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Country and regional PersPeCtives

Against the background of the global outlook outlined 
in Chapter 1, this chapter discusses how the main 
countries and regions that make up the world economy 
are coping with intense financial strains, high com-
modity prices, and the global downturn. It then draws 
policy lessons, with a view to finding an appropriate 
balance between responding to deteriorating short-term 
growth prospects, containing inflation, and fostering 
longer-term growth potential.1

united states and Canada: Prognosis for 
the downturn

The United States has been at the center of the 
intensifying global financial storm discussed in 
Chapter 1, and the economy is now slowing fast. 
The latest data suggest that GDP rose 2.8 percent 
at an annualized rate in the second quarter as 
surging net exports and tax rebate checks buoyed 
consumption and outweighed the drag from 
financial turmoil, a continuing housing correc-
tion, and high commodity prices. However, taking 
the most recent three quarters together, the 
pace of growth averaged only 1¼ percent, well 
below potential. More important, available data 
for the third quarter suggest a further slowdown 
and forward-looking indicators—such as con-
sumer and business confidence and accumulat-
ing evidence of the negative impact on credit of 
recent financial market disruptions—suggest that 
the economy is likely to contract in the current 
quarter and into early 2009.

Since the summer of 2007, declining residen-
tial investment has been a major drag on output 
(subtracting about ¾ percentage point off 
growth), inventories have been compressed, and 
consumption has slowed. By contrast, there have 
been two sources of resilience. First, net exports 
have continued to boom—adding 1½ percent-

1Further analysis of regional and country developments 
is provided in the IMF Regional Economic Outlooks.

age points to growth over the period—although 
surging oil prices kept the current account defi-
cit at about 5 percent of GDP. Second, despite 
the slowing economy and tighter credit condi-
tions, U.S. firms have remained healthy, benefit-
ing from relatively low leverage, high profits, 
and strong export demand, which explain why 
cuts in business spending and employment were 
moderate until recently.

With a recession now looking increasingly 
likely, the key questions are, how deep will the 
downturn be, when will a recovery get under 
way, and how strong will it be? The key deter-
minants of the short-term outlook will be the 
effectiveness of recent government initiatives to 
stabilize financial market conditions, as well as 
the behavior of U.S. households in the face of 
rising stress, the depth of the housing cycle, and 
the extent to which inflation concerns constrain 
monetary policy.

Faced by a rapidly expanding and increasingly 
dangerous financial crisis, the authorities have 
acted to deal with immediate threats to systemic 
stability and have passed a major initiative to 
purchase illiquid assets from banks—although 
it will take time to organize these operations. 
Once fully in place, these measures should 
help to stabilize market conditions, but even 
so the process of balance-sheet repair will be 
long and arduous. It will take considerable time 
before losses are fully recognized, banks are 
recapitalized, leverage is reduced, and market 
confidence is regained. Tight bank lending 
conditions are now having a visible impact on 
the growth of new loans, and credit availability 
is likely to remain tight throughout 2009. The 
impact is likely to be greatest on households, 
given their deteriorating balance sheets, but 
under current dislocated financial market 
conditions, firms are also likely to be affected 
adversely, notwithstanding stronger balance 
sheets and still-healthy profit margins.
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While consumption has continued to increase 
in recent quarters, U.S. households face rising 
cash-flow and balance-sheet strains. Income 
growth has slowed as employment has dropped 
since January, the average workweek has shrunk, 
unemployment has risen by a full percentage 
point, wages have stagnated, and gas prices 
remain high (Figure 2.1). Falling house prices 
and the weakening equity market have con-
tributed to a 10 percent drop in household 
net wealth relative to GDP. Moreover, access to 
credit has tightened markedly, most notably for 
mortgages but also for other sources of con-
sumer finance.

A key element of the baseline forecast is that 
consumption will now show more obvious signs 
of weakness. In the projections, consumption 
declines in the second half of 2008, as the stimu-
lus from the the tax rebate checks wears off, and 
in the early part of 2009. It would then recover 
gradually during the remainder of the year, held 
back by cash-flow strains and the need to rebuild 
savings.

Strains on households are in part a reflec-
tion of the massive continuing downturn in the 
housing market. The drop in house prices—in 
the range of 5 to 17 percent over the past year, 
depending on the index used—is unprec-
edented since the Great Depression. As a result, 
more than 10 million households owe more on 
their mortgages than the market value of their 
homes. Housing-related activity has also plum-
meted—housing starts have fallen 60 percent 
from their peak. This was a needed correction 
after a period of excess, and there are now some 
tentative signs of stabilization, for example in 
recent home sales data, although up to one-
third of sales now involve foreclosure, an indica-
tor of weakness rather than strength.

The baseline projections anticipate that the 
housing cycle will eventually find a floor in 2009 
after four years of correction. The projections 
build in a further 10 percent decline in house 
prices by the end of the year, in line with market 
expectations (although these forward markets 
are very thin), which will bring prices closer in 
line with fundamentals. Moreover, residential 
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Figure 2.1.  United States: Strains on Households

   Sources: Davis, Lehnert, and Martin (2007); Haver Analytics; and IMF staff estimates.
     Quarterly change in total nonfarm payrolls, thousands.
     National Association of Realtors; three-month moving average of 12-month percent 
change.
     Office of Federal Housing Enterprise Oversight (OFHEO).
     Ratio of OFHEO house price index to personal disposable income per capita.
     Inverse of the rent-price ratio for the aggregate stock of owner-occupied housing.
     Index equal to 100; median family income qualifies for an 80 percent mortgage on a 
median-priced existing single-family home, reindexed to 1995 = 100.

U.S. households are coming under increasing strain. So far they have maintained 
moderate spending growth, but current drags on growth include falling employment, 
tightening credit, and declining net worth, as well as rising fuel and food prices. 
However, housing affordability has improved and there are signs that housing 
valuations are moving closer in line with historical trends.
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investment relative to GDP is around a 40-year 
low, and the drop in housing starts is bringing 
down inventories of unsold new homes. Support 
should also be provided by recent legislation 
to facilitate the refinancing of “underwater” 
mortgages with federal guarantees and to pro-
vide assurances that Fannie Mae and Freddie 
Mac—the government-sponsored enterprises 
(GSEs) that are behind about 80 percent of 
new mortgage lending in recent quarters—will 
continue to provide housing finance.

On the inflation front, still-high energy prices 
boosted headline personal consumption expen-
diture (PCE) inflation to 4.6 percent (12-month 
rate) in August 2008, while core PCE infla-
tion ticked up to 2.6 percent. Given the recent 
retreat in international oil prices, headline 
figures are likely to start coming down, and the 
widening output gap, moderate wage increases, 
and a pickup in productivity should all help 
contain underlying inflation.

Putting together the pieces of the puzzle, 
activity is projected to decline in the final 
quarter of 2008 and the first quarter of 2009, 
stabilize in the second quarter, and then embark 
on a gradual recovery. On a year-over-year basis, 
growth moderates from 2.0 percent in 2007 to 
1.6 percent in 2008 and 0.1 percent in 2009 
(Table 2.1). The economy only returns to poten-
tial growth in 2010. Risks around this forecast 
are to the downside. Particular concerns are that 
the credit crunch could impose an ever-greater 
constraint on activity, that the house price 
correction could extend into 2010, and that 
inflation pressures may prove more persistent, 
limiting the Federal Reserve’s room for maneu-
ver. The principal upside potential is that U.S. 
firms may be able to maintain their spending 
patterns better than expected, despite financial 
strains, which would provide greater-than-antici-
pated support for household incomes.

While the immediate task is to stabilize 
financial conditions, policymakers must ensure 
appropriately supportive macroeconomic policy 
settings, including efforts to contain negative 
macrofinancial feedback loops. The present 
highly accommodative monetary policy stance 

could be eased still further if the downturn 
seems likely to deepen, even though its effec-
tiveness may be limited if financial strains 
persist, and the Federal Reserve will continue to 
be watchful on the inflation front. Eventually, 
policy will need to move toward a more neutral 
stance as an economic recovery gathers steam 
and financial conditions improve. On the fiscal 
front, the stimulus package provided well-timed 
support, but the fiscal deficit is rising sharply 
and is now projected at 4½ percent of GDP in 
2009, the highest among the G7 countries, with-
out allowing for the potentially sizable impact 
of recent measures to stabilize the financial and 
housing sectors. The need for fiscal consoli-
dation in the face of medium-term spending 
pressures and long-term challenges posed by 
demographics and rising medical costs point 
to the need for adjustment measures elsewhere 
once the situation has stabilized in order to 
offset the costs of financial system support.

In Canada, economic activity has slowed 
sharply since mid-2007, and growth is projected 
to come down from 2.7 percent in 2007 to 
0.7 percent in 2008 before picking up to 1.2 per-
cent in 2009. Although the resource-intensive 
sectors have benefited from high commodity 
prices, the lagged effect of past real apprecia-
tion of the Canadian dollar, together with the 
U.S. slowdown, has hit manufacturing hard. 
The Bank of Canada eased interest rates by 
150 basis points between December 2007 and 
April 2008 and has held rates steady since then. 
Despite its recent acceleration to 3½ percent, 
inflation has generally remained well anchored, 
in part owing to the rising currency. Banks have 
generally weathered the financial strains well 
so far, reflecting conservative regulation and 
low exposure to structured products, but risks 
remain given the strong economic and financial 
linkages with the United States.

Western europe: struggling with Multiple 
shocks

Western Europe is being hit by major shocks 
that are weakening economic activity, notably 

Western euroPe: struggling With MultiPle shoCks



CHaPter 2  Country and regional PersPeCtives

52

extraordinary financial stress. Real GDP growth 
has stalled in the euro, following a first-quarter 
rebound. Growth was already noticeably weaker 
elsewhere during the first quarter, including in 
the United Kingdom and most Nordic countries, 
and conjunctural indicators now suggest that 
many countries are moving close to or into reces-
sion. At the same time, high oil and food prices 
are still keeping inflation at elevated levels.

Economic growth is being slowed by a num-
ber of factors, initially mainly by rising oil prices 
but now increasingly by tightening financial 

conditions.2 Relative to 2007, oil prices are some 
40 percent higher in euro terms and, together 
with surging food prices, have squeezed already-
sluggish consumption growth. All other things 
equal, standard rules of thumb would imply 
output losses from such a shock in a broad 
range up to about @/3 percent of GDP for the 

2See also the forthcoming Regional Economic Outlook: 
Europe, where the implications for Europe of commodity 
price shocks and ongoing financial turmoil are discussed 
in more detail. 

table 2.1 advanced economies: real gdP, Consumer Prices, and unemployment
(Annual percent change and percent of labor force)

Real GDP Consumer Prices Unemployment

2006 2007 2008 2009 2006 2007 2008 2009 2006 2007 2008 2009

advanced economies 3.0 2.6 1.5 0.5 2.4 2.2 3.6 2.0 5.7 5.4 5.7 6.5
United States 2.8 2.0 1.6 0.1 3.2 2.9 4.2 1.8 4.6 4.6 5.6 6.9
Euro area1 2.8 2.6 1.3 0.2 2.2 2.1 3.5 1.9 8.7 7.4 7.6 8.3

Germany 3.0 2.5 1.8 — 1.8 2.3 2.9 1.4 9.8 8.4 7.4 8.0
France 2.2 2.2 0.8 0.2 1.9 1.6 3.4 1.6 9.2 8.3 7.7 8.3
Italy 1.8 1.5 –0.1 –0.2 2.2 2.0 3.4 1.9 6.8 6.2 6.7 6.6
Spain 3.9 3.7 1.4 –0.2 3.6 2.8 4.5 2.6 8.5 8.3 11.2 14.7
Netherlands 3.4 3.5 2.3 1.0 1.7 1.6 2.9 2.6 3.9 3.2 2.8 2.9
Belgium 2.9 2.8 1.4 0.2 2.3 1.8 4.6 2.8 8.3 7.5 7.1 8.6
Austria 3.4 3.1 2.0 0.8 1.7 2.2 3.5 2.3 4.8 4.4 4.2 4.4
Finland 4.9 4.5 2.5 1.6 1.3 1.6 3.9 2.5 7.7 6.8 6.2 6.2
Greece 4.2 4.0 3.2 2.0 3.3 3.0 4.4 3.1 8.9 8.3 7.7 8.3
Portugal 1.4 1.9 0.6 0.1 3.0 2.4 3.2 2.0 7.7 8.0 7.6 7.8
Ireland 5.7 6.0 –1.8 –0.6 2.7 2.9 3.5 2.4 4.4 4.5 5.7 7.0
Luxembourg 6.1 4.5 2.3 1.8 2.7 2.3 3.7 1.8 4.4 4.4 4.4 4.8
Slovenia 5.7 6.1 4.3 3.7 2.5 3.6 5.9 3.3 5.9 4.8 4.8 5.0
Cyprus 4.0 4.4 3.4 2.8 2.2 2.2 4.6 3.5 4.6 3.9 3.9 3.9
Malta 3.1 3.7 2.8 2.3 2.6 0.7 3.7 2.2 7.3 6.4 6.5 7.0

Japan 2.4 2.1 0.7 0.5 0.3 — 1.6 0.9 4.1 3.8 4.1 4.5
United Kingdom1 2.8 3.0 1.0 –0.1 2.3 2.3 3.8 2.9 5.4 5.4 5.4 6.0
Canada 3.1 2.7 0.7 1.2 2.0 2.1 2.5 2.1 6.3 6.0 6.2 6.3

Korea 5.1 5.0 4.1 3.5 2.2 2.5 4.8 4.0 3.5 3.3 3.1 3.0
Australia 2.7 4.2 2.5 2.2 3.5 2.3 4.6 3.6 4.8 4.4 4.3 4.8
Taiwan Province of China 4.9 5.7 3.8 2.5 0.6 1.8 4.2 2.5 3.9 3.9 3.9 4.1
Sweden 4.1 2.7 1.2 1.4 1.5 1.7 3.4 2.8 7.0 6.1 6.6 7.1
Switzerland 3.4 3.3 1.7 0.7 1.0 0.7 2.6 1.5 3.0 2.5 2.6 2.8
Hong Kong SAR 7.0 6.4 4.1 3.5 2.0 2.0 4.8 4.3 4.8 4.1 3.5 3.6
Denmark 3.9 1.7 1.0 0.5 1.9 1.7 3.4 2.8 3.9 2.8 1.8 2.6
Norway 2.5 3.7 2.5 1.2 2.3 0.8 3.2 2.7 3.4 2.5 2.5 3.0
Israel 5.2 5.4 4.3 2.8 2.1 0.5 4.8 3.3 8.4 7.3 6.0 6.2
Singapore 8.2 7.7 3.6 3.5 1.0 2.1 6.5 3.3 2.7 2.1 2.1 2.2
New Zealand2 1.9 3.2 0.7 1.5 3.4 2.4 4.2 3.8 3.8 3.6 4.0 4.3
Iceland 4.4 4.9 0.3 –3.1 6.8 5.0 12.1 11.2 1.3 1.0 2.2 3.9

Memorandum
Major advanced economies 2.7 2.2 1.2 0.1 2.4 2.2 3.5 1.7 5.8 5.5 5.8 6.6
Newly industrialized Asian economies 5.6 5.6 4.0 3.2 1.6 2.2 4.8 3.5 3.7 3.4 3.3 3.3

1Based on Eurostat’s harmonized index of consumer prices.
2Consumer prices excluding interest rate components.
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euro area—less for oil producers such as the 
United Kingdom and Norway. Although oil 
prices increased sevenfold over 1999–2008, the 
response of wages has remained generally sub-
dued, unlike during the 1970s, reflecting struc-
tural reforms and improved policy frameworks. 
Together with rapidly cooling activity and rising 
unemployment fears, these factors should help 
contain wages over the coming year (Figure 2.2). 
Thus, while headline inflation has recently 
been running in the 3–4 percent range in many 
countries, core inflation (excluding all food 
and energy) has generally been below 2 percent 
in the euro area and the United Kingdom.3 
Inflation expectations have generally remained 
well anchored, although somewhat less so in the 
United Kingdom than in the euro area.

While oil and food price hikes are undercut-
ting real disposable incomes, financial condi-
tions are tightening quickly. European banks are 
struggling with a confluence of adverse shocks. 
They have been exposed to losses on their 
holdings of U.S.-mortgage-related assets and 
deteriorating overall credit quality since 2007. 
Concerns that initially focused on liquidity are 
also affecting solvency. Confidence in the sector 
has weakened and highly leveraged banks are 
struggling to maintain funding in the face of ris-
ing creditor concerns about balance-sheet risk. 
Equity-to-asset ratios will need to be boosted, 
which, to a large extent, will have to be achieved 
by cutting back on lending because bank stock 
prices have declined. The process of deleverag-
ing, including market exit by some institutions, 
will likely be long and arduous and banks have 
already tightened lending standards to far above 
pre-turmoil levels.

Households and firms operating in real estate 
are struggling under growing debt burdens, 

3Consumer price index (CPI) food price inflation in 
the euro area increased from about 2 percent in mid-
2007 to 6.2 percent in August 2008, contributing 0.8 per-
centage point to the 3.8 percent August headline CPI 
inflation rate. Energy contributed 1.1 percentage points. 
Higher food prices mainly redistribute income within 
western Europe and thus have much smaller direct effects 
on economic growth than high oil prices (see Chapter 3).
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Figure 2.2.  Western Europe: Slowing Demand and 
High Inflation

   Sources: European Central Bank; European Commission; Eurostat; Haver Analytics; 
Thomson Datastream; and IMF staff estimates.
     Data refer to the euro area unless otherwise noted.
     Deviation from 1993–2002 average.
     AUT: Austria; BEL: Belgium; FIN: Finland; FRA: France; DEU: Germany; GRC: Greece; IRL: 
Ireland; ITA: Italy; NLD: Netherlands; PRT: Portugal; ESP: Spain; UK: United Kingdom; US: 
United States.
     The formula gives equal weight (0.5) to the deviation of breakeven inflation from the 
inflation target and to the output gap; the lower band is based on a natural rate equal to 3.5 
percent; the upper band is based on a natural rate equal to 4.5 percent.
     Euro interbank offered rate.

Although headline inflation is high, wages have generally remained subdued, and 
slowing activity and rising unemployment fears should restrain demand for pay 
hikes. In the euro area, monetary conditions are on the tight side by the standards of 
recent history, and countries have little room for discretionary fiscal stimulus, lest 
they breach the Maastricht limit of 3 percent of GDP deficit.

Compensation per Employee 
and Unemployment

Residential Investment, 
2003–07
(percent of GDP)

1

Taylor Rule, Money Market 
Rates, and Unemployment 
Expecations (percent)

2007 Structural Balance
(percent of potential GDP)

2

1999

1993:Q1
2008:Q2

Overall euro area

Unemployment rate (percent)
Co

m
pe

ns
at

io
n 

(p
er

ce
nt

 c
ha

ng
e)

1995:Q1
2000:Q1

2005:Q1

Right
scale

1

4Taylor rule

3-month 
EURIBOR

Unemployment 
expectations 
(right scale)

2,3

3

2001 03 05 07 09

4

-1.5 -1 -0.5 0 0.5 1 1.5
-3

-2

-1

0

1

2Unit Labor Costs (ULC) and 
Output Gap

Re
al

 U
LC

 (p
er

ce
nt

)

Output gap (percent of potential GDP)

Inflation Expectations and 
the Price of Oil

1.6 1.8 2.0 2.2 2.4 2.6 2.8 3.0
-40

-20

0

20

40

60

Inflation expectations (percent)

Oi
l p

ric
e 

(p
er

ce
nt

 c
ha

ng
e 

fro
m

 a
 y

ea
r e

ar
lie

r)

2008:Q3

3

5

5

Western euroPe: sloWing deMand and high inflation



CHaPter 2  Country and regional PersPeCtives

54

particularly in countries such as Ireland, Spain, 
and the United Kingdom, where floating-rate 
mortages indexed to short-term interest rates 
are common. In real terms, residential prop-
erty prices are falling in these and some other 
countries, while slowing quickly elsewhere (see 
Box 1.2). While there is a risk of an outright 
housing-related credit crunch, some factors 
would mitigate pernicious feedback loops 
between the financial and real sectors (Chap-
ter 4). Although residential real estate gener-
ally accounts for a larger share of activity in 
western Europe than the United States, the 
recent expansion of residential investment was 
generally less pronounced, except in Finland, 
Greece, Ireland, Spain, and the United King-
dom. Furthermore, these countries are less 
likely to suffer from the financial vulnerabilities 
exposed in the United States: household savings 
are generally higher and debt lower, non-prime 
lending is much less widespread, loan-to-value 
ratios are more conservative, and opportunities 
for equity withdrawal are much more limited. 
However, even in the absence of an outright 
credit crunch, the downturn in residential real 
estate will have an appreciable short-run impact 
in some countries (for example, Ireland, Spain, 
and the United Kingdom) and, with the excep-
tion of a few countries (for example, Austria, 
Germany, and Switzerland), produce noticeable 
medium-term headwinds.

Turning to nonfinancial firms, balance sheets 
are stronger than at the onset of the 2001–02 
cyclical downturn, and this should limit the 
effect of financial sector strains on investment. 
On the other hand, the longer the financial 
stresses last, the more corporate profits, balance 
sheets, and investment will suffer.

The euro area’s external current account was 
close to balance in 2007 (Table 2.2). Exports 
are expected to slow in line with world demand, 
however, and the current account is expected to 
deteriorate, mainly on account of worsened terms 
of trade. Also, the real effective exchange rate is 
on the strong side of medium-term fundamentals, 
despite some recent weakening. By contrast, the 
United Kingdom’s current account is in notice-

able deficit, and the pound sterling has depreci-
ated by more than 10 percent in real effective 
terms since the onset of the market turmoil.

In this challenging environment, central 
banks have tried to ease liquidity pressures, 
including through provision of U.S. dollar 
liquidity, and a number of governments (for 
example, Belgium, France, Germany, Lux-
embourg, the Netherlands, and the United 
Kingdom) have stepped in to provide solvency 
support for resolutions of a number of major 

table 2.2. advanced economies:  
Current account Positions
(Percent of GDP)

2006 2007 2008 2009

advanced economies –1.3 –0.9 –1.0 –0.6
United States –6.0 –5.3 –4.6 –3.3
Euro area1 0.3 0.2 –0.5 –0.4

Germany 6.1 7.6 7.3 6.8
France –0.7 –1.2 –2.8 –2.7
Italy –2.6 –2.5 –2.8 –2.4
Spain –8.9 –10.1 –10.1 –7.7
Netherlands 8.2 6.8 5.6 5.1
Belgium 2.7 2.1 — –1.1
Austria 2.4 3.2 2.8 2.4
Finland 4.6 4.6 3.4 2.9
Greece –11.1 –14.1 –14.0 –14.1
Portugal –10.1 –9.8 –12.0 –12.7
Ireland –3.6 –5.4 –5.0 –4.4
Luxembourg 10.5 9.9 8.6 8.2
Slovenia –2.8 –4.9 –4.7 –4.7
Cyprus –5.9 –9.7 –9.7 –7.8
Malta –8.2 –5.4 –7.7 –6.4

Japan 3.9 4.8 4.0 3.7
United Kingdom –3.4 –3.8 –3.6 –3.4
Canada 1.4 0.9 0.9 —

Korea 0.6 0.6 –1.3 –0.7
Australia –5.3 –6.2 –4.9 –4.3
Taiwan Province of China 7.2 8.6 7.8 6.5
Sweden 8.5 8.5 6.4 5.8
Switzerland 14.7 16.6 9.3 8.7
Hong Kong SAR 12.1 13.5 11.7 10.3
Denmark 2.9 1.1 1.3 1.8
Norway 17.3 15.4 19.1 18.0
Israel 5.9 3.2 0.4 0.5
Singapore 21.8 24.3 19.2 17.0
New Zealand –8.7 –8.2 –9.3 –8.1
Iceland –25.4 –14.6 –18.2 –13.7

Memorandum
Major advanced economies –2.0 –1.5 –1.3 –0.9
Euro area2 — 0.3 –0.5 –0.5
Newly industrialized Asian 

economies 5.3 6.2 4.7 4.3
1Calculated as the sum of the balances of individual euro area 

countries.
2Corrected for reporting discrepancies in intra-area transactions.
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financial institutions (including Dexia and 
Fortis) or by raising deposit guarantee limits and 
extending guarantees to creditors (for example, 
Ireland), or by providing explicit assurances 
to depositors (for example, Germany and the 
United Kingdom). However, even if a compre-
hensive approach to address the growing con-
cerns is put in place rapidly, it will take time to 
return perceptions of counterparty risk to more 
normal levels. Accordingly, banks’ deleveraging 
will weigh noticeably on economic growth over 
the coming quarters.

The baseline projections thus envisage a 
significant slowdown in activity across western 
Europe followed by a very gradual recovery 
beginning in the second half of 2009. Euro area 
growth is expected to moderate from 2.6 per-
cent in 2007 to 1.3 percent and 0.2 percent, 
respectively, in 2008–09, before returning to 
1.4 percent in 2010. In the United Kingdom, real 
GDP growth would fall from 3.0 percent in 2007 
to 1.0 percent in 2008; activity would contract 
by 0.1 percent in 2009 and then accelerate to 
2.2 percent in 2010. The risks around these 
growth projections are to the downside. They 
include accelerated deleveraging in the financial 
sector set off by broader asset price deflation and 
a global credit crunch, an abrupt unwinding of 
global imbalances, and sharp appreciation of the 
euro. On the upside, risks relate to still-buoyant 
employment and therefore higher-than-projected 
consumption, but these are small. Volatile energy 
and food prices are a source of two-way risk.

The fiscal positions of western European 
countries differ widely, but many have made sig-
nificant progress toward consolidation since the 
previous downturn. Even with some widening 
in 2008–09 related to both cyclical factors and 
policy support, the general government defi-
cit for euro area countries would still average 
about 1¾ percent of GDP, 1¼ percentage points 
less than in 2003–04. However, fiscal deficits of 
some countries (France, Greece, Ireland, Italy, 
and Portugal) are still far from their medium-
term objectives and, in some cases, are likely to 
exceed the Maastricht deficit limit of 3 percent 
of GDP in the near term. The United Kingdom’s 

fiscal position—a deficit of 3½ percent of GDP is 
projected for 2008—is considerably weaker than 
before the previous downturn.

The rules of the revised Stability and Growth 
Pact provide room for fiscal objectives to be 
adjusted in response to changing economic 
conditions. With the effectiveness of discretion-
ary easing diminished in the context of a loss 
of confidence in financial markets, discretion-
ary use of fiscal resources should be primarily 
focused on measures to stabilize the financial 
sector, as needed. More generally, given the 
challenges associated with an aging population, 
fiscal policy should be consistent with achieving 
medium-term objectives. Automatic stabilizers 
can be allowed to operate freely around the 
adjustment path in response to weakening activ-
ity, except when this might breach fiscal rules. 
Similarly, the United Kingdom should set policy 
consistent with meeting its medium-term fiscal 
rules. For 2009 and 2010, the agreed medium-
term expenditure plans should remain in place, 
with automatic stabilizers allowed to operate 
fully around the adjustment path.

Over the past six months, changes in policy 
interest rates have been limited, and central 
banks have focused on providing liquidity to 
stressed markets. The European Central Bank 
increased policy rates by 25 basis points to 
4¼ percent in July 2008, the first move since June 
2007, whereas the Bank of England has kept 
rates unchanged at 5 percent since April 2008. 
The projections see headline inflation falling 
below 2 percent in the euro area and the United 
Kingdom by end-2009. The immediate priority for 
central banks is to maintain calm in financial mar-
kets by continuing to provide liquidity as needed. 
However, the deteriorating outlook, moderating 
inflation pressure, and tightening financial condi-
tions provide scope for monetary easing in both 
the euro area and the United Kingdom.

The continuing financial turmoil presents 
important policy challenges on various fronts, 
including because of complex cross-border 
financial linkages and spillovers. The latter is a 
particular concern for EU countries, given their 
quest to build a single market in financial ser-

Western euroPe: sloWing deMand and high inflation
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vices. The specific challenges are already evident 
as actions taken in specific countries to alleviate 
financial strains are having adverse effects on 
financial institutions in other countries. Address-
ing the concerns raised by spillovers will require 
movement toward more joint responsibility and 
accountability for financial stability, notably for 
crisis prevention, management, and resolution, 
in line with the commitments of the ECOFIN 
Council of Finance Ministers in May 2008.4 
Restoring confidence now requires a decisive 
commitment to concerted and coordinated 
action to alleviate financial stresses and avoid 
the serious risk of backtracking on European 
financial integration.

The emphasis on policies to limit the dam-
age from the financial turmoil should, however, 
not distract from structural policy challenges. 
Ten years following the introduction of the 
euro, the main medium-term policy challenge 
facing euro area member countries is to make 
economic union as successful as monetary union 
(Box 2.1). In this regard, productivity growth 
has lagged that in other advanced economies, 
and large and persistent intra-euro-area current 
account divergences are raising concerns about 
adjustment mechanisms in the monetary union. 
Accordingly, the structural reform momen-
tum needs to be kept up and reoriented in a 
coordinated manner to improve adjustment in 
response to intra-area disparities. The ongoing 
reforms are bearing fruit, contributing to the 
marked growth in employment and to improved 
productivity in liberalized sectors. However, 
large parts of the services sector remain unaf-
fected, forfeiting important income, resilience, 
and inflation benefits. Thus, the specific reform 
recommendations under the Lisbon Agenda 
that concern the euro area as a whole appro-
priately emphasize accelerating services market 
reform and financial integration. Enhanced 

4For further details see May 15, 2008, “ECOFIN Coun-
cil of Finance Ministers adopt conclusions on financial 
supervision and provision of financial stability in the EU,” 
available at www.eu2008.si/en/News_and_Documents/
Press_Releases/May/0514MF_Svet_ECOFIN.html.

policy coordination is needed to ensure greater 
consistency of national reform programs with 
these euro area recommendations.

advanced asia: responding to external 
shocks

Although growth in Japan held up well 
through the first quarter, rising commodity 
prices and weakening external demand have 
started to weigh on economic activity. In the 
second quarter of 2008, the economy contracted 
at a 3 percent quarter-over-quarter annualized 
rate, and growth over the past four quarters was 
below 1 percent. The recent decline was led by 
private consumption and fixed investment, while 
the contribution from net exports fell to zero 
(Figure 2.3).

Recent indicators point to growing weak-
ness ahead. Slowing external demand from 
the United States and western Europe, rising 
input costs, and diminishing profit expecta-
tions are weighing on corporate sentiment and 
companies’ investment plans. At the same time, 
high food and fuel prices and weakening wage 
prospects have pushed consumer confidence 
to low levels. Although financial conditions 
have tightened to a lesser extent than in other 
major economies, in part owing to Japanese 
banks’ lower exposure to securitized products, 
the stock market has fallen sharply, driven by 
concerns about the weaker growth outlook. 
Bank credit default swap (CDS) spreads have 
risen on concerns about global financial strains 
and the weaker outlook.5 Following the collapse 
of Lehman Brothers, concerns about Japa-
nese banks’ exposures to the failed institution 
rose, contributing to a sharp widening of CDS 
spreads for some entities and a broad-based fall 

5Although liquidity pressures have been less acute in 
Japan than in other G3 economies, the Bank of Japan’s 
significant liquidity provision also contributed to stabiliz-
ing money markets. See the Selected Issues paper accom-
panying the 2008 report on Article IV consultations with 
Japan (available at www.imf.org) for more details on the 
impact of the global financial turmoil on the Japanese 
economy (IMF, 2008c).
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in equity prices. Strains in the financial system 
are expected to persist, even if to a lesser extent 
than in the United States or western Europe.

Headline inflation has risen well above the 
2007 level, to above 2 percent, on the back of 
higher food and fuel prices, but core inflation, 
excluding food and fuel, remains around zero.6 
Firms have started to pass through cost increases 
to consumers, but they are also granting smaller 
wage increases as activity is slowing and unit 
labor costs continue to fall on a year-over-year 
basis. Measures of inflation expectations suggest 
that short-term expectations have edged up, 
while long-term expectations remain contained.

Although the trade surplus deteriorated 
because of a higher bill for commodity imports, 
rising investment income helped keep the 
current account balance near historical highs. 
Through March 2008, the yen appreciated 
against other major currencies, particularly the 
U.S. dollar, reflecting an unwinding of carry 
trades in volatile foreign exchange markets 
(see Figure 2.3). Then the currency started to 
weaken again, as expectations of monetary tight-
ening dissipated amid slowing growth, before 
resuming an appreciating trend in Septem-
ber owing to declining commodity prices and 
increased risk aversion on the part of investors. 
Given the medium-term prospects for continued 
large external surpluses, the yen is still assessed 
to be undervalued relative to medium-term 
fundamentals.

As shown in Figure 2.3, Japan has experi-
enced a much larger decline in its terms of 
trade in past years than other major advanced 
economies. Several factors have so far mitigated 
the impact on activity. First, robust exports to 
emerging and developing economies, many 
of which are exporters of commodities, have 
partly offset the effect of the deterioration in 
Japan’s terms of trade. Second, although Japan 
is dependent on imported oil for almost all its 

6Core inflation on the authorities’ definition (exclud-
ing only fresh food) has been running at about 2 percent, 
reflecting recent increases in fuel and other commodity 
prices.
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Weather a Terms-of-Trade Shock?
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Ten years ago, EU heads of state gave the go-
ahead for the third stage of European Economic 
and Monetary Union (EMU), approving the intro-
duction of the euro in 11 EU member countries 
on January 1, 1999. Since then, four more EU 
members have adopted the euro, and the Slovak 
Republic is set to follow at the beginning of 2009. 
Monetary union is a distinct success, and the 
euro area is a zone of stability in the international 
economy. Thanks to the high credibility of the 
European Central Bank, inflation has declined 
over the past decade, and inflation expectations 
are now less variable in the euro area than in other 
advanced economies (Beechey, Johannsen, and 
Levin, 2008).1 The key remaining challenge on 
the monetary front is the integration into the euro 
area of all EU members that are committed to 
adopting the euro (which does not include Den-
mark or the United Kingdom).2 Economic union, 
however, remains a challenge even among the cur-
rent euro area members, and there are concerns 
about the area’s growth performance and large 
intra-area current account divergences.

The record on growth. The widespread per-
ception among observers that EMU has deliv-
ered economic stability but not growth is not 
well founded. The EMU record with respect 
to employment has been strong, which helps 
explain why in per capita terms euro area real 
GDP growth has not lagged behind U.S. growth 
during EMU (first table). The euro area’s employ-
ment performance is in part related to EMU, 
which likely has contributed to greater monetary 
policy credibility, as well as labor market reforms, 
including well ahead of the introduction of 
the single currency in 1999. Employment rates 
remain lower than in the United States, and per 
capita income is still about 30 percent below U.S. 
levels. However, full convergence is not likely: 

1The main authors of this box are Jörg Decressin and 
Emil Stavrev, based on the findings in Decressin and 
Stavrev (forthcoming).

2Adoption of the euro depends on certain economic 
convergence criteria. For further details, go to http://
ec.europa.eu/economy_finance/the_euro/joining_
euro9413_en.htm.

Europeans have used the growth in productiv-
ity since World War II to increase leisure more 
than  in the United States (Blanchard, 2004), and 
insofar as this greater leisure is sustainable, this 
development is not undesirable.

The euro area’s poor productivity performance 
under EMU has attracted much attention (for 
example, Pisani-Ferry and others, 2008), but, as in 
the case of economic growth, the reality may well 
be more complex than the raw numbers suggest. 
Labor productivity growth, for example, has aver-
aged about 1 percent a year in the past 15 years, 
down considerably compared with previous years. 
Total factor productivity (TFP) growth has almost 
ground to a halt during the current decade. 
However, the low productivity growth may well be 
related to the boom in employment, as argued by 
Dew-Becker and Gordon (2008). In fact, there is 

Box 2.1. eMu: 10 years on

euro area and united states: Key 
Macroeconomic variables
(Seven-year trailing average, in percent)

1992 1999 2007

Per capita real 
GDP growth

Euro area 2.5 1.7 1.3
United States 1.7 2.6 1.3

Real GDP  
growth

Euro area 2.9 2.0 1.8
United States 2.8 3.7 2.4

Employment  
growth

Euro area 0.5 0.7 0.9
United States 1.8 1.8 1.4

Employment-
population  
ratio, end of 
period

Euro area 40.8 41.7 44.4
United States 45.3 47.4 47.8

General  
government  
fiscal balance

Euro area –5.0 –3.7 –2.1
United States –4.5 –1.7 –3.1

Current  
account

Euro area –0.7 0.3 0.3
United States –1.7 –2.0 –5.1

Inflation Euro area 3.4 2.1 2.2
United States 3.9 2.5 2.7

Per capita  
GDP1 Euro area 75.1 70.8 70.9

Memorandum  
item

TFP2 1980–95 1995–2004
Euro area 0.8 0.2
United States 0.7 1.6

Sources: Eurostat; IMF International Financial Statistics; and 
IMF staff calculations.

1Percent of U.S. per capita GDP, at purchasing power parity.
2TFP = total factor productivity.
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strong evidence for a negative relationship between 
TFP growth and labor input in a cross section of EU 
KLEMS data (van Ark, O’Mahony, and Ypma, 2007) 
for 12 advanced economies and six sectors for each 
country (see first figure). There could be many 
reasons for such a trade-off. One obvious reason is 
capital-labor substitution in response to reforms that 
raised labor supply and, possibly, demand (via cuts 
in payroll taxes). Accordingly, as the labor market 
completes its adjustment to reforms and demo-
graphic changes, TFP growth may well revert to the 
higher levels recorded in the 1980s. 

There is still concern, however, that even with 
adjustment for differences in labor input, TFP 
growth on average has been lower in the euro 
area than in the United States, particularly in the 
service sectors. This points to a need to open up 
the more sheltered service sectors to competition, 
that is, to make services tradable.

The dispersion of real GDP growth rates has also 
raised concern; however, business cycles among 
EMU members have in fact become more synchro-
nized as the importance of common shocks has 
increased over time. These shocks now explain 
some 60 percent of output developments, as 
opposed to 30 percent before the introduction of 
the euro (Stavrev, 2007). Furthermore, country-
specific developments in output reflect, to a con-
siderable extent, per capita income convergence 
to higher levels. Overall, the dispersion of growth 
rates in the euro area is now similar to that among 
U.S. states, although it is more persistent. The slow 
speed of adjustment means that prolonged periods 
of strong growth may be followed by prolonged 
periods of sluggish activity, as experienced recently, 
for example, by Portugal (Blanchard, 2007). 

The record on the current account. The external 
position of the euro area as a whole has remained 
in balance since EMU inception and thus has not 
raised concern. This external balance has been 
preserved despite the significant appreciation of 
the real effective exchange rate of the euro over 
the past several years (see Chapter 1). In addition, 
the euro has firmly established itself as the world’s 
number two international currency, accounting for 
more than one-quarter of international reserves 
and more than one-half of trade invoicing. 

The European Commission and others have 
raised concerns about large intra-area current 
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account and competitiveness imbalances (see, for 
example, European Commission, 2008). Current 
account divergence among euro area members 
appears large, ranging from deficits close to or 
exceeding 10 percent of GDP (for example, in 
Greece, Portugal, and Spain) to surpluses greater 
than 5 percent of GDP (for example, in Germany 
and the Netherlands—second table). In fact, this 
divergence—measured by the standard deviation 
across countries in each year—has risen substan-
tially over the past two decades (second figure). 
But is it unusually large for today’s world? As 
Chapter 6 shows, greater divergence of current 
account behavior is a widespread phenomenon. 
A simple approach to determining whether the 
divergence is unusually large is to divide the stan-
dard deviation of current accounts for euro area 
countries by the same measure for the current 
accounts of a group of 13 other advanced econo-
mies.3 The results show that this ratio has not 

3Specifically, the two samples include 11 EMU 
members (Austria, Belgium, Finland, France, Germany, 
Greece, Ireland, Italy, Netherlands, Portugal, and 
Spain) and 13 other advanced economies (Australia, 
Canada, Denmark, Iceland, Israel, Japan, Korea, New 
Zealand, Norway, Sweden, Switzerland, United King-
dom, and United States). Data are from the April 2008 
World Economic Outlook.

grown systematically. This is because the diver-
gence among the other 13 advanced economies 
has also been on the rise.

A related question is whether current account 
imbalances are a reflection of equilibrium or 
disequilibrium forces and how these have evolved 
over time. To answer this question, a model of 
equilibrium current account balances, based 
closely on the IMF CGER methodology (Lee and 
others, 2008), is used to compute the develop-
ments in deviations from equilibrium over time. 
Specifically, the equilibrium current account for 
each euro area country is obtained as a function 
of real GDP growth, relative per capita income, 
population growth, the net foreign-assets-to-GDP 
ratio, the fiscal balance in percent of GDP, the 
old-age dependency ratio, and the oil balance 
in percent of GDP. The next step is to compute 
for each year the sum across countries of the 
absolute values of the deviation from equilibrium 
current accounts. This shows that divergence 
from equilibrium has not increased over time.

Although the size of divergence might not be 
of major concern, slow adjustment to equilibrium 
current account balances might be. Sustained def-
icits add to countries’ external debt and, unlike 
in a currency union, such as the United States, 
people cannot expect help from a federal author-

Current account dispersions and implications for net Foreign asset (nFa) Position
Current Account  

Balance1
Estimated Equilibrium  

Current Account NFA Position
NFA Position When the Current 

Account Balance Reaches Estimated 
Equilibrium2(2007, in percent of GDP)

Austria 2.7 1.1 –22 –10
Belgium 3.2 2.5 34 40
Finland 4.6 –0.3 –28 10
France –1.3 0.6 5 –9
Germany 5.6 2.5 28 52
Greece –13.9 –4.4 –100 –174
Ireland –4.5 1.1 –1 –45
Italy –2.2 –0.1 –6 –22
Netherlands 6.6 2.2 0 35
Portugal –9.4 –5.8 –80 –107
Spain –10.1 –5.7 –74 –109

Sources: IMF International Financial Statistics; and IMF staff estimates.
1Data are based on the April 2008 World Economic Outlook estimates. Please see Table A11 in the Statistical Appendix for the latest 

figures.
2The estimated speed of convergence implies that 70 percent of the deviation of the current account from the steady state is closed in 

about 10 years.

Box 2.1 (concluded)



61

advanCed asia: living With terMs-of-trade shoCks

ity or easily move to better-off areas to improve 
their repayment capacity. Moreover, in a cur-
rency union of countries, adverse economic 
developments in parts of the union are more 
likely to affect the strength of the union as a 
whole. The persistence of the current account 

imbalances in the EMU over time can be 
gauged with a pooled univariate regression of 
the current account balances on their own lags, 
allowing for country-specific steady-state current 
account balances (fixed effects). The results 
suggest that since 1992 it takes roughly 10 years 
to close about 70 percent of a gap between 
actual and steady-state current accounts within 
the euro area (see second figure). This speed 
of adjustment is significantly lower than during 
the pre-1992 period, when exchange rates were 
more flexible, but has not slowed significantly 
further during EMU. Moreover, it is significantly 
lower than in the group of 13 other advanced 
economies. However, the typical country-specific 
current account shock in the euro area is only 
about half as large as in the other countries 
during 1992–2007, which is a mitigating factor. 
In addition, it is only about half as large as 
in 1970–91 within the euro area, which again 
underscores the growing integration of EMU 
members. 

These results can gauge the implications of 
today’s current account divergence for the net 
foreign asset positions of euro area countries 
(see second table). Clearly, some countries will 
be footing considerably higher external debt 
servicing bills that will limit consumption and 
slow growth. Because there is a risk that during 
periods of austerity the performance of EMU 
might be questioned, it is imperative for policy-
makers to ensure that goods and factor markets 
are flexible enough to deliver rapid adjustment: 
boosting productivity is one way to foster internal 
adjustment as are measures to foster more wage 
flexibility (Blanchard, 2007). At the same time, 
social safety nets need to provide sufficiently 
generous but temporary help to those who suffer 
from the dislocations that accompany adjust-
ment. Moreover, internal adjustment processes 
(via their effects on the union) concern all coun-
tries, and so addressing this challenge is a matter 
of common interest. The European Union’s 
Lisbon Agenda offers the right vehicle for the 
design and implementation of the required struc-
tural reforms in a manner that leverages reform 
spillovers and complementarities.
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domestic needs, the efficiency with which oil is 
used in the economy is much higher than in the 
United States. Last, with underlying price pres-
sures subdued, monetary conditions are likely to 
remain accommodative.

The outlook envisages that growth in 2008–09 
will be well below 1 percent, significantly below 
potential. Although weakness in the United 
States and western Europe will weigh apprecia-
bly on activity, growth in emerging economies is 
expected to remain more resilient and should 
continue to support exports. Private consump-
tion is expected to remain moderate because 
of weakening prospects for wage increases and 
high food and fuel prices, while the weaken-
ing demand and profit outlook will slow private 
investment.

The outlook is subject to considerable uncer-
tainty surrounding the external environment, 
with the overall risks tilted to the downside. 
External risks relate mainly to a larger-than-
expected slowdown in emerging and develop-
ing economies and a renewed bout of global 
financial instability. On the domestic front, high 
commodity prices could weigh further on firms’ 
profits and households’ incomes.

Given the outlook for further weakening of 
domestic demand and subdued inflation pres-
sures, the Bank of Japan (BoJ) is appropriately 
retaining an accommodative monetary policy 
stance and keeping interest rates at the current 
low levels until uncertainties over the outlook 
are resolved. Japan has been battling deflation 
for nearly a decade, and although an end to this 
problem appears in sight, it is not yet ensured. 
While core inflation on the authorities’ defini-
tion is close to the 2 percent upper bound of 
the “understanding” of price stability by the BoJ 
policy board members, wage growth is slowing, 
and inflation expectations have been contained. 
There are few indications of excessive risk taking 
in asset markets (the second perspective of the 
BoJ’s monetary policy framework) or of bubbles 
in the financial or real estate markets.7

7The BoJ’s monetary policy framework encompasses 
two perspectives: the short-term outlook for economic 

A sharper-than-expected slowdown of the 
economy may justify a further reduction of the 
policy interest rate, although with the current 
rate already at 50 basis points, room for easing 
is limited. In this context, the BoJ’s move to 
greater transparency, by expanding the discus-
sion of the policy board members’ views on 
the outlook and the risks to it and by placing a 
greater emphasis on the 1 percent median of 
the “understanding of price stability” in its com-
munications, should help guide expectations.

Looking beyond the near term, the Japanese 
economy continues to face a rapidly aging popu-
lation and rising public debt. The pace of fiscal 
consolidation has understandably slowed in the 
environment of diminishing global growth, with 
the general government primary deficit exclud-
ing social security expected to widen in 2008 
and 2009 and discussions on raising the con-
sumption tax rate postponed. In late August, the 
Japanese government put forward an economic 
stimulus package aimed at supporting faltering 
growth. However, the scope for fiscal stimulus is 
limited, and building fiscal space for projected 
increases in expenditures owing to demographic 
pressures remains a top priority for the medium 
term.8 The authorities’ current plans, which tar-
get a primary balance by fiscal year 2011, need 
to be strengthened further to prevent net public 
debt from trending up.

Australia and New Zealand are slowing down 
noticeably, after prolonged economic expan-
sions driven by commodity and housing booms. 
The expansions have stretched productive 
capacity, pushing inflation to historical highs. 
The authorities have responded by tightening 
monetary policies, and domestic demand pres-
sures have eased. Real GDP growth in Australia 
is projected to fall below potential, to about 
2½ percent in 2008–09 from 4¼ percent in 2007. 

activity and prices and a longer-term outlook for risks to 
the outlook, including from asset price bubbles.

8The government’s proposal includes spending of 
around $17 billion (0.4 percent of GDP) and government 
guarantees for business loans. The government has also 
committed to an income tax cut by the end of fiscal year 
2008.



63

The recent moderation in domestic demand 
and the tightening of credit conditions have 
prompted the Reserve Bank of Australia (RBA) 
to cautiously ease monetary policy. The Reserve 
Bank of New Zealand has also moved to ease 
monetary policy. In both countries, sound fiscal 
positions provide scope for allowing automatic 
stabilizers to operate in full and for judicious 
use of discretionary stimulus if the outlook dete-
riorates further.

emerging asia: Balancing risks to 
growth and Price stability

The economic cycle in emerging Asia started 
to turn in early 2008, and more weakness is 
expected ahead in response to slowing demand 
from advanced economies and growing strains 
in regional financial markets. Growth in China 
eased to 10½ percent (year over year) in the first 
half of 2008, from 12 percent in 2007, partly 
because of slowing exports. Activity continued to 
be supported by steady investment growth and 
accelerating consumption. In India, growth in 
the second quarter came down to about 8 per-
cent, on the back of weakening investment, 
while private consumption and export growth 
have held up well. In the newly industrialized 
Asian economies (NIEs) and the Association of 
Southeast Asian Nations (ASEAN) economies, 
activity has also been decelerating. Domestic 
demand has softened, as rising food and fuel 
prices have started to weigh on consumption, 
while declining profit margins and weakening 
demand have prompted firms to scale back their 
investment plans. Vietnam is undergoing a sharp 
correction as the demand boom caused by large 
capital inflows unwinds.

Financial markets have weakened in recent 
months, driven by increasing concerns about 
the global outlook and declining investor risk 
appetite, particularly in the context of the 
September market turbulence. Equity markets 
that experienced the largest run-up in prices in 
recent years—during 2005–07, prices more than 
quadrupled in China and tripled in India—have 
declined the most (Figure 2.4). In some coun-
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Figure 2.4.  Emerging Asia: Remaining Inflation 
Concerns

   Sources: Haver Analytics; IMF, International Financial Statistics; and IMF staff 
calculations.
     The definition of core inflation varies across countries, though it generally excludes food 
and energy prices from overall consumer price index (CPI).
     Indonesia, Malaysia, Philippines, and Thailand.
     Newly industrialized Asian economies (NIEs) comprise Hong Kong SAR, Korea, 
Singapore, and Taiwan Province of China.
     Calculated as overall compensation divided by GDP, except for China, where wages are 
used instead of compensation, and Indonesia and Malaysia, where calculations cover only 
the manufacturing sector. Data for China need to be treated with caution because of their 
partial coverage, biased toward large state-owned manufacturing enterprises.
     Bangladesh, India, Maldives, Nepal, Pakistan, and Sri Lanka.
     ASEAN-4 and Vietnam.

Underlying inflation pressures rose across emerging Asia in recent quarters. Wage 
increases, despite productivity improvements, have contributed to a buildup in 
inflation in some cases. In part owing to a rapid expansion of bank loans, house 
prices have continued to trend upward. In contrast, an extended run-up in equity 
prices ended with a sharp correction in early 2008, triggered by global financial 
turmoil. Exchange rates have failed to provide much respite for inflation, because 
currencies have either appreciated too little or weakened. 
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tries, borrowing spreads have risen markedly for 
banks relying on wholesale funding.

Current account balances have generally 
come under pressure from rising import bills for 
commodities and slowing export growth, while 
capital account and exchange rate develop-
ments have varied. Capital inflows to China have 
remained strong, as evidenced by a continuing 
surge of foreign reserves in excess of the trade 
surplus; capital flows to some other countries 
have become more volatile, particularly to those 
running sizable external deficits. Their cur-
rencies have come under pressure, prompting 
central banks to intervene in support (India, 
Pakistan, and Vietnam). The Korean won has 
also weakened, partly owing to a turnaround in 
the current account balance to a small deficit, 
on the back of worsening terms of trade. Dif-
fering nominal exchange rate developments, in 
turn, have driven divergent trends in real effec-
tive exchange rates, with the Chinese renminbi 
and the ASEAN currencies continuing to appre-
ciate, and the South Asian and NIEs’ currencies 
weakening (see Figure 2.4).

Growth in the region is projected to moder-
ate to 7¾ percent in 2008 and 7 percent in 2009 
from 9¼ percent in 2007 (Table 2.3). Weakening 
external demand is likely to weigh on exports, 
but, in some cases, the impact may be mitigated 
by still-loose macroeconomic policies and cur-
rency depreciation. Investment will also mod-
erate, mainly because of deteriorating export 
prospects. Consumption will ease because of 
still-high fuel and food prices, although sub-
sidies, which are common in the region, may 
cushion the impact on purchasing power. The 
risks to the outlook are firmly to the downside. 
The main concern is that a buildup of stress in 
the global financial system and a sharper-than-
anticipated global slowdown could further weigh 
on activity. On the upside, domestic demand 
may prove more resilient, with falling commod-
ity prices providing a boost to real incomes.

Headline CPI inflation has soared in a num-
ber of countries on the back of increases in food 
prices and administered fuel prices in the first 
half of the year. Indicators of underlying infla-

tion pressure have risen to a lesser extent, but 
some countries still face risks of further second-
round effects. In China, headline CPI inflation 
has steadily declined since its 8½ percent peak 
in April, as food supply conditions have normal-
ized. Core inflation has been rising gradually, 
but remains contained. In India, CPI inflation 
jumped to 9 percent in August. Underlying infla-
tion pressures have increased, as high resource 
utilization and robust credit growth have created 
fertile ground for second-round effects (see 
Figure 2.4). Insufficient policy tightening has 
also contributed.

Although increases in food and fuel prices 
may continue to subside in the coming months 
and growth will moderate, inflation is expected 
to remain at elevated rates over the near term. 
Headline inflation is projected to rise to about 
7¼ percent (year over year) in 2008 for the 
region as a whole from 5 percent in 2007, before 
declining to near 6 percent in 2009. Underlying 
inflation pressures are also likely to remain high 
in the environment of tight resource utilization 
and still-loose macroeconomic policies.

Responses to rising inflation have varied 
across the region. Some economies tightened 
monetary policy—by hiking interest rates (India, 
Indonesia, Korea, Philippines, Thailand, Taiwan 
Province of China, and Vietnam), tightening 
reserve requirements (Cambodia, India, Viet-
nam), and creating more scope for appreciation 
in the exchange rate band (Singapore). More 
recently, the People’s Bank of China lowered 
the benchmark lending rates and reduced the 
reserve requirement ratio, on concerns about 
slowing growth. India and Korea intervened in 
the foreign exchange market to support their 
currencies. Countries that have continued to 
accumulate foreign reserves have partially steril-
ized them through the issuance of bonds and 
increases in reserve requirements to contain 
the buildup of liquidity. Offsetting the effects 
of monetary tightening, the fiscal policy stance 
has been eased in many countries, however, 
reflecting significant increases in fuel subsidies. 
Although several countries have raised admin-
istered fuel prices (for example, Bangladesh, 
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China, India, Malaysia, and Vietnam), the 
increase was small (except in Vietnam) com-
pared with the increase in world fuel prices, and 
in some cases resources raised have been used to 
increase other expenditures, for example, food 
subsidies. Several major rice exporters in the 
region (Cambodia, China, India, and Vietnam) 
introduced export bans, quotas, or taxes to 
raise domestic food supplies and lower domestic 
prices, adding to pressure on world prices.

Against this background, a major policy 
dilemma for the region is how to respond to 
the weakening growth outlook and global 
financial turbulence, without losing sight of 
inflation risks. Although there is considerable 
divergence in country circumstances, downside 
risks to growth in emerging Asia have risen in 
recent months, while inflation risks have mod-
erated as food and oil prices came down from 
the peaks observed earlier in the year. Policy 
priorities have shifted accordingly, although 
there remain notable differences in country 
circumstances.

• In most countries domestic demand is weak-
ening rapidly and some policy tightening has 
already taken place. Although authorities 
need to remain alert to inflation risks, policy 
easing could be justified if downside risks 
to growth are significant. In countries with 
strong fiscal positions, automatic stabilizers 
can be allowed to operate in full. However, 
the use of discretionary fiscal policy needs to 
be approached with caution, as past experi-
ence suggests that such actions are difficult 
to time well and have not been very effective 
(see Chapter 5). But it could be justified in 
the face of deteriorating growth prospects 
in countries with strong underlying fiscal 
positions.

• By contrast, in a few countries where growth 
is expected to remain relatively strong, 
where risks for further second-round infla-
tion effects are higher, and where monetary 
policy credibility has not yet been firmly 
established—macroeconomic policies still 
need to lean toward tightening (for example, 

table 2.3. selected asian economies: real gdP, Consumer Prices, and Current account Balance
(Annual percent change unless noted otherwise)

Real GDP Consumer Prices1 Current Account Balance2

2006 2007 2008 2009 2006 2007 2008 2009 2006 2007 2008 2009

emerging asia3 9.2 9.3 7.7 7.1 3.8 4.9 7.3 5.8 5.8 6.8 5.2 5.0
China 11.6 11.9 9.7 9.3 1.5 4.8 6.4 4.3 9.4 11.3 9.5 9.2

south asia4 9.2 8.7 7.6 6.4 6.5 6.9 8.8 8.8 –1.4 –1.7 –3.3 –3.3
India 9.8 9.3 7.9 6.9 6.2 6.4 7.9 6.7 –1.1 –1.4 –2.8 –3.1
Pakistan 6.9 6.4 5.8 3.5 7.9 7.8 12.0 23.0 –3.9 –4.8 –8.7 –6.4
Bangladesh 6.5 6.3 7.0 5.6 7.1 9.1 10.1 10.0 1.2 1.1 1.0 0.9

asean–5 5.7 6.3 5.5 4.9 8.1 4.4 9.6 7.2 4.8 5.1 2.7 2.1
Indonesia 5.5 6.3 6.1 5.5 13.1 6.2 9.8 8.8 3.0 2.5 0.1 –0.1
Thailand 5.1 4.8 4.7 4.5 4.6 2.2 5.7 3.2 1.1 6.4 3.1 2.0
Philippines 5.4 7.2 4.4 3.8 6.2 2.8 10.1 7.0 4.5 4.4 2.4 2.2
Malaysia 5.8 6.3 5.7 4.8 3.6 2.0 6.0 4.7 16.1 15.6 14.8 13.2
Vietnam 8.2 8.5 6.3 5.5 7.5 8.3 24.0 15.0 –0.3 –9.9 –11.7 –10.4

newly industrialized asian economies 5.6 5.6 4.0 3.2 1.6 2.2 4.8 3.5 5.3 6.2 4.7 4.3
Korea 5.1 5.0 4.1 3.5 2.2 2.5 4.8 4.0 0.6 0.6 –1.3 –0.7
Taiwan Province of China 4.9 5.7 3.8 2.5 0.6 1.8 4.2 2.5 7.2 8.6 7.8 6.5
Hong Kong SAR 7.0 6.4 4.1 3.5 2.0 2.0 4.8 4.3 12.1 13.5 11.7 10.3
Singapore 8.2 7.7 3.6 3.5 1.0 2.1 6.5 3.3 21.8 24.3 19.1 17.0
1Movements in consumer prices are shown as annual averages. December/December changes can be found in Table A7 in the Statistical 

Appendix.
2Percent of GDP.
3Consists of developing Asia, the newly industrialized Asian economies, and Mongolia.
4Includes Maldives, Nepal, and Sri Lanka.
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in Indonesia and Vietnam). Monetary policy 
tightening should be the first line of defense 
against rising inflation but may need to 
be complemented in some cases by greater 
exchange rate flexibility or fiscal action. 
Fiscal restraint could help reduce inflation 
pressures, especially in countries where rising 
food and fuel subsidies, as well as public wage 
increases, have weakened fiscal positions and 
contributed to price pressures.

latin america and the Caribbean: 
navigating a More Perilous environment

As in other parts of the world, Latin Ameri-
can economies are facing an awkward combina-
tion of slowing activity, more difficult external 
conditions, and still-high inflation. After four 
years of strong output growth, the pace eased 
in most economies of the region during the 
first half of 2008, largely because of moderating 
exports. Domestic demand has remained quite 
robust so far this year, sustained by terms-of-
trade gains for commodity exporters, but is 
expected to be dampened as the global econ-
omy slows and by the shift toward monetary 
policy tightening to contain inflation. Countries 
in the region have also been facing more diffi-
cult external conditions in recent months. Latin 
America has been increasingly affected by tur-
bulent conditions in mature financial markets, 
with equity prices falling sharply, spreads widen-
ing markedly, access to dollar funding tighten-
ing appreciably, and exchange rates coming 
under pressure, especially in commodity-export-
ing countries facing lower export prices.

Overall, GDP growth is projected to come 
down from 5½ percent in 2007 to 4½ percent 
in 2008 and 3¼ percent in 2009 (Table 2.4). 
The somewhat sharper deceleration in 2009 
than envisaged in the July 2008 World Eco-
nomic Outlook Update reflects the weaker global 
outlook, softer commodity prices, and more 
difficult external financial conditions. Growth 
in Brazil would come down below trend, and 
activity would remain sluggish in Mexico as 
exports and remittances are dampened by the 

U.S. slowdown. Growth in Central America and 
the Caribbean is also expected to ease, reflect-
ing the impact of slow U.S. growth on remit-
tances, trade, and tourism, as well as high fuel 
costs.

Headline inflation for the region as a whole 
rose to 8 percent in August, the highest rate 
in five years, although it is expected to mod-
erate in the latter part of 2008 and 2009, 
helped by softening international commodity 
prices, tighter monetary policies, and slowing 
demand growth. Still, inflation will remain at 
double-digit levels in a number of countries 
in the region, including Bolivia, Paraguay, the 
República Bolivariana de Venezuela, and sev-
eral Central American countries, and analysts 
believe that actual inflation in Argentina is con-
siderably higher than the official rate of 9.0 per-
cent in August (Figure 2.5).9 Although nominal 
wage growth has remained under control in 
most countries, high inflation expectations are 
feeding into wage negotiations in countries 
such as Argentina and the República Bolivari-
ana de Venezuela, where capacity constraints 
are tight. In countries with inflation-targeting 
central banks—Brazil, Chile, Colombia, Mexico, 
and Peru—inflation has also risen, in some 
cases above target ranges, but increases have 
generally been more contained than elsewhere 
in the region, and there are signs of stabiliz-
ing or even declining inflation expectations for 
some countries.

In response, central banks have raised policy 
interest rates, most actively in the inflation-tar-
geting countries, where exchange rate apprecia-
tion has also helped contain inflation pressures. 
In Brazil, monetary policy tightening has been 
supported by an increase in the primary fiscal 
surplus target for 2008 by ½ percentage point of 
GDP. However, fiscal policy has not in general 
been restrictive across the region, in part because 
of the budgetary impact of delayed pass-through 

9Data for CPI inflation for several provincial capitals for 
August 2008 are generally well above this rate, although it 
should be noted that provincial data do not reflect price 
changes on the same basket of goods.
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of international oil price increases and increased 
explicit subsidies. Although inflation should now 
gradually recede, monetary tightening is still 
warranted in some countries where real inter-
est rates have become significantly negative and 
there is a sense that policy credibility is being 
eroded. Central banks with inflation-targeting 
regimes have earned some limited scope to toler-
ate temporary deviations of headline inflation 
from objectives, but, depending on evolving 
risks to activity, some may still need to raise rates 
further. At the same time, tighter control over 
the growth of government spending would help 
restrain domestic demand growth and reduce 
exposure to adverse shifts in market sentiment.

External positions are generally robust, 
although the turbulence in the global economy 
may erode the cushions that have been built 
up over the past few years. The region’s cur-
rent account balance is expected to move to 
deficit in 2008 and 2009, after being in surplus 
since 2003, but the deficit will remain quite low. 
Moreover, reserve levels are high, and flexible 
exchange rates provide room to maneuver in 
a number of countries. Overall, public sector 

balance sheet vulnerabilities have been reduced 
and credit ratings raised—Brazil and Peru both 
achieved “investment grade” ratings in recent 
months. However, conditions for U.S. dollar 
funding have tightened in several countries over 
the past month, which—together with a sus-
tained drop in commodity prices—could stretch 
macroeconomic policy frameworks.

Risks to this outlook are to the downside, 
largely related to external developments. A 
deeper downturn in global growth could trigger 
a sharp drop in commodity prices, while external 
financing conditions facing Latin America could 
continue to tighten. Such a scenario would slow 
growth in the region even more, and although 
inflation would moderate considerably, external 
positions could come under serious stress. In this 
event, policymakers would need to stand ready to 
adapt policies as needed to preserve macroeco-
nomic stability and the prospects for long-term 
growth. Those few countries with very strong 
fiscal positions may have some scope for a coun-
tercyclical fiscal response. Flexible exchange rate 
management would provide resilience in the face 
of potentially volatile foreign exchange flows.

latin aMeriCa and the CariBBean: navigating a More Perilous environMent

table 2.4. selected Western Hemisphere economies: real gdP, Consumer Prices,  
and Current account Balance
(Annual percent change unless noted otherwise)

Real GDP Consumer Prices1 Current Account Balance2

2006 2007 2008 2009 2006 2007 2008 2009 2006 2007 2008 2009

Western Hemisphere 5.5 5.6 4.6 3.2 5.3 5.4 7.9 7.3 1.5 0.4 –0.8 –1.6

south america and Mexico3 5.4 5.6 4.6 3.1 5.2 5.3 7.6 7.1 1.8 0.8 –0.5 –1.3
Argentina 8.5 8.7 6.5 3.6 10.9 8.8 9.1 9.1 2.6 1.7 0.8 –0.6
Brazil 3.8 5.4 5.2 3.5 4.2 3.6 5.7 5.1 1.3 0.1 –1.8 –2.0
Chile 4.3 5.1 4.5 3.8 3.4 4.4 8.9 6.5 4.7 4.4 –1.1 –0.9
Colombia 6.8 7.7 4.0 3.5 4.3 5.5 7.3 5.5 –1.8 –2.9 –2.2 –1.9
Ecuador 3.9 2.5 3.0 3.0 3.3 2.3 8.5 5.1 3.9 2.3 5.6 1.5
Mexico 4.9 3.2 2.1 1.8 3.6 4.0 4.9 4.2 –0.2 –0.6 –1.4 –2.2
Peru 7.7 8.9 9.2 7.0 2.0 1.8 5.6 4.4 3.0 1.4 –2.0 –1.8
Uruguay 7.0 7.4 6.5 5.5 6.4 8.1 6.8 6.2 –2.4 –0.8 –2.6 –1.9
Venezuela, Rep. Boliv. de 10.3 8.4 6.0 2.0 13.7 18.7 27.2 33.5 14.7 8.8 8.5 3.4

Central america4 6.2 6.6 4.6 4.2 6.5 6.7 10.9 8.5 –4.8 –6.9 –9.1 –8.7

the Caribbean4 7.8 5.6 3.7 2.9 7.8 6.7 12.1 10.1 –0.7 –1.7 –5.3 –4.4
1Movements in consumer prices are shown as annual averages. December/December changes can be found in Table A7 in the Statistical 

Appendix.
2Percent of GDP.
3Includes Bolivia and Paraguay.
4The country composition of these regional groups is set out in Table F in the Statistical Appendix.
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emerging europe: Prospects for a soft 
landing

Following a prolonged economic expan-
sion, activity in emerging Europe has started to 
moderate and a significant slowdown appears in 
the offing. Weaker external demand, especially 
owing to the cooling of demand in western 
Europe, and tighter external financing condi-
tions are weighing on investment and exports, 
while private consumption has slowed in the 
face of soaring food and energy prices. Nonethe-
less, ongoing expansion of productive capacity 
and rapid lending to the private sector by mostly 
foreign banks (particularly in Bulgaria and 
Romania) have continued to support domes-
tic demand, although prospects for continued 
strong capital inflows have weakened noticeably. 
The Baltics, notably Estonia and Latvia, are 
already undergoing sharp corrections as large 
domestic and external imbalances that had 
accumulated during drawn-out consumption-
and-investment booms are starting to unwind 
(Figure 2.6). With real incomes eroded by high 
debt service and inflation and with foreign 
banks pulling back loan expansion on increasing 
concerns about a buildup of imbalances, private 
consumption and, to a lesser extent, investment 
have plummeted and current account deficits 
have started to decline.

Amid still-buoyant domestic demand and 
still-tight labor markets, inflation has been 
further boosted by increases in food and energy 
prices. By June 2008, headline inflation in most 
countries was double what it was a year earlier, 
reaching double digits in the Baltics (especially 
Latvia), Bulgaria, and Turkey. Underlying infla-
tion has also climbed because of rising wages 
(for example, in Poland and the Slovak Repub-
lic) and strong demand pressures (particularly 
in Bulgaria, Romania, and Turkey). There is also 
evidence of second-round effects from surging 
food and energy prices, and inflation expecta-
tions have edged up in many countries. With 
inflation targets exceeded by wide margins, 
monetary policy has been tightened in cen-
tral and eastern Europe (CEE), Romania, and 
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Turkey in the context of floating exchange rate 
regimes. In the CEE economies, strengthening 
currencies and good harvests have helped com-
bat inflation pressures. However, countries with 
fixed exchange rates (the Baltics and Bulgaria) 
have had less room to tighten the monetary 
stance; in Romania and Turkey, currency depre-
ciation contributed to inflation despite interest 
rate increases. Nonetheless, in Estonia, Hungary, 
and Latvia, inflation pressures have started to 
ebb in the course of economic corrections (see 
Figure 2.6).

Growth is expected to continue to decelerate 
markedly, including on account of diminishing 
capital inflows and tighter financial constraints. 
In the CEE economies, growth is projected 
to ease from about 6 percent in 2007 to near 
4½ percent in 2008 and 3½ percent in 2009 
(Table 2.5). Weakening demand from western 
Europe will slow exports and investment, and 
high inflation will take a toll on real incomes 
and consumption. Growth in southern and 
southeastern Europe (SEE) and Turkey will also 
weaken, as a worsening external outlook and 
still-high commodity prices weigh on consump-
tion and investment. Corrections in the Baltics 
are expected to continue, with growth projected 
to drop from an average of near 9 percent in 
2007 to 1¼ percent in 2008 and to –¼ percent 
in 2009. The economies are projected to start 
to recover gradually during the second half of 
2009. Inflation pressures are expected to ease 
in 2009 as increases in commodity prices and 
domestic cost and demand pressures subside.

The risks to the outlook are tilted to the 
downside. They relate to deterioration in exter-
nal financing conditions, larger than expected 
weakening of external demand, and renewed 
increases in commodity prices. Countries with 
large current account deficits financed in part 
by non-foreign-direct-investment capital inflows 
are particularly vulnerable to a sharp reversal 
of capital inflows. In some countries in emerg-
ing Europe, large nonresident holdings of local 
currency bonds, extensive domestic borrow-
ing in foreign currencies, and dependence of 
some financial institutions on wholesale fund-
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Figure 2.6.  Emerging Europe: Are Credit Booms 
Cooling Off?

   Sources: Haver Analytics; IMF, International Financial Statistics; and IMF staff estimates.
     Includes Czech Republic, Hungary, Poland, and Slovak Republic.
     Two-quarter moving average.
     Overall consumer price index (CPI) excluding energy, food, alcohol, and tobacco.
     Calculated as overall compensation divided by GDP, except for Romania, where wages 
are used instead of compensation.

Credit to the private sector has expanded at a much faster rate in the Baltics, Bulgaria, 
and Romania than in other countries in the region. Credit booms have been 
accompanied by a buildup of significant external imbalances. Estonia and Latvia are 
now undergoing a sharp correction, while consumption and GDP continue to grow 
briskly in Bulgaria and Romania and, to a lesser extent, in Lithuania. Core inflation 
and growth of unit labor costs have started to stabilize in Estonia and Latvia, while in 
Bulgaria, Lithuania, and Romania inflation pressures remain strong.
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ing from abroad accentuate vulnerabilities to 
further changes in market sentiment. Beyond 
these risks, there is considerable uncertainty 
about the pace of adjustment in the Baltics. An 
even-sharper-than-projected slowdown can-
not be ruled out, should external or domestic 
confidence plummet. The downturn may also 
be more prolonged than expected, if the labor 
markets, which must adjust to restore competi-
tiveness, proves to be less flexible than expected.

Financial risks have risen appreciably with the 
onset of the turbulence in advanced financial 
markets. Although banks operating in emerging 
Europe have little if any direct exposure to the 
U.S. subprime market, they (and their foreign 
parents) have been affected by the widening 
turmoil in western Europe. A decline in global 
risk appetite has raised liquidity risks by increas-
ing banks’ external funding costs and shorten-
ing maturities. Credit risks have also risen: the 
credit boom was accompanied by lengthening 
maturities, rising loan-to-value ratios, and more 
exposure to riskier products (for example, 
yen-denominated loans in Hungary and Swiss-

franc-denominated loans in Poland, including 
at variable rates). A recent deceleration in real 
estate prices, at least in some countries, makes 
banks more vulnerable to credit risk. Foreign 
currency lending is widespread, in both fixed-
exchange-rate countries (for example, most 
lending is done in euros in the Baltics) and in 
floating-exchange-rate countries (for example, 
in Hungary and Romania, foreign currency 
loans accounted for about 60 percent of total 
household loans in 2007). Lower equity prices 
and rising bond spreads have raised funding 
costs.

The policy challenge is how to engineer a soft 
landing, while continuing to lay the groundwork 
for sustainable convergence to western Euro-
pean living standards.
• In the CEE economies, the risks to inflation 

and growth appear balanced, justifying keep-
ing monetary policy on hold for the moment, 
although the balance of risks hinges on 
unpredictable capital flows and exchange rate 
developments. Fiscal positions have recently 
been strengthened by buoyant revenues and 

table 2.5. selected emerging european economies: real gdP, Consumer Prices,  
and Current account Balance
(Annual percent change unless noted otherwise)

Real GDP Consumer Prices1 Current Account Balance2

2006 2007 2008 2009 2006 2007 2008 2009 2006 2007 2008 2009

emerging europe 6.7 5.7 4.5 3.4 5.4 5.7 7.8 5.8 –6.0 –6.6 –7.1 –7.2
Turkey 6.9 4.6 3.5 3.0 9.6 8.8 10.5 8.4 –6.0 –5.7 –6.5 –6.7
Excluding Turkey 6.6 6.3 5.0 3.5 3.2 4.1 6.4 4.5 –6.0 –7.1 –7.4 –7.4

Baltics 9.8 8.8 1.2 –0.3 4.8 7.3 12.5 7.3 –15.8 –18.1 –14.0 –8.6
Estonia 10.4 6.3 –1.5 0.5 4.4 6.6 10.2 5.1 –16.7 –18.1 –10.8 –8.7
Latvia 12.2 10.3 –0.9 –2.2 6.5 10.1 15.9 10.6 –22.7 –22.9 –15.1 –8.3
Lithuania 7.9 8.9 3.9 0.7 3.8 5.8 11.3 6.2 –10.7 –14.6 –14.9 –8.7

Central europe 6.2 6.1 4.6 3.6 2.1 3.4 4.9 3.5 –3.6 –3.7 –4.4 –5.0
Czech Republic 6.8 6.6 4.0 3.4 2.5 2.8 6.7 3.4 –2.6 –1.8 –2.2 –2.5
Hungary 3.9 1.3 1.9 2.3 3.9 7.9 6.3 4.1 –6.1 –5.0 –5.5 –6.1
Poland 6.2 6.6 5.2 3.8 1.0 2.5 4.0 3.3 –2.7 –3.8 –4.7 –5.7
Slovak Republic 8.5 10.4 7.4 5.6 4.3 1.9 3.9 3.6 –7.1 –5.4 –5.1 –4.7

southern and south-  
eastern europe 7.0 6.0 7.3 4.5 6.2 5.1 8.8 6.4 –10.7 –14.1 –14.8 –14.0

Bulgaria 6.3 6.2 6.3 4.2 7.4 7.6 12.2 7.0 –15.6 –21.4 –24.4 –21.5
Croatia 4.8 5.6 3.8 3.7 3.2 2.9 7.0 4.9 –7.9 –8.6 –10.1 –10.2
Romania 7.9 6.0 8.6 4.8 6.6 4.8 8.2 6.6 –10.4 –14.0 –13.8 –13.3
1Movements in consumer prices are shown as annual averages. December/December changes can be found in Table A7 in the Statistical 

Appendix.
2Percent of GDP.
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spending restraint, but there is little room for 
automatic stabilizers to operate in full. Con-
tinued fiscal consolidation would help widen 
these margins and unburden monetary policy. 
Public finances need to be put on a sustain-
able long-term path to meet the challenges 
posed by population aging and to support 
continued convergence with the euro area, 
particularly in the Slovak Republic, which is 
scheduled to adopt the euro in January 2009. 
Addressing remaining rigidities in the labor 
market would facilitate long-term fiscal adjust-
ment while easing labor market constraints 
and wage pressures.

• In the Baltics, macroeconomic adjustment 
needs to run its course. Although domestic 
demand pressures are subsiding, especially in 
Estonia and Latvia, external imbalances still 
loom large, inflation is at double-digit levels, 
and confidence is weakening. It is important 
to resist the temptation to significantly ease 
fiscal policy in the downturn, considering that 
these economies’ high degree of openness 
would limit its impact on demand. It will be 
important to claw back unsustainable expen-
diture increases from the recent past and tar-
get structural balance over the medium term. 
There is also a need for heightened super-
visory vigilance and contingency plans for 
financial institutions to deal with potentially 
significant loan losses from the economic 
downturn. This will require close collabora-
tion between domestic and foreign prudential 
authorities, given the large share of foreign-
owned banks.

• In the SEE economies, action is needed to 
rein in rising external and internal imbal-
ances, mindful of the more volatile external 
financing conditions. Like the Baltics several 
years ago, these countries are still enjoying 
“good times,” and fiscal and income policies 
need to avoid adding procyclical impulses 
to the already overheating private sector. 
Specifically, growth in public expenditures 
needs to be contained by keeping public 
wage increases in line with productivity 
growth and reducing the size of government, 

in conjunction with reforms to raise the effi-
ciency of the public sector. With credit to the 
private sector growing at double-digit rates, 
maintaining high prudential standards—and 
rigorously applying them—is critical in 
order to prevent weakening credit standards. 
Again, close cross-border collaboration will 
be important, for the same reasons as in the 
Baltics.

Commonwealth of independent states: 
Managing the Commodity Price Boom

Real GDP growth has been strong in most 
countries of the Commonwealth of Indepen-
dent States (CIS), underpinned by buoyant 
domestic demand that has been boosted by 
terms-of-trade gains in most countries in the 
region and expansionary macroeconomic poli-
cies. However, growth prospects are deterio-
rating as the region has been affected by the 
global financial turmoil, notably Kazakhstan 
and, more recently, Russia, which have been 
confronted by loss of confidence and a sharp 
turn in capital flows. Weakening demand from 
partner countries would add to the effects on 
growth of unsettled financial markets.

High world prices for food and fuel have 
contributed significantly to inflation pressures 
across the region. Partly as a result of the high 
weight of food in household consumption, 
headline inflation accelerated sharply during 
the first half of 2008, reaching nearly 15 per-
cent by the summer (Figure 2.7). Moreover, 
core inflation has picked up around the region, 
reflecting the combination of strains from ris-
ing commodity prices and domestic demand 
pressures. Thus, there are concerns about over-
heating, with output consistently above poten-
tial and labor markets remaining tight. The 
policy stance generally continues to be expan-
sionary across the region; interest rates have 
turned negative in real terms, while government 
spending continues to expand rapidly. High 
international commodity prices have contin-
ued to boost trade balances in net commodity 
exporters, while net commodity importers have 

CoMMonWealth of indePendent states: Managing the CoMModity PriCe BooM
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seen a marked weakening in their external posi-
tions. Azerbaijan, Kazakhstan, Russia, Turkmen-
istan, and Uzbekistan have benefited most from 
terms-of-trade gains, whereas terms of trade in 
Armenia, Moldova, and Tajikistan have wors-
ened. In net food importers, food balances have 
deteriorated significantly, with deficits reach-
ing precarious levels in some countries. Linked 
to the rising cost of food imports, the Kyrgyz 
Republic received an augmented disbursement 
from the IMF in May to help meet a larger than 
expected balance of payments shortfall.

In response to slowing external demand and 
emerging financial market pressure, real GDP 
growth is projected to slow from 7¼ percent this 
year to about 5¾ percent in 2009 (Table 2.6). 
Notwithstanding recent oil price declines, 
output is expected to grow at a solid pace in net 
energy exporters, where terms-of-trade gains 
should continue to boost demand, whereas net 
energy importers will likely see their growth 
momentum weaken noticeably. In Russia, the 
growth forecast for 2008 reflects a stronger-than-
expected performance early in the year, rising 
terms-of-trade gains, and a larger-than-expected 
fiscal stimulus package. But growth is set to 
weaken appreciably, reflecting slowing world 
demand and tightening financial conditions. 
In Kazakhstan, growth is expected to remain 
relatively subdued as the excesses of the earlier 
credit boom unwind, although the still-buoyant 
oil sector should continue to partially offset the 
effects of the credit crunch. In Ukraine, the 
growth forecast for 2008 reflects strong perfor-
mance during the first half of the year, terms-
of-trade gains, and indications of a bumper 
harvest. Going forward, growth is projected to 
decelerate markedly, reflecting weaker export 
market growth, slowing real wage increases, 
moderating terms-of-trade gains, and higher 
financing costs.

Risks to the outlook have moved to the 
downside. Financial market uncertainties are a 
source of concern, notably for countries with 
rapidly expanding current account deficits, 
such as Ukraine, and for other countries that 
are already heavily reliant on capital inflows. 

Soaring food and fuel prices are causing divergence in external positions and 
contributing to rising inflation across the region, while expansionary policies 
continue to stimulate demand.

Figure 2.7.  Commonwealth of Independent States (CIS): 
Managing the Commodity Price Boom

CPI Weights
(percent, CIS average)

Interest Rates
(percent)

   Sources: IMF, International Financial Statistics; and IMF staff calculations.
     CPI = consumer price index.
     Output gaps are estimated using a Hodrick-Prescott filtered potential GDP. See Box 1.3 
for more detail on the methodology and the estimation issues involved.
     Deposit rates. Real rates are computed using headline inflation.
     Shares in total exports minus shares in total imports.
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Although further monetary and fiscal tightening 
is expected in the second half of 2008, the near-
term effects on activity and inflation will likely 
be limited. Accordingly, inflation risks are still 
on the upside for net commodity importers and 
exporters alike.

Inflation is now expected to be higher than 
projected in the April 2008 World Economic 
Outlook, 15½ percent this year and 12½ percent 
next year, reflecting intensifying price pres-
sures amid persistently high commodity prices 
and little spare capacity. Against this backdrop, 
monetary policy effectiveness generally remains 
constrained by inflexible exchange rate regimes, 
although in Ukraine the exchange rate was 
recently revalued within a widened trading 
band. To compensate, governments in CIS 
countries have resorted to a variety of fiscal and 
trade measures in order to contain inflation 
pressures and alleviate the social impact of rising 
food prices. These measures include reducing 
or eliminating import taxes and tariffs on key 

food items, cutting back domestic consumption 
taxes or stepping up subsidies for food and fuel, 
introducing direct price caps on key food items, 
and imposing export taxes and quotas. Some 
countries have introduced short-term supply-
oriented measures, mainly subsidies and other 
supports to agriculture. However, the fiscal costs 
of these measures have reached disconcerting 
proportions in a number of economies, raising 
concerns about fiscal sustainability.

For as long as inflation pressure is not 
projected to diminish markedly from presently 
elevated levels, stronger policy action is needed 
in many countries across the region in order 
to ensure that long-term inflation expectations 
remain firmly anchored. A comprehensive 
policy response would require a combination 
of monetary tightening and greater exchange 
rate flexibility, combined with a prudent fis-
cal stance. In particular, universal subsidies, 
which reinforce domestic demand pressures 
and burden public resources, could usefully be 

CoMMonWealth of indePendent states: Managing the CoMModity PriCe BooM

table 2.6. Commonwealth of independent states (Cis): real gdP, Consumer Prices, and Current 
account Balance
(Annual percent change unless noted otherwise)

Real GDP  Consumer Prices1 Current Account Balance2

2006 2007 2008 2009 2006 2007 2008 2009 2006 2007 2008 2009

Commonwealth of   
independent states 8.2 8.6 7.2 5.7 9.5 9.7 15.6 12.6 7.5 4.4 5.5 3.0

Russia 7.4 8.1 7.0 5.5 9.7 9.0 14.0 12.0 9.5 5.9 6.5 3.4
Ukraine 7.3 7.6 6.4 2.5 9.1 12.8 25.3 18.8 –1.5 –3.7 –7.2 –9.2
Kazakhstan 10.7 8.9 4.5 5.3 8.6 10.8 17.6 9.8 –2.4 –6.9 4.3 3.3
Belarus 10.0 8.2 9.2 8.0 7.0 8.4 15.3 9.6 –3.9 –6.8 –5.9 –8.0
Turkmenistan 11.4 11.6 10.8 10.3 8.2 6.3 13.0 12.0 15.7 15.4 26.5 33.0

low-income Cis countries 14.7 14.5 10.5 10.5 10.1 12.7 16.3 13.7 7.7 11.2 15.7 16.2
Armenia 13.3 13.8 10.0 8.0 2.9 4.4 9.4 5.0 –1.8 –6.4 –9.7 –10.8
Azerbaijan 30.5 23.4 16.0 16.4 8.4 16.6 22.4 20.0 17.7 28.9 38.3 38.6
Georgia 9.4 12.4 3.5 4.0 9.2 9.2 10.0 7.6 –15.9 –20.0 –20.8 –18.7
Kyrgyz Republic 3.1 8.2 7.5 6.7 5.6 10.2 24.5 12.2 –3.1 –0.2 –4.2 –5.4
Moldova 4.8 4.0 6.5 6.5 12.7 12.4 13.7 9.7 –11.8 –17.0 –19.9 –19.1
Tajikistan 7.0 7.8 6.0 7.0 10.0 13.2 21.6 15.5 –2.8 –11.2 –8.5 –8.1
Uzbekistan 7.3 9.5 8.0 7.5 14.2 12.3 11.1 10.6 17.2 19.1 16.8 12.8

Memorandum
Net energy exporters3 8.2 8.7 7.2 6.0 9.7 9.4 14.5 12.1 9.1 5.9 7.5 4.8
Net energy importers4 8.0 8.1 7.0 4.2 8.5 11.4 21.5 15.4 –3.0 –5.6 –7.9 –9.6

1Movements in consumer prices are shown as annual averages. December/December changes can be found in Table A7 in the Statistical 
Appendix.

2Percent of GDP. 
3Includes Azerbaijan, Kazakhstan, Russia, Turkmenistan, and Uzbekistan.
4Includes Armenia, Belarus, Georgia, Kyrgyz Republic, Moldova, Tajikistan, and Ukraine.
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replaced with temporary and targeted measures 
to alleviate the social effects of soaring food and 
energy prices on vulnerable segments of the 
population. In this regard, export restrictions 
and other policy interventions that prevent the 
needed supply adjustment are likely to prove 
counterproductive.

Over the longer term, the region continues to 
face the challenge of reducing its sensitivity to 
commodity price shocks through diversification 
of the economy away from primary commodi-
ties. Further efforts to improve the business 
climate; increase competition, including in the 
food and energy sectors; strengthen domestic 
financial systems; and continue to build market 
institutions more broadly would foster stronger 
performance and reduce vulnerabilities associ-
ated with terms-of-trade shifts.

sub-saharan africa: a test of Policy 
Frameworks

Economic growth in sub-Saharan Africa 
(SSA) is expected to moderate in the face of 
the financial turmoil and high energy and food 
prices, even though many SSA countries are 
benefiting from terms-of-trade gains result-
ing from the surge in other commodity prices. 
Overall, growth is projected to decline from 
near 7 percent in 2007 to just over 6 percent in 
2008–09. However, there are important cross-
country variations (Figure 2.8 and Table 2.7). 
Despite a weakening external environment, 
economic expansion in oil-exporting coun-
tries is expected to soften only moderately 
in 2008–09, with growth declining to about 
7½ percent from near 8 percent in 2007, owing 
to a near 75 percent improvement in the terms 
of trade in 2008. For oil importers, the terms of 
trade would remain broadly stable in 2008, with 
higher oil prices offset by higher export prices 
for metals, coffee, cocoa, and cotton.10 However, 

10Oil importers stand to benefit from higher prices for 
metals (Botswana, Ghana, Guinea, Kenya, Mozambique, 
Senegal, South Africa, Togo, Uganda, and Zambia), cof-
fee, cocoa, and cotton (Burundi, Côte d’Ivoire, Ethiopia, 

the countries hit hardest (Benin, The Gambia, 
Kenya, Madagascar, Rwanda, and Sierra Leone) 
are projected to experience a 15–20 percent 
deterioration in the terms of trade. In South 
Africa, SSA’s largest economy, electricity short-
ages early in 2008 and the need for a 500-basis-
point rise in policy interest rates since mid-2006 
to contain inflation are expected to slow growth 
from 5 percent in 2007 to about 3½ percent 
in 2008–09. The risks to the regional growth 
outlook are tilted to the downside and relate 
mainly to slower-than-expected growth in global 
demand and slowing capital inflows.

Recent sharp increases in food and fuel 
prices pose significant challenges for price 
stability across SSA. Inflation is expected to rise 
from about 7 percent in 2007 to near 12 percent 
in 2008, before easing to 9½ percent in 2009, 
although the average masks significant variation 
across countries. Food price rises tend to have 
a large impact on inflation in SSA, reflecting 
a high share of food in consumer baskets (see 
Chapter 3). Domestic demand pressures, which 
have emerged in some SSA countries during 
the past several years of robust growth, may also 
be amplifying the initial impact of food and 
fuel price shocks through second-round effects 
on inflation.

Against the backdrop of rising inflation, 
the impact of higher food prices on poverty is 
a major concern as it risks undermining past 
progress in this area and putting social cohe-
sion at risk. SSA countries’ strong dependence 
on imports of food and fuel as well as a high 
incidence of poverty make them most vulner-
able to increases in prices of these commodi-
ties. Populations in these countries have few 
options to hedge against rising food prices, and 
the urban poor tend to suffer most. The IMF 
staff estimates that rising prices for imported 
food would have the largest impact on pov-
erty in The Gambia, Ghana, Mauritania, and 
Swaziland owing to their high dependence on 

Kenya, Rwanda, Uganda, and Zambia, among others). 
For more details on the effects of the recent commodity 
price shock, see Chapter 3 and IMF (2008a).
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imports and low incomes (IMF, 2008a). Some 
countries have responded to rising inflation 
pressures by tightening monetary policy, but 
many have reduced import tariffs and the value-
added tax on food or have imposed export 
taxes and other restrictions.

The external positions of oil-importing coun-
tries are also coming under pressure because 
of surging prices of imported food and fuel. 
Current account deficits in oil-importing coun-
tries are projected to deteriorate on average 
from about 5 percent of GDP in 2007 to about 
5¾ percent of GDP in 2008 and 6¼ percent 
in 2009. In South Africa, a widening current 
account deficit, which stood at 7¼ percent of 
GDP in the second quarter of 2008, is of par-
ticular concern. The deficit is financed largely 
through volatile portfolio flows, although low 
external debt and a flexible exchange rate 
should provide some resilience if capital flows 
were to reverse. By contrast, current account 
balances in oil-exporting countries are in sur-
plus and are projected to strengthen further, 
from 8 percent in 2007 to 13½ percent in 2008 
and about 8 percent in 2009.

The main challenge for the region is how to 
respond to the large commodity price shock 
and the threat of slowing capital inflows. Oil-
importing countries, where the negative terms-
of-trade shock has weakened fiscal and external 
positions, need to adjust their monetary, fiscal, 
and income policies. Delaying the adjustment 
would put at risk not only macroeconomic sta-
bility but also recent achievements in improving 
policy and institutional frameworks, which have 
been largely responsible for SSA’s impressive 
growth performance in recent years.
• Countries with managed or fixed exchange 

rates need to tighten monetary policies 
through interest rate increases or adminis-
trative measures to prevent inflation expec-
tations from becoming ingrained and to 
strengthen the balance of payments and 
fiscal positions. A reduction in public sector 
borrowing and greater exchange rate flexibil-
ity would support monetary tightening and 
ease pressure on the balance of payments.

Figure 2.8.  Sub-Saharan Africa: The Mixed Blessing of 
High Commodity Prices

Oil Importers

   Sources: Haver Analytics; IMF, Direction of Trade Statistics; and IMF staff calculations. 
     Consumer price index (CPI) inflation measured as percent change from a year earlier, 
left scale; fiscal balances measured as percent of GDP, right scale.
     Current account balances measured as percent of GDP, right scale; terms of trade 
measured as index, 2000 = 100, left scale.
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At the aggregate level, growth in Africa is expected to show some resilience to the 
global slowdown, as many countries benefit from improvement in the terms of trade 
owing to a surge in fuel and nonfuel commodity prices, and net capital inflows to the 
region remain broadly steady. Nonetheless, there are dramatic differences in the 
economic performance of oil importers and exporters, with the former experiencing a 
significant deterioration in their current account and fiscal positions, as well as a 
sharp rise in inflation.
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• At the same time, targeted fiscal measures, 
including subsidies, are needed to help 
protect the poor. These measures would need 
to be complemented by steps to safeguard 
the long-term budget position, including a 
gradual yet full pass-through of international 
oil prices to consumer prices as better-tar-
geted measures are put in place for the poor. 
Price controls on food items are likely to be 
ineffective, leading to shortages and budget-
ary costs rather than reduced inflation.

• Additional donor assistance is needed to 
cushion the impact of adjustment on vul-
nerable countries that have high poverty 
levels, limited access to foreign financing, 

low reserve cushions, and high external or 
public debt levels. Such funding would allow 
these countries to meet higher import bills 
and provide targeted budget assistance to the 
poorest segments of the population while the 
necessary adjustments are phased in. Over 
the longer term, donor assistance could seek 
to promote the development of domestic 
agriculture and sustainable social safety nets.
Oil-exporting countries face the challenge of 

managing the windfall gains from high com-
modity prices more successfully than during 
similar past episodes, which failed to produce 
permanent improvements in living standards. 
Rising current account surpluses and inflation 

table 2.7. selected african economies: real gdP, Consumer Prices, and Current account Balance
(Annual percent change unless noted otherwise)

Real GDP Consumer Prices1 Current Account Balance2

2006 2007 2008 2009 2006 2007 2008 2009 2006 2007 2008 2009

africa 6.1 6.3 5.9 6.0 6.3 6.2 10.2 8.3 2.9 0.4 3.0 0.2

Maghreb 4.3 4.3 5.5 4.9 3.1 3.0 4.3 4.0 13.9 12.1 15.5 10.3
Algeria 2.0 4.6 4.9 4.5 2.5 3.6 4.3 4.0 24.8 22.8 28.1 19.8
Morocco 7.8 2.7 6.5 5.5 3.3 2.0 3.9 3.5 2.2 –0.1 0.4 –0.3
Tunisia 5.5 6.3 5.5 5.0 4.5 3.1 5.1 4.5 –2.0 –2.6 –3.4 –3.5

sub-sahara 6.6 6.9 6.1 6.3 7.3 7.1 11.9 9.5 –0.3 –3.0 –0.7 –2.4
Horn of africa3 11.3 10.6 8.4 7.2 9.1 11.0 19.5 20.9 –13.4 –10.4 –6.3 –6.5
Ethiopia 11.6 11.4 8.4 6.5 12.3 15.8 25.3 40.8 –9.1 –4.5 –5.0 –5.2
Sudan 11.3 10.2 8.5 7.7 7.2 8.0 16.0 10.0 –15.2 –12.6 –6.3 –6.7

great lakes3 7.1 7.0 6.5 7.6 10.4 9.2 15.7 7.9 –4.3 –4.5 –6.2 –7.8
Congo, Dem. Rep. of 5.6 6.3 10.0 10.3 13.2 16.7 17.5 15.1 –2.4 –1.8 –1.9 –12.6
Kenya 6.4 7.0 3.3 6.4 14.5 9.8 25.0 6.5 –2.3 –3.1 –6.1 –4.5
Tanzania 6.7 7.1 7.5 8.0 7.3 7.0 9.2 6.5 –7.7 –9.0 –9.8 –10.0
Uganda 10.8 7.9 9.8 8.1 6.6 6.8 7.3 7.8 –3.5 –2.8 –3.4 –5.8

southern africa3 11.0 12.9 10.6 9.4 11.5 10.0 11.3 9.4 12.8 6.7 9.6 8.3
Angola 18.6 21.1 16.0 12.8 13.3 12.2 12.1 9.3 23.3 11.3 18.0 15.9
Zimbabwe4 –5.4 –6.1 . . . . . . 1,016.7 10,452.6 . . . . . . –7.0 –3.5 . . . . . .

West and Central africa3 4.9 5.1 5.4 6.8 6.8 4.6 9.3 8.3 4.5 –0.8 3.1 –0.4
Ghana 6.4 6.3 6.5 5.8 10.2 10.7 16.8 13.3 –9.0 –10.9 –13.1 –13.2
Nigeria 6.2 5.9 6.2 8.1 8.3 5.5 11.0 11.1 9.5 2.1 6.2 0.6

CFa franc zone3 2.8 4.2 4.3 5.6 3.2 1.4 5.6 4.1 0.1 –2.4 2.5 0.7
Cameroon 3.2 3.5 3.8 4.6 5.1 0.9 4.1 2.1 0.6 –1.9 1.3 –1.1
Côte d’Ivoire 0.7 1.6 2.9 4.7 2.5 1.9 5.6 5.7 2.8 –0.7 3.8 –0.6

south africa 5.4 5.1 3.8 3.3 4.7 7.1 11.8 8.0 –6.5 –7.3 –8.0 –8.1
Memorandum
Oil importers 5.9 5.3 5.0 5.0 6.3 6.6 10.9 8.5 –3.8 –4.9 –5.7 –6.3
Oil exporters5 6.5 7.9 7.4 7.6 6.4 5.5 9.2 8.0 13.1 7.9 13.5 8.1

1Movements in consumer prices are shown as annual averages. December/December changes can be found in Table A7 in the Statistical 
Appendix.

2Percent of GDP.
3The country composition of these regional groups is set out in Table F in the Statistical Appendix.
4No projections for 2008 and beyond are shown. The inflation figure for 2007 represents an estimate.
5Includes Chad and Mauritania in this table.
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pressures call for close coordination between 
monetary and fiscal policies. Saving a portion of 
oil revenues would help mitigate emerging infla-
tion pressures while laying a solid financial basis 
for addressing vital infrastructure, health, and 
social needs. Monetary tightening could help 
stabilize inflation and guard against the develop-
ment of a generalized inflation process. Allow-
ing nominal exchange rates to appreciate would 
also help keep inflation under control.

Middle east: overheating still a Concern
Activity continues to grow at a robust pace in 

much of the Middle East, while inflation pres-
sures either remain high or keep rising, particu-
larly in a number of oil exporters. Real GDP 
growth in Middle Eastern countries is projected 
to weaken only modestly during 2008–09, from 
6½ percent to just below 6 percent, with oil 
exporters and non-oil economies growing at a 
similar pace (Table 2.8). The effects of falling 
demand in advanced partner economies and 
increasing supply-side constraints in oil sec-
tors are projected to be partly offset by robust 
domestic demand and activity in non-oil sectors. 
Rising oil and food prices are posing important 
budgetary challenges for many non-oil econo-
mies. By contrast, the global financial turmoil 
has had relatively little effect on the region thus 
far, beyond pressing stock markets to surrender 
earlier gains.

Economic growth is being sustained mainly 
by non-oil sectors, as capacity constraints are 
slowing oil output growth (Figure 2.9). Growth 
in oil exporters is being driven by private 
construction, retail trade, transportation, and 
financial services. Aside from the indirect effect 
of high oil revenues, the strength reflects an 
improved business environment that is foster-
ing private investment and a buildup in public 
projects to alleviate infrastructure and housing 
bottlenecks that have accumulated with rapid 
population growth. Notwithstanding record oil 
prices, recent activity in the oil sector has been 
noticeably less buoyant than in the non-oil sec-
tor. Despite heavy investment, production and 

distribution capacity are rising slowly, owing 
to soaring investment costs, technological and 
geological constraints, and the depletion of 
existing fields. Still, oil and natural gas produc-
tion capacity and, to a lesser extent, output are 
projected to expand moderately in 2008–09, 
with significant new capacity in Qatar and Saudi 
Arabia. Real GDP growth in the non-oil econo-
mies is benefiting from past efforts to improve 
their business environments. Sizable FDI inflows 
are boosting activity in Egypt and Jordan, while 
Lebanon is continuing to recover from the con-
flict in 2006.

Signs of overheating are multiplying. Infla-
tion has reached double-digit rates even in some 
countries with traditionally low rates, such as 
Saudi Arabia, and exceeds 20 percent in Egypt 
and the Islamic Republic of Iran. The surge in 
inflation has occurred despite limited pass-
through of high fuel and, to a lesser extent, 
food prices to domestic markets.11 Not surpris-
ingly, although inflation is still driven mainly 
by foreign-determined prices (including the 
depreciation of the U.S. dollar against third 
currencies), pressures are increasingly spilling 
over into domestically determined prices of 
nontraded goods. This is particularly true in 
oil-exporting countries, where expanding and 
wealthier populations and an influx of foreign 
workers are putting pressure on services prices, 
notably for housing, and where governments 
are granting large wage hikes. However, other 
countries are beginning to see broader pressures 
too. Accordingly, despite the technical assump-
tions of no further real effective exchange rate 
depreciation and broadly unchanged prices for 
fuel and food, inflation is expected to retreat 
only moderately in 2009.

At the same time, robust domestic demand 
is driving an acceleration of imports across the 
region. Current account developments differ 
widely between oil exporters and non-oil econo-
mies. Oil exporters are recording large and 

11These items typically have a combined weight of 
between one-quarter and one-third in consumption bas-
kets, with the bulk accounted for by food.

Middle east: overheating still a ConCern
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growing surpluses, generally projected to reach 
10–45 percent of GDP in 2008–09. In the other 
countries, deficits have widened in response to 
rising import costs—to double-digit levels in Jor-
dan and Lebanon, but to still-low levels in Egypt.

The risks to the growth outlook remain 
broadly balanced. External risks are mostly to 
the downside and relate to weaker demand in 
advanced economies and potentially lower oil 
prices. Capital inflows to deficit countries could 
take a hit if global financial conditions were to 
worsen suddenly, and access to funding by major 
nonfinancial corporations could also become 
more difficult. Upside risks relate to still-robust 
domestic demand and foreign investors’ con-
tinued strong interest from within (notably the 
Gulf Cooperation Council—GCC—countries) 
and outside the region. However, if upside risks 
materialize and exacerbate inflation pressure, 
this would further complicate macroeconomic 
policies.

In this setting, warding off mounting inflation 
pressures requires addressing growing imbal-
ances. Countries that are not pegging exchange 
rates to foreign currencies (for example, Egypt 
and the Islamic Republic of Iran) can further 

tighten monetary policy while enhancing its 
effectiveness through greater exchange rate 
flexibility. In countries with pegged exchange 
rates, monetary policy is imported from abroad, 
mainly from the United States. In many oil 
exporters, currencies are undervalued, although 
by varying degrees, and higher inflation is 
contributing to an appreciation of real effective 
exchange rates. The main driver of the under-
valuation is the peg to the U.S. dollar, which 
has been depreciating while terms of trade have 
been improving. Once domestic prices have 
completely adjusted to the higher levels that 
are consistent with an appreciated real effec-
tive exchange rate, inflation pressures should 
subside, provided the peg and fiscal policy effec-
tively anchor expectations.

The move to a new equilibrium could also be 
achieved through a revaluation of currencies, 
but this would be complex, particularly in the 
GCC countries, which plan to move to monetary 
union in 2010. First, revaluations would intro-
duce uncertainty as to how policy would respond 
to external shocks in the future, undermin-
ing the value of the peg as a nominal anchor. 
Second, many pegging countries still need to 

table 2.8. selected Middle eastern economies: real gdP, Consumer Prices, and Current  
account Balance
(Annual percent change unless noted otherwise)

Real GDP Consumer Prices1 Current Account Balance2

2006 2007 2008 2009 2006 2007 2008 2009 2006 2007 2008 2009

Middle east 5.7 5.9 6.4 5.9 7.0 10.6 15.8 14.4 21.1 18.4 22.9 17.1

oil exporters3 5.6 5.7 6.2 5.9 7.6 10.7 16.8 14.3 24.2 21.2 26.0 19.9
Iran, I.R. of 5.8 6.4 5.5 5.0 11.9 18.4 26.0 22.0 9.2 10.1 11.2 6.7
Saudi Arabia 3.0 3.5 5.9 4.3 2.3 4.1 11.5 10.0 27.9 25.1 32.5 23.8
United Arab Emirates 9.4 7.4 7.0 6.0 9.3 11.1 12.9 10.8 22.6 20.5 22.6 18.8
Kuwait 6.3 4.6 5.9 5.8 3.1 5.5 9.0 7.5 52.2 43.1 44.6 39.3

Mashreq 5.9 6.3 6.6 5.8 5.4 9.2 11.3 13.5 –1.7 –2.2 –3.1 –3.6
Egypt 6.8 7.1 7.2 6.0 4.2 11.0 11.7 16.1 0.8 1.5 0.6 –0.9
Syrian Arab Republic 4.4 3.9 4.2 5.2 10.4 4.7 8.0 7.0 –2.9 –1.4 –2.7 –2.9
Jordan 6.3 6.0 5.5 5.3 6.3 5.4 15.8 7.6 –11.3 –17.5 –18.5 –16.3
Lebanon — 4.0 6.0 5.0 5.6 4.1 11.0 6.2 –5.6 –12.7 –14.0 –13.7

Memorandum
Israel 5.2 5.4 4.3 2.8 2.1 0.5 4.8 3.3 5.9 3.2 0.4 0.5

1Movements in consumer prices are shown as annual averages. December/December changes can be found in Table A7 in the Statistical 
Appendix.

2Percent of GDP.
3Includes Bahrain, Islamic Republic of Iran, Kuwait, Libya, Oman, Qatar, Saudi Arabia, Syrian Arab Republic, United Arab Emirates, and 

Republic of Yemen.
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develop both their capacity to conduct an inde-
pendent monetary policy and the underlying 
financial market infrastructure. Third, volatility 
in oil markets could lead to volatile exchange 
rates under a floating regime, which might 
hamper some countries’ efforts to diversify their 
export bases. Some of these issues would be 
addressed by a switch from a peg to the U.S. dol-
lar to a peg to a basket of currencies that better 
reflects the composition of trade and services 
exchange with the rest of the world. However, 
had such a peg been in place recently, it would 
not have made a major difference with respect 
to excess demand pressures, as is evidenced by 
Kuwait’s experience. In the long run, however, 
if inflation persists, a switch to a basket peg is 
an option worth exploring. Overall, the extent 
of the role of the exchange rate in managing 
demand pressure has to depend on country-spe-
cific circumstances, including the potential for 
adjustments in fiscal policy and GCC countries’ 
commitment to peg their currencies to the U.S. 
dollar in the period leading up to monetary 
union.

Fiscal policy will be central in restraining 
demand pressures in Middle Eastern econo-
mies. Many non-oil economies have signifi-
cantly reduced debt levels over the past decade. 
Nonetheless, domestic debt levels remain high 
by international standards, and thus both con-
junctural and medium-term requirements point 
toward fiscal tightening. In oil exporters, the 
rise in oil prices has provided fiscal room for a 
buildup in government spending but has added 
to pressures on domestic resources. As a result 
of rapidly rising expenditures on wages and 
subsidies, for example, the oil price at which 
countries’ budgets balance over the medium 
term has been on the rise. The specific fiscal 
policy requirements vary, but generally would 
need to emphasize cutbacks in current spending 
while continuing to support critical infrastruc-
ture projects that alleviate internal supply-side 
bottlenecks. Furthermore, fiscal policy can 
also help address the social challenges posed 
by high energy and food prices. The develop-
ment of more-targeted transfer programs would 
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Figure 2.9.  Middle East: Managing Inflation Pressures

   Sources: IMF, International Financial Statistics; and IMF staff calculations.
     Oil exporters include Bahrain, Islamic Republic of Iran, Kuwait, Libya, Oman, Qatar, 
Saudi Arabia, Syrian Arab Republic, United Arab Emirates, and Republic of Yemen.

Real GDP growth is forecast to remain buoyant, mainly on account of activity in 
non-oil sectors. Inflation pressure is rising, and tighter fiscal policies are needed to  
keep inflation expectations well anchored, particularly in non-oil economies, which 
are also experiencing widening current account deficits.

Real GDP Growth of Oil Exporters
(percent)

Oil Production and Exports
(millions of barrels a day)

Consumer Price Inflation
(percent)

1

United Arab 
Emirates (UAE)

Iran, I.R. of

Saudi Arabia

Regional
average Egypt

Oil production
Oil exports

Oil sector
Non-oil sector

2003 04 05 06 07 08 09

2007 Fiscal Balance

1

Overall (percent of GDP)
Non-oil (percent of non-oil GDP;
right scale)

Middle east: overheating still a ConCern



CHaPter 2  Country and regional PersPeCtives

80

help tackle poverty and, in oil exporters, share 
the gains from higher oil prices. As progress 
is made, high outlays on general oil and food 
subsidies––reaching about 10 percent of GDP in 
Egypt and Saudi Arabia, for example––need to 
be rolled back.

Over the medium term, stronger macroeco-
nomic policy frameworks and continued struc-
tural reforms are important for strengthening 
the resilience of Middle Eastern economies to 
shocks and to providing for a young and rapidly 
expanding population. Fiscal policies could 
usefully be imparted with a longer-term orienta-
tion––for example, with the help of medium-
term budgetary frameworks––because of the 
need to lower debt in non-oil economies and 
in preparation for lower oil revenues in some 
oil exporters. The capacity to conduct indepen-
dent monetary policy and to support financial 
markets needs to be enhanced. As domestic 
financial systems become more complex, rising 
regulatory and supervisory challenges will need 
to be addressed. Moreover, many countries stand 
to benefit from further improvements in their 
business environments, including by increasing 
investment in education and strengthening the 
social safety net.
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