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orld output growth is expected to increase fur-

ther, to about 44 percent, in 1997 and to remain
at this rate in 1998, projections that are slightly higher
than those in the October 1996 World Economic
Outlook. Relatively solid growth is expected in the
United States and the United Kingdom, although in
both countries there is a risk of inflationary pressures
emerging. In Canada, where there is considerable eco-
nomic slack, the expansion is expected to gain mo-
mentum. In Japan, recovery is expected to continue at
a moderate pace. Declines in interest rates over the past
two years and the return of exchange rates to more
competitive levels are expected to support recovery in
Germany, France, and elsewhere in continental Europe,
although continuing fiscal consolidation and weak-
nesses in consumer and business confidence pose
downside risks. Growth in the newly industrialized
economies of Asia should also pick up slightly in 1998,
as exports recover from the recent slowdown.

Activity is projected to strengthen among the devel-
oping countries of the Western Hemisphere, as the re-
covery from the 1995 Mexican crisis continues, while
growth in Africa should remain close to its improved
rate in 1996, reflecting further progress with stabiliza-
tion and reform. Sustained growth at about 8 percent
is expected in the developing countries of Asia, while
recovery is likely to weaken slightly in the Middle
East and Europe region, where conditions remain
mixed. For the countries in transition, the growth out-
look for 1997 is somewhat weaker than perceived last
October, but recovery is still expected to broaden as an
increasing number of countries reap the benefits of
sustained stabilization and reform efforts.

Inflation remained subdued during 1996 in the ad-
vanced economies and declined further in the devel-
oping and transition countries, despite a sharp increase
in oil prices. The IMF’s index of commodity prices
rose by about 5 percent in U.S. dollar terms in 1996,
with an increase of about 20 percent in the price of
crude petroleum partly offset by a 1 percent decline in
the prices of nonfuel primary commodities (Chart 4).2

2Measured in SDRs, the IMF’s index of commodity prices rose
by nearly 10 percent in 1996, reflecting a 24 percent increase in
crude petroleum and a 3 percent increase in nonfuel primary com-
modities. The smaller increases in terms of U.S. dollars reflect the
appreciation of the U.S. currency against most other major curren-
cies during 1996.
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Chart 4. Commodity Price Indices!
(In U.S. dollars; 1990 = 100)

Petroleum prices increased during 1996 but are expected to be lower
in 1997.
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1Shaded area indicates IMF staff projections.
2The weights are 57.7 percent for the index of nonfuel primary com-
modities and 42.3 percent for the index of petroleum prices.



Il WORLD ECONOMIC SITUATION AND SHORT-TERM PROSPECTS

Chart 5. Major Industrial Countries: Output Gaps!

(Actual less potential, as a percent of potential)

Recently, greater differences have emerged in the relative cyclical
positions of the major industrial countries.
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1Shaded areas indicate IMF staff projections. The gap estimates are
subject to a significant margin of uncertainty. For a discussion of the
approach to calculating potential output, see World Economic Qutlook,
October 1993, p. 101.

2Data through 1991 apply to west Germany only.

For petroleum prices, the low levels of stocks in the af-
termath of the unusually harsh 1995-96 winter season
in the Northern Hemisphere exacerbated the impact of
increased demand for heating oil, particularly in the
second half of 1996 (Box 3). After peaking in mid-
January 1997, petroleum prices fell by about 23 per-
cent by the end of February owing to stronger world
oil production and improved inventory levels, and re-
mained near this level through the end of March. With
no other upward pressures evident, petroleum prices
by the end of 1997 are expected to be about 20 percent
lower than at the end of 1996.

Economic Activity, Inflation, and Policy
Stances in Advanced Economies

Following the 1995 slowdown in most major indus-
trial countries, a more uneven pattern of economic
growth developed in 1996 (Chart 5). In the United
States, hesitant growth during 1995 gave way to more
solid expansion in 1996, in part reflecting the response
to lower interest rates. In Japan, the economic recov-
ery gained momentum in late 1995 and early 1996 and
while erratic maintained a moderate underlying pace.
In Canada, expansion picked up in the second half of
1996 after 18 months of weak growth; markedly lower
interest rates and improved confidence are helping to
spur the recovery. In the United Kingdom, growth dur-
ing 1996 was significantly stronger than in the preced-
ing year, raising concerns about the buildup of infla-
tionary pressures. In contrast, 1996 brought renewed
sluggishness in economic activity for continental
Europe. In a number of countries, including Germany
and France, weak consumer and business confidence
persisted, industrial production stagnated, and unem-
ployment continued to increase to new postwar
records. By year-end, however, with lower interest
rates and the return of exchange rates to more compet-
itive levels, conditions for a pickup appeared to be in
place. In other advanced economies, including Korea,
Singapore, and Hong Kong, growth in 1996 slowed
from above-trend rates, reflecting a weakening in ex-
ports and, in some cases, a tightening of monetary
conditions.

Growth in the advanced economies is expected to
firm to almost 3 percent in 1997, a projection that has
changed little from the October 1996 World Economic
Outlook, and to remain at this rate in 1998 (Table 2).
Although growth is expected to improve in 1997 in
Europe, its projected pace of 2Y2 percent will be insuf-
ficient to make any significant dent in the high level of
unemployment.

Safeguarding price stability is critically important
for ensuring continued economic expansion and re-
quires careful monitoring of underlying price pres-
sures. To illustrate the considerations involved, Table
3—introduced in the October 1996 World Economic
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Box 3 Rlsmg Petro]eum Pnces in 1996

After remammg fan'ly steady at aboux $1'? a barrel-

&urmg most of 1994-95, the price of petroleum rose

_to about $21 a barrel by April 1996, subsequently re- |

ceded, but climbed hlgher by year-end.! Between 1095
and 1996, petroleum prices increased on average by

about 20 percent. The spot price. peaked in the second

week of January 1997 at-about $25 a barrel and declined

by about $6 a barreI by the end of February reffecting
“the less severe winter weather —as compared with a

_ year earlier—in Europe and North America, rising

: globai oil' productxon particularly the resumption of oil
export shipments by Iraq; and 'the strengthemng of the
.S dollar.

The upward irend in petroleum prices in 1996 cari be

. explained by the interaction: between low mventones of
| crude oil and petroleum prodz;cts anq:i ‘weather-related

-fdemand for heating oil. Invemones of crude petroleum‘: :
and petroleum products are usually un dowm bytheend "
‘of the Northern Hezmsphere s winter season, with re<

""piemshment beginning in May and Tune before the sum-

mer maintenance penod in the North Sea and well in ad-
vance of the next winter season. Hawever, feilowmg the
miauvely severe 1995/96 winter, early stock repIemsh»
-ment was more limited than tsual, and there was little

‘additional accumulatlon ‘until late October. As aresult;

‘stocks were lower at the' begmnmg of the 1996/97 win-

ter season than at’the begmnmg of the 1995/96 wmter :

Season.

‘The low level of stocks was partly atiributable to the
reluctance fo accumulate sizable inventories given the
 continued expectation of lower prices in the not too. dis-
tant future. During most of 1995 and throughout 1996,
the prices for distant dehvenes of crude oil were at sub-
stantial dxscount to prices for near dehvenes reflecting
expectations of mcreased supplies, mainly' from Irag but
also from other sources, In September 1996, for example,
futures prices for West Texas cride for September 1997
. ':fdelzvery were about $3.50 a barrei (about 115 percent)
‘below: pm:es for December: 1996 contracts {see chart).
This price pattern created little incentive to increase pri-
vate stocks above the levels reqmred to meet immediate

consumption demand. Thus, each time unexpected ad-

, f,verse ‘weather' mcreased demand for heatmg oil, there
was
Org amzatxon of Petroleum Exporting Countries. (OPEC)
'iappears to have had little to do, with the rise'in petroleum
prices in 1996 and early 1997. In fact. trade ]oumals have
:,reported that a nimber of countries have been: producing
in excess of their OPEC quotas, with Venezuela and

. ngena exceedmg the quotas regularly and by substantlalf o

- margins.?

1The average petroieum pnce referred to is the simple mean ef
prices for UK. Brent, Dubai, and West Texas crude petroleum.

2Crude oil pmductxcm by OPEC members in the fourth quar-
ter of 1996 is reported i trade }cmmak 1o have been 26.3 mil-

little supply buffer, and prices rose sharply The |

West Texas Oil Prices: Spot and Futures

Contractst
(In U.S. dollars a barrel)
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1Spot prices are monthly averages.

Agreement wax reacheci in December between Iraq“‘*
;and the United Nations on the nnplementatlon of an

ol for-food sales plan, which allows. Iraql oil exports. of ,
_up to $1 billion in each 90-day period. World oil pro- -
ductlon is expected to be stronger-—through contmued

exports from. Iraq; and higher exports from the North Sea

~and several other Sources—which should restére mnyen-

' tories to more normal levels, thereby 1oosenmg the sup- -

ply constraint that helped to drive prices upward in 1996,

. Prices- quoted on futures markets indicate that average .

lion bdrrels a-day (mbd) compared with-25.9 mbd in the th:rd

1997 prices will be about 5 percent

: ’qixa ter, December crude 6il productxon by these couniries

lower than average
1996 prices.. and prlces ‘at the end of ‘the year will be
about 20 percent lower than at the iend of 1996, In fact,
nearly all of the correction in oil prices reflected in |
recent futures contracts seemed to have eecurred byr mid-

: February earher than had been antlczpated by the ;
: ,markets ‘ . . o

isies- o
timated at 26.6 mbd, incliding 0.85 mbd in Iraq. These levels of
productxon compare With the totai OPEC quotas of 25 033mbd.
See, for exanmple, Internatxonai Energy Agency, Ol Markef

Report January 14, 1997 : : e
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Table 2. Advanced Economies: Real GDP, Consumer Prices, and Unemployment Rates

(Annual percent change and percent of labor force)

Real GDP Consumer Prices Unemployment
1995 1996 1997 7 1998 1995 1996 1997 ' 1998 1995 1996  1997.:1998
Advanced economies 2.5 2.5 ‘29 29 2.6 24 2.5 2.5 73 73 1.2 70
Major industrial countries 2.0 2.2 2:6 26 2.3 22 23 2.3 6.9 6.9 7.0 6.7
United States! 2.0 2.4 30 220 28 2.9 2.9 30 5.6 5.4 35 5.5
Japan 14 3.6 22 .29 -01 0.1 L3 1.2 3.1 33 31 30
Germany 1.9 14 .23 .30 18 1.5 L8 w20 94 103 11301060
France 22 13 24 3.0 1.8 2.0 1:6:: 18 11.6 124 12.8 123
Italy 3.0 0.7 1.0 2.4 5.4 39 220 12.0 121 423 12.0°
United Kingdom? 2.5 2.1 233 28 2.8 2.9 26 28 82 7.5 6.2 .60
Canada 23 1.5 3.5 3.4 2.2 1.7 17 1.8 9.5 9.7 94 0 88
Other advanced economies 4.2 3.7 38 4.1 3.7 3.3 3.1 3.0+ 8.5 8.4 8.2 7.9
Spain 2.8 2.2 2:8 34 47 3.5 2.5 23 229 221 214207
Netherlands 2.1 2.7 .30 2.9 2.0 2.1 2.9 2.5 83 7.6 7.1 6.3
Belgium 1.9 1.4 23000022 1.5 2.1 2.0 2.0 12.9 126 128 . 12.60
Sweden 3.6 1.1 2.0 2.5 25 05 23 0232 71 81 72567
Austria 1.8 1.1 1T 2.8 22 1.9 L9 19 4.6 4.7 48 48
Denmark 2.7 24 BT 25 2.1 2.1 2.5 2.7 10.3 8.8 82 8
Finland 45 32 44 34 1.0 0.6 1.3 1.6 172 16.3 15.1 4.0
Greece 2.0 2.6 30 H3 9.3 8.5 6.9 6.0 10.0 9.8 96 93
Portugal 23 32 33 35 4.1 3.1 2523 7.2 7.3 A 1S
Ireland 10.3 7.0 6.3 56 2.5 1.6 22024 13.4 124 16 110
Luxembourg 3.5 37 3.7 3.55 1.9 1.8 20 200 2.8 28 2% 2.8
Switzerland 0.1 -0.7 07 213 1.8 0.8 1.0 1.5 4.2 47 55 5.5
Norway 33 4.8 420 320 2.5 1.3 2.5 2.5 4.9 4.8 4.0 38
Israel 7.1 4.4 4.8 0 48 10.0 11.3 1.9 6.6 6.3 6.7 6.8 6.5
Iceland 21 55 3.0 2:4 1.7 2.3 2.8 2.5 5.0 4.3 4.1 40
Korea 8.9 7.1 3.6 63 45 5.0 4.4 41 2.0 2.1 2.2 22
Australia® 32 4.0 3.2 37 2.7 2.7 2128 8.5 8.6 §4. 80
Taiwan Province of China 6.0 5.6 6.0 6.3 37 3.1 3433 1.8 26 25 24
Hong Kong 4.3 4.5 5.0 5.0 9.0 6.0 T4 65 3.2 29 29 28
Singapore 8.8 7.0 66 6.1 1.7 1.4 1.8 2.0 2.7 30 .30 3.0
New Zealand? 34 2.7 37 3.0 2.4 2.4 1.9 16 6.3 62 .60 59
Memorandum 9 : G - i
European Union 2.5 16 .24 29 3.0 2.5 2.2 24 11.2 11.3 11.3. 108,

IThe projections for unemployment have been adjusted to reflect the new survey techniques adopted by the U.S. Bureau of Labor Statistics

in January 1994.

2Consumer prices are based on the retail price index excluding mortgage interest.
3Consurmer prices excluding interest rate components; for Australia also excluding other volatile items.

Outlook, and updated to reflect recent changes—seeks
to answer a number of questions about various signs of
inflationary pressure in each of the major industrial
countries. In general, policymakers’ credible commit-
ment to reasonable price stability has played an impor-
tant role in taming inflation and will remain essential to
keeping inflation down. In the United States and the
United Kingdom, where resource use is high, inflation
remains subdued, although some recent evidence sug-
gests a risk of price pressures in both countries.
Relatively large output gaps arising from delayed or
weak recoveries in Canada, France, Germany, Italy,
and Japan indicate that there is little risk of a resur-
gence of inflation as growth firms in the year ahead.
Similarly, in a number of other advanced economies
where signs of recovery have recently emerged, in-
cluding Austria, Belgium, Finland, and Sweden, con-
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siderable slack can also be expected to dampen infla-
tionary pressures. Moderating economic growth in
1996 in Australia and New Zealand has allayed earlier
concerns about the possibility of overheating. The
highest inflation rates in the advanced economies are
in Greece, Hong Kong, and Israel, each of which is ex-
pected to see inflation of 7-8 percent over the next
year, Overall, therefore, inflation remains subdued in
most of the advanced economies and, taking into ac-
count recent and projected movements in primary
commodity prices, including recent declines in petro-
leum prices, is expected to remain at about 2% percent
through 1998.

The overall growth and inflation projections mask
considerable differences in the pace and phase of, and
in the risks to, economic expansion among the ad-
vanced economies. Growth in 1997 is expected to
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Table 3. Major Industrial Countries: Questions About Inflationary Pressures?
(Italics indicate a change since the October 1996 World Economic Outlook )

Canada France Germany Italy Japan United Kingdom United States
1. Is inflation outside No No No No No Slightly above No
a range the country’s
authorities consider
to be consistent
with price stability?
2. Does the IMF forecast Only slightly No Only slightly No Yes, but increase No (excluding Only slightly
that inflation will and in part due mainly reflecting mortgage
pick up in 1997? to increases in higher consumption interest)
administered taxes
prices
3. Do private forecasters Only slightly No Only slightly No Yes Only slightly Only slightly
expect inflation to (headline rate)
pick up in 19977
(Consensus Forecasts,
Consensus Economics,
Inc.)
4. Is there concern about No No No No No Yes No
money growth?
5. Has the output gap Yes No No No Yes, but remains Yes Yes
been closing? relatively large
6. Is excess capacity No No No No No Perhaps Little, if any,
being taken up too remaining
quickly? slack?
7. Are labor market No No No No No Becoming so Yes
conditions tight?
8. Do yield curves or No? No No No No? No No
changes in market
interest rates suggest
arise in inflation
expectations?
9. Is exchange rate No Only slightly ~ Only slightly No  Yes, but prospective No No
weakness stimulating inflation still low
inflation?
10. Do external accounts ~ No No No No No No Possibly
show signs of
overheating?
11. Have equity prices Somewhat Yes Yes Yes No Yes, through Yes
risen rapidly? 1996
12. Have real estate No No No No No Recovering after No

prices recently been
rising rapidly?

long stagnation

IThis table is intended to provide a broad cross-country survey of inflationary pressures and reflects IMF staff judgments. For individual
countries, various indicators will differ in the extent to which they contribute to the inflationary process.
2ZYield curve has steepened but this appears unlikely to reflect increased inflation expectations.

edge somewhat above potential in the United States
and the United Kingdom, two countries that are into
their fifth or sixth year of economic expansion.
Although inflation is expected to remain relatively
subdued in both countries, the high level of resource
use implies a growing risk of overheating.

In the United States, the economy continued to op-
erate near capacity during 1996, with further improve-
ments in business and consumer confidence. The un-
employment rate fell to 5% percent in midyear and
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subsequently remained close to that level, below most
estimates of the natural rate. Despite high resource
use, the core rate of inflation has remained subdued at
just above 2% percent;3 there has, however, been some
acceleration of wages. Following a 3 percent rate of
expansion in 1997, growth is expected to moderate to

3Some recent studies have drawn attention to the possibility that
inflation is overestimated by official price data (Box 4).
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most commonly used measure of mﬂatton in all coun-
tries. In a recent study, the U.8. Advrsory Commrssron to
-Study the Consumer Price Index estimated that the U.S.

and by shghtiy more ‘in each of the previous twenty

in the neighborhood of 1.8 percent.
. arises because the

CP1 overstated mﬂatron by 11 percentage pomts in 1996,

years. 1. Thus, whereas the offrclal 1996 rate. of inflation . *

was 2.9 percent, the true rate of 1nﬂat1:>n may havebeen
This upward bias ..

CPL methodology does not adequate;y e

Changes in the consumer pnce mdex (CPI) provrde the‘ .

. ‘Box 4. jUnited ‘States‘:{ Sourcés, and impiications of Biassin thernsumer Pric‘e‘Inde‘xv‘

«Sources of Blas m the u. 8, Consumer Prlce

capture shifts'in consumer purchases when relative prrc oS

- 'move, or the effects of changes in quahty, or the intro-
duction of new pmducts, or the increasing riumber of dis-

. count stores. While some experts have dlsputed that the

P upward bias is as large as suggested by the Commission,:.

. bias,

thereisa growmg consensus that there may be srgmﬁcant . ‘

 three sources of bias, all of which arise because of limi- L -
how the CPI is, calculated‘ '

nificantly higher over the past two decades than suggested -
by ofﬁcra} data, which mdrcate thaz they. have hardly.

grown at all.2 Second, in the area of fiscal policy, upward
‘bias: has consrderable budgetary cost: expendrtures n-
. dexed to the CPI rise more than needed to offset inflation;

G 2Preliminary evidence suggests thatthe GDP deflator also suf
‘fers from upward bias implying that reztl GDP growth
ductrvrty may have been understated over the last two

decades.

documented

. : and tax brackets are overad usted by the CPL ‘reducmg tax

1996, The report notes that the L.1ipercentape point estimate of
bias falls within a plausible range of 0.8 10.1.6 percentage points, "

and pro-

‘The magmtude of thls bms however remams to be fully :

1Toward a More Accurate Measur e of the Cast of L:vmg, F‘mal‘ -
Report to the Senate Finance Commrttee from' the Advisory®
Commission m Study the Consemer Price Index, December 4, -

'Index, 1996

Sources of Bras Percentage Pomts
v:Quahty change/new product bras ' 0, 6
‘Substitition bias" 04
Outlet substitution bias - 01

Total ‘ : . 11 L
(Plausﬂ)le range) o (0 8-1 6)

. flation bias continues for the next ten
..govemn

i b11110n will be added to'the U S. nati
Upward bias in the ofﬁcxal mﬂatron rate has rmportant G
_ implications. Frrst greal Wwage growth may: have been sig-
tations in the m,uuuology of

i

revenues: Recent est1mates mcltcate that if the. cun'ent in-
years, the federal
ent deficit will increase on this account alone by
ion by the end of the period, and more than $650~
nal debt hn iy
~The - Comimission’s’ report identified iand -quan ified

$140 billi

(see mble) :
(1) Qualzty change and hew pmduct bzas, the iargest

i “source of 'bias, .arises. because ‘the (CP1 does not ade-: ’
~ quately take into dccount improvements in the quahty of
" goods and services and the introduction of new products. -
‘If changes.in’ quahty are not taken into account, changes
~in the CPI will not show true inflation, because they will
. partly ik
New products need to be mcorporated into: t_he CPlona

reflect changes in'the charactenstrcs of products:

. timely basis so that the early declines in price that are a

: that consumiers purchase a constant
: t1t1es) of various goods and services desprte changes m

norrnal part of the product life'cycle are captured. k
: (2) Subsnitution bias occurs because the CP1 assumes

relative prices: In actuality, if the prrce of orie good rises.

| relative to that of another good consumers will tend tosub-

about the rate of potential in 1998, and inflation to re-
main close to 3 percent. A pickup in inflation and the
need for a stronger tightening of monetary policy than
is assumed remain a risk to the forecast. The federal
budget deficit declined to 1%% percent in fiscal year
1996, the lowest ratio to GDP since 1974, reflecting
expenditure restraint as well as the strong cyclical po-
sition of the economy (Table 4). The Federal Reserve
left the target federal funds rate unchanged at 5% per-
cent between February 1996 and late March 1997, but
then increased it by 25 basis points to restrain persis-
tently strong demand and avert the risk of inflationary
pressure. In late January 1997, for the first time, the
U.S. Treasury issued inflation-indexed securities, auc-
tioning just over $7 billion of such securities with a
ten-year maturity, at a real yield of 3% percent. The
differential with respect to the yield on nonindexed
bonds of comparable maturity provides a rough indi-
cation of the market’s inflation expectations over the
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medium term.4 At the time of the auction, this differ-
ential was about 3% percent.

Growth in the United Kingdom, having moderated
during 19935, strengthened to rates close to or above
potential during 1996 as private consumption re-
bounded. By early 1997, unemployment had fallen to
6% percent, one of the lowest rates in Europe, al-
though in the current cyclical upswing unemployment
has fallen significantly more than employment has
risen, partly owing to changes in the unemployment
benefit system. The rate of inflation remained above
its 2V percent target throughout 1996, rising above
3 percent temporarily in the final quarter. Increasing
tightness in the labor market (reflected in an accelera-
tion of labor earnings to 5 percent annual growth in
early 1997), a significant pickup in house prices, and

4See October 1996, World Economic Outlook, pp. 118-19.

Tix (in terms of quan- o
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stitute -away. from the relatively higher priced »good:
‘Because the weights of goods in the CPI are adjusted infre-
qu&ntly {rev;mons occur about once every ten years), sub-

stitution is not taken into account, creating an‘upward bias.

(3) Qutlet substitution bias occurs because the . CPI
cioes not adequateiy take into'account the extent to whlch
new d;scount-type stores have offered lower prices and
‘entzced consumers away from the more traditional cutlets

that tend to be more fully represented‘in the CPI basket.

To. climinate the Various biases, the Comm1351o1 rec-

‘ommends mpiacmg the mathod used in calculanrg the

CPI with one that more accurately takes into account:

changing sperrdmg patterns;® . Other: changes recom-

mended include ‘adopting new procedams for annual

. updates of welghts and revxsmns to. hlstonca} “data;

. changing the price data and methods of collection; and

. estabhshmg a committee of OutSldB expe:rts to Teview and
“advise on statistical issues.

Thz: Comm1sswn s conchismns have been subject o
some criticism. There is WIdesPread agreement among.

economists that an gpward bias in the CPI exists, but its
_magnitude remains controversial. The larpest umanam»

. ties surround the magmtudes of quahty and new pmduct
bias. Measurmg quality improvements is partlcuiarly dif-

ficult because direct .quantitative ev1dence 1§ scarce and

Lno new. substantlve information on this fissie was pro-
v1d<ad inithe report Somf: critics have noted that the re-
port does not take into account the fact that for somrs:
goods and services quahty Has deteriorated.

Alzhough the debate about upward bias in the CPI has

been most active in the Umteci States, the ﬁndmgs of the

. This would entaxi swuchmg from the currently used base*
wexghtcd price index to a cham«superlatwe formula. By taking

into account both current and previous purchasingpatterns, the. . »:““'Indxces An Application to the UK.’ REL” ' Bani of England ; :

' ‘Workmg Pape;r No. 47 (Mamh 1996) L

Tatter method would substannally eliminate substltutmn bias.

- Comrmission’s study are relevant more generally, asmany -

with that used in the United States. Analyses of the

in the United States, reflecting in part the more frequent

 vices in the CPI market basket. A study on the United |
‘E‘ngdom 5 retail price index (RPI) suggests & piaus1blep
_range of bias of about 0.35-0.8 percentage point, although
further work is under way to assess whether the bias may
be laxger $ More generally, the ‘magnitude of bias in other

_'brought t:o market: the formula usedin estimation: dnd the

. extent to. which quality adjustments are made. For exam-

- iple, countries such as Norway, S "éden, and the Un d
- Kingdom, where weights ar updated annually, are hkelyf .
o beless suscepnble 6 substitution bias. Although most

: Canada, 19933, This study suggests that the bias is ot more than
03 percentage point.

countries use memodologxcs havmg fiuch ‘in common

Canadian CPI suggest that there may be anupward biasin
the range: of 4~ percentage pom::, somewhat lower than

updatmg in Canada of the weights of the goods and ser-

cwnmes depends on, among other tac;mrs, me frequency

dated; the extent to whxch new and xmproved prod;zcts are

industrial counme&mmcludmg the Umted States—make

’some attempt to allow for quality changes, they are not
successful in eliminating this form of bias entirely. In
most of the developmg and transmon countnes, howezver,
no quahty adjustments’are made, suggestmg that this form

of biag may be important, parucularly when ncwly opened

_markets increase the variety and quality of goods and ser- . |
vices avallable to the consumer. ‘

A8ee, for exampic, A Crawford, **Meamrem&m B‘as m :hz:,.»,‘f.f:
Canadian CPL” Techmcai Report No. 64 (Ottawa, Bank of }I

SAlastair -Cunninghan, “The Meaburement ‘Bias in Pnce

rapid monetary expansion may be viewed as early
warning signals that inflationary pressures are build-
ing. The 1997 growth projection has been revised up
to 3V percent, reflecting the renewed strength in

private consumption, and an expected pickup in in-

vestment spending. The threat posed to the United
Kingdom’s inflation target by the growing momentum
in the economy prompted the authorities in October
1996 to raise the minimum lending rate by 25 basis
points to 6 percent. The appreciation of sterling since
August should also have a dampening effect on de-
mand and price pressures. Fiscal slippages during
1995-96, accounted for mainly by revenue shortfalls,
slowed the pace of fiscal consolidation, and the budget
presented in November tightened fiscal policy only
slightly further in the near term. Thus, during 1996 the
planned path of deficit reduction toward medium-term
balance was put back a year. The general government
deficit for 1997 is projected to be close to 3 percent.
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The pace of economic expansion in Australia mod-
erated over the course of 1996 as consumption spend-
ing slowed. An improvement in the outlook for infla-
tion provided room for the authorities to lower interest
rates in the latter part of 1996, which should help sus-
tain growth through 1997. In New Zealand, economic
expansion slowed to about 2% percent in 1996, the
slowest growth in four years but a welcome develop-
ment as it reduced the risk of overheating. Economic
activity is expected to strengthen in 1997 owing to a
pickup in consumption, reflecting recent and planned
future tax cuts.

In contrast to the countries that are in advanced
stages of their current expansions, in Japan recovery
did not get under way in earnest until late 1995. Since
then growth has fluctuated, around a moderate under-
lying pace. Domestic demand growth has remained
modest, with increases in business fixed investment
largely offset by small declines in private consumption
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Table 4. Major Industrial Countries: General Government Fiscal Balances and Debt!
(In percent of GDP)

1980-90 1991 1992 1993 1994 1995 1996 1997 1998 2000 = 2002

Major industrial countries : !
Actual balance -2.9 27 -3.8 —4.3 -3.5 -3.4 -3.0 =23 21 ~1.5 ~14

Output gap — 07 02 -17 -13 -14 -14 =10 07 01 03

Structural balance -2.8 -3.1 3.5 -3.3 2.7 -2.6 2.2 ~16 16 ~14 =161
United States 4 o :
Actual balance -2.6 -33 4.4 -3.6 -2.3 -2.0 -1.4 =18 a1l =11 =1t
Output gap -0.4 -08 05 -05 0.6 04 05 12 LI 09 07
Structural balance 2.4 -3.1 —4.1 -34 -2.5 -2.1 -1.6 =19 ~1.7 =15 =13
Net debt 35.4 46.7 50.0 52.1 52.9 53.9 53.8 533 528 515 500
Gross debt 49.4 62.1 64.6 664 660 662 670 665 658 . 641 . 623
Japan o
Actual balance -1.1 2.9 1.5 -1.6 -2.3 -3.7 4.6 -2 27 —2.2 =31
Output gap 0.3 4.1 1.5 -1.4 -33 42 =31 =32 =26 =11 o
Structural balance -1.2 1.5 0.9 -1.1 ~1.1 =20 33 17 ~16 ~1.8 3.1
Net debt 20.9 48 42 52 80 118 160 i85 206 239 = 981
.Gross debt 66.5 66.7 70.0 75.1 82.4 90.1 94.9 988 1012 1064 1127
Memorandum '
Actual balance excluding : : |

social security -4.0 -0.7 2.0 —4.8 -5.4 -6.5 7.3 ~5.3 49 54 =58
Structural balance excluding o . L
social security —4.1 =20 -2.5 —4.3 43 5.1 -6.3 45 -4 ~5.0 =5

Germany? , ...
Actual balance -2.1 -3.3 2.8 -3.5 2.4 -3.5 -3.8 -33 29 18 “l3
Output gap ~-1.3 3.4 2.0 -2.0 -2.0 22 -3.1 “31 =24 0.7 o
Structural balance ~1.5 -52 -3.8 2.3 -1.2 2.2 -1.8 “1 e =13
Net debt 21.0 214 27.7 35.4 40.7 49.1 515 53.0 835 1529 514
Gross debt 40.1 41.1 44.1 482 50.4 58.1 60.3 613 6l6 . 602 . 582 :
France j » ‘
Actual balance ~-1.9 ~2.0 —4.0 -5.8 -5.8 -5.0 4.1 =33 0 =34 27 20
Output gap 0.6 0.6 -0.5 -3.8 -3.0 =27 -33 2.7 =21 =09
Structural balance 22 -24 -3.5 -33 =37 =32 19  -14 =18 20
Net debt? ) 22.0 271 302 344 402 435 469 48B4 495 506 502
Gross debt 29.6 35.8 39.7 45.7 48.6 52.9 56.3 57.8 585 600 596
Italy4 - ‘ ’
Actual balance 109  -102 95 96 90 -71 68 33 -41 =36 -39
Output gap 2.6 1.9 —_ -3.1 -2.8 -17 27 ~3.5 3.0 =15 -0.2
Structural balance -12.0 -11.2 -9.6 -8.1 -7.6 -6.2 -5.4 =17 =27 229 28
Net debt 73.4 96.3 103.0 111.8 117.3 116.8 1164 1150 1130 1089 10240
Gross debt 79.0 101.4 108.5 1193 125.5 1249 1230 1215 119.3 5.0 -107.8 ;
United Kingdom ' ' .
Actual balance —2.0 -2.5 -6.3 -7.8 -6.8 -5.6 4.4 -3 2.1 =04 01
Output gap -0.6 23 45 47 31 25 -19 =14 08 07  —
Structural balance -1.3 2.7 -3.8 4.3 -39 -36 =29 =21 =15 02 g3
Net debt 403 267 281 325 377 409 439 457 431 413 372
Gross debt 48.0 33.6 34.8 40.4 46.0 473 49.3 494 ~49.6 478 437
Canada -
Actual balance 4.5 -6.6 -74 ~7.3 -5.3 —4.1 -1.8 =03 03 14 24
Output gap 0.1 26 37 40 26 26 33 =23 14 01 03
Structural balance 4.4 —4.9 -4.8 -4.6 -3.6 2.7 — 09 1.0 14 19
Net debt 30.1 49.7 56.9 61.9 64.7 67.5 68.7 663 629 553 471
Gross debt 60.2 79.4 86.9 92.5 94.6 98.3 99.9 96.5 31.7 '815 709

Note: The budget projections are based on information available through March 1997. The specific assumptions for each country are set out
in Box 2. See also notes to Chart 3.

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

2Data before 1990 refer to west Germany. For net debt, the first column refers to 1986-90. Beginning in 1995, the debt and debt-service
obligations of the Treuhandanstalt (and of various other agencies) were taken over by the general government. This debt is equivalent to 8 per-
cent of GDP and the associated debt service to 12 of 1 percent of GDP.

3Figure for 1980-90 is average of 1983-90.

“Data from 1996 onward reflect a new accounting methodology.
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and the initial effects of an unwinding of the earlier
surge in public investment. With the official discount
rate at ¥4 of 1 percent since September 1995, monetary
policy has been set so as to provide important stimu-
lus to economic recovery (Chart 6). With fiscal policy
also supporting economic activity, the general govern-
ment deficit (excluding social security) reached
7Y percent of GDP in 1996, of which 64 percentage
points were structural. The structural deficit is ex-
pected to decline to about 4% percent of GDP in 1997
as a result of further reductions in public investment
expenditures, the unwinding of temporary cuts in in-
come taxes, and a rise in the consumption tax. The re-
covery in labor earnings and rising net exports are ex-
pected to sustain growth, outweighing the effects of
the withdrawal of fiscal stimulus. The 1997 growth
projection for Japan has been revised down slightly to
2V4 percent partly to reflect the possible adverse ef-
fects of recent stock market weakness and lower con-
fidence. The inflation rate is expected to rise slightly
in 1997 albeit largely due to the increase in the con-
sumption tax.

In Canada, following a reasonably strong upswing
in 1993-94, the economy slowed considerably in
1995. A revival of activity emerged in the second half
of 1996, but growth for the year amounted to only
1% percent. Domestic demand, particularly increases
in residential construction and investment in machin-
ery and equipment, has fueled the recent pickup.
Unemployment has remained in the 9%-10 percent
range for most of the period since late 1994; and core
inflation eased further to about 1% percent last year,
within the lower half of the official target range of 1
to 3 percent. In this context of low inflation, a large
output gap, and upward pressure on the Canadian
dollar, the Bank of Canada lowered short-term interest
rates by close to 3 percentage points during 1996,
thereby maintaining an accommodative monetary pol-
icy stance. This easing of monetary conditions, the re-
turn of confidence, and continued progress in reducing
the fiscal deficit helped lower long-term interest rates.
The strength of fundamentals in Canada bodes well for
continuing recovery in 1997-98, with inflation re-
maining within the target range.

In contrast with the sustained growth in countries
such as the United States and the United Kingdom, the
continuing moderate upturn in Japan, and the promis-
ing recovery in Canada, growth in continental Europe
has been more modest and prospects remain uncertain.
Nevertheless, a number of improvements that have oc-
curred in the economic environment are expected to
contribute to a strengthening of activity in 1997. The
mix of economic policies has shifted since 1995 in a
direction that is more conducive to sustainable growth
in the medium term. A high degree of price stability
and continued efforts at fiscal consolidation have al-
lowed a more accommodative stance of monetary pol-
icy, and monetary conditions, broadly defined to in-
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Chart 6. Three Major Industrial Countries:
Policy-Related Interest Rates and Ten-Year

Government Bond Yields!
(In percent a year)

Policy-related interest rates in Japan and Germany remain low.
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IThe U.S. federal funds “target” rate, Japanese overnight call rate,
German repurchase rate, and all ten-year government bond yields are
monthly averages. All other series are end of month.
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Chart 7. Major Industrial Countries:
Monetary Conditions Indices!

An easing of monetary conditions—broadly defined to take account of
changes in both interest rates and exchange rates—in Germany and
France is expected to support a resumption of growth.
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1For each country, the index is defined as a weighted average of the
percentage point change in the real short-term interest rate and the per-
centage change in the real effective exchange rate from a base period
(January 1990). Relative weights of 3 to 1 are used for Canada, France,
Italy, and the United Kingdom, 4 to 1 for Germany, and 10 to 1 for
Japan and the United States. The weights are intended to represent the
relative impacts of interest rates and exchange rates on aggregate
demand; they should be regarded as indicative rather than precise esti-
mates. For instance, a 3-to-1 ratio indicates that a 1 percentage point
change in the real short-term interest rate has about the same effect on
aggregate demand over time as a 3 percent change in the real effective
exchange rate. Movements in the index are thus equivalent to percent-
age point changes in the real interest rates. The lag with which a change
in the index may be expected to affect aggregate demand depends on
the extent to which the change stems from a change in the interest rate
or the exchange rate, and varies depending on the cyclical position; the
lag also differs across countries. No meaning is to be attached to the
absolute value of the index; rather, the index is intended to show the
degree of tightening or easing in monetary conditions from the (arbi-
trarily chosen) base period. Small changes in the relative weights may
affect the value of the index but not the qualitative picture.
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clude the effects of exchange rate changes, have eased
considerably since early 1995, particularly in France
(Chart 7). Short-term interest rates in Germany were
cut by 75 basis points during 1996, following larger
reductions in each of the three preceding years, and a
number of other European countries lowered their
rates in tandem. Commitment to fiscal consolidation
has also contributed to declines in long-term interest
rates, and exchange rates vis-a-vis key non-ERM cur-
rencies have returned to more competitive levels from
their positions of early 1995, providing stimulus to net
exports and the opportunity to take advantage of solid
world demand.

With this favorable climate, there would seem to be
some upside potential to the 1997 European growth
projection of 2% percent, but this conjecture is bal-
anced by a number of considerations working in the
opposite direction. A convincing revival of domestic
demand remains to be seen particularly in Germany,
France, and Italy (Chart 8). Record levels of unem-
ployment have eroded consumer confidence and
weakened consumer spending (Chart 9). Large mar-
gins of slack may mean that sluggishness in business
investment will continue for some time to come.
Moreover, further efforts to achieve fiscal consolida-
tion and meet the 3 percent Maastricht reference value
for budget deficits are likely to have a dampening ef-
fect on domestic demand (Table 5).5 At the same time,
however, failure to reach the deficit target could
heighten uncertainty about EMU and further under-
mine business and consumer confidence. In addition
to macroeconomic factors, structural rigidities in
European labor markets have also been contributing to
the lack of dynamism, creating a vicious circle of pro-
longed underutilization of resources, erosion of human
capital, and rising levels of already high structural un-
employment. Structural unemployment, which will
not decline through economic recovery alone, proba-
bly accounts for close to three-quarters of the 11V4 per-
cent unemployment rate in Europe.

Indicators of economic activity in Germany remain
mixed. Real GDP rebounded quite strongly in the sec-
ond and third quarters of 1996 but growth slowed to a
virtual halt in the fourth quarter. The export sector has
been the main source of strength, and business confi-
dence has rebounded; but domestic demand growth
has remained modest, consumer confidence has yet to
recover, and unemployment rose to a new seasonally
adjusted peak of 11%4 percent in January before falling
slightly in February. Inflation remains subdued, at
about 1% percent, with wage settlements in 1996 gen-

5The reductions in fiscal deficits in 1997 shown in Tables 4 and
5 exaggerate the projected fiscal adjustment in a number of cases,
particularly France and Italy, because they include accounting mea-
sures with no impact on underlying fiscal positions and one-
off measures whose reversal is expected to increase deficits
subsequently.
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erally below 2 percent, and settlements thus far in
1997 of about 1 percent.

In contrast with the easing of monetary conditions
referred to above, the stance of fiscal policy in
Germany is being tightened in 1997, correcting the
slippages that occurred in 1995 and making up for the
lack of progress in 1996. From a general government
deficit of about 4 percent of GDP in 1996, the fiscal
program for 1997 aims to reduce the budget deficit to
below 3 percent of GDP to meet the Maastricht crite-
ria, although fully achieving this objective may be dif-
ficult without additional policy action. With monetary
conditions supportive of moderate recovery, growth of
2Y percent is projected for 1997, with continuing
strong expansion of exports helping to revive invest-
ment in machinery and equipment. Consumption is
expected to pick up later in the year. Reflecting the
considerable output gap, inflation is projected to re-
main subdued. Weaker-than-expected investment and
consumption could, however, delay prospects for
Tecovery.

In France, economic activity in 1996 as a whole re-
mained sluggish, with real GDP increasing by about
1% percent. Despite weak income growth and very
low consumer confidence, consumer spending as well
as net exports contributed positively to growth.
Investment, however, remained flat, and destocking
continued to be a drag on growth. Unemployment
reached a new peak of 12% percent in early 1997.
Inflation remained firmly under control. The fiscal
deficit was held to the government’s 1996 target of
4 percent of GDP, following the adoption of a supple-
mentary budget in November. Fiscal plans for 1997
entail keeping central government spending un-
changed in nominal terms and strict limits on social
security expenditure; but additional measures appear
necessary to bring the deficit below 3 percent of GDP
on a durable basis. Since the Deutsche Bundesbank
last lowered short-term interest rates in August, the
Bank of France has reduced its operating rates by
between 15 and 25 basis points; while the franc has
remained stable against the deutsche mark, it has de-
preciated against the dollar and in effective terms.

Growth in 1997 is expected to strengthen to almost
2)4 percent, as the underlying expansion of private
consumption is maintained and exports continue to ex-
pand. Unemployment is expected to exceed 13 percent
by midyear, and inflationary pressures are likely to re-
main negligible. Though growth could be stronger if
exchange rates remain near their levels in early 1997,
there is at least an equal risk that rising unemployment
could undermine consumption and that sluggishness
in European growth could hinder the expansion of
exports.

In Italy, activity stagnated in 1996, reflecting in part
the strengthening of the lira since mid-1995 and the
weakness of key export markets in Europe. Industrial
production declined during the year, and unemploy-
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Chart 8. Selected European Countries: Real Total

Domestic Demand
(Percent change from four quarters earlier)

A convincing revival of domestic demand remains to be seen in
continental Europe.
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Chart 9. European Union and the United States:
Indicators of Consumer Confidence!

Consumer confidence remains particularly weak in the countries of
the European Union.
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ment was relatively stable at about 12 percent.
Inflation has been the main bright spot of recent per-
formance, falling from 6 percent in November 1995
(on a 12-month basis) to 2% percent in March 1997.
Modest growth of 1 percent is expected in 1997. Apart
from the direct effects of fiscal tightening, growth re-
mains dampened by the lagged effects of the lira’s ap-
preciation and depressed private sector demand.
Inflation is expected to remain subdued and in line
with the official target for the year of 214 percent.

The substantial headway made in reducing Italy’s
fiscal imbalances in 1992-95 stalled in 1996, owing
to inadequate expenditure control as well as weak
growth. Despite the corrective measures taken at
midyear, the general government deficit, at 6% percent
of GDP (inclusive of all accounting revisions), ex-
ceeded the official target by a considerable margin.
For 1997, the government’s objective of early EMU
participation will require a comparatively large fiscal
correction, for which additional measures were re-
cently taken, along with the announcement of a forth-
coming review of pension and welfare spending. The
additional package should serve to reduce the deficit
to close to the Maastricht reference value in 1997.
However, the considerable reliance in 1997 on one-off
measures would—in the absence of additional mea-
sures—lead to a rebound of the deficit in subsequent
years. Hence it is important that the forthcoming re-
view of social transfers leads to structural cost-saving
measures to ensure the sustainability of adjustment in
1998 and the medium term. Increased market confi-
dence in the authorities’ commitment to reduce the
budget deficit and bring down inflation has con-
tributed to a marked reduction in long-term interest
rates over the past two years. The performance of
the lira in the ERM, which it rejoined in November
1996, and continued subdued inflation allowed a re-
duction of 75 basis points in official interest rates in
late January 1997, following a similar reduction in
October 1996.

Evidence of economic recovery is apparent in a num-
ber of the smaller economies of Europe. In Sweden, eco-
nomic activity picked up around the middle of last
year, primarily fueled by the external sector and in-
vestment spending. Monetary policy was eased signif-
icantly during 1996 with cuts in the repurchase rate.
Growth is expected to strengthen further in 1997. A
pickup in exports has also contributed to tentative re-
coveries in Austria, Finland, and Spain. In Austria, the
external sector and business fixed investment are ex-
pected to support stronger growth during 1997 and
1998. Further fiscal consolidation, however, aimed at
reducing the fiscal deficit by about 1 percent of GDP
in 1997 may keep economic activity somewhat sub-
dued. In Finland, the strengthening of exports during
1996 has contributed to a resumption of growth.
Continued buoyancy of consumption and investment
is also supporting growth, which is expected to exceed
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Table 5. European Union: Convergence Indicators for 1995, 1996, and 1997

(In percent)
Consumer General Gross Government Long-Term
Price Inflation Government Balance/GDP Debt/GDP3 Interest Rates*
1995 1996 "199’7‘_" 1995 1996 19971 19972 1995 1996 1997 March 1997

Germany> 18 15 18 35 38  -33 29 S81 603 615 5.8
France 1.8 2.0 1.6- -5.0 -4.1 ~3.3 =30 52.9 56.3 578 5.7
Italy 5.4 3.9 24 7.1 -6.8 =33 =300 124.9 123.0 4215 7.6
United Kingdom® 2.8 2.9 26 -5.6 -4.4 -3:1 s 473 49.3 494 7.5
Spain 47 35 2.5 -6.6 —4.4 =32 30 65.3 69.5 ,69,0,;“ 71
Netherlands 2.0 2.1 27 4.0 2.3 232 o 79.7 78.8 T6.1 5.7
Belgium 15 2.1 20 441 -3.4 -2 =29 1335 1300 1271 59
Sweden 2.5 0.5 2.3 -7.9 -2.5 08 d6 78.2 786 766 7.1
Austria 2.2 1.9 1.9 -5.3 -39 =250 =30 69.3 69.8 681 5.7
Denmark? 2.1 2.1 2.5 -1.9 -1.6 0.1 0.2 722 69.9 673 6.5
Finland 1.0 0.6 13 -5.2 -2.6 19 0 14 58.5 58.0 587 6.1
Greece?® 9.3 8.5 69 92 -7.6 =51 =42 111.8 110.7 107.7. 10.3
Portugal 4.1 3.1 25 49 40 =29 29 717 708 692 6.9
Ireland 2.5 1.6 22 24 -1.0 ~1.6 ~1.5 84.8 76.4 723 6.3
Luxembourg 1.9 1.8 20 0.4 0.1 ~0.1 L 5.4 5.9 59 6.1
All EU? 3.0 2.5 22 -5.2 —4.4 =30 i 72.1 732 73.0 6.6
Reference valuel® 2.9 2.4 31 30 ~3.0 =30 60,0 60.0 600 7.9

Sources: National sources; and IMF staff projections.

Note: The tabie shows the convergence indicators mentioned in the Maastricht Treaty, except for the exchange rate. The three relevant con-
vergence criteria are (1) consumer price inflation must not exceed that of the three best-performing countries by more than 1% percentage
points; (2) interest rates on long-term government securities must not be more than 2 percentage points higher than those in the same three
member states; and (3) the financial position must be sustainable. In particular, the general government deficit should be at or below the refer-
ence value of 3 percent of GDP. If not, it should have declined substantially and continuously and reached a level close to the reference value,
or the excess over the reference value should be temporary and exceptional. The gross debt of general government should be at or below 60
percent of GDP or, if not, the debt ratio should be sufficiently diminishing and approaching the 60 percent value at a satisfactory pace. The ex-
change rate criterion is that the currency must have been held within the normal fluctuation margins of the ERM for two years without a re-
alignment at the initiative of the member state in question.

1Based on information available up to the end of March 1997.

20fficial targets or intentions. The IMF staff’s fiscal projections shown in the preceding column are in some cases based on different growth,
inflation, or interest rate assumptions from those used by national authorities and do not take into account further consolidation measures that
are planned by EU governments in accordance with their convergence programs but which have not yet been announced. See Box 2 for the
IMF staff’s fiscal assumptions.

3Debt data refer to end of year. They relate to general government but may not be consistent with the definition agreed at Maastricht.

4Ten-year government bond yield or nearest maturity.

SWhile some other EU countries have adopted supplementary fiscal actions for 1997 (e.g., France and Italy), the German authorities have
not yet announced additional measures to achieve the Maastricht fiscal deficit criterion.

6Retail price index excluding mortgage interest.

"Government deposits with the central bank, government holdings of nongovernment bonds, and government debt related to public enter-
prises amounted to some 20 percent of GDP in 1995.

8Long-term interest rate is 12-month treasury bill rate.

9Average weighted by GDP shares, based on the purchasing power parity (PPP) valuation of country GDPs for consumer price index, gen-
eral government balances, and debt.

10The Treaty is not specific as to what methodology should be used to calculate reference values for inflation and the interest rate beyond
noting that they should be based on the three lowest-inflation countries. For illustrative purposes, a simple average for the three countries is
used in calculating the reference values.

4 percent in 1997. In Spain, exports and equipment in- Netherlands, reflecting gains in employment and more
vestment are the driving forces behind the emerging buoyant consumer spending. Growth of exports cou-
recovery. Employment growth has been stronger than pled with continued buoyancy in domestic demand is
in previous economic cycles, but unemployment of expected to sustain relatively solid growth in both
over 22 percent remains Spain’s greatest economic countries in the year ahead. In Portugal also, growth
challenge. picked up in 1996 as both consumption and invest-

Elsewhere in continental Europe, revivals of do- ment improved. Activity is expected to firm over the
mestic demand are contributing to recoveries from next year as investment strengthens further. Similarly
the 1995 slowdown. Activity strengthened in early in Belgium, a recovery in business fixed investment is
1996 in Denmark, with notable increases in construc- expected to support stronger growth. In Greece, de-
tion and in private consumption, and also in the spite consolidation plans to reduce the structural fiscal
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Chart 10. Selected Asian Countries: Growth in

Export Revenues!
(Percent change from 12 months earlier; three-month moving
averages)

. Exports in U.S. dollar terms from a number of Asian countries slowed
markedly during 1995-96; in a number of countries, the slowdown
was less pronounced in SDR terms.
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deficit substantially in 1997, economic growth is ex-
pected to pick up, led by investment. In contrast, do-
mestic demand in Switzerland remains weak, and real
GDP in 1996 contracted by % of 1 percent. With mon-
etary policy now having been eased substantially, real
GDP is projected to expand, but by less than 1 percent
in 1997, supported mainly by the partial reversal of the
earlier excessive appreciation of the Swiss franc.

Robust economic recoveries in Ireland, Norway,
and Israel have slowed, or are expected to slow, to a
more sustainable pace. Growth in [reland moderated
to 7 percent in 1996 after peaking at over 10 percent in
1995, and inflation has also decelerated. The strong
and broadly based economic upswing in Norway con-
tinued, with real GDP accelerating to 5 percent growth
in 1996. Although the expansion is expected to mod-
erate somewhat in 1997, the marked tightening of the
labor market in the current upswing and the recent eas-
ing of monetary policy, motivated by exchange rate
considerations, indicate a risk of rising inflation. In
Israel, six years of rapid economic growth with
widening budget deficits culminated in a sharp in-
crease in the current account deficit during 1995-96,
with inflation near 10 percent. The projected tighten-
ing of fiscal policy, if successfully implemented,
should allow growth to continue at a more sustainable
pace, the external imbalance to narrow, and inflation
to moderate.

In several of the advanced economies of Asia,
growth slowed during 1996, and growth projections
for 1997 have been revised downward somewhat. The
slowdown, which represented a mild cyclical correc-
tion following the above-trend growth rates of
1994-95, resulted partly from appropriate policy tight-
ening intended to diminish the risk of overheating. At
the same time, exports slowed owing to losses in the
external competitiveness of currencies tied to the ap-
preciating U.S. dollar, weaker import demand from
other advanced economies and from within the region,
and the general decelerwtion in world industrial activ-
ity, which was particularly pronounced in the global
electronics market. The slowdown in the growth of ex-
port revenues in U.S. dollar terms was particularly
marked, reflecting the appreciation of the U.S. dollar;
in SDR terms, the slowing of export revenues was less
pronounced (Chart 10). A recovery in exports is ex-
pected in 1997, as global demand firms. In Hong
Kong, growth in private consumption and continuing
rapid growth in China are expected to support some-
what stronger growth in 1997. In Singapore, improve-
ments in the external sector are expected to offset a
moderation in both public consumption and private in-
vestment—which made considerable contributions to
GDP growth last year—resulting in growth of about
6% percent in the year ahead. In Taiwan Province of
China, a recovery in domestic demand should support
activity in 1997. In Korea, the slowdown in growth to
7 percent has reduced the risk of overheating. The
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short-term outlook for growth appears favorable, al-
though labor unrest and uncertainties associated with
the recent Hanbo bankruptcy imply some downside
risk.

Economic Situation and Prospects in
Developing Countries

In the developing countries, growth in output firmed
to 6% percent in 1996, marking the fifth consecutive
year of expansion of around 6 percent, and the median
inflation rate slowed to about 7 percent, the lowest rate
in nearly a quarter century (Table 6). Sustained growth
close to 6%4 percent, with further declines in inflation,
is expected in the period ahead.

Among the developing countries of the Western
Hemisphere, growth picked up to 3% percent in
1996—a somewhat better performance than projected
last October—and inflation declined further. Growth
in the region is expected to reach almost 4% percent in
1997 as recoveries in several countries gain momen-
tum, and inflation is projected to moderate further. In
Mexico, the economic recovery in 1996 exceeded
most expectations, with real GDP increasing by 5 per-
cent. Strong export performance and a pickup in do-
mestic investment—reflecting improved confidence
and lower interest rates—are expected to sustain re-
covery this year. Tight fiscal and monetary policies
should help to lower inflation to below 20 percent.
Economic recovery also gathered strength in
Argentina, with GDP increasing by about 414 percent
in 1996 after a comparable decline in output in the pre-
ceding year; inflation was virtually zero. With a
pickup in growth in the second half of the year,
Brazil’s economy expanded by 3 percent in 1996, and
inflation declined to about 11 percent, its lowest rate in
many years. Reflecting the success of the real plan, a
further strengthening of growth and decline in infla-
tion are expected in the year ahead. In Chile, high real
interest rates and weaker exports associated with the
fall in world copper prices reduced growth to 7 percent
in 1996, and a further slowdown is projected for the
year ahead. Nevertheless, Chile’s growth rate in 1997,
at about 5% percent, will again be one of the highest in
the region. Although the adjustment measures taken in
early 1996 in Venezuela contributed to a 1 percent de-
cline in output, they succeeded in improving financial
stability: the exchange rate stabilized, and inflation
began to decline in the second half of the year
Economic activity is expected to rebound this year,
supported by higher oil prices and buoyant foreign di-
rect investment in the newly privatized oil and mining
sectors.

With an increasing number of countries in Africa
making significant progress with macroeconomic sta-
bilization and structural reform efforts, the upturn in
economic growth that began in 1994-95 broadened
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further in 1996. In fact, the 5 percent expansion seen
in 1996 was Africa’s best growth performance in two
decades, and reflected strong activity in the primary
products sector—agriculture, in particular, with a
number of countries recovering from earlier adverse
weather—and in some cases, manufacturing. Growth
is expected to average about 4% percent in 1997. In
South Africa, the government’s commitment to fiscal
responsibility and structural reform is gaining increas-
ing credibility, but efforts to stabilize the economy and
remaining uncertainties are likely to constrain the pace
of growth in the near term. In Morocco, the rate of ex-
pansion is expected to slow, mainly because of weaker
performance in the agricultural sector. In many other
countries in Africa, however, growth prospects are
quite encouraging, with further declines expected in
inflation. Adjustment efforts in Kenya have continued
in many areas, including fiscal consolidation, but a
weakening of growth is likely in 1997 reflecting the
impact of a drought and a slowing of structural reform.
Robust growth in Uganda continues to be fueled partly
by capital inflows, and by investment in manufactur-
ing and construction, all of which reflect increased
confidence. In Ethiopia, growth surged to almost 8
percent in 1996, owing to strong performance of the
agricultural sector, and inflation declined to about
1 percent. Tight monetary policy and further strong
output growth should keep inflation at a similar level
in 1997. Rapid growth driven by agricultural produc-
tion and exports continued in Malawi during 1996,
while inflation declined substantially. After the 1995
drought, output growth picked up in Zambia, largely
owing to recoveries in agricultural and copper produc-
tion, and is projected to strengthen further in 1997.
Some limited progress was made during 1996 to re-
store economic stability in Nigeria, but inflation, while
easing, remained high. A recovery in output and a fur-
ther fall in inflation are expected in 1997.

Following the 1994 devaluation of the CFA franc
and the implementation of associated structural adjust-
ment programs, growth in the countries of the CFA
franc zone registered a turnaround in 1995. During
1996, economic activity gathered strength, resulting in
growth rates of about 5 percent. Output growth is pro-
jected to remain relatively strong in 1997, and infla-
tion to remain low or to decline further. In Senegal, the
rebound in agricultural production and continued ex-
pansion in the output of the industrial and construction
sectors contributed to growth of 5 percent in 1996. In
Cote d’Ivoire, robust growth in 1996 was largely dri-
ven by expansion of exports, especially cocoa and pe-
troleum, which partly reflected improved competitive-
ness. Inflation continued to abate despite further price
liberalization measures.

Among the developing countries of Asia, growth in
1996 moderated to 8% percent. This aggregate out-
come, however, masks diverse developments across
the region. The weakening of export growth, noted
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Table 6. Selected Developing Countries: Real GDP and Consumer Prices

(Annual percent change)

Real GDP Consumer Prices
1995 1996 1997 1995 1996 1997
Developing countries 6.0 6.5 6.6 213 131 19T
Median 4.1 4.3 4.7 10.0 7.0 5.4
Africa 2.9 5.0 4.7 321 24.8 12.0
Algeria 3.9 4.0 5.0 21.9 151 7.0
Cameroon 33 5.0 51 26.9 6.4 135
Cote d’Ivoire 7.0 6.5 160 14.3 6.6 ©:3.0
Ghana 4.5 5.0 50 59.5 45.6 215
Kenya 4.9 4.2 38 1.7 9.0 8.0
Morocco ~7.6 10.3 3.0 6.1 3.0 35
Nigeria 2.5 2.1 4.7 70.0 29.3 141
South Africa 34 3.1 22 8.6 74 102
Sudan 4.5 4.0 4.0 57.0 85.0 .55:0
Tanzania 3.8 4.5 50 34.0 257 150
Tunisia 2.5 75 7.0 6.3 5.0 45
Uganda 9.8 7.0 7.0 7.4 5.0 5.0
SAF/ESAF countries! 4.9 6.0 5.5 22.0 15.7 74
CFA countries 4.6 52 37 15.3 6.0 3.2
Asia 8.9 8.2 83 118 6.6 .62
Bangladesh 4.9 5.0 500 6.3 35 3.3
China 10.5 9.7 95 14.8 6.0 6.0
India 7.4 6.9 6.6 10.2 7.0 80
Indonesia 8.2 7.8 80" 9.4 7.9 ® ko
Malaysia 9.5 8.4 2.0 34 3.5 . 38
Pakistan 4.4 6.0 5.0 121 10.3 110
Philippines 4.8 55 6.3 8.1 8.4 6.5
Thailand 8.7 6.7 6.8 5.8 5.8 4.5
Vietnam 9.5 9.5 95 12.8 6.0 7.0
Middle East and Europe 3.8 4.5 39 33.8 24.5 210
Egypt 32 43 50 9.4 7.2 6.2
Iran, Islamic Republic of 3.1 42 38 49.4 23.0 A5
Jordan 6.9 5.2 6.5 24 6.5 4.0
Kuwait 1.6 1.6 08 0.7 0.9 12
Saudi Arabia 0.0 2.5 2.0 5.0 1.0 10
Turkey 7.5 6.4 39 93.6 82.3 75.0
Western Hemisphere 1.3 3.5 4.4 36.0 20.4 129
Argentina ~4.6 44 =50 34 0.1 11
Brazil2 42 3.0 45 o 11.1 8.0
Chile 8.5 7.2 58 8.2 7.4 6.0
Colombia 54 3.0 34 20.9 20.8 18.0
Dominican Republic 43 7.3 5.0 12,5 5.4 5.0
Ecuador 2.3 1.8 30 23.0 24.4 304
Guatemala 4.9 3.1 4.0 8.4 10.6 9.5
Mexico -6.2 5.1 435 35.0 34.1 173
Peru 7.0 2.8 50 112 115 99
Uruguay 2.4 4.8 45 423 28.3 193
Venezuela 3.4 -1.2 39 59.9 99.9 46.6

IAfrican countries that had arrangements, as of the end of 1996, under the IMF’s Structural Adjustment
Facility (SAF) or Enhanced Structural Adjustment Facility (ESAF).

2“Consumer prices” are based on a price index of domestic demand, which is a weighted average of the
consumer price index, the wholesale price index, and a price index for construction activity. The average year-
on-year increase in 1995 in this price index was 59.6 percent, which largely was the result of carryover ef-
fects from the high inflation rate prevailing prior to the introduction of the real on July 1, 1994, Consequently,
the inflation rate from December 1994 to December 1995, which was 14.8 percent, better reflects the under-
lying rate during 1995. From December 1995 to December 1996, the inflation rate was 9.3 percent.

earlier in the context of the advanced Asian the impact of the export slowdown on output coin-
economies, was also visible in a number of the fast- cided with the effects of tighter domestic financial
growing developing countries of the region. In some policies aimed at reducing the risk of overheating. The
countries, such as Indonesia, Malaysia, and Thailand, decline in export growth affected activity in Thailand
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more than in other East Asian countries, although real
GDP still grew by nearly 7 percent in 1996, with the
current account deficit remaining large. In contrast, in
Indonesia, the export slowdown was limited and par-
tially offset by continued buoyancy of domestic de-
mand, in part reflecting large capital inflows. As a
consequence, growth remained close to 8 percent. In
Malaysia, slower export growth, combined with a
tighter monetary policy, helped contain overheating
pressures. While labor markets in Malaysia are tight
and rates of expansion in private credit, real estate
sales, and investment demand have remained high,
pressures on capacity should be eased by the tighten-
ing of fiscal policy announced in the 1997 budget. The
economic recovery that began in 1994 continued in the
Philippines, with a further strengthening of output.
Deregulation and liberalization are helping by produc-
ing supply-side benefits and growth is projected to
strengthen slightly further in 1997 as investment and
exports pick up.

In China, after three years of double-digit inflation,
a soft landing was successfully achieved in 1996.
While inflation declined to 6 percent, GDP growth
was well maintained at about 9% percent. The outlook
for 1997 remains favorable, with growth roughly
unchanged and inflation remaining in the single
digits. In India, strong agricultural output partly offset
a slowdown in the industrial sector so that real
GDP growth slowed only moderately to about 7 per-
cent in 1996, while inflation declined to 7 percent. In
Pakistan, after economic activity started to pick up in
early 1996, the fiscal position worsened and a balance
of payments crisis ensued later in the year as the trade
deficit widened and capital inflows slowed. The
adjustment required is expected to lead to slower
growth in 1997 but will help improve the medium-
term outlook.

Solid performance continues in the Asian develop-
ing countries undergoing transition from central plan-
ning to market-based systems. Cautious fiscal and
monetary policies in Vietnam succeeded in lowering
inflation in 1996, while solid growth was maintained.
Continued robust growth is expected in the year
ahead, with only a slight increase in inflation. The
economic recovery under way in Cambodia continued
in 1996, although growth slowed somewhat reflecting
the adverse impact of recent floods on rice output, and
further progress was made in reducing inflation. In
the Lao People’s Democratic Republic, growth re-
mained buoyant owing to strong construction and ser-
vices activity, which offset a slump in export-based
manufacturing.

For almost a decade, the performance of many
economies in the Middle East and Europe region has
been disappointing. While the region has been period-
ically beset by political tensions and fluctuating oil
revenues, inadequate economic policies also help ex-
plain the weak economic conditions. In recent years,
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however, a number of countries have implemented re-
form programs, albeit with varying degrees of com-
mitment and subsequent success. Reflecting the con-
tinued progress toward macroeconomic stabilization
and deregulation of the economy in the past few years,
growth in Egypt increased to about 4 percent in 1996
and inflation was contained at about 7 percent.
Prudent monetary and fiscal policies in Jordan have
been supporting robust growth, which is expected to
continue in the year ahead. Gradual fiscal consolida-
tion has been the centerpiece of Saudi Arabia’s reform
efforts during the past decade. Improved fiscal and ex-
ternal positions, buoyed by higher oil export revenues,
contributed to increased private sector confidence and
a pickup in economic activity in 1996. In contrast,
overheating pressures continued in Turkey last year.
Inflation accelerated to around 80 percent, the fiscal
deficit climbed to over 9 percent of GDP, and interest
rates reached over 120 percent.

Developments and Prospects
in Transition Countries

For the countries in transition, considered as a
group, the contraction in economic activity seems to
have bottomed out in 1996 after six years of deep de-
cline. Also last year, inflation fell to 40 percent on an
annual average basis, its lowest rate since the transi-
tion began, and to lower levels on a 12-month basis by
the end of the year (Table 7 and Chart 11). Output is
expected to expand by 3 percent in 1997—with all but
five countries registering growth of 2 percent or
higher—and inflation to slow further. It should be em-
phasized that output data for these countries may un-
derestimate actual growth because they may not take
full account of various forms of economic activity,
particularly the output of new enterprises and activity
in the informal service sector (Box 5).

The countries more advanced in the transition
process have generally continued to make progress in
macroeconomic stabilization and structural reform.6
By the end of 1996, inflation had declined to 20 per-
cent or less in each of these countries, and to 10 per-
cent or below in the Czech Republic, the Slovak
Republic, Croatia, and Slovenia. Output growth, al-
though still quite strong, moderated somewhat in the
Czech Republic, Estonia, Poland, and the Slovak
Republic, mainly reflecting weaker exports to the EU.
Nevertheless, overheating remains a risk in both the
Czech Republic and the Slovak Republic, where rela-
tively high wage increases are helping to fuel domes-
tic demand. Despite a slowdown in growth in Hungary
in 1996, tight fiscal and monetary policies have estab-

6See Chapter V, Table 21, for lists of countries considered to be
more and less advanced in transition.
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Table 7. Countries in Transition: Real GDP and Consumer Prices

(Annual percent change)

Real GDP Consumer Prices!
1995 1996 1997 1995 1996 1997
Countries in transition 08 o1 30 1 4o a1
Median 15 27 40 46 24 16
Central and eastern Europe 1.6 1.6 30 68 36 38
Excluding Belarus and Ukraine 5.0 34 3.3 24 30 41
Albania 8.9 8.2 200 8 13 20
Belarus -10.2 2.0 00 709 52 3
Bulgaria 2.6 -9.0 48 62 123 765
Croatia 1.5 5.0 55 2 3 4
Czech Republic 4.8 42 4.5 9 9 8
Estonia 32 3.1 44 29 23 17
Hungary 1.5 1.0 20 28 24 18
Latvia 0.4 2.5 4.0 25 19 12
Lithuania 31 3.5 4.5 39 25 12
Macedonia, former Yugoslav Rep. of -1.4 1.1 50 16 2 2
Moldova -3.0 -8.0 30 30 24 At
Poland 6.5 5.5 5»’5' 28 20 16
Romania 7.1 4.1 =15 32 39 109
Slovak Republic 6.8 7.0 60 10 6 6
Slovenia 3.9 3.5 40 13 10 g
Ukraine -12.0  -10.0 27 376 80 25
Russia 40 28 30 190 48 14
Transcaucasus and central Asia -39 1.6 28 260 70 J
Armenia 6.9 6.6 53 177 19
Azerbaijan -11.0 1.3 52 412 20
Georgia 2.4 10.5 10.0 163 40
Kazakstan -8.9 1.0 2.0 ‘ 176 39
Kyrgyz Republic 1.3 5.6 6.9 53 30
Mongolia 6.3 3.0 50 57 50
Tajikistan -12.5 -7.0 ~3.3 610 443
Turkmenistan -8.2 -3.0 17 1,005 992
Uzbekistan -0.9 1.6 20 305 54

lAverage annual percent changes in consumer prices can differ significantly from during-the-year
changes. See Chart 11 for monthly data for selected countries in transition.

lished important conditions for robust and sustainable
growth; indeed signs of a pickup in activity emerged
in the second half of 1996. Progress with structural re-
forms continues in these countries, although often at a
slower pace than previously, reflecting the relatively
difficult tasks now being addressed, including enter-
prise restructuring, the rehabilitation and rebuilding of
infrastructure, and the establishment of robust finan-
cial and legal institutions.

For a number of countries less advanced in transi-
tion, efforts at macroeconomic stabilization were re-
warded in 1996 with sustained and sharp declines in
inflation and, except for Russia and Ukraine, signifi-
cantly improved growth performance. Inflation fell
markedly in 1996 in Armenia, Azerbaijan, Georgia,
Kazakstan, Russia, and Ukraine and remained broadly
stable in the Kyrgyz Republic and Moldova owing in
part to the increased stability of nominal exchange
rates. Positive growth emerged in 1996 in Azerbaijan,
Kazakstan, and the former Yugoslav Republic of
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Macedonia, while Armenia and the Kyrgyz Republic
recorded growth above 5 percent and Georgia above
10 percent. The recent economic performance of
Russia and Ukraine has been mixed. Both countries
made substantial progress in bringing down inflation
during 1996—with end-of-year annual inflation de-
clining to 22 percent in Russia and to 39 percent in
Ukraine. However, both countries have yet to record
positive growth in output since the start of the transi-
tion. The government’s fiscal position in Russia re-
mains fragile, with revenue collection particularly
weak, but recent indicators suggest that the long-
awaited recovery of output may materialize in 1997.
In particular, private investment is expected to begin
to pick up in response to reforms and progress with
macroeconomic stabilization. In Ukraine, progress has
been made with privatizing large- and medium-scale
enterprises in the last two years, but the pace has
slowed down in early 1997, and regulatory uncertainty
continues to impede market activity.
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In other countries less advanced in transition, in-
cluding Albania, Bulgaria, Romania, and Uzbekistan,
macroeconomic stabilization has slipped, and there
have been significant increases in inflation in recent
months. The situation has been particularly difficult
in Bulgaria, where the banking system came under
severe pressure in late 1996. In early 1997, the
Bulgarian and Romanian governments both adopted
far-reaching stabilization and reform programs. Infla-
tion in Bulgaria has since declined sharply and the ex-
change rate has stabilized. Albania was confronted in
early 1997 with a financial crisis caused by the col-
lapse of “pyramid” investment schemes. The crisis led
to civil strife and the breakdown of law and order in
the country. Uzbekistan has taken steps backward in
the reform process, notably by reimposing restrictions
on current account convertibility. Civil unrest has con-
tinued in Tajikistan, while already limited structural
reform efforts have been partly reversed in Belarus. In
Turkmenistan, the inflation rate has remained the
highest among all the countries in transition.

Financial and Foreign Exchange Markets

Developments in the foreign exchange and financial
markets of the advanced economies since the October
1996 World Economic Outlook have reflected chang-
ing perceptions of the near-term growth prospects for
individual countries, of the outlook for continued low
global inflation, and of progress with fiscal consolida-
tion and toward monetary union in Europe. Short-term
interest rates have in most cases either remained
broadly unchanged or declined, the most notable ex-
ceptions being the United Kingdom and the United
States, where they were raised slightly in October
1996 and March 1997, respectively. Long-term inter-
est rates continued on a downward trend until early
December in the United States and Canada and until
mid-February in most other countries, with the higher-
vielding bond markets in Europe recording the largest
overall declines. Renewed concerns about inflation
risks in the United States combined with signs of
stronger activity in Europe and some increase in
EMU-related uncertainty prompted significant in-
creases in long-term rates in most countries except
Japan in late February and March. Movements in ex-
change rates, for the most part, have maintained the
trends prevailing since mid-1995, with the U.S. dollar
appreciating further against most other major curren-
cies, although a marked acceleration in the apprecia-
tion of the pound sterling in late 1996 and early 1997
was a notable new development. The exchange rate
mechanism (ERM) of the European Monetary System
was generally free of significant tensions, with the
Finnish markka joining the ERM in October and the
Italian lira reentering in November. The environment
of low inflation, stable or falling interest rates, and
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Chart 11. Selected Transition Countries: Inflation

In countries more advanced in transition, inflation has come down
steadily. In those less advanced in transition, inflation has been re-
duced in the countries that have maintained tight financial policies.
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. Box s Pr‘oﬁiéms in M’éasuring Ohtpuf‘ »in:Trahsition Con'ritries

Real output. in the transumn @conomles de hned
sharply.in the initial phase of the transformation. Qutput
is ofﬁcxaily reported to have fallen cumulatively by more
than one-half in the early years in a number of countries
of the former Soviet Union. While by 1996 output srowth
. had resumed in most transition counmes, ofﬁmal reports
‘ show another year-of dechnc in five counmes ‘of the for-
mer Sov1et Union, mcludmg Russia and Ukrame There:
are indications, however, that the actual size and conse-
quences of the decline’in output have beéen less severe
than the official numbers suggest. Official measures of
output are likely to overstate the decline for a number of
reasons, including a tendency to exaggerate autpux: before
the transition began; mcthodologmal problems in con-
, structmg real output indicators; and mcomplete coverage

and . unden'eportmg of

mgmﬁcantly thf: deterioration of living standards dzmna
the trapsition. -
'E’hra statistical authoritiss in the transition manamxes,
while gradually. begmnmg to compﬂe GDP statistics on
the bagis of the 1993 System of National Accounts, en-
 countered numerous methodologxcal probiems in the der-

ivation of real output indicators. The difficulties were

compounded by the effects of high inflation and per-
sisting dlstortmm in relative prices, as measurmg the
,changes in real output involves valuation issues such as
the choice of the appropriate weig 'tmg scheme to aggre~
gate sectoral physmal output indicators and the ccmputa«
. tion of the share of intermediate consumption in gross
. ouitput; these issues have often not been adequately ad-
 dressed. With statistical syst&ms ‘having 1mproved sub-

certam CCQIIOHUC aCthltleS ‘

' stantlally nd. mﬂatlon bavmg faJlen to more moderate‘] o

levels, the methods to.derive measures of agpregate real; !

output have become more sound; ‘however, the flawed es-
- timates for the' injtial years of the transformatwn st;li

await revision in many cases. ]
The traditional statistical methodologyﬁ based on ex-
haustive reporting of producnon by state-owned and
mainly large-scale enterprises, was not well equ1pped to
deal with privatization and the rapld increase in new, and
for the most part small, prwate enterpnse& Asa rasult

‘many enterprises and activities are still not covereci or are

re;:ormd inadequately. Households involved in small- '
scale private activities, such as retail trade and agncui~

tare, and pnvate firms that waulﬁ riot be 1n<:iuded inbusi-
‘ness regmters, do not report atall In addltxon, a3 large

gnumber of enterprises that are covered by the reporting
Moreover, it is difficult to assess the welfare effects of -
output change&s followmg such a shift in economic
‘regime, and the decline in output is likely to overstate

'system seem to unde:rrepmct thelr actwines often toavoid:
taxes. To the extent ‘that new forms of L
in partu:ular dre poorly measured the reported data also, o
tend to overestimate the share of the declining sectors in-

economic acu?aty:*

herited from cen’cml plannmg ralatiwe to the rxe:w anci ex~ -
pandmg ;;rwaze sectors Staxxstmai authonms in the tran»

;,nvny For mstanca, a recent statement B the Russxan f
State. Statistzca,i Committee Jindicated that in 1996 only
’abouz 85 percem of industrial output anci axoumﬁ 43 per~

«cal authomzes

A consensus is emcrgmg that the curnulatwe output de‘

_cline in the eaﬂy y&axs of thﬁ transition has been overestz- i

moderate or improving growth prospects in most
countries laid the basis for further large gains in major
industrial country equity markets, with the notable ex-
ception of Japan, in the period until early March be-
fore a partial correction occurred that appeared to be
prompted mainly by concerns about rising interest
rates, particularly in the United States.

Since early September, monetary authorities in most
industrial countries have either held short-term inter-
est rates steady or lowered them. The most notable ex-
ceptions are the United Kingdom, where official rates
were raised by 25 basis points in October to help
counter the inflation risks associated with a consumer-
led upswing in activity, and the United States, where
the Federal Reserve raised the target federal funds rate
by 25 basis points in late March in response to the per-
sisting strength of demand and increasing risk of ris-
ing inflation (Chart 12). Short-term rates have re-
mained unchanged in Japan (since September 1995)
and Germany (since August 1996). The Bank of
France made four modest cuts in official rates,
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amounting to 15-25 basis points, in the closing
months of 1996 and early 1997, and as a result French
and German short-term rates had converged by
late Febrnary compared with a differential of over
100 basis points in favor of French rates a year earlier.

Elsewhere in Europe, the Bank of Italy’s discount
rate was cut on two occasions, in October and January,
by a cumulative 150 basis points as inflation in Italy
fell below 3 percent, activity remained weak, and
plans were announced for a substantial fiscal tighten-
ing in 1997. Fiscal consolidation and favorable infla-
tion developments also provided scope for official rate
cuts in Portugal, Spain, and Sweden, where short-term
rates have fallen by 90-150 basis points since early
September, while the Norwegian central bank cut the
overnight lending rate by 125 basis points between
November and Januvary in an effort to curb upward
pressures on the exchange rate. Conversely, in the
Netherlands, the central bank raised the special ad-
vances rate by a cumulative 40 basis points on two oc-
casions in late February and early March. Outside
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. ,mated A recem detalled revrsxou of Russm s nanonal ac- [

‘counts found that the oumulatzve dechne in real GDP was

about 35 percent during. 1990-94, compared with:an ini-
tial estimate of around 47 percent.! The revision reﬂecm
both methodologrcal corrections (including correction of

‘the underlymg data for. 1991) and’ more accurate estl- r

‘mates of value added, as well as improvements in the

" coverage of trade and: other services. Similarly, the cu-
. mulative output decline in Kazakstan
L was recently rev1sed from 51 percent to around 35 per-
cent. Reassessmients for other countries, especrally coun-
_tries of the former Soviet Union, while not yet available,
are likely to resultin comparable revisions for this period.
Despz{e s1gn1ﬁcant lmprovements in methodoiogy and

coverage the authorities may still be conservative in their © -
\estimates of underreportmg For Russia, the IMF. staff es- -
txrnat,s that after, takmg [proper account of i mcreasmg tax

during 1990-94

. avoidance the output declinie in - 1996 ‘was 2.8 percent ”

| rather than the offlclally reported 6 percem In a number -

of othe: ‘cases for instance Azerbauars and the Kyrgyz

Republic in 1995, the IMF staff has also made upward

adjustments to the official output data. Wrthout proper

‘adjustment for problems of mcomplete ccverage and up-
‘derreportmg, the output recovery in countries  where

k growth has resumed is: sumlariy underestlmated The real

1Se<: State Statrstlcs Comrmttee of the Russ1an Federation and ,‘\‘ L
the ‘World Bank, Russian Federation: -Repoit on the National

Accounts (Washmgtc)n ‘The World Bank, Octoher 1995}. this
-reyision confirms the argument and computations 'm Evgeny
Gavrilenkov. and Vincent Koen; “How Large Was the Output

Collapse i Russia? Altemame Estrmates and Welfare Tmplit

- GDP data for the transu:xon counmes reported in thel\;”
World Ecanamzc Outlook reﬂect the IME staff's current
‘best estimates.

ity of the national accounts estlmates in the transition
| countries by strengthemng the standard survey processes,
‘ fcombrmng mformatron from separate sources, such as
* ‘household budget surveys, and developmg methods for
estimating activities that are difficult to measure.2 At the
same time, it should be recogmzeci that not only will im-
‘plementing these imprc
increasing share of activities that 8o untaxed and . un-

burdens and nontransparent tax laws, poor 1mplementa~
_ tion of laws and regulatrons, and generai MACTOECONOMIC -
. instability. 3 Experlencc in a number of central and east-

em European countries. shows that the role of acti vities
“olitside the normal fiscal and_ regulatory fram WO l;;d1~

' minishes as progress: with the trensformatron TOCess

There is clearly aneed 1o contmue to m‘rprove the qual-

vements take time, but also the

recorded reflects underlying problems. Such activities are
a response to mefﬁment tax cotlection pracnces hlgh ax

continues, including :hrough the redeﬁmtmn of ithe role
of and limits on. gcvemmem mtcrvennon inthe economy

:}However, tax evaszon can be a serious pmbiem even in -

o advanced ec:onornws and er be dtfficult to curtail

. cations, Staff Studies for the World. Economw 0utlook (IMF o

September 1995), pp. 106-—19

“the Unofficial
Etonomies: A Framework c:-f Analysrs and ‘Eviderice” World

: ,World Bank December 1996)

completely

2See Adrxaan M. Bloem Paui Cottereli ‘and Terry Grgantcs,
“Natronal ‘Accounts in Transition Countries: Distortions and.
Biases, IMF Working Paper 96/130: (Nove nber 1996,

3See Daniet Kaufman and Aleksander Kaliberda, “Integrating
conomy into the Dynam ¢s of Past-Socialist

Bank Policy: Research Workmg Paper No. 1691 (Washmgton :

Europe, Canadian short-term rates fell by a further
100 basis points in October and early November as the
Bank of Canada cut official rates to offset the tighten-
ing of monetary conditions associated with the rise of
the Canadian dollar. The Australian and New Zealand
central banks have also permitted short-term rates to
fall since early September by about 100 and 200 basis
points, respectively, in response to slower growth and
an improved outlook for inflation.

Following the divergent movements in long-term
interest rates in the previous six months, bond yields
fell virtually across the board in major industrial coun-
tries in the period from early September until early
December. Yields fell by 60-90 basis points in many
countries and by 150-200 basis points in a few cases,
reflecting reduced concerns about global inflation, as
price pressures remained subdued or eased further
in many countries, and as the moderation of growth in
the United States in the third quarter became clearer
in the data. In addition, bond yield spreads continued
to narrow in Europe in response to further conver-
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gence in inflation performance and progress on fiscal
consolidation, which also contributed to positive mar-
ket assessments of prospects for EMU. Additional
factors contributing to the yield declines were cuts in
official interest rates in several countries and expecta-
tions that the highly accommodative monetary stance
in Japan would be maintained for longer than per-
ceived earlier given the hesitant progress of the recov-
ery. The largest declines were recorded in Italy,
Portugal, and Spain on lower inflation and intensified
efforts to meet the criteria for EMU participation.
Long-term interest rates also fell by 100-150 basis
points in several other higher-yielding bond markets,
notably Australia, Canada, and Sweden.

Between early December and early April, long-term
rates rebounded by about 90 basis points in the United
States as the renewed strength of activity in the fourth
quarter became more apparent to markets and as data
became available indicating continued growth above
potential in the first three months of 1997. Rates in
Canada rose by a similar amount, reflecting the upturn
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Chart 12. Major Industrial Countries:
Nominal Interest Rates
(In percent a year)

In most countries, short-term interest rates have remained steady or
declined, and long-term rates have continued on a downward trend.
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in the Canadian economy as well as the spillover ef-
fects of higher U.S. rates. In Europe, bond yields
mostly continued to move downwards until mid-
February before turning up partly in response to the
rise in U.S. rates but also owing to signs of stronger
activity in continental Europe and some market re-
assessment of the probabilities of early participation
by certain countries in EMU. In contrast, long-term
rates continued to decline in Japan, reaching historic
lows around 2.1 percent in early April. By that time,
long-term rates in the United States had returned to
their early September levels, but in most other coun-
tries they remained lower, particularly in Canada and
in the higher yielding European markets. As a result of
these movements, the premium of U.S. over German
and French yields has widened to close to a full per-
centage point after having been negative in most of
1995 and early 1996. This change in differentials is a
particularly welcome development, reflecting the
lower underlying inflation rates in continental Europe,
the relative cyclical positions of the U.S. and key con-
tinental economies, and the correction of the overly
strong exchange rate of the deutsche mark in terms of
the U.S. dollar.

In foreign exchange markets, the U.S. dollar
strengthened further against most other major curren-
cies since last September but weakened against the
pound sterling and barely changed in value against the
Canadian dollar (Chart 13). By early April, the dollar
was about 15 percent higher than in early September
in terms of the Japanese yen, the deutsche mark, and
the French franc, and more than 20 percent higher
against the Swiss franc. On the other hand, it was
about 3 percent weaker against sterling. Reflecting
these partly offsetting movements, the dollar was
about 10 percent higher in nominal effective terms
than in early September 1996 and about 19 percent
above its trough of April 1995. The yen weakened by
a further 9 percent in nominal effective terms between
early September 1996 and early April 1997, taking the
cumulative depreciation since April 1995 to 30 per-
cent. During the fourth quarter of 1996 the pound ster-
ling rose against all other major currencies, strength-
ening by 10 percent against the deutsche mark and in
nominal effective terms, before weakening slightly in
January but strengthening again in February. The
Italian lira has weakened in effective terms by about
2 percent, while the Canadian dollar has strengthened
by about 3 percent.

These exchange rate movements are partly attribut-
able to the continued disparities in relative cyclical po-
sitions among the major economies, which have been
reflected in interest rate differentials given the sub-
dued inflation environment in these countries. Thus
the appreciation of the U.S. dollar has been supported
by the continued relatively strong performance of the
U.S. economy and by associated interest differentials
in favor of dollar-denominated assets. Interest differ-
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entials favoring sterling-denominated assets and ex-
pectations that higher interest rates may be needed in
the United Kingdom to avoid higher inflation also
contributed to the rise of sterling. In contrast, the yen
has continued to weaken as concerns over the robust-
ness of the Japanese economic recovery have con-
tributed to expectations that domestic interest rates
will remain low for some time. Similarly, low interest
rates in Switzerland and weak domestic growth
prospects have contributed to the marked depreciation
of the Swiss franc.

These currency realignments have for the most part
been helpful responses to relative demand pressures in
the major economies given their different cyclical po-
sitions, redistributing demand among countries in
ways that are generally conducive to sustainable
growth, and seemingly not taking exchange rates to
levels that would be clearly out of line with mediom-
term requirements for balance of payments sustain-
ability. In the case of the dollar, recent movements
have more than reversed the sharp depreciation that
took it to its low point in April 1995 and by early April
1997 had taken the real exchange value of the doliar to
its highest level since 1989. Similarly, by early April,
the real effective value of the yen had returned to its
level prior to the large run-up beginning in 1993, while
the deutsche mark returned to the level prevailing in
late 1994, and sterling had reversed most of the losses
following its withdrawal from the ERM in mid-1992.
Following their meeting in early February, finance
ministers of the seven major industrial countries re-
leased a statement noting that the earlier misalign-
ments in exchange markets had been corrected and
that there was agreement to monitor exchange market
developments and to cooperate as appropriate.
Subsequently, the exchange rates of the major curren-
cies generally traded within fairly narrow ranges in
February and March.

Stock market prices rose strongly in most industrial
countries in the period between early September and
early March, extending the gains recorded earlier in
1996. By mid-March, equity prices in the United
States, Canada, and several major European markets
were about 30-45 percent higher than at the end of
1995. Subsequently, in late March and early April,
most major markets underwent downward corrections
on the order of 10 percent in the United States and
Canada and somewhat less in Europe in response to
the rise in bond yields.

Prior to the subsequent correction, the rise in the
U.S. stock market to new peaks in late 1996 and early
1997 had prompted official expressions of concern.
The total value of the U.S. equity market is estimated
to have reached nearly 140 percent of GDP in early
1997, which is well above the levels seen in the past
three decades. The rise in equity prices in recent years
is clearly related to the strong growth of corporate
earnings (profits), which rose from about 8 percent of
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Chart 13. Major Industrial Countries: Effective

Exchange Rates
(1990 = 100, logarithmic scale)

As the dollar has risen to levels not seen earlier in the 1990s, the yen
has declined to the levels of early 1993.

wmme Real effective exchange rate!

—- Nominal effective exchange rate?

0~ United Stat T G o
nited States - bermany N e 120
_ o g e
}{5: %«m‘rg ey 110
At 100
Ll b1 1 1,90
gob—"_ L 1 1 U 1991 93 95 Mar.
1991 93 95 Mar. 97
97
180 - _ ~ France - 120
170 _ Japan g;;} _ - . o Ry 110
— A - Eohal
150- L e el
140~ ?4%3_ a;w ‘[a\,} _ [T S N N SN N Y ¢
{ .:7:;3\ 1991 93 95 Mar.
130 - \S 97
120 - M
1107 ) - Ttaly - 110
100 el 100
oL 1t 1 11 _ _
? 1991 93 95 Mar. ;.{ 20
97 ’:“}\ SN
- Y 5, ﬁm 1/:» 80
~ B - ;5“;; -70
120 Canada k
110 - - L 1 1 ] ] ! 1. 60
‘,(:;mk 1991 93 95 Mar,
100 ‘%}% 97
90— "‘v«m -
AN W
80— ::i;ﬂ\ Ve X Vgﬁd Kingdom - 110
70~ - _
60—l L 1 1 1l [
1991 93 95 Mar. 1991
97

1Defined in terms of relative normalized unit labor costs in manufac-
turing, as estimated by the IMF’s Competitiveness Indicators System,
using 1989-91 trade weights.

2Constructed using 1989-91 trade weights.



Il WORLD ECONOMIC SITUATION AND SHORT-TERM PROSPECTS

Chart 14. United States: Stock Market Indicators

With the strong increase in U.S. equity prices in recent years, market
capitalization has reached a high; price-earnings ratios have increased;
and dividend yields have declined to low levels; but the yield gap vis-
a-vis bonds has remained below recent peaks.
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GDP in 1990-91 to 11 percent in 1996. The rise in
price-earnings ratios has therefore been less dramatic
than the rise in equity prices; but price-earnings ratios
nevertheless have risen to levels well above the aver-
ages of the past three decades (Chart 14). There has
been a corresponding decline in dividend yields to lev-
els well below recent historical averages. The decline
in equity yields and rise in price-earnings ratios may
be attributed partly to declines in yields on alternative
assets, owing in particular to declines in interest rates
and inflation. Thus the yield gap between bonds and
equities, though becoming wider (in favor of bonds)
than the average since 1960, has remained signifi-
cantly lower than peaks reached in recent years, for
example, immediately prior to the 1987 market drop.
The rise in the U.S. equity market in recent years may
therefore be attributed in large part to strong funda-
mentals—strong earnings growth and lower interest
rates, in particular. But this indicates that the market
would be vulnerable both to increases in interest rates
and to downward revisions of expectations of future
profit growth, and both of these factors seemed to un-
derlie the partial correction of prices that subsequently
occurred in late March and early April.

Equity markets in Canada and Europe mostly
lagged behind the U.S. market prior to 1996, and their
more recent upswing appears to reflect improved
growth prospects in many countries combined with
lower bond yields. The main exception to this trend
has been Japan, where equity prices fell 13 percent in
the period between early September and early April on
concerns about the outlook for growth and corporate
profitability, combined with concerns about weak-
nesses in bank balance sheets and uncertainties about
the pace and extent of financial deregulation. Con-
cerns about corporate indebtedness and its effects on
the financial sector also contributed to a further fall in
equity prices in Korea, where growth has slowed and
exports have weakened.

Against a background of continued strong capital
flows to emerging markets, foreign exchange markets
in developing countries remained relatively stable in
the second half of 1996, with occasional periods of
turbulence in particular countries generally not having
significant spillover effects on other markets.” After
several months of relative stability, the Mexican peso
weakened by about 6 percent in October as a result of
uncertainty concerning the announcement of the eco-
nomic policy program for 1997 and investor concerns
linked to the privatization of public enterprises, among
other factors. However, the peso quickly stabilized
after the central bank tightened monetary policy and

7Capital inflows to emerging market countries and related issues
including policy options in managing these flows have been dis-
cussed extensively in previous issues of the World Economic
Outlook. For example, see Annex IV, October 1996 World Economic
Qutlook.
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agreement was reached with business and labor lead-
ers on policy targets for 1997; financial markets in
Mexico have since rebounded. In mid-January, the
Chilean central bank widened the exchange rate band
and revalued the peso, in terms of its reference ex-
change rate, by about 4 percent against the U.S. dollar.
In Brazil, the real continued to depreciate gradually
within its band, while reserve accumulation slowed in
response to lower interest rates and measures taken in
early 1996 to dampen capital inflows. The trading
band for the real against the U.S. dollar was depreci-
ated by about 7 percent in February 1997. In
Venezuela, higher oil prices and an improved capital
account contributed to a $6 billion rise in reserves in
1996, and the bolivar stabilized following exchange
rate unification and the adoption of an IMF-supported
program in April. In Colombia, reserves rose strongly
toward the end of 1996 as the authorities sought to
contain upward pressure on the peso.

Strong capital inflows contributed to further sub-
stantial reserve accumulation in several Asian coun-
tries in 1996. Most countries maintained broadly sta-
ble exchange rates against the U.S. dollar, which
entailed appreciation in real effective terms given in-
flation differentials and the rise of the dollar especially
against the Japanese yen. In China, reserves rose by a
further $30 billion following comparably large in-
creases in the previous two years. In Indonesia, the au-
thorities have continued gradually to lower the inter-
vention band for the rupiah in terms of the dollar and
have also allowed somewhat greater flexibility by
widening this band on three occasions during 1996. In
Malaysia, the authorities allowed the ringgit to rise
moderately in nominal effective terms in early 1997 in
response to continued strong capital inflows. Thailand
encountered downward pressures on its currency in
1996 and early 1997, partly reflecting concerns about
its current account deficit. Although the Thai baht de-
preciated only slightly against the U.S. dollar, the au-
thorities intervened substantially to support the cur-
rency on three occasions—in July, December, and
January—February. In late October, the Pakistan rupee
was devalued by 8% percent as part of a package of
measures to address widening macroeconomic imbal-
ances and a sharp fall in foreign exchange reserves.

Among other emerging market economies, the
South African rand came under renewed downward
pressure in October on concerns about higher inflation
and disappointment with progress toward the macro-
economic plan announced earlier in the year; the pres-
sure was resisted by a hike in interest rates. The rand
depreciated by about 28 percent in 1996 but rebounded
somewhat in early 1997. In Turkey, the lira maintained
its path of steady but rapid depreciation broadly in line
with inflation. In central and eastern Europe, with the
exceptions of Bulgaria and Romania, all countries saw
their currencies appreciate in real terms. The Czech
koruna appreciated even in nominal effective terms,
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reflecting a tightening of domestic monetary condi-
tions intended to dampen inflationary pressures and
contain a widening in the current account deficit.

In contrast to the performance of industrial country
markets, there was a variety of equity price move-
ments in emerging market countries in the second half
of 1996. Price gains overall were modest, with the
International Finance Corporation (IFC) composite
index rising only 7' percent in 1996 as a whole
(Chart 15). However, the flat overall picture disguises
sharp movements in some individual countries. In
China, prices rose between two- and threefold prior
to a partial correction in December prompted by
official expression of concern about illegal specula-
tion, which was accompanied by a tightening of regu-
lations. In contrast, stock market prices fell sharply in
Thailand as growth slowed in response to earlier mon-
etary tightening and the rapid downturn in exports.
Improved investor confidence following the success-
ful implementation of stabilization measures saw eq-
uity prices roughly double in U.S. dollar terms in
Hungary, Russia, and Venezuela in 1996. In most other
emerging market countries, price gains in dollar terms
were modest, with price falls recorded in the second
half of the year in Chile, the Czech Republic, and
South Africa. Following the subdued overall perfor-
mance in 1996, equity markets in most developing
countries recorded significant gains in early 1997 with
the IFC composite index rising 10 percent in the pe-
riod through early April.

External Payments, Financing, and Debt

The expansion of world trade slowed markedly in
1996 following the exceptionally rapid growth of the
two preceding years (Chart 16). Some decline in trade
growth both absolutely and relative to output growth
was projected in the October 1996 World Economic
Outlook. But the decline that occurred last year ex-
ceeded expectations, taking the elasticity of trade with
respect to output to its lowest level since the mid-
1980s. This elasticity nevertheless remained higher
than the averages of both the 1970s and the 1980s.
Even though the growth of world output increased in
1996, sluggish demand for imports in some of the ad-
vanced economies—arising in some cases from efforts
to reduce excessive inventories—and moderating
growth in a number of Asian countries appear to have
contributed to the disproportionate slowing of trade.?

8The IMF staff’s estimate that the expansion of world merchan-
dise trade slowed to 5%z percent in 1996 may be compared with the
World Trade Organization’s (WTQ) estimate that it slowed to about
4 percent. The discrepancy between these estimates is largely at-
tributable to differences in underlying data sources, with the IMF
using balance of payments trade data and the WTO using customs
statistics.
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Chart 15. Emerging Market Countries:
Equity Prices
(In U.S. dollars, logarithmic scale; January 1990 = 100)

Stock markets have been more stable for most of this year compared
with the turbulence in 1995.
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Chart 16. Elasticity of World Trade with Respect to
World Output!

The elasticity of world trade with respect to world output declined
markedly in 1996 but remained higher than the averages for the 1970s
and 1980s.
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Within the overall slowdown, Japan, Germany, and
France experienced small declines in their shares of
world exports, while the other major industrial coun-
tries and the emerging market economies main-
tained or increased their shares (Table 8). Progress
with multilateral trade negotiations continued with
the first Ministerial Conference of the World Trade
Organization concluding an agreement in December
to liberalize global trade in information technology
products.

Current account imbalances in the major industrial
countries have in most cases remained moderate, and
smaller than those seen in a number of countries in the
mid-1980s. The recent pattern of imbalances reflects
the improved alignment of exchange rates among the
major currencies that has emerged in recent years, al-
though relative cyclical developments have also had
important effects (Table 9). In Japan, the appreciation
of the yen in the period up to early 1995, in combina-
tion with continuing structural changes, helped to re-
duce the current account surplus to 1% percent of GDP
in 1996; a modest widening to 1% percent of GDP is
projected for this year. In the United States, the current
account deficit widened slightly in 1996 as the domes-
tic economy grew relatively strongly, and the recent
appreciation of the dollar is expected to outweigh the
effect of a prospective pickup in growth in other ad-
vanced economies, resulting in a further slight in-
crease in the deficit this year. Current accounts
reached virtual balance in 1996 in Canada and the
United Kingdom, but in the latter case a moderate
deficit is expected to emerge this year reflecting strong
growth of domestic demand and the recent apprecia-
tion of sterling. Pickups in exports in 1996 slightly re-
duced the current account deficit in Germany and
modestly increased the surplus in France, and these
trends are expected to continue in 1997. Italy’s current
account surplus widened further to 3% percent of GDP
in 1996 as the slowdown in domestic demand resulted
in weaker imports; a slightly larger surplus is expected
this year.

Among other advanced economies, current account
deficits in New Zealand and Australia are expected to
remain broadly unchanged in 1997. In Korea, the
sharp drop in export prices and appreciation of the
won against the yen resulted in a widening of the cur-
rent account deficit to almost 5 percent of GDP last
year, even though export volumes grew strongly.
Slower import growth is expected to contribute to a
narrowing of the deficit in 1997.

Among the developing countries of Asia, changes
in current account positions in 1996 reflected a vari-
ety of factors. In Malaysia, the current account deficit
narrowed to 6 percent of GDP as a tightening of
monetary policy reduced import demand, more than
offsetting a slowdown in exports. Current account
deficits remained roughly unchanged both in Indo-
nesia, at about 3% percent of GDP, with a slowdown
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Table 8. Selected Economies: World Export Market Shares

(In percent of world exports of goods and services)

. Projections
1970-79 1980-89 1990-94 1995 1996 1997 1998,
United States 12.4 12.2 13.1 12.6 12.8 132 132
Japan 6.3 7.9 8.1 79 72 168 e
Germany 10.3 9.7 10.3 9.8 9.4 88 8T
France 7.0 6.6 6.4 5.9 57 .54 54
Ttaly 4.4 4.4 4.9 48 5.0 £8. 0 47
United Kingdom 6.0 5.6 53 5.0 5.1 w52 80
Canada 4.0 3.7 3.4 3.4 34 .35 35
Hong Kong 1.0 1.6 3.0 3.4 34 36 38
Korea 0.7 1.5 1.9 24 2.4 2.5 2.6
Singapore 0.7 13 19 2.4 2.4 25 .25
Taiwan Province of China 0.7 1.5 1.9 2.0 2.0 22 22
China 0.7 1.1 1.7 24 2.4 26 2.7
Indonesia 0.6 0.8 0.8 0.9 0.9 1.0, 1.0
Malaysia 0.5 0.7 1.0 13 1.3 14 15
Thailand 0.3 0.4 0.9 1.1 1.1 12
Argentina 0.5 0.4 0.3 0.4 0.4 04 04
Brazil 0.9 1.0 0.8 0.8 0.8 0.8 09
Mexico 0.6 1.0 1.0 1.1 1.2 13 14
Czech Republic 0.5 0.4 0.3 0.5 0.4 05 0.5
Poland 0.9 0.5 0.4 0.5 05 06 0.6
Russia 2.5 2.7 1.5 1.5 1.5 6 s

in non-oil export receipts offset by stronger oil ex-
ports and low growth in imports, and in Thailand, at
about 8 percent of GDP, with a decline in imports off-
set by higher foreign interest payments on short-term
bank liabilities. Indonesia’s deficit could widen fur-
ther in 1997. In China, the current account remained
in approximate balance in 1996, moving from small
surplus to small deficit owing to a narrowing of the
trade surplus and further increases in outward profit
remittances.

With recovery taking hold in a number of Latin
American countries, current account deficits expanded
in 1996 reflecting faster growth of imports, particu-
larly capital goods. Mexico’s current account deficit
increased slightly in 1996 to %4 of 1 percent of GDP
and is projected to widen to 1% percent of GDP in
1997. In Argentina, the current account deficit is also
expected to increase modestly in 1997, and in Brazil to
narrow slightly. Mostly owing to significant declines
in the prices of copper and other commodities, Chile’s
current account shifted from near balance in 1995 to a
deficit of 4 percent of GDP in 1996. In Venezuela,
higher oil prices in 1996 boosted exports, resulting in
an increase in the current account surplus, despite
higher imports.

Declines in various commodity prices resulted in a
widening of current account deficits in a number of
African countries in 1996. A slight deterioration is
projected for the region in 1997. The overall picture
masks significant diversity among countries. Current
account deficits are expected to widen in Ethiopia and
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Zambia, owing to further deteriorations in terms of
trade, but to improve or remain broadly unchanged in
several other countries, including a number in the CFA
franc zone, and Kenya and Tanzania. In contrast,
higher oil prices in 1996 eliminated current account
deficits in Nigeria and Algeria.

Also aided by higher oil prices, Saudi Arabia’s oil
export revenues grew by 17 percent in 1996, enabling
the current account to return to approximate balance
after deficits of close to 15 percent of GDP in 1992
and 1993, which were progressively brought down to
just over 5% percent by 1995. Jordan’s current account
deficit as a proportion of GDP fell by about 1 percent-
age point to 3 percent in 1996, as a rise in workers’ re-
mittances more than offset the increase in the trade
deficit brought about by higher imports of food and
transport equipment.

Current account balances deteriorated in 1996 in
many countries in transition. In the Czech and Slovak
Republics deficits widened to about 8 percent of GDP,
as imports surged and capital inflows contributed to
real exchange rate appreciations. Tight financial poli-
cies in Hungary helped narrow the current account
deficit.

Net private capital flows to developing countries
reached a record high of about $200 billion in 1996,
with flows to China alone reaching about $40 billion
(Table 10). This level of net capital inflows reflects
relatively low interest rates in industrial countries, the
continued development of capital markets, particularly
bond and equity markets, in many emerging market
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Table 9. Selected Economies: Current Account Positions

(In percent of GDP)

1993 1994 1995 1996 1997
Advanced economies ’
United States -1.5 -2.1 -2.0 -2.2 =23
Japan 3.1 2.8 2.2 14 1.8
Germany -0.7 -1.0 -0.9 -0.7 )5
France 0.7 0.5 1.1 13 ! 16 :
Italy 1.1 1.5 2.5 3.5 3.7
United Kingdom -1.7 -0.4 -0.5 — 0.9
Canada -4.0 ~3.0 -1.4 -0.2 —
Australia -34 -5.0 -5.3 =37 =3.6
Austria -0.4 -0.9 -2.0 -1.8 =1.6
Finland -1.3 1.3 4.3 34 234
Greece -0.4 0.2 -1.5 -1.4 =2.0
Hong Kong 7.4 2.0 -2.0 1.3 1.1
Ireland 3.9 2.7 24 1.1 13
Israel -1.7 -3.1 —4.5 -52 =38
Korea 0.1 -1.2 -2.0 -4.9 4.1
New Zealand -1.2 -3.0 -4.3 -5.5 5.8
Norway 3.0 24 3.1 7.2 85
Singapore 7.2 15.9 17.7 15.7 15.8
Spain -1.1 -1.4 0.2 0.5 0.6
Sweden -2.0 04 2.1 25 43
Switzerland 8.4 6.9 6.9 6.6 6.2
Taiwan Province of China 3.0 2.6 1.9 27 2.4
Developing countries o
Algeria 1.6 -5.3 ~5.3 0.4 -40.4
Argentina -3.1 -3.6 -14 -2.1 =2.7
Brazil -0.1 -0.3 -2.5 -3.3 =31
Cameroon -5.2 4.2 -0.4 -2.4 =24
Chile —4.6 -1.2 0.2 —4.1 =35
China -2.7 0.6 0.2 -0.1 =07
Céte d’Ivoire -11.0 -1.0 4.7 ~4.9 =49
Egypt 4.7 0.4 1.2 -0.6 =1.9
India -0.7 -0.8 -1.5 -1.7 2.0
Indonesia -1.5 -1.7 -3.4 -3.6 3.9
Malaysia 4.8 -6.3 -8.5 -6.0 48
Mexico -5.8 ~7.0 -0.3 -0.5 =12
Nigeria -2.9 -3.2 -17 5.0 S1L9
Pakistan -7.7 3.7 -3.7 -6.9 =5.9
Philippines -5.5 —4.6 -4.4 —4.3 =4.3
Saudi Arabia -14.6 -8.7 -5.5 -0.2 220
South Africa 1.6 -0.3 -2.1 -1.6 =1
Thailand -5.9 ~5.6 -8.1 -8.2 T4
Turkey -3.5 2.0 -1.4 -3.8 =3.4
Uganda -1.5 ~2.2 -1.8 -1.6 —1.8
Countries in transition G
Czech Republic 2.2 -0.1 -3.0 ~7.9 —8:2
Hungary -9.0 -9.5 -5.6 -3.8 =37
Poland! 0.1 23 33 -0.8 422
Russia 1.4 3.8 1.2 1.7 0.6

!Based on data for the current balance, including a surplus on unrecorded trade transactions, as estimated

by the IMF staff.

countries, and the progress made by many of them
with privatization and other structural reforms.
Within private capital flows, the trend away from
bank loans toward foreign direct investment and port-
folio investment has continued, particularly in Latin
America and Asia. Over the past five years, these last
two types of inflows ranged between 2 percent and
4 percent of developing country GDP, compared with
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less than 1 percent in years prior to 1990. Bond issues
have also been on the rise, including in some transition
countries. In Russia, for example, the recent issuance
of Eurobonds amounting to $1 billion represented the
largest ever debut issue by a sovereign government.
The cost of capital to emerging market countries has
also declined since early 1995. Spreads on Brady
bonds in Latin America have narrowed considerably in
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Table 10. Developing Countries: Capital Flows!
(Annual average, in billions of U.S. dollars)

1983-88 1989-95 1991 1992 1993 1994 1995 1996
Developing countries
Net private capital flows?2 15.1 107.6 136.1 127.4 1412 118.3 151.2 200.7
Net direct investment 10.4 41.8 26.7 343 50.2 69.5 72.5 90.7
Net portfolio investment 34 44.0 36.1 53.0 89.3 83.6 16.9 44.6
Other net investments 1.3 22.1 73.2 41.6 23 -35.0 61.7 64.9
Net official flows 29.0 21.4 20.8 14.3 233 20.4 31.0 -3.8
Change in reserves3 8.4 -42.7 -49.7 —45.7 -40.0 —42.2 —60.7 -82.3
Africa
Net private capital flows? 3.5 7.2 55 5.7 4.7 12.7 13.6 9.0
Net direct investment 1.1 23 2.4 1.9 1.2 34 23 5.1
Net portfolio investment -0.9 -0.2 -1.6 -0.7 0.9 0.4 1.9 0.7
Other net investments 33 5.1 4.7 4.5 2.5 8.8 9.4 32
Net official flows 5.0 6.0 59 8.6 6.2 5.5 4.0 6.4
Change in reserves3 0.2 =23 -32 2.4 -1.0 -5.8 =22 -4.4
Asia
Net private capital flows? 11.9 43.6 324 21.8 52.7 63.2 89.2 94.7
Net direct investment 3.6 250 12.1 17.7 34.0 43.6 49.5 54.8
Net portfolio investment 1.2 52 0.5 1.8 11.7 10.0 10.2 9.2
Other net investments 7.1 13.6 19.8 3.7 7.6 9.2 29.4 30.1
Net official flows 7.6 8.4 10.6 10.7 10.1 6.2 5.6 7.2
Change in reserves3 2.2 -23.8 -26.7 -15.1 -25.3 -47.4 —28.3 -43.2
Middle East and Europe
Net private capital flows? 1.8 239 73.2 445 22.0 2.4 12.6 19.4
Net direct investment 1.1 1.3 14 1.9 1.5 0.9 0.8 0.8
Net portfolio investment 4.2 135 22.6 21.2 15.6 12.2 12.2 7.6
Other net investments -3.4 9.0 49.2 21.3 4.9 -15.6 0.5 10.9
Net official flows 6.7 14 1.1 -3.0 5.9 10.3 -1.3 -5.8
Change in reserves3 9.9 4.4 -4.3 -11.7 6.1 -0.1 -6.5 -13.9
Western Hemisphere
Net private capital flows?2 2.0 33.0 249 55.5 61.7 44.9 35.7 71.7
Net direct investment 4.7 132 10.9 12.9 13.4 21.5 19.9 29.9
Net portfolio investment ~1.1 254 14.5 30.6 61.1 60.8 ~7.5 27.1
Other net investments -5.7 -5.6 -0.5 12.0 -12.8 -37.5 233 20.7
Net official flows 9.7 5.7 32 -2.0 1.1 -1.7 22.7 -11.6
Change in reserves? 0.5 -12.2 —15.5 -21.3 -19.9 11.2 -23.6 -20.8

INet capital flows comprise net direct investment, net portfolio investment, and other long- and short-term net investment flows, including

official and private borrowing.

2Because of data limitations other net investment may include some official flows.

3A minus sign indicates an increase.

the aftermath of the Mexico crisis, reflecting restored
confidence in adjustment programs. Elsewhere,
spreads have declined by less, but recently dropped
below 100 basis points for Poland and the Philippines.
While in many cases reflecting improvements in eco-
nomic conditions and policies in recipient countries,
the narrowing of spreads has been such as to suggest
that in some cases, expected returns may be overesti-
mated, and risks underestimated.

Net private capital flows to developing countries are
likely to maintain and perhaps exceed their recent lev-
els in the period ahead. Demand for infrastructure fi-
nance is expected to increase with economic growth,
particularly in Asia. However, capital flows remain
vulnerable to increases in interest rates and equity
market developments in major industrial countries and
to contagion effects from adverse developments in
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some emerging market countries. While the aggregate
flows as a whole seem sustainable under current mar-
ket conditions, some countries may be adversely af-
fected by changes in financial market sentiment. In
particular, countries where there is insufficient fiscal
consolidation, and therefore excessive reliance on
short-term interest rates to restrain domestic demand
(and overheating pressures), may be more vulnerable
to changes in financial market sentiment. The IMF
staff’s assessment of the outlook for capital flows
assumes continued progress with the implementation
of reforms and stabilization policies in developing
countries.

The solid and steady economic expansion in the de-
veloping countries as a group and the gains in stabi-
lization and reform in the countries in transition re-
sulted in a further easing of the overall burden of
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Chart 17. Developing Countries and Countries in

Transition: External Debt and Debt Servicel
(In percent of exports of goods and services)

The burden of external debt eased further in 1996.
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external debt in 1996 for the fifth consecutive year
(Chart 17). The ratio of debt to GDP is projected to de-
cline to 29 percent in 1997, and the ratio of debt to ex-
port earnings to 139 percent—the lowest level since
19849 Many poor countries, particularly in sub-
Saharan Africa, continue to suffer heavy external debt
burdens. For some of these countries, traditional debt-
relief mechanisms are unlikely to make debt burdens
sustainable in the medium term even with continued
policies of adjustment and reform. To ensure that all
heavily indebted poor countries (HIPCs) that pursue
appropriate policies can attain debt sustainability, the
World Bank and the Fund approved and are in the
process of implementing the “HIPC Initiative,” which
involves concerted action by all creditors of qualifying
countries to reduce their total debt to sustainable
levels.

Since the October 1996 World Economic Outlook, a
number of countries have completed debt and debt-
service agreements with official and commercial
creditors. Under the aegis of the Paris Club, flow
reschedulings on Naples terms involving a 67 percent
reduction in the net present value (NPV) of debt were
agreed with Mozambique in November 1996; with
Niger in December 1996; with Ethiopia and Tanzania
in January 1997; and with Guinea in February involv-
ing a 50 percent NPV reduction of all arrears. Agree-
ment was also reached in October 1996 with Benin on
a stock-of-debt operation with a 67 percent NPV
reduction of all eligible debt. Other countries have
made progress in completing debt and debt-service
agreements with commercial banks. Agreement was
reached with Coéte d’Ivoire on highly concessional
terms for $5.4 billion of debt in November 1996, and
with Vietnam for a $900 million repayment package—
which will clear arrears accumulated since the late
1970s—in January 1997.

9In addition, the ratio of debt service to export earnings is pro-
jected to decline from 23 percent in 1996 to 20 percent in 1997—
also the lowest level since the early 1980s.



	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

