1 percent of
GDP. The consolidated fiscal position of the provinces is
assumed to be consistent with their stated medium-term
targets.

Australia. The fiscal outlook is based on the authori-
ties’ May 1999 Budget projections of ratios of expendi-
ture and revenue to GDP until FY 2002/03 (July–June),
with these ratios assumed to remain constant thereafter.
The budget projections reflect the impact of the tax re-
form package to be introduced in 2000.

Belgium. For 1999,the fiscal deficit is based on the
budget, adjusted for the difference between the staff ’s
and the authorities’ growth projections. For the medium
term, fiscal projections incorporate a slight decline in the
structural primary balance, in line with the 1999–2002
Stability Program.

Korea. The projections for 1999 are based on the sup-
plementary budget announced in June 1999. Tax revenues
are projected to grow 1 percent faster than nominal GDP,
while other revenues are projected to increase in line with
GDP. Noninterest current spending is assumed to rise by
5 percent in real terms. Capital spending as a ratio of
GDP is projected to be gradually reduced to 1996–97 lev-
els by 2002.

Netherlands. The projections for 1999 are based on
the budget and the supplementary budget, adjusted for
the staff ’s macroeconomic projections. Projections for
2000–2004 primarily reflect the government’s rules-
based approach to fiscal policy, by taking into account
the authorities’ expenditure norms and baseline path for
revenue (which incorporates planned tax reform in
2001). The government’s projections have been adjusted
to reflect the slightly higher growth projected by IMF
staff and to include revenue and expenditure items that

are not covered by the government’s fiscal policy frame-
work.

Spain. The projections for 1999 assume that the bud-
get (including a reform of personal income taxes) is im-
plemented as approved, allowing for differences in
macroeconomic assumptions. Projections for 2000 and
beyond are based on unchanged policies.

Switzerland. The 1999 projections are based on the of-
ficial budget, adjusted for slower growth and extraordi-
nary expenditures. The projections for 2000–01 are in line
with present official estimates and incorporate announced
fiscal measures to balance the Confederation’s budget by
2001. Beyond 2001,the general government’s structural
budget balance is assumed to remain unchanged.

Monetary policy assumptions are based on the estab-
lished framework for monetary policy in each country. In
most cases this implies a nonaccommodative stance over
the business cycle, so that official interest rates will firm
when economic indicators suggest that inflation will rise
above its acceptable rate or range, and ease when indica-
tors suggest that prospective inflation will not exceed the
acceptable rate or range, that prospective output growth is
below its potential rate, and that the margin of slack in the
economy is significant. On this basis,the London inter-
bank offered rate (LIBOR) on six-month U.S. dollar de-
posits is assumed to average 5.4 percent in 1999 (20 basis
points more than projected in the May 1999 World
Economic Outlook) and 6.1 percent in 2000. The pro-
jected path for U.S. dollar short-term interest rates re-
flects the assumption that the Federal Reserve will raise
the target federal funds rate by in total 75 basis points be-
fore the end of the first quarter of 2000,which is consis-
tent with market expectations in early August. The rate on
six-month Japanese yen deposits is assumed to average
0.2 percent in 1999 (the same as in the May 1999 World
Economic Outlook) and also in 2000. The rate on six-
month euro deposits is assumed to average 3.0 percent in
1999 and 3.5 percent in 2000. Changes in interest rate as-
sumptions compared with the May 1999 World Economic
Outlook are summarized in Table 1.1.

Box 1.2 (concluded)



pressures for restructuring. In this regard, the authori-
ties need to use the leverage provided by public capi-
tal participation in banks to promote consolidation,en-
sure a focus on core profitability, and push through
changes in ownership and management when needed.
Progress also has to be made in reprivatizing national-
ized banks,or at least their marketable assets.

Other reforms in the financial services sector are gen-
erally well-advanced, although direct public sector in-
volvement in the provision of financial services (for ex-
ample through the post office savings system) needs to
be reduced, and tighter supervision along with pres-
sures for reform need to be applied to the troubled life
insurance industry. Corporate sector restructuring
should be helped by measures introduced in June 1999
to provide greater scope for debt-equity swaps by banks
and ease the way for large-scale mergers. Improve-
ments in the bankruptcy code will be considered by the
Diet later in 1999,and further reforms are also being
considered for the legal framework and tax system to
encourage firms to implement restructuring measures,
and to facilitate ownership changes. Progress in other
areas has been uneven. Firms in manufacturing appear
to be generally well-advanced in improving their bal-
ance sheets,whereas among firms oriented to the do-
mestic market the lack of competition is slowing re-
structuring and discouraging business start-ups. Thus,
only limited progress has been made with deregulation
and liberalization in the transportation, telecommunica-
tions, retail, and agriculture sectors, which continue to
be largely shielded from foreign competition.

Securing a Lasting Revival of Growth
in Europe

Following the marked slowing of growth in much of
western Europe in the latter part of 1998,there have
been indications in recent months that expansions have
begun to pick up again. As in the May 1999 World
Economic Outlook, growth is projected to recover to
above-potential rates in the second half of 1999,and in
2000 as a whole should average 2#/4 percent in the euro
area after this year’s slowdown to 2 percent.4 But since
the earlier assessment,downside risks have been re-
duced by the improvements in the external economic
environment; the easing of the European Central
Bank’s official interest rates by 50 basis points in
April; reductions in official interest rates in several
European countries outside the euro area; a modest up-
turn in business sentiment; and signs that the pickup is
broadening. Consumer confidence has remained at
high levels,partly reflecting further, albeit modest,de-
clines in unemployment (Figure 1.3).
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Figure 1.3.  Selected European Countries, Japan,
and the United States: Indicators of Consumer
and Business Confidence1

Business confidence has recently picked up in several major industrial 
countries. Consumer confidence generally remains strong, although it 
has weakened somewhat in Germany and France.

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.4During the phased transition to the new European System of
Accounts (ESA 95) beginning in 1999,more than the usual degree of
uncertainty surrounds the interpretation of national accounts data.



I WORLD ECONOMIC OUTLOOK AND CHALLENGES OF GLOBAL ADJUSTMENT

The depreciation of the euro since its introduction at
the beginning of the year—by 10 percent in terms of
the dollar and 6 percent in nominal effective terms,
after taking into account some recovery in late July—
has added significantly to the support for demand and
activity in the euro area. In the context of the area’s re-
cent cyclical weakness,the depreciation has been
helpful,and it has not threatened the objective of keep-
ing inflation below 2 percent:inflation in the area has
recently been running at about 1 percent and is still
projected to remain within the ECB’s definition of
price stability in 1999–2000. However, the euro’s de-
cline has taken it to values significantly below those

estimated to be consistent with medium-term funda-
mentals—although probably not inconsistent with cur-
rent cyclical conditions—and the euro may be ex-
pected to strengthen further in the period ahead as
growth in the area picks up and the U.S. economy
slows. This prospective appreciation is reflected in in-
terest differentials favoring assets denominated in
most non-euro currencies except the yen and the Swiss
franc.

Monetary conditions in the euro area are clearly
supportive of recovery at present. Moreover, given the
still significant margin of slack in the area as a whole
and its dampening effect on inflation, official interest
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The fiscal policy advice that the IMF gives member coun-
tries depends on both longer-term debt sustainability con-
siderations and short-term aggregate demand conditions.
In many cases,there is no ambiguity about the appropri-
ate advice, at least in qualitative terms. There are in-
stances,however, where longer-term and short-term con-
siderations point to conflicting advice. Japan has recently
been a case in point,with the IMF recommending signif-
icant short-term fiscal stimulus to counter weakness in
aggregate demand, even though Japan is among the most
indebted of the major industrial countries. A high level of
gross debt and a rapidly aging population suggest that
long-term sustainability is a key issue in Japan,and that
there is a need to return to fiscal consolidation as soon as
conditions permit. However, other debt indicators,and in
particular net debt rather than gross debt, point to Japan’s
debt position being less worrisome. This box discusses
the debt indicators that are used to assess debt sustain-
ability in formulating fiscal policy advice. Estimates for
1998 are reported in the table for the G-7 countries.

• Gross debt refers to the government’s stock of out-
standing financial liabilities. According to this indi-
cator, Italy and Japan are the most indebted G-7

countries, with gross debt of 119 percent and 118
percent of GDP respectively at the end of 1998.

• Net debt including social security assets subtracts
all government financial assets from gross debt, in-
cluding assets of the social security system,often in
the form of government debt. Japan is the only G-7
country where the latter is sizable. When social se-
curity assets are included in government debt, Japan,
with net debt of about 30 percent of GDP in 1998,is
found to be the least indebted G-7 country. The cor-
responding figure for Italy is about 112 percent of
GDP, which is again the highest; it is only slightly
less than the gross debt because the social security
system holds no assets. However, including the so-
cial security assets in net debt without also taking
into account the future claims of the social security
system against government assets may be considered
also to give a misleading measure of the govern-
ment’s true financial situation.

• Net debt excluding social security partly addresses
the social security issue by assuming that the social
security system is independent,so that the govern-
ment debt that it holds should not be treated as a gov-
ernment asset. According to this indicator, Japan’s
net debt in 1998 was 79 percent of GDP, making it,

Box 1.3. Comparing G-7 Fiscal Positions—Who Has a Debt Problem?

General Government Fiscal Indicators,19981

(In percent of GDP)

United United
Canada France Germany Italy Japan Kingdom States

Gross debt 95.8 58.2 61.1 118.7 117.9 62.2 62.1
Net debt including social security assets 62.3 48.4 52.4 112.4 30.5 42.4 48.4
Net debt excluding social security assets2 62.3 48.4 52.4 112.4 79.1 42.4 56.1

Overall balance including social security 0.9 –2.7 –2.0 –2.7 –5.3 0.3 1.3
Overall balance excluding social security 2.9 –2.6 –2.3 1.3 –7.5 . . . –1.7
Structural balance including social security 1.6 –1.3 –0.7 –1.5 –3.8 –0.3 1.3

1All data are from the World Economic Outlook database unless it is indicated otherwise.
2Social security assets are assumed to be zero in countries with pay-as-you-go social security systems. For Japan and the United States,

data on social security assets are taken from official sources.



rates can probably be maintained at present levels at
least through the remainder of this year. Of course, the
appropriate stance of monetary policy may need to be
adjusted during the course of next year depending on
the strength of economic growth, conditions in labor
markets, developments in foreign exchange markets,
and other factors likely to have bearing on inflation
and the sustainability of the expansion.

With the ECB’s monetary policy being determined
by developments in the euro area as a whole, cyclical
divergences in growth performance and inflationary
pressures within the area—notable among which are
the relatively strong growth and overheating risks evi-

dent in Ireland, the Netherlands,Portugal, and Spain,
the relatively solid expansion under way in France,
and the contrasting recent sluggishness of activity in
Germany and Italy—have to be dealt with by national
fiscal and structural policies. But here there is also an
unfinished agenda of longstanding problems to be
tackled.

In most of the euro area,there has been little further
progress with fiscal consolidation since the Maastricht
treaty test year of 1997,and tax burdens are at or close
to historic peaks. To put government finances on a
sound footing and to improve prospects for a lasting
revival of growth,most countries need progressively to
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on this measure, the second most indebted G-7 coun-
try behind Italy (where net debt was 112 percent of
GDP both including and excluding social security).
For other G-7 countries, this debt indicator is in the
range of 40–65 percent of GDP.

• An alternative approach would be to add net future
public pension liabilities—equal to the present value
of future pension liabilities less the assets of the pub-
lic pension system—to net debt excluding social se-
curity to produce a comprehensive measure of net
debt including futur e public pension liabilities.
The most up-to-date, comparable estimates of future
public pension liabilities for G-7 countries are those
of Chand and Jaeger (1996).1 However, these refer to
the period 1995–2020,and therefore do not reflect
significant public pension reforms undertaken since
1995 or the impact of different demographic devel-
opments across G-7 countries after 2020. For these
reasons,it would be inappropriate to report a com-
prehensive measure of net debt based on these esti-
mates. But broadly speaking, future public pension
liabilities are at present significantly higher in
France, Germany, and Japan than in other G-7 coun-
tries,in each case exceeding 100 percent of GDP ac-
cording to Chand and Jaeger. Italy and Japan would
remain the most indebted G-7 countries using the
comprehensive measure of net debt, although it is
unclear which of these countries would have the
larger debt.

A significant shortcoming of all the debt indicators dis-
cussed above is that they ignore the implications of the
projected profile of fiscal deficits for future levels of debt.
As the table also indicates, the G-7 countries start with
very different fiscal balances and cyclical positions and,
according to WEO projections,these will not evolve in
the same way across countries. The figure shows how
gross debt, net debt including social security, and net debt

excluding social security in 2004 compare with 1998. In
each case, the debt increases significantly in Japan,de-
spite the projection that the large structural deficit in 1998
will narrow significantly. Gross debt reaches more than
150 percent of GDP, making Japan by a considerable
margin the most indebted G-7 country in 2004. Net debt
also increases,and net debt excluding social security in
Japan is the highest by 2004. For other G-7 countries,
each debt indicator declines between 1998 and 2004.

Gross and Net Debt
(Percent of GDP)

Gross Debt

Net Debt Including Social Security Assets

Net Debt Excluding Social Security Assets

Canada France Germany Italy Japan United
Kingdom

United
States

Canada France Germany Italy Japan United
Kingdom
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1See Sheetal K. Chand and Albert Jaeger, Aging Populations
and Public Pension Schemes, IMF Occasional Paper No. 146
(December 1996).
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eliminate their structural deficits, and some countries
with particularly heavy debt burdens or particularly
adverse demographic prospects need to aim for struc-
tural surpluses. In relation to these needs,several
countries’medium-term fiscal programs,which envis-
age deficits remaining through 2002,are insufficiently
ambitious. Assuming that a sustainable recovery mate-
rializes, all countries in the area should ensure that
their programs are strong enough to produce fiscal po-
sitions close to balance or in surplus by 2002,and also
strong enough to create room for reducing Europe’s
debilitating tax rates. In this regard, the recent German
consolidation package is particularly welcome:it in-
cludes appropriately targeted expenditure restraint and
income tax reforms that together are expected to
achieve both a broadly balanced medium-term fiscal
position and a lower tax burden. The additional mea-
sures needed to achieve medium-term fiscal balance in
Austria, France, Italy, and Portugal amount to 1–1!/2
percent of GDP. Elsewhere the adjustment needed is
smaller, but in Ireland, the Netherlands,and Spain ad-
ditional fiscal consolidation would have the benefit of
helping to moderate inflationary pressures and reduce
the risks of a subsequent hard landing—considerations
that also add force to the argument for budgetary tight-
ening in Portugal. In the countries experiencing rela-
tively weak growth, there is room to allow the auto-
matic stabilizers to operate as long as the 3 percent
deficit limit of the Stability and Growth Pact is not put
at risk.

The further reduction of structural budget deficits,
together with the reduction of tax burdens needed to
improve incentives for employment and job creation,
will r equire wide-ranging reforms to contain the
growth of expenditures,especially spending on subsi-
dies, pensions,and welfare payments. But structural
fiscal imbalances are also related to the problem of
structural unemployment. The labor market reforms
needed to achieve a substantial reduction of unem-
ployment in Europe were discussed in the May 1999
World Economic Outlook. They include reforms of un-
employment benefit and labor taxation systems,the
liberalization of job protection legislation, and reform
of the wage determination process. In addition, ques-
tionable policies such as statutory reductions in work-
ing time need to be implemented flexibly if they can-
not be avoided. The employment pact agreed at the
Cologne European Council in early June 1999,which
added a dialogue on macroeconomic developments
(involving governments,the ECB, trade unions,the
Commission,and employers’ organizations) to exist-
ing processes focusing on national reform programs,
seems unlikely to add sufficiently to pressures for
meaningful and long overdue reforms.

Outside the euro area also,there have been increas-
ing indications in some cases that growth has begun to
strengthen in recent months. In the United Kingdom,
growth slowed virtually to a halt in late 1998 and early

1999 largely owing to a marked decline in net exports,
which reflected the strength of sterling as well as the
weakening of external demand. More recent data—in-
cluding a moderate pickup in growth in the second
quarter—suggest that the economy has bottomed out
without a recession,and the projections show growth
picking up through 1999 and reaching its potential rate
early next year. This apparent “soft landing” has been
made possible partly by subdued inflation at the peak
of the cycle—since April it has been below its 2!/2 per-
cent target rate—which has in turn partly reflected
markedly improved labor market performance as well
as skillful management of monetary policy. The
growth of labor earnings moderated further during the
recent slowdown of growth, facilitating further de-
clines in unemployment to 19-year lows. The Bank of
England lowered official interest rates in two steps in
April and June to 5 percent and, then, in view of
strengthening consumer demand, raised rates by !/4 of
1 percent in September. Looking ahead, the appropri-
ate direction and timing of subsequent changes will
depend on the strength of the recovery, movements in
sterling, and other influences on prospective inflation.

In Sweden, the benefits of macroeconomic and
structural reforms introduced in response to the severe
economic difficulties of the early 1990s have been ap-
parent in the form of robust growth, projected to re-
main around 3 percent in 1999 and 2000,combined not
only with declining unemployment,but also fiscal sur-
pluses and negligible inflation. Fiscal policy needs to
remain firm to consolidate these gains,achieve further
reductions in public debt, still high at around 70 per-
cent of GDP, and further reduce the size of the public
sector.5 Additional labor market reforms are also
needed to improve growth in private sector employ-
ment. In both Denmark and Norway, by contrast,
growth is projected to slow to less than 1!/2 percent in
1999 before picking up again in 2000. The slowdowns
this year are partly the result of firmer macroeconomic
policies introduced to stem signs of overheating that
emerged in 1998,although in Norway the main factor
has been a large contraction in investment following
many years of rapid growth. Continued fiscal restraint
would be appropriate in Norway to take pressure off
interest rates, which have been relatively high by
European standards. Growth in Switzerland, which had
picked up in 1997–98 after several years of stagnation,
slowed again late last year as exports weakened. With
the Swiss franc broadly stable against the euro since
the beginning of the year, monetary conditions are now
supporting a strengthening of growth, but structural re-
forms,especially in product markets,are needed to im-
prove medium-term growth prospects.
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5The share of general government expenditure in GDP has fallen
from 70 percent in 1993 to a projected 59 percent in 1999,still the
highest among the industrial countries.



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

The macroeconomic performance of the crisis-hit
economies in Asiahas continued to improve in recent
months. Positive GDP growth is expected in almost
all countries in the region in 1999 as a whole, with
projections in some cases revised up substantially
(Table 1.5). Exports have generally increased, sup-
ported by competitive exchange rates and improved
growth in regional trading partners. The bottoming
out of some commodity prices and an upturn in the
electronics industry have also helped to underpin the
recovery. The partial recovery of capital inflows has
eased financing constraints in most cases,and the rise
in confidence, along with declining inflation, has per-
mitted further monetary easing. Fiscal policy also
continues to play an important supportive role. A re-
sumption of inventory accumulation is being felt as
well, while weather-related turnarounds in agriculture
are also contributing to growth in Indonesia and the
Philippines—an influence also apparent in India.
Stronger growth is projected for 2000 in most coun-
tries as the recent improvements in economic confi-
dence and activity are followed by a broader-based
pickup in domestic demand. For the recovery to be
sustainable, however, there is an agenda of structural
reforms still to be completed. Plans for financial sec-
tor restructuring are generally well advanced, with
more stringent prudential standards in place, bank re-
capitalization proceeding, and plans adopted for the
privatization of state-owned institutions. But reforms
in the corporate sector are lagging behind in all the
crisis countries,and past experience from many other
countries points to the risk that losses in this sector,
rather than being borne by corporate shareholders,
may be largely shifted to the financial system and ul-
timately to taxpayers through repeated recapitaliza-
tions of banks.

Korea has been recovering at a surprisingly fast
pace from the sharp contraction of 1998,backed by
supportive macroeconomic policies—including inter-
est rates below precrisis levels and an expansionary
fiscal stance; low inflation; and a competitive ex-
change rate. The large current account surplus and
strong capital inflows have led to some strengthening
of the won,although the Bank of Korea has intervened
to slow the pace of appreciation and to rebuild re-
serves. The sustainability of Korea’s growth, however,
depends on decisive and comprehensive actions to
tackle the unfinished agenda of reforms in the finan-
cial and corporate sectors. In the financial sector, the
focus of attention needs to turn from the banking sec-
tor—where restructuring is well advanced—to non-
bank financial intermediaries. In the corporate sector,
rapid and equitable resolution of the Daewoo situation
and, more generally, strengthening the corporate

workout procedure for the other large and midsize
chaebol are critical.

In Malaysia, a strong economic recovery is also
now underway in response to fiscal and monetary
stimulus and the pegging of the exchange rate at a
competitive level. Output growth for the year, cur-
rently projected at about 2!/2 percent,may well need to
be revised upward. Continuing excess capacity in the
economy has been reflected in declining inflation as
well as a large trade surplus. Capital controls, intro-
duced in September 1998,remain in effect, but have
been modified. Financial and corporate sector restruc-
turing is continuing; with bank recapitalization and
purchases of nonperforming loans (NPLs) essentially
completed, the current focus is on disposal of NPLs
and consolidation of the banking system. As the re-
covery progresses,the authorities will need to review
the exchange rate peg and remaining capital controls.

In Thailand also the recovery has strengthened. A
range of indicators point to an increase in consumer
spending, and net exports have also picked up; but
with capacity utilization still low, investment has re-
mained weak. Fiscal and monetary policies continue
to support the recovery. The overall public sector
deficit, including the costs of financial sector restruc-
turing, is projected to exceed 7 percent of GDP in the
1998/99 fiscal year before declining steadily with the
recovery in economic activity. Overnight interest rates
have recently been as low as 1 percent,compared with
over 10 percent in the run-up to the crisis. Financial
sector restructuring is broadly on track, with banks
now focused on raising additional capital to meet
higher prudential standards,and the bank privatization
program is moving ahead after some initial delays.
The framework for corporate restructuring is largely in
place, strengthened by recent passage of bankruptcy
and foreclosure laws; this framework now needs to be
implemented.

The hardest-hit crisis economy in Asia, Indonesia,
now also seems to have turned around, and although
real GDP is still projected to decline a little further in
1999 as a whole, positive growth resumed in the first
half. Inflation is expected to reach single digits on a
12-month basis by the end of the year. However, the
scandal surrounding Bank Bali and the crisis in East
Timor risk setting back prospects of an early return to
financial stability and sustained growth. While the re-
covery so far has been driven by improvements in agri-
cultural output and exports, Indonesia still faces deep-
seated structural problems that must be addressed for
a robust recovery to take hold. High levels of nonper-
forming loans (which amounted to around 55 percent
of total loans at end-April, but declined to 40 percent
after some were transferred to the bank restructuring
agency) have increased the extent of bank insolvency
and the costs of rehabilitation. While a coherent re-
covery strategy is in place, it has yet to be firmly im-
plemented. To contain bank restructuring costs,in-

Emerging Market Economies in Asia and Latin America: Ensuring Sustainable Recoveries
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creased loan recovery from major corporate debtors is
essential. There is also a need for improved imple-
mentation of the newly amended bankruptcy law, the
fully effective introduction of anticorruption legisla-
tion, and a wide range of reforms to strengthen corpo-
rate governance.

In the Philippines,a turnaround in agriculture and
rising exports are supporting a broader pickup in do-
mestic output and spending. Improvements in confi-
dence, together with declines in inflation, have helped
interest rates to fall below precrisis levels. Financial
sector reforms are generally on track; however, more
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Table 1.5. Selected Developing Countries: Real GDP and Consumer Prices
(Annual percent change)

Real GDP Consumer Prices1______________________________________________________________
1997 1998 1999 2000 1997 1998 1999 2000

Developing countries 5.8 3.2 3.5 4.8 9.2 10.3 6.7 5.8

Median 4.1 3.5 3.7 4.4 6.2 5.3 4.3 4.0

Afr ica 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
Cameroon 5.1 5.0 4.4 4.8 5.2 2.8 2.0 2.0
Côte d’Ivoire 6.0 5.4 5.5 5.8 5.6 4.5 2.5 2.5
Ghana 4.2 4.6 5.5 6.0 28.8 19.3 10.0 6.4
Kenya 2.1 1.5 2.1 3.5 11.2 6.6 5.0 5.0
Morocco –2.0 6.3 0.6 5.1 1.0 2.7 2.0 2.5
Nigeria 3.1 1.9 0.5 3.3 8.5 10.0 12.5 12.5
South Afr ica 2.5 0.5 0.7 3.5 8.6 6.9 6.5 5.5
Sudan 6.7 5.0 5.5 5.2 46.7 17.0 16.9 9.0
Tanzania 3.5 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 3.5
Uganda 5.2 5.5 7.0 7.0 7.8 5.8 5.0 5.0

SAF/ESAF countries2 5.2 4.6 5.6 5.8 8.0 7.7 5.9 4.3
CFA countries 5.1 4.9 4.5 5.3 4.4 3.6 2.7 2.5

Asia 6.6 3.7 5.3 5.4 4.8 8.0 3.1 3.5
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 –1.5 1.5
India 5.5 5.8 5.7 5.5 7.2 13.0 6.5 7.2
Indonesia 4.7 –13.7 –0.8 2.6 6.6 59.6 22.7 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 3.5 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 3.5 4.5 3.2 7.7 7.6 6.0

Mid dle East and Europe 4.5 3.2 1.8 3.1 23.1 23.6 18.3 13.1
Egypt 5.0 5.4 6.0 5.4 6.2 3.8 3.7 4.0
Iran,Islamic Republic of 3.0 1.7 1.0 2.5 17.3 22.0 15.0 10.0
Jordan 1.3 2.2 2.0 2.5 3.0 4.5 1.9 2.8
Kuwait 2.5 2.2 –1.1 0.7 0.7 0.5 0.9 1.7
Saudi Arabia 2.7 1.6 –2.0 1.1 –0.4 –0.2 1.5 1.1
Turkey 7.6 2.8 1.2 2.6 85.7 84.6 60.4 38.2

Western 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 0.9 –0.8 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 5.5 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 Republic 8.2 7.3 7.0 7.0 8.3 4.8 7.8 4.2
Ecuador 3.5 0.4 –7.0 1.5 30.6 36.1 55.1 36.2
Guatemala 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 17.1 11.2
Peru 7.2 0.7 3.0 5.5 8.5 7.3 4.4 5.3
Uruguay 5.1 4.5 –2.0 2.5 19.8 10.8 6.0 3.0
Venezuela 5.9 –0.7 –7.6 1.6 50.0 35.8 24.4 17.3

1In accordance with standard practice in the World Economic Outlook, movements in consumer prices are
indicated as annual averages,rather than as December/December changes during the year as is the practice
in some countries.

2Afr ican countries that had arrangements,as of the end of 1997,under the IMF’s Structural Adjustment
Facility (SAF) or Enhanced Structural Adjustment Facility (ESAF).



rapid progress is needed in several areas of public sec-
tor reform.

Following the weakening of activity in 1998, a
strong economic recovery is under way in Singapore,
with growth of 4–5 percent expected in 1999–2000.
Helping to support activity has been a substantial eas-
ing of fiscal policy—an appropriate response given the
country’s particularly strong record of fiscal discipline
and its large external assets—and a recovery of exports
of electronic products. Notwithstanding the easing of
monetary policy following the outbreak of the regional
economic crisis, inflation has remained near zero.

There are also recent signs of an economic turn-
around in Hong Kong SAR. Led by a rebound in pri-
vate consumption,output rose sharply in the second
quarter this year after five consecutive quarters of de-
cline. While the decline in exports appears to have bot-
tomed out, private investment remains sluggish.
Financial market developments have been encourag-
ing, with stock market and real estate prices recover-
ing, downward pressures on the currency receding,
and interest rates declining close to rates on U.S. dol-
lar-denominated assets. However, with the price level
continuing to decline, real interest rates are still rela-
tively high. The banking sector remains strong,
notwithstanding recent increases in nonperforming
loans and exposures of some banks (and their clients)
to potential difficulties in China.

China has weathered the effects of the Asian crisis
relatively well, aided by fiscal stimulus in mid-1998,
and also by its relatively strong external position. GDP
growth, while slowing, has remained rapid by most
standards. The appreciation of regional currencies and
deflation in China have also reversed the real effective
appreciation of the renminbi in the initial stage of the
crisis. Nevertheless,strains on the economy are show-
ing, reflected in weak private demand, deflationary
pressures,capital outflows,and higher unemployment.
Against this background, the authorities’ intention to
ease fiscal policies further in 1999 is appropriate espe-
cially to the extent that this can be used to strengthen
social safety nets and foster restructuring. Following
recent reductions in interest rates,however, the scope
for further monetary easing may be constrained given
the emergence of significant differentials in favor of
foreign rates. On the structural side, the key challenge
remains to accelerate reforms in the state enterprise
and financial sectors and to strengthen the revenue ef-
fort over the medium term. The welcome establish-
ment of Asset Management Companies will need to be
accompanied by the development of a strong credit
culture and further enterprise restructuring to prevent
new losses in the future. Given the likely costs of bank
and enterprise restructuring, it will also be important
to strengthen the fiscal position over the medium term,
including through further revenue mobilization.

Economic activity in India held up relatively well
throughout the financial crisis in Asia, supported in

part by earlier structural reforms that contributed to
growth rates of over 7 percent in the mid-1990s,and
current indicators suggest that GDP growth should re-
main strong at around 5!/2 to 6 percent in 1999 and
2000. The increase in agricultural incomes is provid-
ing a boost to domestic demand, and with exports also
recovering, industrial production has begun to revive.
Inflationary pressures,meanwhile, have declined, with
wholesale prices increasing at their slowest rate in
over a decade; this decline largely reflects the easing
of supply problems in a number of key agricultural
commodities. However, to establish the conditions for
strong sustainable growth over the medium term, pol-
icy action is needed on a number of fronts. A key con-
cern is the large public sector deficit, which is ex-
pected to rise to almost 10 percent of GDP in
1999/2000,resulting in a high level of public sector
debt, and is adversely affecting investment. The prior-
ity for the new government to be formed in October
will be to establish an ambitious and well-specified
medium-term fiscal adjustment program,coupled with
commitments to build on the progress already evident
in a number of areas of structural reform. In addition
to the public sector reforms needed for fiscal consoli-
dation, prospects for meaningful growth in per capita
income would be greatly improved through faster
progress with the privatization of state-owned banks,
combined with measures to increase labor market flex-
ibility , deregulate product markets,and liberalize the
trade regime.

In Pakistan, the external position strengthened in the
first half of 1999,with international reserves recover-
ing from a precariously low level at the turn of the
year. This reflected the resumption of financial support
from the IMF, an associated rescheduling of debt to of-
ficial bilateral creditors, and a strengthening of eco-
nomic policies,especially steps to reinforce the budget
and the unification of the exchange rate. Sustained im-
provement in the external position and a recovery of
growth will require more determined implementation
than in the past of wide-ranging structural reforms,es-
pecially fiscal reforms aimed at broadening the tax
base and improving tax collection.

Recent developments in Latin America have been
very mixed, contributing to divergent revisions in eco-
nomic projections. For the region as a whole, real GDP
is now expected to be flat in 1999,and the growth pro-
jection for 2000 has been revised up to 4 percent.
Upward revisions to growth projections for Brazil and
Mexico, however, have been partly offset by down-
ward revisions for Argentina, Chile, Colombia,
Ecuador, and Venezuela. The downside risks remain
substantial,given the policy challenges that many
countries continue to face, the heavy political calendar
in the region, and the fragility of f inancial sentiment,
which was demonstrated again by turbulence in early
July. The possibility of a cyclical slowdown in the
United States is also a risk factor.

Emerging Market Economies in Asia and Latin America: Ensuring Sustainable Recoveries
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Underpinning the faster-than-expected recovery in
Brazil has been the firm implementation of stabiliza-
tion policies,which has led to a rapid rebuilding of
economic confidence since March. With the exchange
rate having stabilized after its initial overshooting, and
the pass-through effects on inflation having been well
contained, the monetary authorities have been able to
reduce interest rates steadily. Higher tax revenues and
firm expenditure controls have kept the primary bud-
get surplus above its 1999 target and this,combined
with lower interest rates and the stronger exchange
rate, has begun to reverse the rapid buildup of net pub-
lic debt of recent years. External trade has been weak,
with exports declining by 14 percent and imports by
17 percent in the first half of 1999. However, substan-
tial gains in export market share are expected in the
period ahead, following the 35 percent decline in the
real effective exchange rate in the first half of 1999.
Further progress in strengthening the macroeconomic
framework—including improved control of public
spending and effective implementation of the new in-
flation-targeting framework for monetary policy—
along with structural reforms,is needed to support the
recovery and reduce the country’s high risk premium
still apparent in real interest rates.

The economic outlook in Mexicohas also improved,
led by stronger exports and industrial production and a
more recent pickup in private consumption,and re-
flecting the buoyancy of growth in the country’s main
trading partners in North America. Financial market
indicators also signal a rise in confidence since the end
of 1998; the exchange rate and the stock market have
both strengthened, and interest rates have fallen—al-
beit with partial mid-year reversals linked to U.S. in-
terest rate developments. Fiscal policy remains firm,
although further measures to reduce the budget’s de-
pendence on oil-related revenues would be desirable.
The monetary authorities are gradually shifting toward
an inflation-targeting framework that should help in
reducing inflation further. The banking sector remains
weak following the 1994–95 financial crisis,with low
profitability, undercapitalization, a substantial burden
of nonperforming loans,and continued credit disinter-
mediation. Much more rapid progress with bank re-
structuring is required. The authorities have recently
announced new measures to strengthen the regulatory
framework including tougher rules on capital and
loan-loss provision requirements to establish condi-
tions necessary for the dismantling of the universal de-
posit insurance guarantee, implemented earlier this
year, by the end of 2002. Draft legislation to reform
the bankruptcy law is also expected to be presented to
congress later this year to improve creditor-borrower
relations and support a resumption of credit extension
to the private sector.

Since late 1998,economic activity in Argentinahas
declined more sharply than previously expected, and
GDP is now projected to fall by 3 percent in 1999,with

continued downside risks to the projected recovery.
Tight financial conditions and a worsening of the terms
of trade (stemming from lower agricultural commodity
prices) have contributed to weak domestic demand;
this has led to a large fall in imports, recently down by
as much as one-fourth on a 12-month basis. The reces-
sion has also contributed to a weakening of the fiscal
position. Firm macroeconomic management and a
clear commitment to further structural reforms will be
called for from the government that emerges from the
October elections. In Chile, the slowdown that began
in 1998 also continued in the first half of 1999. While
exports have declined owing to poor external market
conditions,weak domestic demand has led to a sharper
fall in imports and a reduction in the current account
deficit. These developments,together with continuing
low inflation and rising unemployment,have permitted
a lowering of the central bank’s real interest rate target
by over 3 percentage points since the beginning of the
year; they also prompted the authorities to introduce an
expansionary fiscal package.

Colombia,Ecuador, and Venezuelahave all been ex-
periencing severe economic difficulties in recent
months,with sizeable contractions in output projected
for Ecuador and Venezuela in 1999 and only modest
recoveries expected in 2000. While inflation in
Venezuelahas declined since 1998,it remains high and
has resulted in a significant appreciation of the real
exchange rate. The increase in oil prices in recent
months has contributed to substantial improvements in
Venezuela’s external balance and fiscal position,but
the public sector deficit is expected to remain at about
5 percent of GDP in 1999. While the authorities have
taken steps to stem the fiscal slippage, including limit-
ing public sector wage increases,additional reforms
are needed to improve the quality of fiscal adjustment.
Over the longer term, there is a need for reforms di-
rected at strengthening the non-oil sector of the econ-
omy. The economy of Ecuadoris particularly fragile,
with inflation rising, a large part of the banking sector
in crisis,and the fiscal position deteriorating. Inflation
is expected to increase further, driven by monetary ex-
pansion following the central bank’s provision of li-
quidity support to troubled banks,combined with the
large exchange rate depreciation earlier in the year.
Monetary control needs to be rapidly reestablished,
implementation of a credible strategy for resolving the
banking crisis is also urgently required, and structural
improvements in the public finances are needed as
well.

After many years of relative macroeconomic stabil-
ity and steady growth, Colombia has recently been
suffering its most severe recession since the 1930s,
with unemployment reaching a record high of 20 per-
cent and the banking sector in acute crisis. The peso
was devalued by about 12 percent in late June to halt
the depletion of international reserves. Policies
adopted subsequently to strengthen the public finances
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and restructure the banking sector are essential to re-
turn Colombia to a path of sustainable growth.

Mid dle East and Afr ica: Varying Responses
to Adjustment Pressures

The economies of the Middle East and Afr ica have
recently been influenced by three developments. First
were movements in commodity prices.The increase in
oil prices since March is helping to improve the exter-
nal balances,fiscal positions,and short-term growth
prospects of oil-exporting countries,while the persis-
tent weakness of non-oil commodity prices continues
to constrain growth in many other countries, espe-
cially in Afr ica (Box 1.4). Second, pressures for struc-
tural reforms have increased, in some cases because
of the economic difficulties brought on by depressed
commodity prices in recent years. Thus,increased of-
ficial attention has been given to preparations for, and
in some cases the implementation of, the privatization
of public utility and transportation companies (in
many of the 20 sub-Saharan Afr ican ESAF countries,
including Cameroon, Côte d’Ivoire, Ghana,Mozam-
bique, Senegal, and Tanzania,and also in Algeria,
Jordan,Kuwait, Saudi Arabia, and South Afr ica); and
to public sector reforms and other structural measures
intended to improve fiscal control (in all ESAF coun-
tries in sub-Saharan Afr ica) or to improve the busi-
ness and investment environment (for example, in
Morocco). The full implementation of such reforms
would have substantial benefits for the two regions’
longer-term economic prospects. Third, the economic
outlook is also being shaped by various improvements
in trade and political cooperation. Several positive
developments can be cited, including the common
external tarif f being implemented by the West Afr ican
Economic and Monetary Union; tarif f reductions
introduced under the Pan-Arab Free Trade Agree-
ment; trade agreements with the EU concluded by
Morocco,Tunisia,and South Afr ica, together with a
range of other bilateral trade liberalization measures;
plans for establishing free-trade areas in 2000 in the
Common Market for Eastern and Southern Afr ica and
also in the Southern Afr ican Development Commu-
nity; and renewed momentum in the Middle East
peace process. Another important development is
that some countries,particularly in Afr ica, are begin-
ning to benefit from the reductions in their external
debt overhang stemming mainly from the HIPC
Initiative. Countries obtaining debt relief under this
initiative have used the resources freed up to increase
public spending on anti-poverty programs. On the
other hand, the military conflicts that involve, directly
or indirectly, around one-third of the countries of
sub-Saharan Afr ica represent a major impediment
to building political and economic stability (see
ChapterVI).

For Africa as a whole, projected growth has been re-
vised down slightly, with GDP now expected to grow
by around 3 percent in 1999 and 5 percent in 2000.
However, this aggregate picture masks the fact that
Algeria and many of the smaller countries—including
Cameroon,Côte d’Ivoire, Ghana,Mozambique, Sudan,
Tanzania,Tunisia,and Uganda—have been perform-
ing rather well in macroeconomic terms: growth of
4–5!/2 percent is projected for most of these countries
in 1999,with some further strengthening expected in
2000,and inflation has generally been held at low-to-
moderate single-digit levels. This relatively strong per-
formance may be attributed in part to continued ap-
propriate macroeconomic policies and, in some cases,
markedly more favorable weather conditions. For
Ghana,Mozambique, and Uganda,their recent strong
performance is a continuation of sustained growth
since the early 1990s. In Algeria, fiscal and monetary
policies were tightened in 1999 to counter the deterio-
ration in the external environment caused by the de-
cline in oil prices,and an extensive program of struc-
tural reforms has been implemented since 1995. In
Tunisia, consistently strong growth is projected to con-
tinue in 1999 and 2000,driven by strong export per-
formance and supported by fiscal consolidation and a
flexibly managed exchange rate regime.

On the other hand, economic activity has been
much weaker in three of the other largest Afr ican
economies. In South Africa, growth is expected to
strengthen somewhat in 1999 following the slowdown
in 1998,supported by renewed financial market con-
fidence, much lower interest rates, and improved
prospects for exports (especially to Asia). While fur-
ther modest reductions in interest rates may be appro-
priate as inflation continues to decline and a firm fis-
cal position is maintained, the scope for interest rate
declines is limited by the need to safeguard the exter-
nal position and thus help reduce the net open forward
position of the Reserve Bank. This would reduce the
South Afr ican risk premium and boost the trend rate
of growth. Rapid implementation of structural re-
forms would also underpin prospects for stronger
growth in 2000 and over the medium term. GDP in
Nigeria is projected to grow by only !/2 of 1 percent in
1999, combined with budget and current account
deficits of around 8 percent and 14 percent of GDP,
respectively. While these adverse developments are
partly attributable to lower oil prices in 1998 and
early 1999 and the subsequent sharp reduction in oil
production associated with lower OPEC quotas—
non-oil GDP is expected to increase by 3 percent in
1999 compared with a 4 percent decline in oil GDP—
slippages in fiscal and monetary policies in the first
quarter of 1999 have exacerbated the situation. These
problems have since been partially corrected, with
higher oil prices also improving export and public
sector revenues. However, to revive economic growth
over the medium term, there is a need for further fis-
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cal consolidation, reductions in the high rate of infla-
tion compared with other countries in the region, and
determined implementation of the new government’s

plans for privatization, deregulation, and other struc-
tural reforms. Weak growth in Morocco in 1999 is
partly the result of a drought-related decline in agri-

24

The price of oil has continued to fluctuate widely in re-
cent years (see first figure). After reaching a peak of
nearly $25 a barrel in early 1997,oil prices fell sharply,
to below $11 a barrel in early 1999,as the global eco-
nomic slowdown weakened oil demand at the same time
global production continued to increase. Since March
1998,there have been efforts by oil-producing countries
to raise prices by constraining supply. These efforts
proved unsuccessful until they were intensified in March
1999,around the time that global demand for oil began to
pick up. Oil prices subsequently rose sharply, and pushed
above $21 a barrel in August. With this recent rise, petro-
leum prices are now above their 10-year average.

As with other commodity prices,the future path of oil
prices is an essential assumption underlying projections
in the World Economic Outlook.The methodology used
to set the oil price assumption is technical rather than

judgmental or model-based. Near-term projections—up
to eight quarters ahead—are determined by futures quo-
tations,averaged over five trading sessions to reduce any
undue impact of day-to-day volatility .1 Beyond eight
quarters, prices in the baseline are assumed constant in
real terms, using as a deflator the projection for export
unit values for manufactured goods from the most recent
World Economic Outlook.

The oil price assumption used in this World Economic
Outlook was set on August 18,1999 along with other
global economic assumptions such as prices for other
commodities,exchange rates, and interest rates for the
major currencies. The baseline oil price for 1999,$16.70,
reflects actual prices during the first seven months of the
year, including a low of less than $11 a barrel in February,
and the prices in futures markets (in the five trading days
prior to August 18) for oil to be delivered through the re-
maining months of the year (see first figure). The as-
sumption for 2000,$18.00,is based entirely on futures
prices and reflects the downward slope in the term struc-
ture of futures prices for delivery through the year.

After the global economic assumptions for the World
Economic Outlookwere set in mid-August,spot and near-
term future oil prices rose to $23 a barrel in mid-
September. This change in market conditions,if sustained,
would suggest an upward revision to the oil price baseline
of about 7 to 8 percent for 1999–2000 if a revision were
to be made at the time of writing. The revision in 2001 is
in the 3 to 4 percent range; it is smaller because of the ten-
dency for futures prices at longer delivery dates to be less
influenced by day-to-day shifts in the spot market and an-
chored more, albeit loosely, to past average oil prices.

A change in the price of oil affects the world economy
through several channels and review of these can provide
an indication of how the macroeconomic projections may
be affected by a revised assumption. The following analy-
sis and accompanying tables and figures assume a 10 per-
cent increase in the price of oil, about the same increase
that has occurred in markets since the baseline assump-
tion was set.

• A rise in oil prices would cause a transfer of income
from oil consumers to oil producers. For instance, if
oil prices increase by 10 percent,or about $2 a bar-
rel at current prices,oil-producing countries would
gain about $16 billion in export revenue, if the price

Box 1.4. Oil Pr ice Assumptions and the World Economic Outlook
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Forecasting Accuracy of Crude Oil Futures Prices,” IMF Staff
Papers (June 1992),pp. 432–61.



cultural output,and a rebound is expected in 2000.
Again, however, there is a need for additional fiscal
consolidation and structural reforms; progress in

these areas would enhance the potential benefits to be
derived from the important trade liberalization mea-
sures that were recently introduced.

Middle East and Africa: Varying Responses to Adjustment Pressures

25

rise were to be sustained for a full year and the vol-
ume of oil trade were unchanged (see second figure).
Oil-importing countries would see their import bills
rise by the same amount. On a regional basis,coun-
tries in the Middle East would gain about $10 billion,
or about 2 percent of their aggregate GDP. Other re-
gions would see smaller gains. Oil-importing ad-
vanced economies would pay the bulk of the higher

import costs,as trade in oil is mostly balanced across
emerging economies on a regional basis,except for
the Middle East.

• For the industrial countries, a 10 percent rise in oil
prices would tend to raise inflation rates and reduce
real output slightly (see first table). The estimated re-
duction in output and rise in inflation are smaller
than the experiences of the 1970s and early 1980s
would suggest because the ratio of oil consumed to
GDP in these countries has declined considerably
since then owing to greater efficiency in the use of
oil. The estimated impact on inflation is also muted
because the monetary authorities in the major indus-
trial countries are assumed to target inflation and
therefore tighten policies with the rise in oil prices.

• For oil-exporting developing countries,a 10 percent
rise in oil prices would lead to an increase in export
and tax revenue that could improve government
balances (see second table). How governments react,
and the extent to which higher real incomes are
passed on to the private sector, may depend partly on
the country’s past access to external financing.
Countries such as Saudi Arabia and Kuwait that have
traditionally been net creditor countries may choose
to replenish reserves. In these cases,a rise in oil
prices may have little immediate impact on the do-
mestic economy. Alternatively, they may use the ad-
ditional revenue to ease spending restraints adopted
as oil prices declined, and contribute to a pickup in
domestic demand. For other oil exporters that in the
past have been net debtors,such as Mexico, Nigeria,
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Impact of a 10 Percent Increase in Oil Prices1

Real GDP CPI Inflation

Major Industr ial Countr ies
United States –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-Impor ting Developing 
Countr ies2

Afr ica – 0.3
Asia –0.2 0.4
Western Hemisphere – 0.3

Source: Major industrial countries: MULTIMOD simulation.
Developing country regions: IMF staff estimates.

1Deviation from baseline.
2Weighted average of the larger economies in each region that

are not major oil exporters. The Middle East and Europe region
is not shown because of the importance of oil in this region.

(continued on next page)
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In the Middle East,moderate economic growth is
projected to continue, although Saudi Arabia and
Kuwait may experience negative growth this year on

account of lower oil output. In Egypt, growth is ex-
pected to remain relatively strong in 1999,with infla-
tion stable around 4 percent. Some recent develop-
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and Venezuela,a rise in oil prices could not only in-
crease export earnings and real incomes,but also
lower external borrowing costs on the assumption
that higher oil prices would reduce the risk premia
charged these countries as their expected future ex-
port earnings rose. The impact on GDP in oil-ex-
porting countries would depend on how the increase
in oil prices came about:if it is due to a rise in world
demand, then oil production and therefore total GDP
could increase compared to the base case; if it is due
to a reduction in supply, oil production and GDP
could fall below baseline levels. In the current con-
juncture, the oil production restrictions put in place
have lowered overall output.

• In oil-importing developing countries,higher world
oil prices would raise domestic prices, and in the

near term lead to lower non-oil imports, to the extent
that oil demand is more price-inelastic than other
imported goods and that additional external financ-
ing of higher oil imports is not available (see first
table). Real income would be reduced through the
adverse shift in the terms of trade, and output would
likely fall. The estimated impact on output in devel-
oping countries is small because some of the larger
countries in each region produce oil (and therefore
are less dependent on oil imports),although they are
not classified as fuel exporters. In addition, several
developing countries, for example Egypt and the
South Asian countries, are dependent on trade with
oil producers and could benefit from higher oil
prices as oil producers increase their imports from
these countries.

Box 1.4 (concluded)

Selected Oil-Exporting Developing and Transition Countries: Fir st-Year Impact 
of a 10 Percent Increase in Oil Prices on Public Sector Revenues1

1997–98 Averages_____________________________________________________
Fiscal position Estimated Impact on________________

Oil revenueas a percent of Overall balance Government Revenue
total public sector revenue (percent of GDP) (percent of GDP)

Afr ica
Algeria 18.4 –0.8 1.4
Angola 75.0 –17.4 6.0
Cameroon 25.3 –1.4 0.4
Congo, Rep. of 68.5 –10.3 1.2
Gabon 58.9 –5.0 1.4
Nigeria 77.8 –5.7 1.9

Asia
Brunei Darussalam 80.0 –16.2 6.4

Mid dle East and Europe
Bahrain 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
Qatar 57.6 –9.2 0.6
Saudi Arabia 67.2 –6.5 1.0
Syrian Arab Rep. 39.3 –3.2 0.8

Western Hemisphere
Mexico 34.7 –1.1 0.4
Trinidad and Tobago 11.2 –0.7 0.4
Venezuela 69.3 –2.4 1.2

Countr ies in Transition
Kazakhstan 10.0 –7.5 0.2
Russia 4.0 –7.9 0.1

Source: IMF staff estimates.
1Countries classified as fuel exporters. See Statistical Appendix Table C for the full classification of countries by major export.



ments, however, have underscored that further
progress with economic reforms and liberalization will
be needed to sustain this strong performance. The ex-
ternal current account position has moved from a
slight surplus in 1996/97 to a moderate deficit in
1998/99,driven in part by strong expansion of domes-
tic credit; and external reserves have been declining
while interest rates have remained relatively low, lead-
ing to the use of central bank financing to fund the
government deficit. In the I.R. of Iran, following the
sharp deterioration in most economic indicators in
1998,the authorities have begun to implement an im-
portant program of macroeconomic consolidation and
structural reforms aimed at reducing some of the large
distortions in the economy and fostering stronger
growth in the medium term. The goals include sharply
reducing the budget deficit; lowering inflation by halv-
ing the rate of money growth and restoring positive
real interest rates; and liberalizing the foreign ex-
change market and domestic prices. Following last
year’s oil price decline, the authorities in Saudi Arabia
and Kuwait also moved to tighten fiscal policy, includ-
ing through measures designed to strengthen expendi-
ture control and broaden the tax base, and accelerated
plans for the privatization of some large state enter-
prises. With the recent recovery in oil prices,domestic
demand is expected to pick up in the period ahead.

Following the contraction that began in the second
quarter of 1998,before the devastating recent earth-
quake, economic activity in Turkey appeared to have
bottomed out.6 The newly elected government has sig-
naled its commitment to economic adjustment and re-
form, which are needed to address the substantial un-
certainties surrounding the short- to medium-term
outlook,associated in turn with the precarious macro-
economic environment and the effects of persistently
high inflation. Fiscal policy was relaxed in the run-up
to the elections in April 1999, adding pressures to
debt-servicing costs which had increased sharply fol-
lowing the rise in interest rates in the second half of
1998. Without adjustment,the operational public sec-
tor deficit could reach 10 percent of GDP in 1999.
After declining to its lowest level this decade, inflation
has been threatening to pick up again. The rate of cur-
rency depreciation, after being increased in the after-

math of the Russian crisis from around 2!/2 percent to
4–5 percent a month,has more recently been reduced
to 3–3!/2 percent. A much firmer macroeconomic pol-
icy framework, involving a commitment to fiscal dis-
cipline and a renewed focus on disinflation, is needed
to safeguard economic and financial stability. This
needs to be supported by wide-ranging reforms in such
areas as the pension system,agricultural policies,and
the financial sector.

After a Decade of Transition: Widening
Gaps Between Strong and Weak Performers

The recent crises in emerging markets have widened
the differences between the stronger and weaker tran-
sition economies. Exports have slowed throughout the
region, most strongly in countries with substantial
trade links with Russia,but there have been marked
differences in countries’ resilience and policy re-
sponses in the face of this and other related shocks.
Currency depreciations in Russia and its neighbors
may help their adjustment,but concerns about eco-
nomic policies and prospects in a number of these
countries may have prolonged exchange rate volatility
and have probably delayed the reduction in interest
rate risk premia. In other cases,macroeconomic cred-
ibility has been enhanced by policies conducive to a
much greater degree of exchange rate stability. Struc-
tural conditions have also been critical in determining
how countries performed under recent pressures.
Countries that entered the recent crises with weak
banking systems and unrestructured enterprises found
their problems further aggravated by the subsequent
economic downturn. And foreign investment flows
have also become more discriminating. In south-
eastern Europe, economic prospects have been ad-
versely affected by the conflict in Kosovo (Box 1.5).

After some modest growth in 1997 and early 1998
for the first time since transition began,economic ac-
tivity in Russiaagain weakened in the wake of the
1998 financial crisis. Continuing economic and polit-
ical uncertainties have led to further capital flight and
a sharp decline in foreign direct investment compared
with precrisis levels. Nevertheless,some recent de-
velopments suggest that the economic decline is
being reversed. Industrial output has picked up,
reaching a level above that of a year earlier. This is
apparently the result in part of increased import sub-
stitution following the large depreciation of the ruble.
Higher oil prices have had a positive effect on the cur-
rent account balance and on government revenues.
Monetary policy has remained reasonably firm, with
limited resort to monetary expansion to fund the bud-
get deficit. As a result,inflation has slowed to around
3 percent a month or less,gross foreign reserves have
increased, and the ruble has been broadly stable since
April.

After a Decade of Transition: Widening Gaps Between Strong and Weak Performers

27

6The projections for Turkey were prepared prior to the August
earthquake. Based on preliminary estimates of earthquake damage
prepared by the World Bank,the IMF staff estimates that GDP could
decline by !/2 to #/4 of 1 percent in 1999 relative to the baseline pro-
jection, and could be 1 to 1!/4 percent higher than the baseline in
2000 as a result of the reconstruction effort. The current account
deficit is expected to widen,especially in 2000 as construction-
related activity picks up. Furthermore, recent indicators suggest that
the downturn in 1998–99 was deeper than earlier assumed, but that
the economy was recovering rapidly before the earthquake hit.
Taking these developments and the earthquake’s impact into ac-
count,GDP is now expected to contract by nearly 1 percent in 1999,
and to grow by just over 5 percent in 2000.
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Taking recent developments into account and assum-
ing the implementation of a coherent stabilization and
reform program,IMF staff now project zero growth in
1999 as a whole, followed by growth of 2 percent in
2000 (Table 1.6). Major policy challenges still lie
ahead. The recently approved IMF program includes a
fiscal plan to deliver a 2 percent primary surplus,and to
meet this target, along with other macroeconomic ob-
jectives,full implementation of a wide range of reform
measures is needed. Without such action,the fiscal po-
sition would again deteriorate, pressures for increased
central bank funding of the deficit could increase, and
the fragile economic situation could quickly deteriorate.
There has been some, albeit limited, progress with
banking sector reforms:a bank restructuring agency has
been set up,and the authorities have revoked the li-
censes of 6 of the 18 large Moscow-based banks.
Indeed, many of the large banks are insolvent, a few
have been closed, and there appears to have been wide-
spread asset-stripping from problem banks. While the
legal frameworks for bankruptcies and for the opera-

tions of the bank restructuring agency have now largely
been put in place, corporate restructuring and many
other reforms are also needed.

The Russian crisis has led to a general downgrading
of growth projections for neighboring countries. In
most countries in the region, exchange rates have de-
preciated, inflation has increased, and fiscal positions
have deteriorated. However, there have been notable
differences in countries’ responses to these develop-
ments. In Ukraine, for example, additional measures
have been taken to improve tax collection,control
public spending, and help put fiscal performance back
on track; firm monetary policies have been main-
tained; and some reform momentum has been main-
tained in a number of key areas including banking
sector reforms. In contrast, in Belarus, where the
economy remains largely centrally planned and unre-
formed, there has been rapid credit expansion because
of support provided to the housing and agricultural
sectors. The exchange rate has continued to fall and in-
flation remains high.
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Table 1.6. Countr ies in Transition: Real GDP and Consumer Prices
(Annual percent change)

Real GDP Consumer Prices _______________________________________________________________________________
1997 1998 1999 2000 1997 1998 1999 2000

Countr ies 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
Central and eastern Europe 3.0 2.2 1.0 3.3 37 18 21 16

Excluding Belarus and Ukraine 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
Belarus 11.4 8.3 –2.0 0.0 64 73 320 250
Bosnia and Herzegovina 30.0 18.0 8.0 14.0 14 10 5 3
Bulgaria –7.0 3.5 1.5 4.0 1,082 22 –1 4
Croatia 6.5 2.3 –2.0 2.5 4 6 4 3

Czech Republic 0.3 –2.3 0.0 1.5 8 11 3 5
Estonia 10.6 4.0 0.5 5.0 11 8 4 3
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

Macedonia,former Yugoslav 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 Republic 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 central Asia 2.5 2.2 2.0 2.9 37 15 16 15
Armenia 3.1 7.2 3.5 5.0 14 9 3 8
Azerbaijan 5.8 10.0 3.8 2.8 4 –1 –5 4
Georgia 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 Republic 9.9 2.0 2.7 3.5 26 12 32 16

Mongolia 4.0 3.5 3.5 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



While most of the Baltic countries’ exports now go
to western Europe, difficulties arising from their still
substantial exposures to eastern markets have con-
tributed to significant slowdowns in growth and in-
creases in fiscal deficits. External current account
deficits, although still high,have shown some signs of
improvement under the impact of slower growth.
These countries’ monetary frameworks, based on for-
mal or de facto currency boards,have remained robust,
helping to maintain low inflation and foreign investor
confidence; banking sectors, although facing periodic
pressures,are well supervised and sufficiently capital-
ized (although some Latvian banks may need further
recapitalization); and other structural reforms are gen-
erally well advanced, with privatization programs
moving—albeit with delays in some cases—into more
complex areas such as energy and transportation.
Growth in the Baltic countries is therefore projected to
recover relatively soon.

Bulgaria’s recent experience illustrates how a coun-
try can recover from a domestic economic crisis and
withstand external difficulties if it pursues disciplined
macroeconomic and structural policies. The economy
has not been immune to the region’s recent problems:
exports have declined and the current account deficit
has increased including as a result of the Kosovo con-
flict. Thus,following the rebound in growth in 1998,
GDP is expected to show a more modest pickup in
1999. Fiscal performance has been strong, and with
the exchange rate stable under the currency board
arrangement,inflation and interest rates have fallen to
their lowest levels of the decade. There has also been
important progress in restructuring the state-owned
banks and enterprises. In Romania, the economy con-
tracted by around 14 percent in 1997–1998,and a fur-
ther decline in activity is projected this year. Sustained
implementation of the recently adopted Fund-sup-
ported program—involving fiscal consolidation and
accelerated structural reform—is critical to reduce im-
balances in the economy and improve access to inter-
national finance. While the pace of privatization has
increased, a great deal of banking and corporate sector
restructuring is still needed.

Growth in Hungary and Poland has continued to
hold up relatively well, although export growth has
slowed and current account deficits have increased as
a result of the Russian crisis and weaker EU growth.
Despite some weakening earlier in the year, these
countries’ currencies have generally remained in the
top half of their exchange market trading bands,sup-
ported partly by strong inflows of foreign direct in-
vestment. Underpinning economic confidence are
strong and well-regulated banking sectors, and the
generally advanced state of corporate restructuring.
Fiscal consolidation is important to reduce current ac-
count deficits and provide scope for further monetary
easing. The slowdown in economic activity has been
more severe in the Czech and Slovak Republics, with

GDP continuing to decline in early 1999 in the former
following the sharp contraction in 1998. While weaker
export markets have contributed to these economic
downturns, the main influences have been domestic.
Economic policies began to be tightened in the Czech
Republic in 1997 and in Slovakia in early 1999 in re-
sponse to rising fiscal and external imbalances. The
core of the difficulties,however, is the poor financial
condition of much of these countries’ banking sectors
and the slow pace of restructuring in some large in-
dustrial enterprises.

* * *

Appendix: Year 2000 Contingency Planning

As this century draws to a close, computers and
other systems with embedded microprocessors may
begin to confuse the year 2000 with the year 1900,po-
tentially causing some failures of these systems
around the world. The so-called “Year 2000 (Y2K)
computer bug” is a legacy of a computer programming
shortcut that involves using two digits instead of four
to identify the year in computer programs. It origi-
nated in the early days of computing when computer
memory was much more expensive than today.
Programmers at that time may have thought that their
work would become obsolete well before the year
2000, but unfortunately, the practice continued until
recently, despite dramatic reductions in computer
memory costs. Because of the critical role of computer
systems in finance, power generation and distribution,
other utilities,industry, commerce, communications,
transportation, health, education, research, and gov-
ernment—i.e., all sectors of a modern economy—the
potential economic impact of the Y2K bug, had it gone
unaddressed, could have been substantial.

Fortunately, there has been considerable progress in
preparing computer systems for the year 2000,which
should mitigate most problems. Many businesses,fi-
nancial institutions, and government agencies
throughout the world have been aware of the problem
for some time and have been testing, repairing, and re-
placing computers and software to bring them up to
date. At the international level, trade associations,gov-
ernments,and international organizations, including
the Bank for International Settlements (BIS),the
United Nations, the World Bank, and the IMF, have
worked to promote Y2K awareness,and the relevant
institutions have provided technical assistance includ-
ing for the preparation of contingency plans. The
World Bank has made special loans available to help
developing countries prepare for Y2K, while several
groups,including the BIS (particularly through its role
in coordinating the Joint Year 2000 Council) and the
United Nations,have been monitoring Y2K readiness
across a large number of countries. The Joint Year
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2000 Council is also creating and enhancing channels
to coordinate international communication about Y2K
developments among financial sector authorities, in-
cluding central banks and banking, securities, and in-
surance supervisors and regulators.

Despite all of these efforts, however, there remains
a degree of uncertainty about the actual state of readi-
ness among countries and sectors and about the poten-

tial economic and financial ramifications. Actual or
perceived Y2K-related difficulties could affect an
economy both through direct effects on the real econ-
omy and through shifts in financial market sentiment.
Y2K failures could have direct real effects on eco-
nomic activity through possible disruptions to produc-
tion in key sectors. Similar problems in trading partner
countries could cut export demand, hinder delivery of
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The conflict associated with the crisis in the Kosovo
province of the Federal Republic of Yugoslavia (Serbia-
Montenegro) (FRY) between late March and early June
1999 has had a major impact on neighboring countries,
although exposure to the crisis and the channels of trans-
mission have varied among them. While the FRY is not
a member of the IMF, the member countries most af-
fected have been Albania, Bosnia and Herzegovina,
Bulgaria, Croatia, the Former Yugoslav Republic of
Macedonia (FYR of Macedonia),and Romania.1 In each
of these six countries,the conflict has generated balance
of payments and budgetary gaps that, to varying degrees,
have been—or will be—filled by international donors
and through domestic policy adjustments. This box dis-
cusses the channels through which the economies of
these countries have been affected by the crisis in
Kosovo, and the resulting aggregate balance of payments
and budgetary implications.2

The main channels of transmission of the crisis have
been through the influx of refugees,disruption to inter-
national trade in goods and services,the closing of trans-
portation routes through FRY, damage to consumer and
investor confidence, reduced access to international cap-
ital markets,and adverse effects on the process of struc-
tural reform and development,including weakened gov-
ernance. Although the conflict ended in early June, the
impact on several of the affected countries is likely to be
felt well beyond 1999—though at much reduced levels

of intensity. Partially offsetting these effects in the pe-
riod ahead, however, will be the positive impact on
growth that is expected as reconstruction activity in the
region picks up.

The most visible effect of the conflict was the large in-
flux of refugees from Kosovo to neighboring countries.
At its peak,the number of refugees reached almost one
million.3 These were absorbed primarily by Albania and
FYR of Macedonia in numbers equivalent to 13 percent
of the local populations of these countries. Bosnia-
Herzegovina also received large numbers of refugees.
The direct cost of providing humanitarian relief to the
refugees—in the forms of food, shelter, medicines,and
clothing—was assumed largely by foreign aid agencies,
but a significant part was also borne by the budgets of the
host countries,putting pressure on their already weak fis-
cal positions. The presence of large numbers of refugees
also required increased spending on internal security for
law and order to be maintained. The influx of refugees
and humanitarian relief efforts strained the economic in-
frastructure in host countries,causing congestion and re-
duced levels of economic activity and foreign trade in
several cases. The repatriation of the majority of the
refugees during the summer relieved most of these pres-
sures on the host countries’ fiscal and balance of pay-
ments positions. However, in the case of Albania,contin-
ued budgetary support is required for the refugees that are
likely to remain with host families during the coming
winter and to cover restorations and repair costs while, in
FYR of Macedonia,besides the continuing negative im-
pact of the crisis on budget revenue, spending on security
is expected to remain high.

To some degree, all six economies have been affected
by disruptions to their foreign trade, whether through the
suspension of direct trade links with FRY, or the reduc-
tion in transit trade to third countries (primarily in the
European Union) previously routed through FRY. The
closing of the border with FRY has had its most severe
impact on FYR of Macedonia as direct and transit trade
through FRY represented over two-thirds of that coun-
try’s exports. Bosnia-Herzegovina has also been affected
substantially as FRY is a major export market. Bulgaria
and Romania,countries with little direct trade with FRY,
have been affected through the disruption of transit trade
caused by damage to transport and storage infrastructure

Box 1.5. The Regional Economic Impact of the Kosovo Crisis

1Ukraine and Moldova have also experienced adverse effects,
the former primarily on account of lost shipping revenues and
the latter reflecting reduced exports to Romania. Owing to their
geographic location and strong trade links with the most af-
fected neighboring countries,the economies of Austria, Greece,
Hungary, Italy, Slovenia,and Turkey have also been somewhat
affected, as have been the budgets of the countries that financed
the military campaign.

2Reliable information about the economic situation in the
FRY is limited. It is clear, nevertheless,that the conflict has re-
sulted in considerable damage to infrastructure and productive
capacity and a severe setback to economic activity, exacerbating
the effects of a prolonged period of stagnation and high infla-
tion, which in turn has reflected a number of factors such as a
failure of earlier stabilization efforts, a lack of economic re-
forms,and the impact of UN sanctions. The economic disloca-
tion in the FRY and the disruption to its transportation network
have had a significant impact on neighboring countries because
the FRY provides important transit routes,besides having been
a major trading partner of some of the neighboring countries. 3This excludes refugees within Serbia and Montenegro.



critical imports, or cause price spikes. Possible de-
mand effects include precautionary behavior induced
by the anticipation of potential supply disruptions,
which may lead consumers and businesses to stockpile
goods before the end of this year and subsequently re-
duce inventories early next year. Additional demand
effects could come from the purchases of computers
and computer services as enterprises and government

agencies replace or repair their systems to make them
Y2K compliant. Spending in these areas has already
increased, although it is hard to separate the direct
Y2K impact from other factors affecting the demand
for computers. Financial market repercussionscould
arise from anticipation of potential Y2K problems,in-
cluding self-reinforcing expectations of portfolio
shifts because of precautionary behavior. As a result,
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in FRY and along the Danube, requiring that such trade
be rerouted. This disruption, which has resulted in con-
gestion and delays along alternative trade routes, in-
creases in transportation costs,and some loss in export
markets,is expected to persist into 2000.

Security concerns led to the widespread cancellation
of tourism bookings in the region at the outset of the
conflict, most notably in Croatia where tourism is a
major source of foreign exchange earnings. Furthermore,
foreign tourism failed to recover fully when the conflict
ended since the summer holiday season was already in
progress,thereby contributing to large external financing
gaps in the affected countries. Reduced investor confi-
dence during the conflict also led to postponements of
foreign direct investment—including privatization—and
higher foreign borrowing costs,causing several coun-
tries to delay approaches to international capital mar-
kets.

These factors have all had a negative effect on eco-
nomic growth in most of the affected countries,with the
impact sufficiently large in some cases to cause output to
contract. While there has been some offsetting impact on
imports from lower domestic income and expenditure, on
balance the disruption to trade in goods and services,as
well as some weakening in the capital account,resulted
in an aggregate balance of payments gap for the countries
concerned of about $1 billion for 1999. Budgetary gaps
totaling $450 million have also arisen from lost rev-
enues—as a result of lower incomes and imports,and dis-
ruptions to customs collections—and from refugee-
related expenditures that are not covered by humanitarian
aid, as well as increased spending for defense and public
order.

The IMF, in cooperation with the World Bank and
other relevant agencies,has taken the lead in providing
regional economic assessments and projections of exter-
nal financing needs in the wake of the Kosovo crisis and
in coordinating the international community’s response
to the economic and financial challenges posed by the
crisis.4 Along with policy advice and technical assistance,

the Fund has also provided additional financial support
under its various facilities to the countries most severely
affected by the crisis, notably Albania, Bosnia and
Herzegovina,and FYR of Macedonia.

Aid commitments for Albania, Bosnia and Herze-
govina, Bulgaria, and FYR of Macedonia have helped to
narrow their balance of payments gaps. To coordinate fi-
nancial assistance to the Balkan region, a high-level
steering group has been set up comprising the leading in-
dustrial countries and international organizations,includ-
ing the IMF and the World Bank. The group held a first
meeting—organized to raise funds for humanitarian aid
and civil administration in Kosovo—at the end of July.
Additional donor meetings are planned to address
broader reconstruction and development needs.

The Balkan region faces major economic challenges.
Following the peace agreement,attention has shifted to
reconstruction, especially in Kosovo. This process is
being coordinated by the United Nations Interim Admin-
istration Mission in Kosovo (UNMIK), which was set up
in accordance with a UN Security Council resolution au-
thorizing the Secretary-General to establish an interna-
tional civil presence in Kosovo. As a province of a non-
IMF member, Kosovo is not eligible to use the Fund’s
resources. However, at the request of the UNMIK,the
Executive Board of the Fund has recently approved the
provision of technical assistance to Kosovo in the areas of
budgeting, tax and customs administration, and the pay-
ments system.

Economic performance in the region had been disap-
pointing even prior to the Kosovo conflict, reflecting
slow progress with economic restructuring and institution
building. In addition to addressing their immediate re-
construction needs,the Balkan countries need to step up
their efforts to achieve a successful transition to market-
based economies so as to foster economic stability and
growth,which in turn should help to reduce the risk of re-
newed conflict. Achieving these goals will also require
sustained external assistance and further integration with
the rest of Europe and the global economy. Intensified in-
traregional cooperation, including through liberalization
and promotion of trade among the Balkan countries,has
an important role to play. The process of reform and de-
velopment in the region and its integration into the global
economy is set to receive an impetus under the Stability
Pact for Southeastern Europe, adopted at the Cologne
summit in June 1999 and inaugurated at the Sarajevo
summit in July 1999.

4See “The Economic Consequences of the Kosovo Crisis—
Preliminary Assessment of External Financing Needs and the
Roles of the IMF and World Bank in the International
Response,” by the staffs of the IMF and the World Bank,April
16, 1999, and “The Economic Consequences of the Kosovo
Crisis—An Updated Assessment,” IMF, May 25, 1999
(http://www.imf.org/external/pubs/ft/kosovo/052599.htm).
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investors might seek to reduce their exposure to risk
and shift investments to international financial centers
and into assets regarded as being safer or more liquid,
such as assets denominated in reserve currencies. This
could potentially lead to turbulence in financial mar-
kets and pressures on a country’s external capital ac-
count. This risk is probably greater for emerging mar-
ket countries. However, even among the mature
economies,precautionary portfolio shifts may affect
the demand for currency and relative risk premia
across classes of financial assets.

According to survey evidence, most industrial and
many developing and transition economies have been
making significant strides towards Y2K compliance,
and most key sectors are expected to be ready for
Y2K.7 Supply disruptions therefore seem likely to be
limited, especially in the industrial countries. There is,
however, considerable uncertainty about the reliability
of the available information concerning the actual
level of preparedness because of the breadth and com-
plexity of the repair effort, and because information
about readiness often depends on self-reporting as-
sessments,in which respondents may have an incen-
tive to overstate their true level of preparedness.
Nevertheless,even if supply disruptions are limited,
because of perceptions of potential Y2K problems,
rather than necessarily the problems themselves,there
could still be significant precautionary demand effects
as well as a tendency for financial investors to favor
liquid assets denominated in reserve currencies as the
end of 1999 approaches.

This uncertainty about Y2K can already be observed
in financial markets where, for example, euro-dollar
forward markets show a sharp rise in short-term inter-
est rates toward the end of 1999 that falls off in early
2000 (Figure 1.4). This “Y2K spike” is being widely
interpreted to indicate that investors expect a consider-
able increase in the demand for liquidity around the
end of the year. Liquidity conditions generally tighten
at year end as institutions adjust their balance sheets
for reporting purposes,but the rise in forward interest
rates for end-1999 is far greater than in the past. In re-
cent months,year-end forward rates have also been in-
creasing. Similar evidence can be found in some
other—but not all—mature and emerging financial
markets.8 In addition, part of the recent rise in corpo-
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Figure 1.4.  Y2K Interest Rate Spike1

(Percent)

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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Concerns about potential Y2K problems are reflected in a significant 
premium on liquidity by the end of 1999.

7According to survey data prepared by the Gartner Group, the
major industrial countries are well prepared, with an average score
of 3.8 out of a possible 4.0 (a score of 4.0 indicates only isolated and
minor disruptions). Preparedness in developing countries is lower,
2!/2 on average, with scores ranging from 1 (moderate to severe
widespread disruptions) to 3 (isolated, moderate disruptions). A sur-
vey of self-assessed readiness compiled by the United Nations indi-
cates that most of the approximately 100 developing countries sur-
veyed reported that they will have Y2K repairs completed before
January 1, 2000.

8See, for example, Elaine Buckberg and John Montgomery,
“Global: Y2K and Emerging Markets—Financial Risk Dominates,”
Morgan Stanley, Dean Witter (New York, 1999).



rate and emerging market bond spreads has been at-
tributed to Y2K concerns by some analysts,although
other factors are clearly also important. The effects of
uncertainty on financial markets underscore the im-
portance of full disclosure whenever possible and the
need to plan for contingencies,even when countries
are thought to be well prepared for the technical as-
pects of Y2K.

Central banks have already developed or are devel-
oping contingency plans to correct or minimize poten-
tial disruptions in the financial sector. Generally, cen-
tral banks hold a large reserve of banknotes to meet
public demand in peak periods (such as during holiday
seasons) and for unusual circumstances (such as bad
weather) and also provide liquidity to the banking sec-
tor, particularly under extraordinary situations, in their
role as lenders of last resort. In preparation for Y2K,
many central banks are in the process of building stocks
of banknotes should the public respond to potential
Y2K problems by hoarding cash,and are planning to
provide additional liquidity to the banking sector
through existing or special facilities should it be needed
to ensure the normal operations of credit markets.

For example, the Hong Kong Monetary Authority
will increase banknotes in reserve to HK$150 billion
(compared to a circulation of about HK$90 billion),
the Bank of Japan to 40 trillion yen (compared to a cir-
culation of about 56 trillion yen), the Swedish
Riksbank to 90 billion kronor (compared to a circula-
tion of about 80 billion kronor),while the U.S. Federal
Reserve is increasing its reserve stock of currency by
$50 billion to a total of $200 billion (compared to a
circulation outside of banks of about $475 billion).

In addition, the U.S. Federal Reserve has announced
a Century Date Change Special Liquidity Facility that
will provide exceptional, but temporary financing
(with no restrictions on the use and duration of loans
from October 1,1999 to April 7, 2000,but with an in-
terest rate surcharge of 150 basis points) to depository
institutions to ensure adequate liquidity to meet any
unusual demands in the period around the century date
change, while a number of central banks in emerging
market countries,such as El Salvador, Hungary, India,
and Korea, have announced similar special liquidity
facilities. Many other central banks plan to monitor
credit market developments particularly carefully
around year end and, if needed, are prepared to re-
spond effectively and quickly by providing additional
liquidity to financial institutions. Many central banks
have also developed backup plans to ensure the proper
operation of payment and settlements systems,in case
of Y2K failures outside the financial system,including
disruptions in power and communications.

As mentioned earlier, multilateral agencies are also
developing plans to minimize potential disruptions be-
cause of the impact of Y2K. At the IMF, in recent
months the staff has been trying to assess the potential
economic and financial consequences of the computer

bug in case studies for a significant number of member
countries under a hypothetical scenario that a signifi-
cant number of computer systems might fail and that
international investor sentiment would deteriorate. The
scenario case studies cover a total of 17 representative
developing and transition economies (accounting for
almost 60 percent of output in developing and transi-
tion countries), including a range of systemically im-
portant countries, several economies that export key
commodities (for example, oil), and some smaller
countries. The countries that were examined are di-
verse, varying in size, level of development,openness
to trade, export diversification, exposure to interna-
tional capital markets,and level of external debt.

In constructing the scenarios, it was assumed that
the number of system failures because of Y2K would
be largely (inversely) related to the level of Y2K com-
pliance within the member country. More generalized
assumptions were adopted about potential demand ef-
fects and changes in investor sentiment,including on a
global scale. These global assumptions include an ac-
celeration of world output growth in the second half of
1999 and world trade growth (relative to the WEO
baseline) because of an assumed precautionary inven-
tory buildup, followed by a slightly more pronounced
slowdown in output and trade growth in the first half
of 2000 (because of destocking and some Y2K disrup-
tions). Some commodity prices,particularly oil prices,
were assumed to rise as well (compared to the WEO
baseline) in the first half of 2000 because of supply
disruptions. Moreover, a deterioration in international
investor sentiment would lead to increased risk aver-
sion in international capital markets and a flight to
quality, which would result in a stronger U.S. dollar.
Other countries would tend to suffer some currency
depreciation, losses of international reserves,or higher
domestic interest rates,depending on the responses of
the national authorities. For emerging markets, the
flight to quality and liquidity would result in higher
risk premia, reduced rates of rollover of short-term
credits,and losses of international reserves.

Country-specific assumptions about the vulnerabil-
ity to Y2K problems were based on a careful assess-
ment of risks through a sector-by-sector analysis using
information gathered from international and country-
specific sources by comparing Y2K readiness to expo-
sure. Exposure to Y2K largely depends on the level of
computerization of the economy and the ability and
ease of switching to backup manual systems,if
needed. Y2K readiness depends on the extent and
progress of the compliance effort, including testing,
remediation, and contingency planning. These assess-
ments of exposure and preparedness benefited heavily
from interaction with sectoral experts from the World
Bank,who have much more detailed knowledge about
many sectors than IMF staff. In contrast,assessments
were made directly by IMF staff regarding Y2K com-
pliance in central banks and the fiscal sectors. It needs
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to be emphasized, of course, that any such assessment
is subject to a wide margin of uncertainty because of
the lack of reliable information on the scale of Y2K
problems,on countries’ preparedness,and the poten-
tial economic consequences of system failures in crit-
ical areas.

With these caveats in mind, the sector-by-sector
analysis generally suggested that the most exposed
sectors are also likely to be the best prepared for Y2K.
This makes it reasonable to assume that supply dis-
ruptions will be limited in most cases. The financial
sectors, including central banks,payment and settle-
ment systems,commercial banks,and other financial
institutions,are considered to be quite well prepared in
general with, in many cases,repairs and testing almost
complete. In only a few countries do the financial sec-
tors appear to be lagging in the compliance effort, but
even in these, the repair efforts are more advanced
than in most other domestic sectors. In many of these
cases,backup manual systems are expected to be read-
ily available because computerization is fairly recent,
or since power failures unrelated to Y2K have been
routine in the past.

Other sectors appear on average to be somewhat less
well prepared but also less exposed to Y2K. Major
risks, however, seem to exist in several countries’
power generation and distribution sectors where Y2K
exposure is relatively high but preparations appear to
be relatively weak. Because of linkages to other sec-
tors, failures in the power sector could lead to econ-
omy-wide disruptions. In a few countries, some risks
are also present in the communications and transport
sectors, which also have substantial linkages to other
parts of the economy. There are also concerns about
the state of readiness in some nonfinancial private
firms,particularly small and medium-sized ones,gov-
ernment services, and public sector enterprises. In
general, public and private sector oil producers are
considered to be relatively well prepared but concerns
remain about oil and natural gas distribution, largely
because of potential problems in transportation, in-
cluding ports and pipelines.

On the basis of the admittedly relatively pessimistic
scenario assumptions outlined above, those developing
and transition economies that would be affected by the
Y2K problem could face a temporary slowdown in
GDP growth in 2000 of almost 2 percentage points on
average (Table 1.7). Precautionary stock building in
1999 and consequent destocking in 2000 would ac-
count for some of the negative output effect next year.
Inflation rates would rise by about 1 percentage point
on average, reflecting higher global commodity prices
as well as local supply disruptions. Fiscal balances
would deteriorate in many countries because of the
negative impact on output,but the fiscal situation
could improve in some oil-exporting countries with
the temporary rise in world oil prices more than off-
setting the revenue effects of production disruptions.

The impact on the external current account balances
across the sample countries would be largely offset-
ting, again because of the positive impact of higher oil
prices in the oil-exporting countries. The scenario ex-
ercise implies that capital outflows associated with a
possible flight to quality could be relatively large, and
the estimated reduction in international reserves would
be on average close to 15 percent of total reserves in
2000; but some countries could be significantly more
affected. The wide margin of uncertainty attached to
this illustrative exercise and the wide differences for
individual scenario countries should again be empha-
sized as underscored by the relatively high standard
deviations presented in Table 1.7.

The average impact estimates in the contingency
scenarios suggest that the consequences of the Y2K
bug could be relatively serious but probably still man-
ageable in most cases. The more advanced developing
and transition economies are generally thought to be
more reliant on computer technologies, but these
countries, in addition to being generally better pre-
pared for Y2K, were also found to have more re-
sources—both domestically and in terms of the finan-
cial ability to import—to address Y2K disruptions.
Some of these countries,however, may be susceptible
to significant capital outflows because of potentially
self-reinforcing perceptions of Y2K difficulties,rather
than actual problems. In these cases,even though the
effects on market sentiment may be less serious than
has been assumed in this scenario, there is added risk
stemming from potential financial contagion. Indeed,
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Table 1.7. Developing and Transition Economies:
Y2K Scenario Results1
(Deviation from World Economic Outlook baseline, in percent)

Average Standard 
Impact2 Deviation3___________________________________________

1999 2000 1999 2000

GDP growth 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)
Current account 0.1 0.0 0.5 1.3

(percent of GDP)
Reserves –6.7 –13.0 7.8 13.5

(percent of total reserves)

1The 17 scenario countries comprise about 60 percent of GDP in
developing and transition economies. However, because the sample
was chosen to include a range of countries depending on level of de-
velopment,source of major export earnings,and systemic impor-
tance and was not drawn at random,aggregate results should be seen
as indicative only. The high standard deviations—in many cases
greater than the average impact—underscore the illustrative nature
of this exercise. The small sample size precludes meaningful analy-
sis at the regional level.

2Weighted by country size, using WEOpurchasing-power-parity
weights.

3Unweighted standard deviation for individual country scenario
results.



this applies also to countries that may be relatively
well prepared but nevertheless may be perceived oth-
erwise in an environment of pervasive uncertainty. The
less advanced developing and transition economies,
while less reliant on computer technologies,may para-
doxically be subject to more severe and longer lasting
supply disruptions because progress in Y2K compli-
ance has been limited so far and because financial and
human resource limitations will constrain repair ef-
forts in the period ahead.

Overall, notwithstanding the uncertainties that nec-
essarily characterize this issue, including the reliance
on self-reporting assessments of Y2K preparedness in
many cases,it seems reasonable to assume that most
countries are relatively well prepared by having ad-
dressed Y2K problems or by having put in place con-
tingency plans to deal with potential problems. Even
under relatively pessimistic alternative assumptions,
the contingency scenarios suggest that for most of the
countries that might be experiencing problems—either
in the form of real sector effects or through financial
market repercussions—the potential difficulties should
be manageable and in any case are unlikely to be pro-
longed. Nevertheless,it clearly cannot be excluded that
a few countries would be more severely affected, espe-

cially through potential turbulence in financial mar-
kets. In such cases,there could be a need for the IMF
to provide supplementary financial assistance to help
alleviate pressure on a country’s foreign reserves,en-
hance confidence, and limit contagion. 

Against this background, the IMF has established a
temporary lending facility designed to provide short-
term financing to countries facing Y2K-related balance
of payments difficulties. The new Y2K Facility, which
is set to expire on March 31,2000,will make available
funds for six months at a surcharge of 300 basis points
above the standard IMF interest rate (and, if necessary,
for an additional six months at a 350 basis point sur-
charge) to countries facing balance of payments pres-
sures that can be distinguished as Y2K-related. Access
is limited to 50 percent of a country’s quota unless
there are exceptional circumstances. To make use of
the facility, countries will need to demonstrate that
they are pursuing generally sound economic policies,
are cooperating with the Fund, and are moving vigor-
ously to deal with their Y2K problems. The facility
provides additional assurance to member countries and
investors that any pressures in international financial
markets in response to perceived Y2K problems—that
may or may not materialize—will be contained.

Appendix: Year 2000 Contingency Planning

35


	World Economic Outlook--October 1999
	Contents
	Assumptions and Conventions
	Further Information and Data
	Preface
	Chapter I.  World Economic Outlook and the Challenges of Global Adjustment
	Macroeconomic Stability and the Forces of Globalization: Lessons from the 1990s
	The Inevitable U.S. Slowdown and Adjustment
	Japan: Recovery in Sight?
	Securing a Lasting Revival of Growth in Europe
	Emerging Market Economies in Asia and Latin America: Ensuring Sustainable Recoveries
	Middle East and Africa: Varying Responses to Adjustment Pressures
	After a Decade of Transition: Widening Gaps Between Strong and Weak Performers
	Appendix: Year 2000 Contingency Planning


