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hile the United Stas,Europg and &pan hae

all experienced delines in infation since the
eaty 1990s to ates epresenting easonhble piice sta
bility, their gowth and ldor maket perbrmance hee
differed makedly (Figure 3.1). Since the 1990-9é& r
cessionthe U.S. econony has &panded ta 3 pecent
average anmial rate, genegting a fise in pivate sector
emplgyment suficient to educe the unempjment
rate to near 4 peent while the ldor force has been
rising quite apidly. In Japan,a perod of stong gowth
faltered in the edy 1990s as thébubble econom”
burst. Since therthe econom’'s perbrmance hasen
erally been lakluster leaving average gowth for the
1991-98 pdod & about 1 pecent and esulting in a
rise in unemplpment to 44 percent ecenty, the high
est ete in the countr's postvar histoy. In Euopg
growth perbrmance has also been dgipainting 2
percent on merage for the decadebut has wared
actoss counfes—from under 1 p&ent a yar on 8-
erage in Switzdand to nedy 7 pecent in leland
Unemplyment in Euope inceased fuher in the
1990s,rising to 124 percent of the lhor force in
1997,with a modest déine since then.

These diergences in economic permance eflect
differences in both demand and sypgéselopments
acmoss the thee egions. In the sharun,demand con
ditions ae usualy the moe impotant deteminant of
obseved \anations in outputwith suppy accomme
daing demand tlough tempaary changes in domes
tic resouce utilizaion (often meased as the diér-
ence betwen actual and estiteal potential output or
the output gp). Ower longer peiods, however, al-
though thee mg be polonged peiods of undeuti-
lization of resouces,supply conditions tend to be the
more impotant deteminant of output gowth, with
capital, labor, and poductvity growth as the dving
forces.

Unlike aggregate demand and outputyhich are
measued on a egular basis in rigonal accounts sta
tistics,an econom’'s potential output is an unobsed
concet tha can ony be gproximated using a ariety
of anaytic approates.These pproades all ivolve
daa for actual output and tiiecan theefore provide
chandng estim&es of the econowis curent potential
output or gclical position as ne& daa become ail-
able. For example most analsts’ estimdes of poten
tial output gowth in the United Stas hae been in
creased @centy as the ecovery has endwed and
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Figure 3.1. United States, the Euro Area, and Japan:

Economic Performance I ndicator st
(Percent)

The U.S. economy has performed better than Japan and the euro area

in terms of output growth and unemployment. Inflation has declined in

all three cases.
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strengthened ungectedy; and this is e of IMF
staf estimdes (Fgure 3.2). The opposite has pa
pened to estintas of potential outputrgwth in Jpan
and to a lesserx&ent in Euope:as output gowth in
these economies hasalened estimdes of their pe
tential gowth have been laered For the United
Staes,the gppaent ise in potential gowth has been
attributed patly to a ise in poductvity growth re-
lated to n& information tedinolagies. In &pan, the
appaent detine in potential gowth has beentaib-
uted to the pcipitous dop in investment andxeess
capacity poblems thaoriginated in the bbble peiod.
While sud phenomena nyacorrectly explain dhanges
in potential output wth—and m§ eventually jus-
tify further revisions in estimeed potential gowth
rates—it is also possié tha the estim#es of potential
growth ae unduy influenced kg recent tempay,
cyclical factos and thezfore undeestimde the dgree
of excess demand in the United @&tmand the mgins
of slak in Japan in paticular, but perh@s also in
Europe

The following anaysis sugests thaboth longerrun
structural factois and shdftemm ¢yclical or other tem
porary influences hee contibuted to the dferences
in performance among the United &8, Europe and
Japan. for the United Stes,although the ate of po
tential gowth is piobaly higher than pviously be
lieved the etent to which it has beenaised pama
nently by new technolagies and other elements of the
“new econony” cannot et be quantiéd with coni-
dence The aailable evidence sugests thathe impact
of a seies of Pbrtuitous,but tempoary events mg ex-
plain a signiicant pat of the lav inflation—high
growth perbrmance in 1996-98 herefore, while the
anaysis does not alle firm condusions to be dwvn
at this time &out the elaive impotance of tempany
and longrtem factors, it does sugest tha caution is
called br when assessing the pgliémplications of
the U.S. economny’s recent peidrmance For Japan,the
analsis sugests tha the lov rate of gowth in
1991-98 and assotéal detines in estimeed rtes of
potential output gowth in pat reflect tempoary ad
verse economic conditionsyhether gclical or not.
This sugests a needf caution in assuming théhe
protracted veakness will pesist into the medium tar;
but in view of the sgerity of the 1997-98 ecession
and the ecent poblems in the banking sectdnoth
macioeconomic and gictural policies hae roles to
play in restoing moe sdisfactoly economic pedr-
mance The high etes of gowth of the pasthowever,

Figure 3.2. United States, the Euro Area, and Japan:
Vintages of Potential Output Growth

and Output Gapst
(Percent)

IMF staff estimates of potential output growth have been raised for the
United States during the recent prolonged expansion but have been
lowered for Europe and Japan as growth has faltered. This has resulted
in revisions to output gap estimates.
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Source: IMF staff estimates.
1Data are from the indicated issues of the World Economic Outlook

are not likely to be seen on a sustained basis in the (WEO). Each vintage of potential output growth includes five years of

foreseehle future. For mary counties in Euope a se
ries of tempaary, cyclical factos has ealy reduced
rates of gowth, especialf recenty. But to mise poten
tial output in the medium ter, the emphasis in these
counties needs to be ontar maket policies. In both
Europe and dan the ging of the populaons will
hold davn potential output @wth in the futue.

73

projections.



GROWTH DIVERGENCES IN THE UNITED STATES, EUROPE, AND JAPAN: TREND OR CYCLICAL?

Assessing the Sustairide Level of Output

Estimaes of potential output and itate of gowth
can seve seeral relaed puposes.As mentioned
above, they provide an indicdon of an econowis
trend ete of gowth and can help toxelain its long-
run perbrmance while output gps—the diference
between actual and estiteal potential output—ar
often used as inditars of inflationary pressue.
Potential output estintas also enter into sictural fis-

cal balance calculimns tha are used to assess a coun

try’s undelying fiscal poliy stance and the maer
economic impact of policinitiatives?
The quantity of gods and seices tha can be po-

duced on a sustaible@ basis—potential output—ee
pends on the inputs of giéal and ldor and on their

productiity. But dda limitations—in paticular diffi-

culties in the measament of &ctor inputs and their

contibutions to output,and unceminty éout the
speed of teanological improvements—hee led to a
variety of complementgrmethods toxglain an econ
omy’s potential output (sekble 3.1)2
¢ The pioduction functionis a concptual eldion-
ship desdbing how capital, labor, and tetinology
are combined to mduce output or GDPAn ad
vantaye of the poduction function is that can be
used to gplain why potential output gwth varies
over time or aarss counies ly examining
changes in caital and ldor inputsA limitation of
this gproad is the dificulty in quantifying the
role of tedinological progress (or the wth of
total factor poductvity, TFP) which by its ndure

cannot be meased dilectly. Indirect methods used

to estim&e TFP ae heaily influenced lg changes
in cyclical conditions.The poduction function es
timates inTable 3.1 assume thaFP gowth is un

1Structural and actuali$cal balances diér because thetio of ac
tual expenditues to output tends talf, while the everue ®tio rises,
when an econownis opegting eove its tend p&h. Similar adjust
ments a¢ made to impds and gports (using output @ estimaes
for patner counties) to constict stuctural extemal balances.

2For other methods see ClewAdams and Déd T. Coe “A
System# pproadc to Estiméng the Naural Rae of Unemplgment
and Ptential Output dr the United Stes; IMF Staf Papers (June
1990),pp. 232-93. Stah Gelach and Fank Smets;Output Gas

and Monetay Policy in the EMU Area; European Economic

Review, No. 43 (1999)pp. 801-12utilize an unobseed compe
nents model thigprovides an estinte of the unceainty atached to
the output gp estimée itself

3The poduction function,or growth accounting faimework, is
based on RoberSolon, “Tedhnical Chang and theAggregate
Production Functiofi, The Re&iew of Economics and Sistics
Vol. 39, No. 3 (August 1957),pp. 312-20. RoberE. Hall and
Chates I. bnes,"Why Do Some Counigs Poduce So Mule More
Output Fer Worker Than Othes?” NBER Working Paper 6564
(Cambidge, Massabusetts: National Burau of
Researh, May 1998) use a similar model ta@ain closs-county
differences in prductvity levels. See also Miael T. Kiley,
“Computes and Gowth with Costs oAdjustment:Will the Futue
Look Like the Rst?” (unpubished; Washington:Fedeal Reseve
Board of Goremors, July 1999) br a discussion ofrgwth account
ing with adjustment costs.

Economic
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Table 3.1. United States,the Euro Area,and
Japan: Estimates of Potential Output Growth!
(Percent)

1980-89 1990-98
United States
Actual output gowth 2.7 25
Estimaes of potential outputrgwth
IMF staff estimde 2.8 2.7
Structural VAR model 3.3 2.9
Time trend 2.8 2.6
Production function 2.9 2.6
Estimded contibutions of:
Labor force 1.1 0.9
Capital stok 0.9 0.8
Total factor poductvity 0.9 0.9
Euro area
Actual output gowth 2.3 2.0
Estimaes of potential outputrgwth
IMF staf estimae 2.4 2.4
Structural VAR model 2.4 2.1
Time trend 2.3 2.1
Production function 2.2 2.0
Estimaed contibutions of:
Labor force 0.3 0.2
Capital stok 0.9 0.8
Total factor ppductiity 1.0 1.0
Japan?
Actual output gowth 3.8 1.0
Estimaes of potential outputrgwth
IMF staff estimde 3.6 2.1
Structural VAR model 3.4 0.8
Time trend 3.9 1.5
Production function 3.6 2.6
Estimded contibutions of:
Labor force 0.7 0.3
Cepital stok 1.8 1.2
Total factor poductvity 1.1 1.1

Souce: IMF, World Economic Outlookdaabase and sthf
calculaions.

1IMF staf estimdes ae those used thughout theAbrld Econe
mic Outlook For Japan and mancounties in the ew aea,the es
timates ae based on pduction functions. &r the United Stes,a
combindion of a poduction function and a split timeetrd is used
The stouctural VAR model is estim&d using outputrgwth and in
flation as endgenous ariables.The time tend estimtes ae deived
from a Hodick-Prescott fiter. The poduction function is based on
the gowth rates of oficial labor force and cpital stok daa; the
labor force is adjustedof the MAIRU. TFP is desébed in the tgt.

2For Japan,the second columrefers to the peéod 1992-98.

changed from the last full gcle and thegfore does
not cature the impact of mductvity-enhancing
tedhnolagies deeloped in the 19905.

4This limitation follows from the &ct tha TFP gowth is calcu
lated as theesidual after deductingdm actual outputrgwth the
sum of the estintad contibutions to gowth of the &ctor inputs
over some time pé@d, in this case beteen the tw most ecent
yeas in which demand was assumed to béose to potential output.
Estimaes of the conibutions to output pwth of the fctor inputs
are based on the assumptionttfzector pgments a@ piopottional to
maiginal products,which would be tue under competite condi
tions with constantatums to scalePeak to peak or tugh to tough
compaisons or egressions of gaty TFP iesiduals can also be used
to estimae TFP gowth.
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e “Structural” vector autoegressie modelgVAR)
explain dhangs in output in tens of long-tem
suppy and sharterm deviations from it5 They
identify potential output pwth as inceases in
output thado not esult in an inagase in inftion;
increases in output thacause inftion ae as
sumed to bealaed to gclical demand pEssues.
They do not gplain trend or gcles in tems of the
undetying factor inputs.

» Trend anaysisis used to estima potential output
using obsered output d& only, and is based on
the assumption thahe gowth rate of potential is
constant or ares systemically over time
Examples inlude time tends,split time tends,
and meing averages sub as the Hodck-
Prescott fiter, which is useddr the time tend es
timates inTable 3.1.Trend methods argeneally
easy to pply and hae minimal déa requir-
ments. Havever, they cannot #ribute dvanges in
potential output to obseed economic deslop
ments. In adition, these methods arnot wvell
suited to distinguishing beten tend and ycle
in the ecent past because the estiesaae highly
sensitve to the end-point of the last obgations
in the daa set.

Table 3.1 povides estimtes of potential output
growth for the United Stas,the euo area,and Jpan
based on the tke methods outlinedbave. They
should be vieed as illustative and ag piovided to
demonstate the ange of potential gowth estimaes
tha tend to be déved using diferent tetiniques. IMF
staf estimdes ae also povided; these incqorate
necessar judgments egarding the methodolgy and
daa for eat county or region. Pioduction functions
are used dr IMF staf estimdes br Japan and coun
tries in the ew ara; a combirtion of a split time
trend and a mduction function pproad is used dr
the United Stees® For Jpan,the staff estimde of poe
tential gowth for the peiod 1992-98 is laver than
tha of the illustative production function maiyl due
to a corection of ldbor input br the deline in average
hours worked over the pepd. For the euo area,the
IMF staf estimde is a veighted &erage of estiméed

5The“structural VAR” models eferred to ae based onector auto
regression (AR) and ely on a ley identifying assumptiomameYy
tha tempoary (or gyclical) factos do not dect long-un output or
inflation. See Oirer Blantiad and Dany Quah,“The Dynamic
Effects of Suppl and Demand Disturbancégymeican Economic
Review, Vol. 79 (Setember 1989)pp. 655-73.The estimtes in
Table 3.1 ae based oWARSs with output gowth and infation as the
endaenous warables.

8For Japan,seeTamim Byoumi,“W here Are We Nov andWhere
AreWe Going? Estiméng the Output Gaand Gowth of Potential
Output in &pan; in Japan—Selected IssuedViF Staf Country
Report (WashingtoniMF, forthcoming). er the United Stes,see
Paula R. De MasiJorge Chan-LauandAlex Keenan;Measues of
Potential Output,NAIRU, and Cgacity Utilization,” in United
States—Selected IssyedF Staf Countly Report (Washington:
IMF, 1999, forthcoming).
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potential gowth in eat euo area county, mainly
based on mduction functions. (fie illustetive alter
ndive calculéions ae based onggregations of the
undetying dda.)

The diferences in estintas of potential gpwth
acmoss counies can beplained ly the poduction
function in tems of diferences in the gwth rates of
labor and cpital inputs (veighted ly their respectie
shaes in total &ctor pgments) and inTFP gowth.”
Focusing on the 1990-98 ped, the stonger conti-
bution of lebor force gowth in the United Stas
(0.9 percentaye point compard with 0.2 and 0.3 per
centaye points in the eorarea and dan espectiely)
offsets the smaller coributions of cpital accunula-
tion andTFP gowth in the United Stas eldive to
Japan.The lager contibution of lebor force gowth in
the United Stees is accountedof in tum patly by
faster gowth in the US. working age populdéion and
paitly by an gpaent detine in the MIRU in the
United Stées wer this peiod, contrasting with in
creases in the estirread NAIRU in Europe and dpan8
The iise in the MIRU in Euope wer the 1990s and
its high level hare combined toeduce the kel of po
tential output in Ewpe elaive to what it otherwise
would have obtained

The contibutions to potential outputrgwth of in-
creases in the gdtal stok are similar in Euope and
the United Stees in the 1980s and 1990he slight
dedine in caital’'s contibution in the United Stas is
explained ly the 1990-91eacession Wwich reduced the
average gowth of the caital stok in tha peiiod. The
U.S. capital contibution increased however, in the
second half of the prxd as ivestment gowth picked
up.The detine in the contibution of the gowth of the
capital stok in Japan eflects the dop in investment in
the 1990s; it accountsif one-half of the ddioe in po
tential gowth from 3/ percent in the 1980s to2per
cent in the 1990ss estimted on the prduction fune
tion basis.TFP gowth accountsdr very little of the
differences in estintad potential outputrgwth acioss
the thee cases. One poslgilexplanaion for this -
sult is tha, becauseaerage TFP gowth is assumed to

7In principle, cgpital and ldor inputs to the duction pocess
are theflows of cepital and Idor sevices,but these a difficult to
measue, especialy a the macoeconomic leel. For example the
true fow of labor sevices should inleide the mmber of hous
worked (which ae geneally available) and a measerof worker
skill (which is not). Meastuing caital sevices is equayl tricky and
depends on utilizéon, the vintage of the cpital assetand its ete of
economic dprecidion.

8Estimdes of the MIRU (the non-acceleting-inflation rate of
unemplyment) ae used in the potentialbar force time sdes to
provide a measer of sustaindle emplyment—tha is, the labor
force tha can be fuy emplg/ed without @neeting inflationary
pressues.A dedine in the MIRU raises the el of the potential
labor force

9See Chpter IV of the Mg 1999 World Economic Outlook
which provides an gtensve suwey of labor maket issues in
Europe



Il GROWTH DIVERGENCES IN THE UNITED STATES, EUROPE, AND JAPAN: TREND OR CYCLICAL?

Figure 3.3. United States, the Euro Area, and Japan:

Output Per Employee and Per Capital
(U.S dollars at 1992 prices; logarithmic scale)

Productivity levels have been converging, and productivity growth

slowing.
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be untangd in eah case fom perod to peiod, the
beneits of recent adances in inbrmétion tednolagy
in the United Sties, or the other counis, are not
cegptured0 Another possile explandion is tha the
impact of n& tednologies will not be seen in
changes inTFP gowth, but in changes in the cpital-
labor ratio.11

An altenaive measuwe of pooductiity is output per
employed peson,or labor pioductvity,12 an indicdor
which is obsered diectly and in contast to TFR,
which can ony be inferred from reported dda. Fom a
longer-run pespectve, productiity growth is relaed
to the econoryis stae of deelopment; it tends tase
as poduction shifts fom ayriculture to manfactur
ing, and to slav as serices become merimpotanti3
Between the 1960s and the 198@dor pioductvity
rose moe quikly in Jagpan and Ewpe as these
economiescaught up”with the United Sties (Fgure
3.3). In the 1980%)owever, the cach-up ete beyan to
dedine as poductvity levels cowerged This padtem
and the inceasing impdance of sarice sectos in
these economies sgest tha productiity growth and
therefore potential outputrgwth may well slow in the
future as the dah-up piocess comes to an end

From a shaerterm pespectie, however, there ae
two reasons to>gect a pi&up in labor poductiity
growth. One possibilityor even likelihood is tha the
obseved slavdown in labor productvity growth in
Japan and to a lessextent in Euope duing the 1990s
represents ayclical phenomenon thavill be reversed
with a recovery in demandA second possibility is tha
productivity growth could ise in dpan and Ewpe as
it has ecenty in the United Sti@s,to the etent tha it
is tedinology-based and assuming thikese telenolo
gies will be successfuylitransemred to these cournrs.
Explandions for this ise in US. productiity growth
are discussed in the xiesection.

The rate of cach-up has been sher in Euppe than
in Japan,and ly the ealy 1980s,Japan had wertaken
the euo ara in tems of income per head of popula
tion, though not in tans of output per empjee

10The US. Bureau of L#or Staistics, Multifactor Productvity
Trends, 1997 estimdes multifactor (or total &ctor) poductiity for
the United Steges on an arual basis. Br 1997,nonfarm piivate
businessTFP gowth was 0.4 perent,unchangd from the 1990-97
average.

11See DaleW. Jorgenson and Kvin J. Stiroh, “Information
Technolagy and Gowth,” The Ameican Reiew Papers and
ProceedinggMay 1999),pp. 109—15for this distinction beteen
substitution of cpital for labor (as elaive pices dhang) and teb-
nological chang which occus only when moe output is ppduced
from the same inputs.

12| abor pioductiity growth can be deéved from the poduction
function as the mpwth rate of TFP plus the @wth rate of the cai-
tal to lebor ratio multiplied by the caital’s factor pgment shag in
total income

13See Robér Ronvthom and Ramana Ramaany, “Dein-
dustialization: Causes and Implitans; in Staf Studies dr the
World Economic OutlooKDecember 1997)pp. 61-77 for a dis
cussion of this topic
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(Figure 3.3,lower panel).The diference can bexe
plained ly the ise in unemplgment and the loer
labor force paticipation rates in Euope which to-
gether laver the atio of emplg/ed pesons to the total
populdion so thaeven if the leels of output per em
ployee were the same aoss counies, output per
head of populidon would be laver. Participation rates
rose in the United Stas and dan betveen the 1970s
and the 1990s tobaut 80 perent, but remained
roughly steble & 65 pecent in the ew ara. Ldor
maiket institutions high tax etes,and gneous wel-
fare and edy retirement povisions ppbably play an
important ole in eplaining Eubpe’s lowver paticipa-
tion rates.

The United Stdes: Will the Good
Times Endure?

Economic peidrmance in the United Se&s has
been impessve in the 1990sThe curent expansion
will become the longst on ecod if it continues into
ealy next year (Rgure 3.4)!4 It has been unique in
other espects as @ll. For example the unemplg-
ment ete has dllen to 44 percent, which is & the
lower end of cuient NAIRU estimaes and also belo
NAIRU estimaes & the star of the decadewhile in-
flation has delned; it typically bagins to ise as &
covelies lengtherd® Unlike in other ecent &pansions,
output and lbor pioductiity picked up slavly in the
eaty phase of theecovery, but began to accelete
after ifve years, by which stgge most upwings hae
begun to lose momentunilThese unsual deelop
ments, in paticular the ecent ise in poductiity
growth, have been intgareted ly some angists as an
indication of a“new econorny” in which sustainble
output gowth is faster than mviously thought possi
ble. However, even though the tast déa do indicée
higher tend gowth rates of poductvity and potential
output in the 1990s thangwiously estimaed, it is un
clear whether theise in ldbor pioductiity growth in
the past thee yeals represents an accehtion tha may
be pected to be sustain&él

Domestic demand has beeuopant though most
of the xpansion.The stength of its ecent gowth,
given the stge of the lisiness ycle and theihancial
crises in emaging makets, has suprised mag ana

14For a detailed angsis of the cuent epansion see/ictor
Zamowitz, “Theory and Histoy Behind Business Cies: Are the
1990s the Onset of a GoldeAge?” Journal of Economic
Perspecties,Vol. 13 (Sping 1999),pp. 69-90.

15De Masi, Chan-Lau, and Keenan, “Measues of Ptential
Output, NAIRU, and Caacity Utilization,” provide varous esti
mates of the MIRU in the United St@s.They rang from 4/ to 6/
percent.

16See Mak E. Stweitzer, “Productvity Gains Dumng Business
Cydes: Wha's Nomal; Economic Commentgr Fedeal Reseve
Bank of Cleveland (dily 1998).
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Figure3.4. United States: Output, Labor

Productivity, and Inflation in Recent Expansionst
(Percent change from a year earlier)

Output and productivity growth in the current U.S. expansion were
initially slower than in earlier recoveries but have recently
strengthened. Inflation in the current expansion declined and then
remained steady for six years, before declining recently.
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1The horizontal axis indicates quarters from the start of each
expansion. The current expansion began in the second quarter of
1991.

2Nonfarm business sector.
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Figure 3.5. United States: Policy
and Demand I ndicator st

The strong performance of the U.S. economy in the 1990s is reflected
in the relative output gap. It has been supported by robust private
sector expenditure, based partly on the rising stock market, which
together with the strong dollar led to the widening current account
deficit. A significant improvement in the structural fiscal balance may
have helped to moderate risesin interest rates.
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11999 data for structural budget balance, current account, and output
gaps reflect IMF staff projections.

2The estimated relative output gap is the output gap in the United
States |less a weighted average of output gaps in the other major indus-
trial countries.
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lysts. Bugant demand has also been maintained dur
ing a peiod of fiscal consolidaon when the pmary
structural defcit was beingeduced (i 12 percent of
potential output fom 1995 to 1998Figure 3.5).The
strength of consumer demandflects sustained em
ployment gowth and ising real incomebut also a de
cline in the household geg rate—from 6 pecent &
the star of the &pansion in 1993{o zero and belw
during 1998—tha has beent&ributed to ising equity
prices and access to consumegdir by an inceasing
number of household¥he cises in emaging makets
and weak demand ingbpan and Ewpe hae con
tributed to lmoyant bond and equity miats, provid-
ing business with lever-cost fnancing The weak in
temaional ervironment has fuher helped to contain
inflation, therby forestalling a monetsgrtightening
These brtuitous efects apear to hee of'set the ng-
ative impact on UB. exports (Fgure 3.6). Fom 1997,
a lage shae of the apid growth of domestic demand
was met i an inceasing gtemal defcit as the dollar
appreciaed in eal efective tems and gowth lagged
in patner counties.

How the ise in demand has been met withouise r
in inflation is a subject of considable debae: a rise
in net impots (and an assod¢&d incease in caital in-
flows) is pat of the eplandion, but thee also mg
have been deslopments in the econgmtha have
lifted potential output or potential outputogth.l?
Several hypotheses hae been aghnced including the
possibility tha a seres of Prtuitous deelopments
have tempoarily suppessed intion.

Potential output gowth mg have risen.The “new
economics’or “new paladigm”hypothesis agues tha
the higher ates of ldor pioductvity growth obseved
in 1996-98 a likely to be pemanent and will mak
possille a sustained inemase in potential output
growth, maybe to 3 pezent a yar or moe. The main
reasons iyen for this ise ae nev informdion ted-
nologies, new cost-cutting margement pactices tha
foster contimous poductvity improvements.and e-
lated eforts by firms to seek igaer eficiencies in e
sponse to laor shotages and in@ased competition.
While thee is a cemin gpeal to the laim tha these
new technologies and pactices ag biinging consider
able beneits, for exkample with just-in-time ventory
contmol, the link to the obseed poductiity pickup
has et to be poved

Potential output gowth did not slev in the ealy
1990s as mviousl estimaed nor has it inceased e
cently. At least until ecenty, mary economists be
lieved tha potential gowth sloved aound 1990 but
new daa sugest otherwiseRaher, the slavdown in
productivity growth obseved in the edy and mid-

1’De Masi, Chan-Lau, and Keenan, “Measues of Ptential
Output; present estintas of potential output in the United &=
based on theirwn calculdions and those of othergamizdions.
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1990s nw seems ansitoy or ¢yclical, perhas -

flecting the elaive weakness of the initial phase of

expansion bllowing the 1990-91ercessionThis mgy
have gven the &lse impession thathere had been a
pemanent slawdown in productvity and potential
output gowth. In 1996—98however, the pace of m-
ductiity increases piked up,so tha the detines in
long-tem potential gowth estiméed ealier are no
longer evident in the d&a18 Sud considestions hae
led to a evision this year in the IMF stdfs estimée of
potential gowth to déout 24 percent a yar fom 2/
percent peviously. It is enough of an inease in po
tential gowth to imply tha the US. econorny was op
erating with spae cgacity though nuch of the 1990s
and ony closed the outputap in 1998 (see igure
3.2). The evised assumption carxgain the ecent
combindion of high gowth with low inflation.

Demaraphic shifts hae lowered unemplgment
and genelted a one-time shift in potential supprhe
argument heg is tha the detine in the unemplpment
rate to 44 percent in 1998-99 has not caused &
in inflation because the ARU has &llen. A recent
study has mised the possibility thaas the postar
baby-boom g@negtion has ged the oerall unem
ployment iate & a gven lesel of lebor maket tightness
has delined as the umeious membex of this goup
have moved into older ge cohots, which typically
have expeiienced lover rates of unemplgment!® This
may help to eplain hav the unemplgment ete has
fallen to a 30-gar lav and sugests thathe level of
potential output has ineased accdingly even
though the undéying growth rate of potential myanot
have increased

Wage and pice behaior has danged In 1996,
Fedenl Reseve Chaiman Geenspan citedvalence
that workers were worried aout job secuty and for
this reason were willing to accet smaller vege in
creasestagiven lesels of ldbor maket tightnessbut in
February 1999,he noted thigjob secuity concens no
longer seemedlde to eplain favorable wage devel-
opment£0 Recent wrk by IMF staf condudes tha
wage behaior, as measwd ly Phillips cuve esti
maes,has not bangd in the pastefv yeass, and &
tributes the lav rates of consumer fme inflation in

18See De MasiChan-Lau,and Keenan,‘Measutes of Ptential
Output”

19Robet Shimer“Why Is the US. Unemplyment Réae So Muth
Lower?” NBER Macoeconomics Anrual, 1998 (Cambidge,
MassabusettsMIT Press1998),pp. 11-61. Otheractos tha have
helped to laver unemplgment indude deelopments in the tempo
rary help industy, the gowth of the incaterted populéon, in-
creased competitiomnd a deline in unionizéion. See Larence F
Katz andAlan B. Krueger, “T he High-Pessue U.S. Labor Makets
of the 1990s’(unpublished May 1999).

20Alan GreenspanTestimory Before the Committee on Banking
Housing and UrbanAffairs, U.S. Seng&e (dly 18, 1996 and
February 23, 1999). In his Ebrualy 1999 testimoy, Chaiman
Greenspan said thavages were naw being held dan by a detine
in firms’ pricing paver and inceases in mductvity.
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Figure 3.6. United States, the Euro Area, and Japan:
Changesin WEO Export Market Growth

Assumptionst
(Percent)

Export market growth was generally underestimated for the year 1997
in the assumptions used in the May 1997 WEOQ. The subsequent sharp
slowdown in market growth in 1998 owed much to the Asian and
Russian crises.
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1Export market growth is calculated as a trade-weighted average of
import growth in partner countries. Projections begin in 1997 for the
May 1997 export market demand assumptions and in 1999 for the cur-
rent assumptions.
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Figure 3.7. United States: Selected Price Indices

(Percent change from a year earlier)

Prices of tradable goods fell in 1997-98.
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Source: Haver Analytics database.
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1995-98 to prductiity gains,to the slever gowth of
nonwege lebor compendéon since 1995and to de
clines in impot prices (see belg).21

Changes in pice index methodolgy have increased
measued output and mductvity growth, mainly
since 1995A recent stug suggests thaimprovements
in the measwment of infation, in tems of the GDP
deflator, in pat linked to eforts to educe measer
ment bias in the consumerige inde, have increased
measued average productiity growth in the nordm
business sector in 1996—-98; about's of 1 pecent
age point compaed to the 1972-95 ped.22 The ea
son tha measued eal output gowth (and thesfore
measued gowth of output per wrker) has incgased
is because the joe indices used to dafe nominal
output déa nav shav lower inflation, relaive to pice
indices based on dar methodsThus,compaisons
of productiity growth bebre and after 1995 (en
the lulk of the danges took place) ha to be inter
preted caefully because of this pos#ibbreak in the
dda.

Special one-time &ctors are masking signs ofver-
heaing. Dedines in global commodity pres and the
strong dollar hae lovered impot prices and xerted
downward pressue on domestic jges,thus masking
signs of @erheding. Recent estintas indicée tha
falling impott prices educed consumer ipe inflation
by an aerage of 0.8 perentaye points a gar duing
1996-98 mainly through the impact on the ipes of
tradale goods (kgure 3.7)23 Another special dctor
that has maséd possilte consequences oferheding
can be seen in theMorable financing of the Us. cur
rent account defit. As the deitit widened in
1997-98.interest ates detined and the ééctive e-
change rate gpreciaed bolsteing U.S. domestic de
mand in pat because of the engéng maket finan
cial crisis and the undatilization of resouces inAsia,
Europe and Ldin America. As growth picks up in
these egions,it may become hater to fnance the cur
rent account défit at prevailing intelest etes and %
change rates.

21Stephen Tokaiick, Jorge Chan-Lau,and Gusteo Ramiez,
“Wage and Pce Detemination,” in United Stées—Selected Issyes
IMF Staf Countly Report (WashingtoniMF, 1999,forthcoming).

22See RoberJ. Gordon, “Has the N&v Econony Rendeed the
Productvity Slowdown Obsolete?{unpubished; &ine 1999)The
paper also estintas thathe moe than 40 peent a yar poducti-
ity increase in computer mafactuing in 1995:Q4-1999:Q1 ac
counts br all of the ise in mamfactuing productvity growth over
this perod.

23The estimte is based on the modelTonkarck, Chan-Lauand
Ramirez, “Wage and Pice Detemination,” and indudes the g-
namic kedbak effects though layged inflation. Rager E. Binner,
“Is Inflation Dead?”New England Economic Re&ew (Fedeal
Reseve Bank of BostonJaruary/February 1999),finds a similar
effect. The 0.8 parent estimted impact of &lling impott prices on
domestic infation should be seen as gartemporry and patly
due to the &nd detine in U.S. impott prices which began apund
1980.
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While eat of these Wpotheses couldxplain the
“high growth but dedining inflation” expelience of the
past ew years, the implicdions for the futue, and br
policy, are quite diferent. The “new pamadigm’ and
other &plandions rlying on sustained higheates of
productiity growth, suggest tha the US. econory
can contilmie to pand & rates peviously thought to
be unsustairide. Other aplandions point to a feel
shift in potential output or @&nsitoy changs in the
econony, which sugyest tha as these one-time Iof
ences diminishsigns of @erheding could quikly
emepge. These intude a tempaty pickup in poduc
tivity in 1996-98 eflecting a delged g/clical produc
tivity catch-up,a one-time dengraphic shift in unem
ployment, tempoary factos holding davn inflation,
and lager than namal caital inflows awving to the
economic slawdown in other economies.

A definitive ansver to the question of kether the
U.S. econony has entexd a ne golden @e of sus
tainable, faster potentialwth or whether it has been
beneiting from tempoary or gyclical influences is not
possilte a this stge. The evidence and histaral ex-
pelience however, suggest a cautiouspproad. Hrst,
tempomry effects—br example falling impott
prices—ae indisputlle and mg well disgopear or be
reversed @er time Second studies suppding the
“new econony” hypothesis do nogs of nav, seem to
outweigh contadictoly evidence and studiegading
opposite conasions.As noted &ove, it is possile
that the ise in US. productivity growth in 1996-98
represents an wsual gclical boost and not ahange
in the long-un trend One ecent stug that does not
suppot the“new econony” hypothesis dils to ind a
rise in TFP gowth over the pepd 1988-96 Wen
computesrelaed guins could be>gpectec?4 A second
recent stug finds a modesf).15 pecentaye point,im-
pact of ecent tebnolagical adzances on potential cut
put gowth, while a thid finds tha the irvestment
boom in computer equipmeraised potential @wth
by 0.35 pecentaye point in 1996-98> This stug,
however, condudes thait is too ealy to label this ise
as a pananent incease in potentialrgwth or the e
sult of a tansitoy response tadlling computer gces.
Third, in view of the tendencfor estimaes of poten
tial output gowth to be aised dung cyclical up
swings, and lavered duing perods of lav growth, it
would seem prdent to leae open the possibility tha
potential output gpwth has isen somwhat, but de

24Robet J. Gordon, “U.S. Economic Gowth Since 18700ne
Big Wave?” Ameiican Economic Reew, Vol. 89 (May 1999),pp.
123-28.

25Jorgenson and Stih, “Inf ormation Technology and Gowth,
estimde tha informaion tedinolagy has aded @out 0.15 perent
age points to total &ctor poductvity growth. Daniel E. Sibel,
“Computes and Aggregate Economic Gawth,” Business
EconomicgApril 1999), pp. 18—24 estimaes tha computer hat-
ware investment aded 0.35 parentage point a yar to pivate non
famm business outputrgwth in 1996—98.
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sign policies on the assumption th@mpoary or one-
time dangs in the economic emonment heae

played an impaiant ole. Fourth, a cautious pproad

is indicaed ly the aderse consequences of theee

heded economies thavent unecaynized in the lée

1980s and e&r 1990s in dpan,the United Kingdom,
and the Nalic countfes. Rnally, the high stes of
growth in the United Stas in the 1920s andyain in

the 1960s wre considezd ty some & the time to
augur nev golden @es of pospeity. This of couse
did not pove to be the casand thee ae maly com

pelling reasons to think thahe ecent &pansion will
be no diferent26

Japan: Why the Decade of Lost Gowth
May Be anAberration

Japans lakluster economic pesfmance in the
1990s is ooted in the assetipe hubble tha emeged
in the 1980sand tha burst & a reldively late stage in
1990. The subsequent coplae of land and equity
prices tiggered a potracted papd of weak economic
growth, characteized ky overcgpacity and a peasive
lack of confdence associted in pat with accunulat-
ing worries and unceainties egarding futue em
ployment gowth and estuctuing, and mounting
public debt. The economic éécts of the asset ipe
collapse vere compoundedybthe pecipitous &all in
business imestment thahas slaved potential gowth
and ly its efects on the banking systemlthough
regulatory forbeaance delged the main impact until
1996/97. In esponse to theseghlems,the authar
ties hae acted drcefully, if somavha belaedly, by
adopting a sées of lage fiscal stinulus pakages,
and ty easing monetgrpolicy to the etent tha pol-
icy interest mtes hae been dectively zero since
ealty this year In 1996, fiscal stinulus helped to
jump-stat a recovery, but the eversal of the iscal -
pansion the né year, together with fnancial system
instability and the onset of thdsian cisis, con
tributed to a % percent contaction in output beteen
the beginning of 1997 and the end of 1938detine
unprecedented among the major indistcounties
in the postvar pefod. Consumer pece inflation has
been tose to 2ro since 1995ceflecting the lage de
gree of slak in the econom and the impact ofalling
import prices; although ther has been some wo-
ward diift in the piice level, deflationaty pressues
have been modete.

26\/ictor Zamowitz, “Theoy and Histoy Behind Business
Cydes; lists se&en easons Wy the US. econony has not become
more stdle. For exkample while the irventoly to salesatio has bl-
lowed a gadual devnward trend in the 1990snventory investment
was dout as wvlatile and gclical in the peiod as in the pasiThe
volatility remains lage enough to pla a mle in popajating a
recession.
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Cyclical Factors Affecting EconomicActivity
in Japan

In tems of the gpenditue componentghe ieces
sion in &pan is accounteaf lamgely by a ponounced
wealening of lusiness and esidential imestment.
Business imestment hasaflen by about 20 perent
from its peak in the elgr 1990s,while the deline in
residential imestment is ¥en moe pronouncedwith
a diop of moe than 30 peent betveen 1990 and
1998.An important factor contibuting to weak irvest
ment has been the sto@djustment dllowing the
rapid caital accunulation duiing the asset pre kub-
ble peiod. After the lubble burst in 1990 and as the
econony subsequenglsloved mary firms were con
fronted with substantialxeess cpacity Estimades
suggest tha even though imestment has déoed sig
nificantly in the 1990sthe @tio of net lusiness gai-
tal to potential output is stilleove its tend pior to the
bubble yeas 27

Investment spending has also beempréessed P
high levels of coporate dédt, paticulary in the eal
estde and constrction sectas, and other non-man
factuing sectos. Frms in these sect®had barowed
heavily on the basis ofxpectdions dout economic
growth tha were not fulilled. Their financial situéion
worsened maedly and their hility to obtain funds
for nev investment or wrking ceital became ser
ousl limited. On the other handalance sheets of
large mamfactuers hare impoved since 1991-92,
and in adition, mary of these companies V@ access
to intemational cgital makets wher the/ can mise
funds diectly.

Recent poblems in the banking systemvsacon
tributed to tight funding conditionsgspecialy for
small and medium-s&d enteprises tharely on banks
for finance This gpeas to hae constained the sup
ply of credit ezen to mawg creditworthy firms. In adli-
tion to holding bak fixed capital projects,it may also
have contibuted to limits onifms’ access to wking
capital, thereby hindeing production and thelality of
some frms to take adiantaye of nev business opper
tunities28

The dop in pivate consumptionyabout 1 pecent
in 1998 also conifputed to the dentum. Impotant
causes of this déne gopear to inlude a deline in
labor eanings and conces @out futue emplgyment
prospects &lated patly to concens tha comporate re-
structuiing would reduce job oppdunities in the fu
ture. Further, albeit mild dedines in asset jres mg
also hae dampened consumer demahle pidkup in
private consumption in therkt two quaters of 1999 is

27See Ramana Ranveary, “The Slump in Businessvastment
in Japan in the 19905,in Japan—Selected IssyetMF Staf
County Report (WashingtoniMF, forthcoming).

28Bayoumi, “W here Are We Nov andWhere Are We Going?’ex-
plains potential wth in Jpan using seeral models All show a
drop in potential gowth, but with a wide ance.
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a welcome deelopmentput it is not dear yet whether
this signals the lgnning of a self-sustaineccovery
of private demandgiven the veakness in the ler
maiket.

Diminishing suppdr from the @&temal sector has
worsened theacession. & most of the second half of
the 1990snet xports made a small posig contibu-
tion to gowth, reflecting the sength of demand in
some paner counties, especialy the United Stees,
and the dkcts of the gn’s real efective derecidion
from its peak in 1995. Haever, export volumes de
clined duing 1998 wving to falling impot demand in
theAsian cisis counties,and aain in the frst quater
of 1999 as the impact of the Bar yen derecidion
waned

The authaties hase used both maseconomic and
structural policies to adress the mtracted veakness
of the &panese econoynThey have implemented ur
merous economic stimus pa&ages, which have re-
sulted in awing in JApan’s stuctural govemment bal
ance fom a suplus of 2 pecent of potential output in
1991 to a pojected detit of about 6 pecent of GDP
in 1999 (RFgure 3.8)2° Gross pubc debt rose fom
about 70 to 120 peent of GDP beteen 1990 and
1998.The fscal stimulus pakages helped initiee a e-
covely in 1996,when pivate demandase vigprously
and output gpwth increased to 5 peent,but the sub
sequentitcal tightening in edy 1997,in conjunction
with financial turlulence and the onset of tieian
crisis, led to a vealening of economic actity again.
The lgest pakages,implemented in 199&ontibuted
to a pikup in pivate demand in tharst two quaters
of 1999,but it is still too ealy to knov whether this
will lead to a self-sustainingecovery. With regard to
monetay policy, the authaties hae kept the
ovemight inteest ate dose to zro since Mach, but
disintemedidion problems in the ihancial sector and
the \ery low rates of infation tha have put a loor
under eal inteest etes hae rendeed monetar policy
less efective.30 Since lae 1998,however, a compe-
hensve framavork has been put in place to deal with
banking sector eaknesses.

The planaions for the slevdown in piivate de
mand mg help to gplain why fiscal and monetgr
stimulus in the 1990sppeas so ar to hae had onf
limited success inekindling demand (gure 3.8).
Many firms still hae ecess cpacity, while those
with weak balance sheets ynhave difficulty in se
curing finance A dedine in financial intemedidion

29A more detailed desigtion of the fscal stimulus pakages was
presented in Cler IV of the October 1998\brld Economic
Outlook See also Main Mihleisen, “Implementdion and
Effectiveness of Bcal Stinulus] in Japan—Selected IssuedMF
Staf Country Report (WashingtoniMF, 1999,forthcoming).

30SeeTamim Ba/oumi and dmes Mosink, “A Peek Inside the
Black Box: The Monetay Policy Transmission Mdtanism in
Japan; in Japan—Selected IssuedMF Staf County Report
(WashingtoniMF, 1999,forthcoming).
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may be holding bak viable firms from investing

Neither a eduction in inteest etes nor iscal stinulus

may therefore do nuch to spur pivate investmentThe

response of household demand xpansionay poli-

cies mgy also be mted because of the use of temp
rary tax cuts and because policiesymaot be per
ceved as adressing the undbring uncetainties
about futue emplyment.With the govemment deitit

near 10 perent of GDPther is dealy a iisk tha

households marespond toiscal easing Y discount

ing future fiscal polig/ tightening and mise their sa&

ing rates accadingly.

Has Japan’s Long-Run Potential Output
Growth Slowed?

Estimaes of potential gowth in Jpan sha a de
cline from aout 34—4 pecent in the 1980s tobaut
1-2 percent in the 1990s (sé@ble 3.1).The wide
range of estimées,especialy in the lder pefod, is in-
dicéive of the unceainties ivolved in estimtng
potential gowth when an econowis actual gowth
rate falls well below the pevious long-tem trend aver
an tended paod. One outcome of this undamty
is tha ary point estimée of potential gowth in Japan
at the lover end of theange ma be biased and ma
undestae the toue potential gowth rate.
Nevertheless,in tems of the poduction function-
based estintas,about's of 1 pecentaye point of the
dedine in potential gowth from aout 3% percent to
about 24 percent can be@lained ly lower labor
force gowth in the 1990s comped to the 1980ghe
remaining 2 of 1 pecentae point of the ddme
being accountedof by slower gowth of the caital
stok (seeTable 3.1)31

Looking aheagdthe baseline mjection incoporates
a dedine in the gowth rate of potential outputo just
over 1 pecent a yar in 1999-200&rom 2/ percent
in 1992-98.The pojected slavdowns in ldor force
growth and gowth in the caital sto& account bout
equall for the laver rate of potential gowth. Over the
longer tem, however, it may be agued tha Japans
potential gowth rate is likely to increase fom its cur
rently estimaed lov rate. Frst, it is dear tha esti
maes of potential gwth in the 1990s—pé&culary
the most pessimistic ones based on tineads and
structural VAR models—hge been biased dmward

(0]

by the unusually weak demand conditions in 1991-98.

Seconddespite the ging of the populton, available
labor sevices (and their quality) could inease if the
average retirement ge is inceased and if the actice
of lifetime emplgment diminishes and avkers ae
able to dhange jobs moe easy. This would help to
raise the ate of gowth of potential output dimg the

31See Bgtoumi,“W her AreWe Naov andWher AreWe Going?”
for a detailed discussion of potential outputapah and uncéain-
ties in estiméng it.
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Figure 3.8. Japan: Policy and Demand I ndicator st

The weakness of the Japanese economy in the 1990s is reflected in the
relative output gap. Despite the sharp deterioration in the structural
budget balance, the external balance has remained in surplus owing to
weak private demand and the weaker yen. Monetary easing has driven
interest rates effectively to zero.
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11999 data for structural budget balance, current account, and out-
put gaps reflect IMF staff projections.

2The real interest rates exclude the effect of the April 1997 value-
added tax (VAT) increase.

3The estimated relative output gap is the output gap in Japan less a
weighted average of output gapsin the other major industrial countries.
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Figure3.9. EuroArea: Policy

and Demand I ndicator st

Fiscal consolidation in the run-up to EMU led to aconsiderable
improvement of the structural budget balance and to a declinein real
interest rates, which in turn contributed to the strong performance of
the stock market in the second half of the 1990s. The weak cyclical
position of the euro-area economy is reflected in the decline in the

relative output gap.
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2The estimated relative output gap is the output gap in euro area
less a weighted average of output gaps in the other major industrial

countries.
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transition peiod. Third, as the deitmental efects of
past @erinvestment and theecent banking sector
problems ae resolhed firms will again beyin to invest
and lild up the cpital stok. However, rates of cai-
tal accunulation ae unlikely to retun to those xpeli-
enced in the 1980shen caital spending \&s widey
viewed as unsustaibbe. In adlition, cgpital accuno-
lation is likely to slav as ldor force gowth slows.
Finally, the etent to which cepital accunulation will
contibute to potential gwth will also deend citi-
cally on incentves Pr nev actvities and ér allocding
resouces moe eficiently.

A key to higher potential mwth lies in stuctural
policies tha address the und&ring reasons dr the
misallocdion of resouces in the past thded to the
deteroration in Jpans economic pedirmance3? For
example Japan’s high saing rate, together with cai-
tal maket ineficiencies,has povided Bpanese bsk
nesses withleeg funding and educed incentes br
employing sud funds eficiently, while labor maket
practices sue as lietime emplgment hae limited the
response of Usinesses to pductvity-increasing in
novations. Rknancial maket reforms, suppoted by im-
proved coporate govemance and a satfy net br un
employed workers, would foster ldbor mobility and a
more eficient allocdion of resouces thashould aise
productiity and better ertde the econom to adjust
to adrerse shoks. Easing egulaions and other con
straints will also enhancefifiengy paticulady in the
nontadales sectas.

Can Europe Grow Faster?

Europes gowth perbrmance in the 1990€spe
cially in the major continental courgs in the second
half of the decaddénas been wak in compason to the
United Stées,and has been somba wealer than &-
erage gowth in the 1980sas is illustated by daa for
the euo ara (Fgure 3.1 and Fure 3.9). Unemplyp-
ment has contued the tend ise tha stated in the
1970s,and the gclical recovery in 1997-98 has owl
made a small dent in jessnessWeak demand
growth gppeas to &plain why output gowth sloved
in the 1990sas staf estimdes of potential gwth ae
undhanged from the 1980s to the 1990sable 3.1).
However, longer-run suppy factos ae impotant in
explaining slaver gowth in Eulope compard to the
United Staes.

32For a detailed angsis of these issueas well as the full ange
of estimaed bendfs of deegulaion see lbiro Oishi and
Christopher Towe, “Govemance Deregulation, and Economic
Performanceg’ in Japan—Selected IssudbIF Staf Countly Report
No. 98/113 (Vdshington:IMF, 1998),pp. 146—-63This paper also
presents estimas of the possib output gins fom stuctural re-
form. These ary widely, from 2/ percent to almost 19 peent,de-
pending on the stydand assumptions made
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As discussed in elgr issues of th&\brld Economic
Outlook the oigins of this la&luster perbrmance can
be tlaced to a mmber of ngative influences intuding
the efects of ldbor maket rgidities, the tensions and
financial maket turtulence in the counrs paticipat-
ing in the Euopean rchang rate metanism 6llow-
ing Geman unifcation, the needdr fiscal consolida
tion, a monetay stance thahas sometimes been sio
in reacting to veakness in demand in thiesence of in
flationaly pressues,and moe recenty, the neative
trade effects of theihancial cises in emajing makets
(see kgure 3.6). In some of the smaller ewaea coun
tries, growth has been signdantly above average
owing to a \ariety of factos induding the comergence
of per c@ita incomes|ower real inteest etes assoei
ated with the covergence of nominalates and ela
tively high inflation, and the positie efects of ldor
and poduct maket reforms. Outside the earaea,
growth in the United Kingdom in the 1990s as laole
has been little dierent fom the eun ara aerage. But
in eat of the yars 1993-97U.K. growth exceeded
eulo ara gowth. This éove-average perbrmance
may have beneated from an edy stat to stuctumal re-
forms in the edy 1980sas vell as pudent maarece
nomic policies.

The Slaver-Growing Countries

The ecoery in Gemary tha began in 1993 has
been slw, with average anmial output gowth rate of
less than 2 peent.The need dr fiscal consolidaon
after the heay costs of unitation has plsed a major
role. In adlition, the high cost of laor contibuted toa
5 pecent detine in emplyment in 1992—-98This
long pefod of dedining emplgyment can bet&ributed
paitly to labor maket institutions thahave failed to
mach wage developments with pyductivity growth,
but also to the afteeffects of uniication when acoss-
the-boad wage incieases and theeed to ihance uni
fication through hiles in socialcontibution rates
added to ldor costsThe detine in emplyment has
been geaest in easter Gemary where the ise in
labor costs s most pynounced and kher poduc
tivity has et to cach up with wage levels. In nuch of
1997 and edy 1998,Gemary’s recovery appeaed to
be auining stength,after the successful hievement
of the Maasicht fiscal objectie. It was tempaarily
deriled, however, by the detine in export demand in
1998 assoctad with the eme@ing maket ciises; in
addition to cutting &ports, this adersely affected
business comdence and westmentWhy the Geman
econony appeas to hae been dected moe by the
emeging maket ciisis than some of its neightsors
discussed belw

Economic gowth in Italy has been the ealest
among Euope’s major economies in the 199@spat
reflecting the patrcularly tight fiscal policies thahave
been needediscal adjustment\e@r the decade im
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proved the pimary structural balance ¥ about 9per
cent of GDPIn adlition, restictive monetay policies
were necessgrat the bginning of the decade taer
duce infation and gain in 1994-95 togn ealy reen
try into the ERM. Suictural impediments to aster
growth, including rising tax etes,an ineficient wel-
fare systemand ldbor maket rigidities have also con
tributed to Itay’s belav average perbrmance in the
1990s.The causes of Itgls slavdown in the second
half of 1998 and elr 1999 emain somehat undear,
especialf given the lage dedines in inteest ates as
socided with the covergence of monetgrconditions
and infation rates with the laver rates pevailing in
Gemary and Fance As in Gemary, the shok to ex-
temal demand stemmingdm the cises in emaging
maikets was an impdant contibutor to the slavdown
(see belw). In adlition, the slavdown in domestic de
mand especialjy business imestment,may have re-
flected a tendencfor firms to delgt investment poj-
ects until the full dects of monetgr union and
interest |te corvergence could be assessethe
lagged efects of the edier fiscal tighteningas well as
uncetainties &out futue fiscal and stictural poli-
cies,may also hae wealened demand

In France growth perbrmance vas weak in the
eaty 1990s,but it improved in the second half of the
decadeto an aerage anmial rate of 24 percent,and
was stonger than in Gamnary or Italy over this peiod.
While the ecovery in France is &r from completeit
nevertheless has been sowtet more vigorous than in
Gemary or ltaly for several reasons. iFst, the dgree
of fiscal consolidaon in France in the 1990sag less
than in the other courés—on the ader of 24 per
cent of GDPcompaed to 34 percent in Gemary and
9 pecent in Ita). Second wage modeation over
much of the 1990s has boostethRces competitie-
ness within the eorarea (Stéstical AppendixTable
10).Third, constuction has been giting up in Fance
while Gemary has &peiienced an unwinding of the
high levels of hiilding actvity that followed unifca-
tion. Hnally, consumer comflence and hence demand
has been mermhust in Fance than Genary, in pat
due to someha more efective labor maket policies
in France thahas aded jobs in the second half of the
1990s vhile emplyment has ddimed in Gemary.
While the cut in wrking hous nav being imple
mented in Fance mg help to amise poductvity, it will
also act as a conaint on the leel of potential output
and theefore the sustairide level of output in the
medium tem.

The 1998-99 wth slovdown in Gemary and
Italy also g@peas to hae been stgeer than in Fance
perhgs because the composition of these caesitr
expotts left Gemary and Itay more vulnegble to the
financial cises inAsia and Russiabout 20 pecent
of Geman &ports in 1997 vent to emeging makets
in eastAsia and eastarEuiope compaed toabout 12
percent in Fance And the impact of theseises on
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Figure 3.10. EuroArea: Economic Performance

Indicatorst
(Percent)

Strong economic performance in the countries shown in the left-hand
side of the figure isreflected in significant declinesin unemployment.
Inflation has come down in @l countries. Unemployment rates are
expected to fall by small amountsin the countries shown in the right-
hand side.
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Gemary was manified becauseleut 80percent of
Geman eports consist of gclically sensitve caital

and intemedide goods,compaed to 50 perent in
France Italy sufered a loss of netx@orts equvalent
to almost 1 paent of GDP in 1998n pat owing to

the composition of itsx@orts, which ae moe heaily

weighted tavard textiles, gamments,and lesgher pod

ucts. Itay appeas to hae lost maket shae for these
goods to theAsian cisis countres. Expots of Italy’s

high-quality consumer apds also sdiéred with the
downtum in global demand in 1997-98.

The FasterGrowing Countries

In contiast to the digagpointing gowth perbrmance
of Gemary, France and ltal, several other Euopean
countiies induding Fnland Ireland the Netheands,
Portugal, and Spain within the eararea, and the
United Kingdom,Denmak, and Norvay have eperi-
enced pdods of @pid epansion in the 1990s.
Although most were afected ly the ecession in the
ealy yeas of the decadehey subsequengl enjoyed
recoveries tha reduced unempijonent to leels not
seen since the dgrl970s in some casésnong these
counties Ireland stands out with outputogvth aver-
aging a emakable 9 pecent in 1994—-98. Sing po-
ductvity gains (helped Y foreign dilect investment &
tracted ly advantaggeous tax amngements) and
modegte wage increases (helpedyta ti-partite agree
ment) led to consideble and sustained ineases in
competitveness andwith the iscal position bought
under contl, contiibuted to a vituous cicle of real
income @ins,strong emplgment gowth, and a loy-
ant domestic econoym Recenty thee hae been
growing concens dout overheding, signs of vhich
are seen paicularly in rapidly rising piopety prices.

Denmak, the Nethdands, Spain,and the United
Kingdom hae made signi€ant piogress in adressing
labor maket rigidities,and this has led t@ductions in
structural unemplgment, wheras in some other
European economies both actual andctial unem
ployment hae stdilized or contimed to ise (Fgure
3.10).The success of these couesrin binging dovn
structural unemplgment can betgaibuted to a ange
of labor maket reforms tha have differed acoss
counties. One common imgdient,though,is reforms
of unemplyment benef systems thahave reduced
the ngative incentves thawere present in the old sys
tems.Also, wage modeation has been an impant
ingredientwhich has been &deved either though de
centalization of wage bagaining as in the United
Kingdom and to somex&ent in Denmék, or through
a tiparite consensuspproad, as in the Nethéands
andAustiia.33

33For more details on llaor maket reforms in Euppean

economies see Cpter IV of the My 1999 World Economic
Outlook A discussion of he centalized wage bagaining has
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Table 3.2. Selected Eubpean EconomiesGeneral Government Structural

Balances and Long-€rm Interest Raes

Fiscal Balance in &cent
of Potential Output

Primary Long-Tem Intelest Rae
Structural balance  structural balance Nominal Real
Chang, Chang, Chang, Chang,
1998 1995-98 1998 1995-98 1998 1995-98 1998 1995-98
Gemary -0.7 2.2 2.2 2.0 4.6 -2.3 4.0 0.2
France -1.3 2.3 1.6 1.9 4.8 -2.8 4.1 -1.7
Italy -1.5 5.6 6.0 2.1 4.9 -7.3 3.1 -3.9
United Kingdom -0.3 4.3 2.6 4.4 55 2.7 2.9 -2.5
Austiia -1.8 3.1 1.2 2.7 4.7 2.4 3.9 -1.6
Belgium 0.1 2.8 7.3 1.3 4.7 -2.6 3.8 -2.1
Denmak -0.1 1.6 2.3 1.0 4.9 -3.4 3.2 -3.0
Finland 1.5 2.6 3.4 3.7 4.8 -4.0 3.4 -4.3
Greece -2.5 7.7 6.6 4.0 7.8 7.7 3.3 -3.3
Ireland 0.8 2.0 3.4 0.5 4.7 -3.5 2.3 -3.4
Nethetands -1.4 1.9 2.6 1.1 4.8 2.4 2.8 2.4
Portugal 2.4 2.2 1.0 -0.6 4.1 -5.9 1.3 -4.6
Spain -1.3 4.0 2.4 2.7 4.8 -6.4 3.1 -3.5
Sweden 4.1 10.0 7.1 10.4 5.0 -5.2 5.2 -2.6

Soure: IMF World Economic Outlooklatabase

In the wn-up to monetarunion,all counties in the
EU, including those thiawere not planning to join the
monetay union in the ifst ound implemented sub
stantial detit-reduction meases (Bble 3.2). The
contractionay impulse of these has gmly passed
More recenty, as the starof monetay union @-
proached both infation rates and integst etes con
verged to the laver levels pevailing in the coe coun
tries. In SpainGreece and Prtugal, real long-tem
interest ates Ell by 34—4Y% percentaye points fom
1995 levels,which in tum contibuted to signitant re-
ductions in iscal deicits (Table 3.2), increased in
vestor and consumer caaénce and the pikup in pi-
vate sector demand

Catching Up and CorvergenceWithin Eur ope

Part of the dvermgences in output rgwth acoss
Europe can be undstood in tems of the covergence
hypothesis of the economiaayth literature, which
staes tha counties with lav initial levels of output per
worker tend to gpeiience higherates of ldor poduc
tivity growth and thus tend torgw faster than coun
tries with higher initial leels of output per warker.
Among euo ara counties thee does ppear to be
some ngative corelation between the initial leel and

subsequentrgwth of output per wrker (Hgure 3.11).
Hence the fact tha some countes in the ew ara ae
growing faster than otheris not a sign of dergence
but rather a sign of dahing up and corergence This
process ma have been accelated as the Ewpean
economies ha become merintegrated

Looking forward, can output gowth in Euiope es
pecially tha in the economies kere gowth has been
wealest,eventualy mach tha of the US. econony in
the second half of the 1990s? Some mapment in
economic gowth is piojected in the near futgras in
dicaed in Chater I,but improvements bgond wha is
projected a@ possite as vell if labor maket reforms
gain momentum tloughout Euope and if futher
progress is made with the likadizaion of product mar
kets. Most impadant, labor maket policies thahelp
reduce stictural unemplgment would raise potential
output. This would be einforced to the went tha
labor force paticipation increases as &il. Futher
more, the contimiing piocess of economic irgegtion,
which has akad/ contibuted to comergence to higher
income leels in the initialy poorer Euopean
economiesmay further pomote competition and the
efficiengy of the Euopean econoyp and theeby sup
port a higher longuin gowth rate of output34 Finally,
it is possilke tha output gowth in Euiope will beneit

contiibuted to the highates of unemplgment in Itay and Spain can
be found in Rwlo Maup, Esvar Pasad andAntonio Spilimbego,
Perspectves on Rgional Unemplgment in Euope Occasional
Paper 177 (VdshingtoniMF, 1999).Also see C. MaXVatson,Bas
B. Bakler, Jan Kees Matijn, and loannis Halikias, The
Nethetands: Transbrming a Maket Econory, Occasional Bper
181 (WashingtoniMF, 1999).

87

34For mote detailed discussion of Eapean unemplonent and
the iise in Euopes NAIRU, see Chater IV of the My 1999World
Economic Outlookit notes thain some counies ldbor maket re-
forms hae helped to educe suctual unemplgment. Havever,
these eforms usualf take a consideble time to méernalize, as &-
idenced k the epeiliences of the Nethkemds and the United
Kingdom. Rebrms in these cour&s were initiated in the 1980s.
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Figure 3.11. EuroArea: Convergence
of Output Per Worker

Countries with comparatively low output per worker in 1965 tended to
have higher growth rates of output per worker over 1966-98.
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from nev information tednologies,as mg be hppen
ing in the United Stas curently.

Alter native Scenaios: Harder Landing
or Higher World Growth?

TheWbrld Economic Outlookaseline scenar as

sumes a smooth adjustment of the imbalances in out

put gowth and @temal curent accounts thadevel-
oped in the 1990s. In gaoular, growth in Euope and
Japan is &pected to ise suficiently to dose curent
output @ps over the fve-year peiod to 2004,while
U.S. economic gowth is &pected to sk to a sus
tainable paceAssocided with these delopmentsthe
household sang rate would iise in the United Stas,
contirue to detine in Jpan,and emain oughly un
changed in the ew ara (Fgure 3.12). Deeloping
and tansition counies would see tpdual impove-
ments in their @emal ewvironment. Pospectsdr this
slow unwinding of maareconomic imbalances im
proved though mid-1999 asecoveries in the emef
ing maket counties recenty in crisis gained momen
tum, economic indictors pointed up in Ewpe some
initial signs of ecovery emeged in &pan, and the
Fedenl Reseve raised inteest mtes to slav the mo
mentum of the 5. econony. Neverthelessthere re-
mains a possibility thathe imbalances mo present
will unwind in other vays.

In one altenaive scendo, a harder landingcould
be tiggered in seeral ways, for example by a pidkup
in inflation in the United Stas and the monetar
tightening th&é would be lilkely to follow, or by a
change in financial makets’assessment of the sustain
ability of the U.S. curent account défit causing a
dollar deorecidion (Table 3.3).This scenao, which is
descibed in moe detail in the Mg 1999 World
Economic Outlookcould well lead to a ddme in eg
uity prices tha would contibute to deress US. do-
mestic demand and outpubw/ith. These disturbances
would be tansmitted to paner economies tbugh e-
ductions in verld trade gowth, higher inteest etes,
and though spillavers to equity maeets outside of the
United St#es. In consequenc&vorld output would
fall by about 1 pecent elaive to the baseline sceimar
in the shortem.

The lagest impact on @wth would occur in the
United Stées where the altemaive assumptionsesult
in lower domestic demande€(etive to the baseline)
and a consequent ecection in the net jwate sector
saving-investment balanc&he impact of the sceriar
assumptions is &fet in pat by countecyclical fiscal
and monetar policies. Roomdr fiscal polig flexibil -
ity is greaer in the United Stas than in other indus
trial counties because of the successfulogs to
eliminae the US. fedeal budget defcit. The euo ara
and apan would be ngatively affected ly the dop in
import demand in the United S&s and aise in US.



Alternative Scenarios: Harder Landing or Higher World Growth?

exports thd are made mag competitre as the LS.
dollar deoreciges @ainst the ew and the gn. Output
in the euo ara and @an initially falls reldive to the
baseline wing to reduced gtemal supluseshut it re-
covers lder as lover inteest ates boost imestment.
The neatterm drop in output is sonweha greder in
the euo ara than in @an becauseigidities in
European lhor and poduct makets tend to hamper
adjustment to economic disturbances of this kind

Output in the deeloping counties is dout 1 per
cent laver than in the baseline sceisamainly be
cause of de&cts opegting through tade links and
lower demand fsm the industial counties. In adli-
tion, the slaver recovery in world output delgs the
pickup in global commodity jces thais assumed in
the medium-tan baselingputting futher pessue on
commodity &porters. These ngative efects on deel-
oping counties ae of'set to some dgee ly lower in
terest mtes in the aganced economies thact to e-
duce dét-sewice costs in the indeed deeloping
counties.

Alternatively, the adjustment pcess could uwoid
through higher gowth outside the United Stes as H
lustrated by anacceleated adjustment scenar(Table
3.4). The scenao assumes a giap in demand in
Europe though an impovement in bisiness corif
dence and some ditional monetay easing made pes
sible by further dedines in infation, and in &pan
through some atitional monetay stimulus and an
easing of the edit cunch.3° The initial iise in de
mand in dpan is somwha stronger than in Euwpe
reflecting Bpans recent dep ¢yclical dovntum and
slow recovery in the baseline and the implied potential
for a stong gclical rebound The scenao also incor
porates eforms tha enhance both thevel and gowth
of potential output in Ewmpe and &an,the impact of
which is phased in sWly. Absent this assumption,
economic gowth in Euope and dan would slav
after the initial demand stintus as cpacity limits ae
reathed

Stronger gowth in Euope and dan has implica
tions for capital and curent account balanceand ut
timately the US. economny. With increases in igwth
and gowth prospects in Ewpe and dan,demand ér
capital would rise and imestos, seeing oppdunities
for higher etums in these &aswould rebalance their
portfolios tavard yen and ew-denominged assets {a
the xpense of dollar assets) causing th&.\durencg/
to depreciae. These fows, which would be ©anneled
through the cpital accountwould lead to eductions
in curent account spituses in Ewpe and dan,ini-
tially as impots rise with the pikup in domestic de
mand and cueng/ appreciaion, and lder as eform

35The monetay stimulus involves a higher ate of monetar
growth, relative to the baselind his tends toaise infation expec
tations and thuseduce eal inteest etes.

89

Figure 3.12. United States, the Euro Area, and Japan:
Household and National Saving Ratest

The U.S. household saving rate fell to zero in late 1998 but is projected
to recover somewhat. Japan’s national saving rate is higher than those
of the United States and the euro area, although it has declined
following the bubble period.
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Il GROWTH DIVERGENCES IN THE UNITED STATES, EUROPE, AND JAPAN: TREND OR CYCLICAL?

Table 3.3. Harder Landing Scenaio?
(Percent deiation from baseline unless otherwise noted)

FirstYear Secondrear ThirdYear FourthYear Fifth Year
World
Real GDP -1.2 -0.8 -0.6 -0.3 -0.2
Industrial economies
United Stées
Real GDP -1.9 -1.5 -0.8 -0.3 -0.5
Domestic demand -3.3 -35 -3.1 -2.5 -2.3
Net pivate saing (pecent of GDP) 1.8 2.3 2.3 2.1 21
Current account
(in billions of U.S. dollars) 79.0 173.0 235.0 280.0 282.0
(percent of GDP) 0.9 1.8 2.3 2.7 2.6
CPlI inflation 0.1 -0.8 -0.4 0.1 0.5
Shot-tem real inteest ate 0.4 -0.6 -1.7 2.4 24
Effective exchang rate -10.3 -6.8 -3.1 0.9 5.5
Euro aea
Real GDP -1.2 -0.6 -0.4 -0.2 0.1
Domestic demand 0.7 1.3 1.4 1.4 1.3
Net pivate saing (pecent of GDP) -0.1 -0.9 -1.4 -1.8 -1.9
Cument account
(in billions of U.S. dollars) -8.0 —-40.0 -72.0 -100.0 -111.0
(percent of GDP) -0.4 -0.7 -1.0 -1.2 -1.3
CPlI inflation -0.8 -0.6 -0.7 -0.7 -0.7
Shot-tem real inteest ete -0.4 -0.8 -1.2 -1.3 -15
Effective exchang rate 10.8 8.8 6.5 4.2 2.2
Japan
Real GDP -1.1 -0.8 -0.5 0.1 0.7
Domestic demand 0.4 1.1 1.6 2.0 2.2
Net piivate saing (pecent of GDP) -0.4 -1.2 -1.8 -2.3 2.4
Cument account
(in billions of U.S. dollars) -3.0 —44.0 —74.0 -92.0 —-90.0
(percent of GDP) -0.7 -1.3 -1.7 -1.9 -1.8
CPlI inflation -1.2 -0.7 -0.7 -0.6 -0.3
Shot-tem real inteest ete 0.4 — -0.6 -1.0 -1.8
Effectve exchange rate 15.8 12.1 8.2 4.5 0.8
Developing countries
Real GDP -0.8 -1.0 -1.2 -1.3 -1.2

1Baseline is taéin from theWorld Economic Outlook dabase with shodks stating in 2000.The sce
naio models an in@ase in US. consumes’ preference ér saring and delines in equity pices,especialy

in the United Sties.

measues in dpan incease the mpensity to impdr
At the same timeJapans eport growth would slav
with cureng/ apprecidion and laver demand in the
United Stées.

The curent account défit in the United Stees
would detine corespondingl. Rising demanddr im-
ports in Eupbpe Japan, and emeging economies
would povide stirmulus for U.S. exports, as would the
dollar’s lowver value But because the.B. econory is
alread/ opegting & high rates of esouce utilizaion
in the baseline sceriarU.S. domestic demandagnth
would still need to sle significantly relaive to the
base caseThis is accomplished in the sceioar
through higher costof investment prjects and con
sumer fnancing as @emal funding sowes become
more scace: interest ates would rise and the dollar
depreciae. The scenao also assumes ththe Fedeanl
Reseve would tighten policies to meet itsipe stdoil-
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ity objective if domestic demand did not sloon its
own.

As a esult,Europe and dan would tale over for a
while as the eriges of gowth for the world econony.
The smoothedistibution of demand tm the United
Stdes tavard Eulope and d@an would raise output
growth in the indusial counties as a up as well as
in the deeloping countes. This later goup would
beneit from stonger export makets in Euope and
Japan,and a mae robust iebound in commodity fpces
tha would ofset n@ative consequences of higher
U.S. interest mtes.Assuming thaoutput in the United
Staes can be maintainedose to potential tlough a
switch from domestic todreign demangworld GDP
would rise by about ¥ of 1 pecent in the medium
term. Output in deeloping counies would increase
by less,about 2 of 1 pecent,although egions moe
dependent on LS. maikets mg be negetively af-



Alternative Scenarios: Harder Landing or Higher World Growth?

Table 3.4.Accelerated Adjustment Scenaiol
(Percent deiation from baseline unless otherwise noted)

FirstYear Secondrear ThirdYear FourthYear Fifth Year
World
Real GDP 0.3 0.7 0.8 0.8 0.8
Industrial economies
United Stées
Real GDP — 0.2 0.2 0.2 —
Domestic demand -1.0 -1.1 -1.0 -1.1 -1.1
Net piivate saing (pecent of GDP) 0.3 0.6 0.8 0.9 1.0
Current account
(in billions of U.S. dollars) 17.0 46.0 62.0 76.0 89.0
(percent of GDP) 0.2 0.5 0.6 0.7 0.8
CPI inflation 0.8 0.1 0.2 0.3 0.4
Shot-tem real inteest ate 0.3 0.2 0.1 0.1 0.2
Effective exchang rate -10.0 -8.0 -6.5 -5.3 -4.1
Euro ara
Real GDP 0.6 1.4 1.3 1.1 0.9
Domestic demand 1.1 2.0 21 2.0 1.9
Net piivate saing (pecent of GDP) -0.3 -1.3 -1.6 -1.6 -1.5
Current account
(in billions of U.S. dollars) 15.0 -3.0 -5.0 -13.0 -24.0
(percent of GDP) -0.1 -0.2 -0.2 -0.3 -0.4
CPI inflation -0.8 -0.3 -0.2 -0.2 -0.2
Shot-tem real inteest ates -1.4 -2.0 -2.0 -1.7 -1.6
Effective exchang rate 3.8 3.5 3.8 4.0 4.1
Japan
Real GDP 0.8 1.4 1.7 2.1 2.5
Domestic demand 1.5 2.3 2.7 3.0 3.3
Net pivate s&ing (pecent of GDP) -0.8 -1.2 -11.5 -1.8 -1.9
Current account
(in billions of U.S. dollars) -14.0 -31.0 -44.0 -51.0 -57.0
(percent of GDP) -0.6 -0.9 -1.0 -1.1 -1.1
CPI inflation -0.1 0.1 — -0.1 -0.2
Shot-temm real inteest etes -0.4 -0.4 -0.4 -1.0 -1.0
Effective exchang rate 3.4 1.1 -1.3 -3.0 -4.3
Developing countries
Real GDP 0.1 0.4 0.5 0.6 0.6

1Baseline is taéin from theWorld Economic Outlook dabase with shodks stating in 2000.The sce
naio models a shift in westor peference aay from U.S. dollar assets; an inease in mone suppy
growth in Euope and dan; and higher pductivity growth in Jpan and Ewpe

fected This longerrun result is pedicaed on stnc
tural measugs in Euope and dan tha would raise
productvity and thus potential output.

Even in the moe favorable accelested adjustment
scenaio the adjustment pcess thaassumes thdJ).S.
exports pik up and domestic demandwkin tandem
need not be smooth as outlindabee. It is possile,
for example that investos, feaing a pidkup in infla-
tion or a dop in output gowth, would shift funds out
of the United Sties qui&ly, causing a shardrop in
equity makets and a loss of cadénce Demand
could fall shaply and infation rise with the higher im
port prices. The implicdions for domestic output,

price stdility, and policies could be madeen moe
stak if the remakable perod of high gowth and lav
inflation in the United Stas tuns out,in hindsight,to
have reflected not (pmarily) a higher lgel of poten
tial output, but tempoary factos. In this case ther
would be a geaer risk of an incease in inftionary
pressues,especialy if a rebound in demand outside of
the United Stees were to esult in a pikup in com
modity and other &iddble goods pices tha would
raise US. impott prices shgsly. The situgion could be
made veorse if investos withdiew funds @en moe
quickly in response to diminished gepects dr high
expected futue rates of etum on US. assets.
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