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Annex |

ince the initiation of economic reforms in the late
970s, China has achieved impressive economic
growth coupled with significant structural transforma-
tion (Figure 32). During 1978-96, real GDP grew on
average by over 9 percent ayear, contributing to a near
quadrupling of per capita income and the lifting of
millions out of poverty. Over the same period, many of
the distortions and rigidities of the former central plan-
ning system were eliminated and market forces came
to play an increasingly important role in economic de-
cision making. Concomitantly, the state’s role in the
economy was gradually reduced and a dynamic non-
state sector emerged that now accounts for almost
two-thirds of GDP.1 In addition, as part of the normal
process of economic development, employment in
agriculture has declined substantially while a thriving
manufacturing sector has emerged.

Equally significant has been the gradua opening
and integration of the economy with the rest of the
world, as reflected in large increases in externa trade
and foreign direct investment and the recent establish-
ment of current account convertibility. In less than two
decades, China’'s share in world export markets has
nearly tripled. The Chinese economy has absorbed al-
most half of total foreign direct investment flows to
developing countries in recent years and with the ex-
change rate of the renminbi kept broadly stable vis-a-
visthe U.S. dollar, the strong external position has re-
sulted in a sharp rise in international reserves; in fact,
China’s foreign exchange reserves, amounting to more
than $120 billion in June 1997, are the second largest
in the world.

Macroeconomic performance has generally been fa-
vorable. Most notably, China has avoided the large
output declines and severe macroeconomic instability
that have tended to characterize the transition experi-
ences in centra and eastern Europe and the former

This annex was prepared by Charles Adams of the Asia and
Pacific Department.

1The nonstate sector in China comprises urban and rural collec-
tives (including town and village enterprises), joint-stock compa-
nies, private businesses, joint ventures, and foreign-funded enter-
prises. While collectives represent aform of public ownership, they
differ importantly from state enterprises in that they typically have
faced harder budget constraints and less direct involvement from
government ministries. In addition, in recent years, many collectives
have been effectively privatized while retaining their original
classification.
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Figure 32. China: Indicatorsof Structural
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Soviet Union. In addition, notwithstanding brief epi-
sodes of overheating, inflation on average has been
relatively low as rapid rates of monetary expansion
have been absorbed by strong growth in money de-
mand. At the same time, the infrastructure and insti-
tutions for market-based macroeconomic manage-
ment have been gradually developed, including a
relatively autonomous central bank with a mandate
for inflation control, instruments for indirect macro-
economic management, and a market-determined ex-
change rate system.2

Despite the rapid growth of the past two decades,
China has some way to go to achieve income levels
comparable with those in such newly industrializ-
ing economies of Asia as Indonesia, Malaysia, and
Thailand.® Beyond the normal challenges of eco-
nomic development, a number of problems related to
the partial nature of reforms are currently being ad-
dressed that will importantly influence Chinas
medium-term growth prospects. This annex provides
an overview of China's recent experience with mar-
ket-oriented reforms as well as current issues in the
reform agenda.

Economic Reforms

China embarked on reforms in the late 1970s with-
out a detailed blueprint of the ultimate goals or the
steps that would be taken. The approach can best be
described as incremental and experimental with con-
siderable responsibility assumed by local govern-
ments.4 Reforms were often introduced on an experi-
mental basis in some localities—on many occasions at
the initiative of local governments—and then applied
more widely after they were judged successful. They
typically followed a two-track approach under which
existing allocation mechanisms were retained while

2For an overview of financial sector reforms, see Hassanali
Mehran, Marc Quintyn, Tom Nordman, and Bernard Laurens,
Monetary and Exchange System Reforms in China: An Experiment
in Gradualism, IMF Occasional Paper No. 141 (1996).

3At market exchange rates, China's per capitaincomeis currently
estimated at about $600. Purchasing-power-parity measures suggest
a significantly higher per capita income of between $2,000 and
$3,000, roughly 30 percent below comparable estimates for Indone-
sia, 60 percent below Thailand, and 70 percent below Malaysia (see
World Economic Outlook, May 1997, Table 18, p. 81). The estimates
of per capitaincome for China are subject to a considerable margin
of uncertainty owing to incomplete information on the structure of
domestic prices. See China: GDP Per Capita, Report No. 13580-
CHA (Washington: World Bank, 1994).

4For adiscussion of China'sreform experience, see Michael Bell,
Hoe Ee Khor, and Kalpana Kochhar, China at the Threshold of a
Market Economy, IMF Occasional Paper No. 107 (September
1993); and Wanda Tseng, Economic Reformin China: A New Phase,
IMF Occasiona Paper No. 114 (1994). See aso “China Embraces
the Market: Achievements, Constraints and Opportunities,” draft re-
port of the Australian Department of Foreign Affairs and Trade
(Canberra, 1997).
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new ones were adopted at the margin and came to as-
sume an increasingly important role.> Under domestic
price liberalization, for example, firms were permitted
to sell increasing amounts of output at market-deter-
mined prices asthe proportion sold at controlled prices
was progressively reduced. In the external sector, mar-
ket-determined exchange rates were permitted along-
side official rates and the share of transactions at mar-
ket-determined rates was gradually increased before
the rates were ultimately unified.

Market-oriented reforms were introduced into a
backward rural economy that had made limited eco-
nomic progress under central planning. When reforms
started in 1978, as much as 70 percent of the labor
force was in agriculture and most of the population
lived in rural areas. Poverty rates were high by inter-
national standards and average per capita income was
very low. Reflecting the legacy of planning, the econ-
omy was relatively centralized with the central gov-
ernment controlling key production and allocation de-
cisions;® in addition, most prices, including those for
foreign exchange, were administratively controlled.
As aresult of an extremely inward-looking approach,
foreign trade and investment were relatively insignifi-
cant and the economy was, to a large extent, “closed.”
Unlike many other transition economies, however,
China did not face severe macroeconomic imbalances
at the start of reforms, nor was it undergoing the kinds
of political transitions many of these countries simul-
taneously embraced.

Three main waves of economic reform can be
identified:

¢ Phase |—Agricultural and rural reform (1978—

84). China's economic reforms began in agricul-
ture in the late 1970s, following the upheavals of
the Great Leap Forward and the Cultural Revolu-
tion. Key measures included the leasing of land to
farmers under the household responsibility sys-
tem, higher procurement prices for key crops, and
introduction of the two-track price system. The
reforms led to a surge in agricultural production
and productivity, contributing to higher savings
and investment, and the release of large amounts
of labor for employment in emerging rural indus-
tries, notably town and village enterprises.
Reforms also began in other areas but were not as
dramatic in scope or effect. Most notably, open
economic zones were established in coastal re-

5The two-track approach was adopted in virtualy all areas
including agriculture, price liberalization, exchange markets, and
the opening of the economy to foreign trade and investment. See
Jeffrey Sachs and Wing Thye Woo, “Structural Factors in the
Economic Reform of China, Eastern Europe and the Former Soviet
Union,” Economic Policy: A European Forum, Vol. 9 (April 1994),
pp. 101-45.

6Central planning, however, was somewhat |ess pervasive than in
the former Soviet Union.
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gions to attract foreign investment and promote
exports, and to serve as laboratories for bolder
market-oriented reforms. Tentative steps were
taken to scale back the planning system for indus-
trial state enterprises, and experiments were initi-
ated to link bonuses more closely to performance
and to establish tighter links between wages and
productivity.

e Phase [I—Broadening of reforms (1984-91). The
success of rural reforms led to a gradual broaden-
ing of reforms, most notably to state industrial en-
terprises in urban areas, and the gradua disman-
tling of the central planning system. Important
measures included experiments to grant state en-
terprises more autonomy in production and em-
ployment decisions (the contract responsibility
system) and the extension of the two-track system
to industrial prices. In addition, other types of en-
terprises such as urban collectives began to gain
importance. In the financial sector, the monobank
system was dismantled and the People's Bank es-
tablished asthe central bank. In the fiscal area, re-
forms in 1984 allowed enterprises to retain a
larger share of profits, and an enterprise tax sys
tem was introduced to replace profit transfers to
the budget. The trade and exchange system also
began to beliberalized as the number and scope of
open economic zones were expanded, and the for-
eign trade plan scaled back. Key measures in-
cluded the establishment of “swap centers’ for
trading retained foreign exchange’ and the forma-
tion of local foreign trade corporations. The re-
forms helped to sustain and broaden growth fol-
lowing the earlier surge in agricultural production
and led to the emergence of a dynamic nonstate
sector. Difficulties in macroeconomic control,
however, eventually gaveriseto inflationary pres-
sures, necessitating a tightening of macroeco-
nomic policies. The late 1980s represented a pe-
riod of “rectification” during which reforms were
slowed or reversed in an effort to help reestablish
macroeconomic stability.

e Phase Ill—Deepening of reforms (since 1992).
The rectification program succeeded in reducing
inflation but at the expense of slower growth and
a partial reversal of reforms. Following Deng
Xiaoping's 1992 tour of the Southern Provinces
and his call for the country to accelerate reform,
progress resumed with a new vigor. Even though
Deng's exhortation led to a boom in fixed invest-

"While foreign-funded enterprises were permitted to retain for-
eign exchange earnings, domestic enterprises were subject to a gen-
eral surrender requirement but received “retention quotas’ equiva
lent to a certain percentage of their foreign exchange earnings.
Retained foreign exchange could be traded in swap centers at amar-
ket-determined exchange rate.
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ment and the reemergence of inflationary pres-
sures, it culminated in a new reform strategy,
adopted during the Third Plenum of the Four-
teenth Central Committee in 1993. The Third
Plenum articulated the goal of creating a socialist
market economy, envisaged as one in which mar-
ket forces would play the primary role in resource
alocation within the context of continued domi-
nant state ownership. A key focus of the strategy
was to strengthen the institutions and infrastruc-
ture for macroeconomic control and increase the
market orientation of the economy through wide-
ranging reforms of central banking and the finan-
cia sector, the fiscal system, and the exchange
and trade system. In addition, the strategy pro-
vided aframework for the acceleration of state en-
terprise reform with the objective of converting
state enterprises into modern corporations with
independent managers (“ corporatization”). In line
with the strategy, progress in many areas has been
made in the last few years.

In the financial sector, there has been legislation to
strengthen the operational autonomy of the People’s
Bank of China, commercialize the state banks, and en-
courage the development of new market-based finan-
cia institutions. Measures have also been taken to
deepen financial markets and develop the tools for in-
direct monetary policy management; steps have also
been taken to improve prudential supervision and
oversight of the financial system. Recent initiativesin-
clude the gradual shifting of policy-directed lending to
three newly created “policy banks,” the development
of a nascent interbank money market with market-
determined interest rates, and the initiation of open
market operations on alimited scale. At the sametime,
China’s stock market—opened early in the decade—
has been developing slowly.8

Major reforms have also been undertaken in the fis-
cal system to improve tax administration and intro-
duce stable and transparent tax rates. In addition, the
system of intergovernmental fiscal relations has been
improved by replacing the complex system of con-
tract-based revenue-sharing arrangements with one
based on a clearer delineation of tax assignments and
tax-sharing between central and local governments.
The reforms have been accompanied by a new budget
law to streamline budgeting procedures and to limit
local governments’ ability to run budget deficits. As a
result, there have been some improvements in the fis-
cal system, but difficulties remain, reflected in contin-
ued weakness in budget revenues and a large number
of off-budget fiscal activities (see below).

8Two broad categories of shares are traded on China’s stock mar-

ket: “A” shares are intended for Chinese residents, while “B” shares
are reserved for foreigners. At the end of 1996, the total market cap-
italization amounted to ailmost 15 percent of GDP.
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Since the start of China's reform process in 1978, eco-
nomic integration between Hong Kong, Chinaand China
has advanced steadily with the development of links in
production, investment, trade, and financial flows. The
increased integration has coincided with dramatic struc-
tural change of the Hong Kong, China economy from one
that was based on manufacturing to one dominated by the
services sector.

Investment from Hong Kong, China accounts for two-
thirds of foreign direct investment in China since 1979
and provides employment for an estimated 4-5 million
workers in southern China. As production facilities have
relocated to China, cyclical fluctuations in Hong Kong,
China's GDP and China's industrial production have be-
come increasingly correlated.

Bilateral trade flows have also expanded steadily.
Around 55 percent of Hong Kong, China's reexports are
of Chinese origin and about 35 percent are destined to
China. One-fourth of Hong Kong, China's domestic ex-
portsin recent years have gone to China, although only 6
percent of retained imports have originated in China.

While banking and financial links between the two
economies have developed, the degree of financial inte-
gration remains limited. The claims on and liabilities to
China of the banking system of Hong Kong, China ac-
count for a small share of total assets and liabilities.

The constitutional framework for the Hong Kong
Special Administrative Region (HKSAR) following the

Box 9. Hong Kong, China: Economic Linkages and Institutional Arrangements

transition of sovereignty on July 1, 1997 is set out in the
Sino-British Joint Declaration (1984) and the Basic Law
of the HKSAR of the Peopl€e's Republic of China (1990).
The framework stipulates that the HKSAR’s capitalist
system and way of life shall remain unchanged for 50
years after July 1, based on the concept of “one country,
two systems.” During this period, the HKSAR is to re-
main autonomous in all but two areas—foreign affairs
and defense. Key provisions of the constitutional frame-
work with respect to the economic and legal system are:

» The rights of private ownership of property and in-
vestment shall be protected by the law.

e The HKSAR will enjoy freedom from taxation by
the central government of Chinaand will have an in-
dependent tax system and its own tax laws.

e The monetary systems of China and Hong Kong,
Chinawill remain separate, with two currencies and
two mutually independent monetary authorities.

e The Hong Kong dollar will remain the legal tender
and a freely convertible currency fully backed by
foreign exchange.

e The HKSAR shall also retain autonomy in its exter-
nal economic relations, including the status of afree
port and atariff-free zone, separate customs territory,
and participation—in an appropriate capacity—in in-
ternational organizations.

The last few years have also witnhessed major re-
forms in the exchange system, including the unifica-
tion of the exchange rate and lifting of remaining re-
strictions on payments for trade- and nontrade-rel ated
current transactions, culminating in the establishment
of current account convertibility at the end of 1996.
Since the unification of the exchange market in
January 1994, the exchange rate of the renminbi has
been kept broadly stable vis-a-vis the U.S. dollar and
China's strong external position has been reflected in
asharprisein international reserves. Progress has also
been made in lowering teriff rates, easing nontariff
barriers, and expanding foreign trading rights, although
further reformsin all three areas will be required to es-
tablish aliberal and open trade regime. Reflecting the
further expansion in the number and scope of open
economic zones, there has been asharp increasein for-
eign direct investment inflows and significant in-
creases in the number of foreign funded and joint-ven-
ture companies. Other capital flows, however, have
remained subject to controls and external debt has re-
mained moderate.

Under the framework of the Third Plenum, state en-
terprise reform has been moved to the top of the
agenda and directed toward establishing a modern en-
terprise system. This aim is to be achieved through a
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clear separation of the state’s ownership of enterprises
from their management, accompanied by greater au-
tonomy and accountability, and harder budget con-
straints. Moreover, enterprises are to be relieved of
their heavy social functions.® The strategy has subse-
guently been elaborated with the principle of “seizing
the large and releasing the small.” According to this
approach, dominant, but not necessarily exclusive,
state ownership is to be maintained for the 1,000 or so
largest enterprises, while nonstate ownership and con-
trol will be permitted in the case of smaller ones.

Sources of China’s Growth

Since the beginning of economic reforms, China's
growth rates have been among the highest in the world
and stronger than under the central planning regime.

9Dating back to the central planning system, many state enter-
prises provide a broad range of social services that would tend to be
provided by governments in a market-based economy. These in-
clude housing, education, and medical care, and, less formally, the
retention of redundant labor. For further discussion see People's
Republic of China, Recent Economic Developments, IMF Staff
Country Report No. 96/40 (May 1996).



Sources of China’s Growth

This section examines the factors underlying the per-
formance including the contribution of factor inputs
(extensive growth) and improvements in productivity
and efficiency (intensive growth). Whether growth is
intensive or extensive has important implications for
its sustainability, as growth based mainly on rapid
capital accumulation will quickly run into diminishing
returns.10

There has been a large literature on China's growth
performance during the reform period.1! These studies
indicate that the main explanations for the rapid
growth rate are relatively high saving and investment
rates (averaging around 35 percent of GDP); improve-
ments in the structure of incentives and ownership; a
relatively well-trained labor force; and the gradual
opening of the economy to foreign trade and invest-
ment, as well as linkages with Hong Kong, China and
Taiwan Province of China, which account, in particu-
lar, for a large share of direct investment in mainland
China (Box 9). Chinais also seen as having benefited
from the “advantages’ of backwardness, notably the
potential for significant productivity improvements re-
lated to the transfer of resources out of low-productiv-
ity agriculture into manufacturing.

Growth accounting studies by staff at the IMF and
the World Bank that have attempted to quantify the
contributions of these factors have found that in-
creases in labor and capital inputs made an important
contribution to growth during the reform period, but
that arelatively large proportion of growth (at least 40
percent) is explained by forces other than increases in
factor inputs, such as improvements in productivity
and efficiencyl? (Table 30). The apparently large
growth “residual” that these studies find could reflect
a number of possible factors.

Mismeasurement of output growth. One possibility
is that there may have been an overstatement of
China's real economic growth, owing to underdefla-
tion of nominal output. One study, in particular, has
suggested that China's growth during the reform
period has been overstated, owing to the failure of
official data to distinguish adequately between price
and volume changes, especially in the nonstate sec-

10For a discussion of the significance of extensive and intensive
growth in the Asian experience, see Paul Krugman “The Myth of
Asias Miracle,” Foreign Affairs, Vol. 73, No. 6 (1994), pp. 62—78.

URecent contributions include Zuliu F. Hu and Mohsin S.
Khan,“Why Is China Growing So Fast?’ Saff Papers, IMF, Vol. 44
(March 1997), pp. 103-31; China 2020: Challenges in the 21st
Century (Washington, 1997); and Eduardo Borensztein and Jonathan
Ostry, “Accounting for China's Growth Performance,” American
Economic Review, Papers and Proceedings, Vol. 86 (May 1996),
pp. 224-28.

12An interesting implication of Table 30 is that China’'s capital
stock has been growing less rapidly than output, implying a trend
decline in the capital output ratio. This finding is not easy to recon-
cilewith the normal process of economic development and suggests
the possibility of an understatement of capital inputs or an over-
statement of output.
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Table 30. China: Alternative Estimates of the
Sour ces of Economic Growth

Hu and Khan World Bank
(1996) (2997)
1953-78 197994 1978-95
(In percent a year)

Growth rates

Output 5.8 9.3 9.4
Physical capital input 6.2 7.7 8.8
Labor input 25 2.7 24
Human capital input ce . 2.7
Residual 11 39 4.3

(In percent)?
Proportions of output
growth accounted for by

Physical capital input 65.2 45.6 37.0
Labor input 16.8 12.8 7.5
Human capital input ce . 8.6
Residual 18.0 41.6 46.0

Sources: Zuliu Hu and Mohsin S. Khan, “Why |s China Growing
So Fast?' Saff Papers, IMF, Vol. 44 (March 1997), pp. 103-31;
World Bank, China 2020: Challengesin the 21st Century (Washing-
ton, 1997).

INumbers may not add to 100 because of rounding.

tor.13 However, using availabl e estimates of the size of
the possible error (around 1 percentage point a year),
growth would still be relatively rapid by international
standards, and there would continue to be an important
role for influences other than increases in capital and
labor inputs in accounting for growth. Moreover, any
correction to the official GDP data for underdeflation
would need to be accompanied by corresponding ad-
justments to the investment and hence the capital stock
estimates, leaving the proportion of growth not ex-
plained by factor inputs broadly unchanged.

Sectoral reallocation of resources. Another poten-
tially important explanation for the growth residual is
productivity improvements related to the reallocation
of resources from low to high productivity sectors.
The key sectoral reallocation since the start of reforms
has been from agriculture to manufacturing, with the
share of employment in agriculture declining from
around 70 percent in 1978 to 50 percent recently.
According to World Bank estimates, the transfer of
labor out of agriculture contributed on average around
1 percentage point a year to growth during 1978-95,
with a particularly large contribution during the first
wave of agricultural reform. Resource reallocation
thus appears to account for a significant proportion of
unexplained growth and, given the continued rela-
tively large role of agriculture, is a potentially impor-
tant source of future productivity gains.

13Wing Thye Woo, “Chinese Growth: Sources and Prospects’
(unpublished; Washington, 1996).
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Table 31. China: Sources of Growth During the
Reform Period

(In percent a year)

1979-84 1985-89 1990-94
Growth of
Output 8.0 8.8 11.5
Physical capital input 7.1 8.6 75
Labor input 3.0 2.8 21
Residual 25 2.7 5.8

Source: Zuliu Hu and Mohsin S. Khan, “Why |s China Growing
So Fast?’ Saff Papers, IMF, Vol. 44 (March 1997), pp. 103-31.

General improvements in productivity. Improve-
ments in productivity related to the emergence of the
nonstate sector and the increasing market orientation
of the economy are other potentially important sources
of China's rapid growth. Within the industrial sector,
there has been a large decline in the state enterprises
share of output as the nonstate sector has emerged as
the leading engine of growth. Studies have generally
found that productivity growth in nonstate firms has
been faster than in their state counterparts, implying
that reallocation of resources to the nonstate sector
could explain a significant share of growth.14 Pre-
liminary results confirm the importance of such an ef-
fect, with resource reallocation from the state to the
nonstate sector estimated to have contributed as much
as 4 of 1 percentage point a year on average to
growth. An interesting finding in thisregard is that the
share of China's growth not accounted for by factor in-
puts has tended to increase over time, rising to at least
one-half in 1990-94 (Table 31). While the increase in
the early 1990s may to some extent be due to cyclical
factors, it may also reflect the gradual spread of mar-
ket-oriented reforms and, in particular, the benefits of
the opening of the economy. These are seen as boost-
ing growth beyond the direct effects of sectoral reallo-
cations, leading to arelatively large growth residual .

The main conclusion is that China's growth perfor-
mance during the reform period, which remains im-
pressive even after adjustment for possible underde-
flation of the nominal data, has reflected a number of
factors. While significant increasesin capital and labor
inputs have been very important, productivity gains
resulting from sectoral reallocation, market-oriented
reforms, technical progress, and external opening have

l4See, for example, Jeffrey D. Sachs and Wing Thye Woo,
“Understanding China's Economic Performance,” Working Paper
on Trade and Development (Canberra: Australian National
University, February 1997), pp. 1-52. The role of resource realloca-
tion from the state to the nonstate sector needs to be qualified be-
cause the official data suggest only a relatively small reduction in
the use of capital and labor by the state sector. It is likely, however,
that the data do not fully capture informal resource transfers to the
nonstate sector through asset stripping and the redeployment of
labor that formally remains on state payrolls.
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also clearly played a key role. As growth has not been
driven primarily by the rapid accumulation of capital,
diminishing returns are not an immediate threat to
sustainability. Indeed, the continued relatively large
absorption of resources by the state sector and agricul-
ture implies the possibility of significant further pro-
ductivity advances as reforms are deepened.

The Unfinished Agenda

Notwithstanding impressive achievements in terms
of growth and structural transformation, China’s tran-
sition to a market-based economy has been marked by
recurrent cycles in economic activity and inflation,
weaknesses in state enterprises and the financial sec-
tor, and poorly performing budget revenues. In addi-
tion, despite initial progress, income disparities have
tended to widen, contributing to internal migration
pressures and the emergence of a “floating” popula-
tion that is officially estimated at around 100 million.
The problems have reflected in large measure the par-
tial nature of reforms, in particular the failure to make
significant progressin restructuring state enterprises; a
tax system that has relied heavily on the shrinking
state sector, while providing generous concessions to
nonstate firms; and an uneven pattern of development,
accentuated by the promotion of open economic
zones. Addressing these challenges decisively is the
key element of China's unfinished reform agenda.1

Macroeconomic cycles. Since the initiation of eco-
nomic reforms, China has undergone four major cy-
cles in economic activity during which inflation tem-
porarily rose to relatively high levels (Figure 33).16
While differing in important respects, the cycles have
tended to be generated by surges in aggregate demand
(especidly fixed investment), excessive credit cre-
ation, and price liberalization.1” The cycles have been
accentuated by problems of macroeconomic manage-
ment in an economy where local governments have
exerted considerable influence over economic policies
and the financial sector, and where the instruments of
macroeconomic policy have been inadequate and
blunt; in these circumstances, success in controlling
inflation has tended to be accompanied by a sharp
slowing of growth.

15For adiscussion of the challenges Chinafacesin its transition,
see Barry Naughton, Growing Out of the Plan: Chinese Economic
Reform 1978-93 (New York; Cambridge: Cambridge University
Press, 1995).

16Even though the cycles during the reform period have been rel-
atively large by international standards, they have been smaller than
the disruptions associated with the Great Leap Forward and the
Cultural Revolution.

17For further discussion of the causes of China’s macroeconomic
cycles, see Wanda Tseng and others Economic Reform in China: A
New Phase (Washington: IMF, 1994); and Barry Naughton,
“China’'s Macroeconomy in Transition,” China Quarterly, No. 144
(December 1995), pp. 1085-1104.



The Unfinished Agenda

The institutional and economic reforms pursued
in the last few years have sought partly to strengthen
the effectiveness of central authorities' control over
macroeconomic policy and to broaden the range and
increase the market orientation of policy instruments.
Much progress has been made in these areas, con-
tributing to the recent success in reducing inflation
from a peak of over 20 percent in 1994 to the low sin-
gle digits early this year, without causing a major
disruption of growth. Nevertheless, this successful
stabilization has brought to the fore the pressures
posed by a partially reformed state enterprise sector
that has been experiencing rising losses in recent
years. The challenge of sustaining appropriately re-
strained macroeconomic policies needs to be sup-
ported by further progress in market-orientated re-
forms, especiadly in the state enterprises, and by
relieving banks of the implicit and explicit pressuresto
support loss-making state enterprises.

Financial sector reform. A safe, sound, and market-
oriented financial system is a key objective of the au-
thorities' reform program. A key component of the
strategy is to commercialize China's state banks and
provide them with greater autonomy in lending deci-
sions. Thisis expected to lead to a more efficient allo-
cation of credit and facilitate the use of indirect mon-
etary control instruments. At the same time, the
authorities are seeking to strengthen balance sheets;
address the outstanding stock of nonperforming
loans!8 through appropriate provisioning and, where
necessary, injection of public capital; and the devel op-
ment of an appropriate supervisory framework to en-
sure prudent lending practices and deal with troubled
institutions. The authorities have designated 1997 as
the year of supervision and are currently strengthening
accounting and loan classification standards to better
assess the health of the banking system and its capital
adequacy. In addition, both off- and on-site supervi-
sion are being strengthened, including through the de-
velopment of the necessary skills and manpower.

Sate-enterprise reform. An important outstanding
issue in China's transition is the poorly performing
state-enterprise sector. Although this sector has ac-
counted for a shrinking share of GDP, it continues to
absorb a disproportionately large share of bank credit—
around two-thirds—and remains a major employer of
urban labor.1 Progress in other areas, notably in thefi-
nancial sector, hinges importantly on a breakthrough
in state-enterprise reform and on tackling the chronic
loss-making enterprises that have placed a burden on
the financial sector. In this connection, the current ap-

18T he authorities estimate that around 20 percent of bank loans
are nonperforming. Of this total, however, only a small proportion
are classified as nonrecoverable.

19The state sector’s absorption of credit may be exaggerated by
the official data, which do not take into account on-lending by state
enterprises to the nonstate sector.
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Figure 33. China: Macroeconomic Cyclesin the

Reform Period
(In percent)
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Source: State Statistical Bureau, China.
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proach goes significantly beyond earlier reform efforts
by simultaneously addressing key issues such as cor-
porate governance, alternative ownership forms, di-
vestiture of social services, and mergers and bankrupt-
cies. Moreover, the approach involves a potentia
downsizing of the overall scope of state activity to a
limited number of areasthat can feasibly remain under
state control, and allows for a potentialy significant
increase in nonstate ownership, especially in smaller
enterprises.

Lack of disaggregated data precludes a clear as-
sessment of the progress under the new approach.
However, anecdotal evidence suggests that there has
been increased momentum in many areas, in particu-
lar in experiments involving small enterprises, with
many of these becoming shareholding cooperatives.
In addition, some headway has been made in divest-
ing firms of social functions through the creation of
local government social welfare units and unemploy-
ment and retraining programs. On the other hand,
progress in the difficult area of hardening budget con-
straints and dealing with loss-making enterprises (es-
pecially larger ones) has continued to be slow.
Although increasing somewhat, bankruptcies have re-
mained limited and formal layoffs of redundant labor
have been small.20

Fiscal system. China's reform experience has been
characterized by a marked weakening in budget rev-
enues.2! In common with many other economies that
are emerging from central planning systems, there has
been a sharp and sustained decline in general govern-
ment budgetary revenues since the initiation of re-
forms, from over 35 percent of GDPin 1978 to around
11 percent in 1996. The reduction has reflected not
only the gradual separation of state enterprises from
the budget, which is desirable, but also aworrying ten-
dency to move genuine fiscal operations to extrabud-
getary funds; in addition, the tax system has per-
formed poorly on account of its heavy dependence on
the declining state sector. Notwithstanding the weak-
ness in revenues, however, China's fiscal deficit has
remained relatively small (around 2 percent of GDPon
average) as there has been a corresponding cutback in
budgetary spending. The implications of the weakness
in budget revenues have been difficult to assess owing
to the large number of extrabudgetary funds?2 and pol-

20However, there have been numerous reports in recent years of
increases in informal separations. These adjustments have not been
reflected in the official (urban) unemployment rate, which has re-
mained stable at around 3 percent.

2lFor an overview of China's public finances see Ehtisham
Ahmad, Gao Qiang, and Vito Tanzi, eds., Reforming China’s Public
Finances (Washington: IMF, 1995); and World Bank, “China:
Budgetary Policy and Intergovernmental Fiscal Relations,” Report
No. 11094-CHA (Washington: World Bank, 1993).

22Thereis currently arange of estimates of the size of off-budget
fiscal accounts. IMF staff estimates suggest that off-budget spend-
ing could amount to as much as 4-6 percent of GDP.
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icy-directed lending through the banking system. The
weakness appears nevertheless to have complicated
macroeconomic control and may increasingly limit the
public resources available for the reform process.
Higher budget revenues are currently being sought
through improvementsin tax administration, efforts to
capture more fully the dynamic nonstate sector in the
tax net, including through the scaling back of tax ex-
emptions and concessions, and bringing extrabud-
getary fundsinto the budget. A strengthening of the tax
system is also under consideration.

Regional disparities. Following improvements
early in the reform period, income disparities have
widened in a number of dimensions, most notably be-
tween rural and urban areas and across regions. Mgjor
contributing factors include the relatively weak per-
formance of agriculture following initial gainsearly in
the reform period, the concentration of some poorly
performing state enterprises in rural areas, and long-
standing restrictions on labor mobility. At the same
time, generous tax concessions in open economic
zones have accentuated disparities by encouraging an
uneven pattern of development, particularly in coasta
areas. In response, the authorities are seeking to in-
crease public investment in rural areas, in particular in
transportation and infrastructure, and are scaling back
preferential policiesin order to redirect foreign invest-
ment to interior provinces. Consideration is aso being
given to the development of afiscal grants mechanism
to redistribute income from richer to poorer provinces.
A major poverty alleviation effort, initiated in 1993, is
intended to lift the remaining 50-60 million rural poor
out of poverty by the year 2000.

* % %

China’'s economic performance since the initiation
of market-oriented reforms in the late 1970s has been
impressive by any measure. In addition to achieving
rapid growth, China has undergone significant struc-
tural transformation and opening to the world econ-
omy, and a dynamic nonstate sector has emerged as
the leading engine of growth. The strong performance
has reflected the interaction between the dynamic
forces of economic liberalization, on the one hand, and
those of economic development, on the other.
Together, these have transformed China from a very
poor country at the end of the 1970sto a much wealth-
ier one today.

Needless to say, significant challenges remain in
completing the transition to afully market-based econ-
omy and achieving income levels comparable with
those in the newly industrialized economies in Asia.
The key requirement is a decisive breakthrough in
state-enterprise reform, which will be an important
determinant of whether China can continue to enjoy
the rapid rates of productivity growth experienced
during the first two decades of reform. State-enterprise
restructuring will aso influence importantly the
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prospects for sustaining macroeconomic stability and
the pace of reforms in other areas, especiadly the fi-
nancial sector. A strengthening of budget revenues is
also critical to ensure that adequate fiscal resources are
available for the reform effort. The authorities' inten-
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tion to address the widening disparities in income that
have emerged during the reform period can help en-
sure that the benefits of prosperity are more widely
shared and contribute to broader support for the re-
form effort.
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Under EMU

his annex builds on the discussion in Chapter 111

and further explores the implications for Europe
and the rest of the world of alternative assumptions
about labor market reform, fiscal adjustment, and
product market liberalization under EMU. While nec-
essarily speculative in nature, the resulting scenarios
are meant to illustrate the profound impact that EMU
can have on macroeconomic performance depending
on progress in these three policy areas.?

The potential effects of structural reforms under
EMU are analyzed using a version of the Fund’s mul-
ticountry model, MULTIMOD. This version includes
a model for each EU member country, except that
Belgium and Luxembourg are modeled jointly. It isas-
sumed that all present EU member countries partici-
pate in EMU from the start2 and that the European
Central Bank will use a monetary aggregate as an in-
termediate target. It is assumed that the credibility of
monetary policy is established, and the focusis on the
impact of structural reforms—or the lack thereof—
with EMU firmly in place. Thus, the scenarios start in
2000, the baseline being an unchanged-policy scenario
that extends the present World Economic Outlook
database beyond its present horizon.

The basic structure of MULTIMODS3 has been pre-
served for this exercise except for the incorporation of
EMU and a new treatment of labor markets. First, a
modified Phillips curve was incorporated.# This non-
linear Phillips curve was estimated separately for most

This annex was prepared by Thomas Krueger, Douglas Laxton,
and Bart Turtelboom of the Economic Modeling and External
Adjustment Division of the Research Department.

1For an in-depth discussion of the impact of economic and mon-
etary union in Europe, seethe studiesin Paul R. Masson, Thomas H.
Krueger, and Bart G. Turtelboom, eds., EMU and the International
Monetary System (Washington: IMF, 1997).

2Some countries have indicated that they will not join EMU from
the start or that they are unlikely to do so. All EU countries are nev-
ertheless included in the analysis since the focus is on structural re-
forms under EMU in the medium term, after the transition has been
completed and initial credibility has been established.

3See Paul R. Masson, Steven Symansky, and Guy Meredith,
MULTIMOD Mark II: A Revised and Extended Model, IMF
Occasional Paper No. 71 (July 1990).

4See Peter B. Clark and Douglas Laxton, “Phillips Curves,
Phillips Lines and the Unemployment Costs of Overheating,” IMF
Working Paper 97/17 (February 1996); and Guy Debelle and
Douglas Laxton, “Is the Phillips Curve Really a Curve? Some
Evidence for Canada, the United Kingdom, and the United States,”
Saff Papers, IMF, Vol. 44 (June 1997), pp. 249-82.
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Implications of Structural Reforms

countries in the model. It captures the differentia
impact of large and small shocks on unemployment
and inflation, while allowing for hysteresis effects.
Second, an equation was added to capture the business
cycle dynamics of unemployment around the natural
rate. The natural rateitself feedsinto the calcul ation of
potential output, providing a direct channel for the im-
pact of structural reformsin the labor market on long-
term output and investment.

Alternative Reform Scenariosfor EMU

This section expands on the discussion of the two
alternative scenarios for fiscal consolidation and labor
and product market reforms discussed in Chapter 111.
Box 10 summarizes the main assumptions underlying
the simulations. It will be recalled that in the first sce-
nario, EMU provides a positive impetus for structural
reforms in Europe. With far-reaching labor market re-
forms, structural unemployment falls substantially.
Moreover, it is assumed that government expenditures
are reduced, leading to lower debt levels, and that
product market reforms raise total factor productivity.

The results for Scenario 1 are presented in the top
panel of Table 13in Chapter I11. For “EMU members,”
al variables refer to EU-wide aggregates and aver-
ages. As is to be expected, the drop in structural un-
employment and the improved fiscal position provide
a powerful boost to the EU economy. Potential GDP
expands by almost 3 percent by 2010; with arisein the
marginal productivity of capital and some decline in
interest rates, investment expands significantly, and
the increase in income provides a boost to consump-
tion. The reduction in government spending alowsthe
tax rate to be reduced despite a lower target level of
debt: the long-run expansionary impact of the struc-
tural reforms, coupled with lower government spend-
ing, provides sufficient room for simultaneously re-
ducing the debt ratio and the general level of taxation.
After aninitial decline, the EU trade surplusincreases,
relative to baseline, from some $14 hillion (0.1 percent
of GDP) in 2001 to about $28 hillion (0.2 percent of
GDP) in 2010.

These structural reforms in the EU have modest
positive effects on the rest of the world. Potential GDP
increases by 0.1 percent in the non-European G-7
countries, and by somewhat more in the smaller in-
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Box 10. Scenario Assumptions

Scenario 1: EMU as a Catalyst for Change

¢ Policies are introduced that reduce both the persis-
tence of unemployment and inflation inertia, partly
by increasing the responsiveness of inflation to un-
employment in the short term. More specifically, in-
flation is modeled as a nonlinear function of the de-
viation of unemployment from its natural rate and
incorporates a weighted average of lagged and ex-
pected future inflation as well. Increased labor mar-
ket flexibility is captured through an increase in the
parameter on unemployment by around one-third of
the level currently observed. In addition, an increase
in the weight of expected inflation captures a reduc-
tion in the inertia of the inflation process.

¢ As a result, from 2000 onward, structural unem-
ployment is reduced by 0.125 of 1 percentage point
annually, stabilizing in 2007 at 2 percentage points
below the baseline.

» Government expenditures are cut by ¥ of 1 percent
of GDP annually during 20002003 and kept con-
stant at 2 percentage points below the baseline from
2003 onward. The average rate of taxation is cut by
15 of 1 percent of GDP during 2000-2010 and the
target level of debt isreduced by 10 percent of GDP.

 Total factor productivity grows by "4 of 1 percent
a year faster than in the baseline scenario in
2000-2001 and remains at 4 of 1 percent above the
baseline thereafter.

Scenario 2: EMU Without Structural Reforms

e The natural rate of unemployment increases by Y of
1 percentage point a year from 2000 until 2007
when it stabilizes at 2 percentage points higher than
the baseline value.

e Government expenditure rises by ¥ of 1 percent of
GDP a year during 2000—2003, after which it stabi-
lizes at 1 percent of GDP above the baseline.

e The target level of debt is raised by 10 percent of
GDP from 2000 onward.

e Theeuro’srisk premium rises by 10 basis points an-
nually during 2000-2003; after 2003, the risk pre-
mium is kept constant at 40 basis points.

1For detalls, see Peter B. Clark and Douglas Laxton,
“Phillips Curves, Phillips Lines and the Unemployment
Costs of Overheating,” |MF Working Paper 97/17 (February
1996); and Guy Debelle and Douglas Laxton, “Is the
Phillips Curve Really a Curve? Some Evidence for Canada,
the United Kingdom and the United States,” Saff Papers,
IMF, Vol. 44 (June 1997), pp. 249-82.

dustrial countries outside the EU. The decline in the
world stock of debt leads to aworldwide declineinin-
terest rates, which boosts investment. Developing
countries also benefit from these developments and
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their GDP increases by "4 of 1 percent. While the in-
crease in productivity and the decline in structural un-
employment boost supply in the EU more than in non-
EU countries, fiscal consolidation dampens demand
initially; equilibrium in the goods market is restored in
part through an initial moderate depreciation of the
euro, resulting in an increase in net exports from the
EU and a corresponding deterioration in the trade bal-
ance of non-EU industrial countries.

In an alternative, “reform fatigue” scenario (Scenario
2), EMU goes ahead and inflation remains low, but
labor and product markets do not become more flexi-
ble. The natural rate of unemployment rises gradually
by 2 percentage points in all EU countries, that is, to
about the current levels of actual unemployment in the
EU, contributing to rising government spending,
widening fiscal deficits, and increasing government
debt. A risk premium on the euro starts to emerge,
gradually growing to 40 basis points vis-a-vis instru-
ments denominated in U.S. dollars.

The results are summarized in the second panel of
Table 13 in Chapter 111. Unemployment rises gradu-
ally during 2000-10, and potential output declines.
The resulting decline in household income and wealth
reduces consumption. Interest rates rise by about 1.5
percentage pointsin the first five years, partly because
of the increase in the risk premium but, more impor-
tantly, because of the increase in government deficits
and debt. The trade balance improves slowly during
2000-10, as domestic demand weakens and the euro
depreciates.

The effects on output in other industrial countries
are quite small. The increase in EU deficits and debt
raises the world interest rate and has a negative impact
on output in the rest of the world. However, this is
counterbalanced by effects emanating from the in-
crease in the euro risk premium, which drives awedge
between the interest rate in the euro area and the rest
of the world, leading to lower interest rates abroad
while pushing up interest rates in the euro area. On
balance, the risk premium effect marginally dominates
the effect of the lack of fiscal consolidation in Europe,
and interest rates in the rest of the world decline mod-
erately. This contributesto a small rise of output in the
rest of the industrialized world. Thisresult isvery sen-
sitive, however, to the specification of the risk pre-
mium. In developing countries, the weakening of in-
dustrial country demand and rise in world interest
rates lead to a decline in GDP of about 4 of 1 percent
over the medium term.

Sensitivity Analysis | Aggregate Demand
Shocks Under EMU
Structural reforms in the euro area will have acriti-

cal impact on the ability of the EU economy to absorb
business cycle fluctuations. Under the reform Scenario
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Table 32. Simulation Resultsfor Euro-Area Demand Shock
(Deviations from respective baselines; in percent, unless otherwise noted)?!

2000

2001

Scenario 1la: EMU with Additional Fiscal Consolidation and Labor Market Reforms

EMU members

Real GDP -0.8 2.1
GDP deflator -0.6 -15
Long-term real interest rate -0.9 -1.3
Unemployment rate 0.2 05
General government balance (in percent of GDP) -0.5 -1.0
Net revenue -0.4 -0.9
Expenditure 0.1 0.1
General government debt (in percent of GDP) 13 3.6
Trade balance (in billions of U.S. dollars) 116 489
Non-European G-72
Real GDP -0.1 -0.2
Trade balance (in billions of U.S. dollars) -9.5 -36.9
Other industrial countries®
Real GDP -0.3 -0.6
Trade balance (in billions of U.S. dollars) -3.9 -9.1
Developing countriest
Real GDP -0.1 -03
Trade balance (in billions of U.S. dollars) 18 -2.9

2002 2003 2010
-1.3 -0.6 -0.2
2.2 —2.4 -0.6
-1.5 -1.3 -0.1
0.5 0.3 0.1
-0.4 0.2 0.1
-0.3 0.3 0.1
0.1 0.1 —
3.8 31 04
47.8 41.5 1.0
— 0.2 0.1
-34.9 —29.4 1.7
-0.3 0.1 0.2
93 —7.9 -1.4
0.1 0.1 —
-3.6 —4.2 21

Scenario 2a: EMU with Neither Additional Fiscal Consolidation Nor Labor Market Reforms

EMU members

Real GDP -13 2.9
GDP deflator -05 -13
Long-term real interest rate -09 -1.3
Unemployment rate 0.3 0.8
General government balance (in percent of GDP) -03 -0.7
Net revenue -0.6 -13
Expenditure -03 -0.6
Genera government debt (in percent of GDP) 14 3.6
Trade balance (in billions of U.S. dollars) 17.6 58.2
Non-European G-72
Real GDP -0.2 -0.3
Trade balance (in billions of U.S. dollars) -13.6 —42.6
Other industrial countries®
Real GDP 0.4 -0.7
Trade balance (in billions of U.S. dollars) 4.5 -10.5
Developing countriest
Real GDP -0.2 -0.4
Trade balance (in billions of U.S. dollars) 0.5 -5.1

-1.4 -05 -0.6
2.0 —2.4 -0.3
-1.5 -1.4 —
0.6 0.3 0.2
-0.3 0.3 -0.2
-0.2 0.4 -05
0.1 0.1 -04
33 25 -1.1
41.9 33.9 -0.2
0.1 0.2 0.2
-30.1 —24.3 —
-0.2 0.2 0.2
-89 7.1 -1.0
—_ 0.2 _
—2.9 —2.5 12

1The baselinesin Scenarios 1laand 2arefer to panels 1 and 2 in Table 13 in Chapter I11. It is assumed that
al current EU member countries participate in EMU from the start and that all participants adhere to the

Stability and Growth Pact.
2Canada, Japan, and the United States.
3Australia, New Zealand, Norway, and Switzerland.
4Rest of the world excluding transition economies.

1, there generaly will be sufficient room for the auto-
matic fiscal stabilizersto operate during atypical busi-
ness cycle downturn. Moreover, the enhanced flexibil-
ity of the labor market will reduce price and wage
inertia and keep the economy closer to its long-term
growth path.

Table 32 reports the results of anillustrative business
cycle shock. The shocks—modeled as negative shocks
to consumption and investment—are calibrated to il-
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lustrate business-cycle-type swings in GDP and unem-
ployment; the ultimate impact of these demand shocks
obviously depends on the degree to which structural re-
form is being implemented in the EU.5 In the reform

50ver a four-year period, private consumption is assumed to fall
15 percent in the first year, 3 percent in the second year, 2 percent
inthethird year, and 1 percent in the fourth year. For investment, the
annual changes are 1, 2, 14, and 1 percent, respectively.
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Table 33. Simulation Results for Asymmetric Demand Shock in the Euro Area
(Deviations from respective baselines; in percent, unless otherwise noted)?!

2000

2001

Scenario 1b: EMU with Additional Fiscal Consolidation and Labor Market Reforms

EMU members: Group 12

Real GDP —
GDP deflator 0.1
Long-term real interest rate -05
Unemployment rate —
General government balance (in percent of GDP) —
Net revenue —
Expenditure —
Genera government debt (in percent of GDP) -0.1
Trade balance (in billions of U.S. dollars) -14.7
EMU members: Group 23
Real GDP -0.8
GDP deflator -0.6
Long-term real interest rate -0.2
Unemployment rate 0.2
General government balance (in percent of GDP) -0.4
Net revenue 0.4
Expenditure —
Genera government debt (in percent of GDP) 15
Trade balance (in billions of U.S. dollars) 195
Non-European G-74
Real GDP -01
Trade balance (in billions of U.S. dollars) —4.0
Other industrial countries®
Real GDP -0.1
Trade balance (in billions of U.S. dollars) -15
Developing countries®
Real GDP —
Trade balance (in billions of U.S. dollars) 0.7

Scenario 1a, the EU economy copes relatively well
with this downturn. GDP falls by 2.1 percent (relative
to baseline) up to the low point of the downturn and re-
covers gradually afterwards. The drop in investment
leads to a decline in long-term real interest rates.
Government transfers rise to cope with the increase in
unemployment, which contributes to a fall in net rev-
enue, as shown in Table 32. The general government
balance worsens correspondingly, falling to 1.0 percent
of GDP below the baseline in 2001. Spillover effects
from the downturn in the euro area lead to falling out-
put in industrial and developing countries alike. Their
trade balance worsens to accommodate a larger decline
in investment than in saving in Europe.

The second panel reports the results for a shock of
the same magnitude for the reform fatigue scenario in
Europe, so that Scenario 2 above serves as the relevant
baseline. In this scenario, many countries in the euro
zone have deficits in the baseline close to 3 percent.
When experiencing the downturn, they thus have less
room to allow automatic stabilizersto operate; in fact,
as revenues fal in the business cycle downturn, sev-
eral countries have to cut expenditures to satisfy the
Stability and Growth Pact. Correspondingly, thefall in
output is substantially larger than in the previous sce-
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2002 2003 2010
0.2 0.3 0.1
0.3 0.5 05

-05 -03 0.1
— 01 —
0.2 0.3 0.1
0.2 0.3 01

05 -1.0 07

204  -136 47

-17 -13 01

22 26 01

038 038 —
0.4 0.3 —

06 -03 0.1

05 02 0.1
0.1 0.1 —
a7 48 05

39.4 29.0 44

144  -113 -03

0.1 0.1 0.1

-37 -30 04

09 -11 1.0

(Continued on next page)

nario. The Stability and Growth Pact limits the gov-
ernment deficits to 3 percent of GDP, and the overall
EU deficit rises by only 0.7 percent of GDPin 2001. It
isassumed that, to stay within the 3 percent limit, gov-
ernment expenditures are adjusted; and they drop by
over 0.6 percent of GDP during the downturn. While
the long-term impact on the rest of the world of a
downturn in the euro areais not significantly different
from that in the reform scenario, the immediate nega-
tive effect is somewhat larger reflecting the larger de-
clinein EU output.

Sensitivity Analysis|1: Asymmetric Demand
Shocks Under EMU

As afurther illustration of the importance of struc-
tural reforms in the euro area, Table 33 reports the ef-
fects of ademand shock of similar magnitude but only
in part of the euro area® In this scenario, the lack of
structural reforms—as evidenced by the differences

6For illustration, France, Italy, Portugal, and Spain were chosen to

represent the part of the euro area hit by an adverse demand shock.
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Table 33 (concluded)

2000

2001

2002 2003 2010

Scenario 2b: EMU with Neither Additional Fiscal Consolidation Nor Labor Market Reforms

EMU members: Group 12

Real GDP -0.2
GDP deflator —
Long-term real interest rate -0.6
Unemployment rate —
General government balance (in percent of GDP) -0.1
Net revenue 0.1
Expenditure —
Genera government debt (in percent of GDP) 0.2
Trade balance (in billions of U.S. dollars) -21.4
EMU members: Group 23
Real GDP -15
GDP deflator -05
Long-term real interest rate -0.2
Unemployment rate 0.3
General government balance (in percent of GDP) —
Net revenue -0.7
Expenditure -0.7
Genera government debt (in percent of GDP) 15
Trade balance (in billions of U.S. dollars) 317
Non-European G-74
Real GDP -0.1
Trade balance (in billions of U.S. dollars) —17.7
Other industrial countries®
Real GDP -0.3
Trade balance (in billions of U.S. dollars) 29.6
Developing countries?
Real GDP —
Trade balance (in billions of U.S. dollars) -05

67.9

0.2

—-21.0

0.5
63.1

-3.0

0.6 0.6 0.1
0.1 0.3 0.7
-0.5 -0.2 —
-0.1 0.2 0.1
0.4 0.5 -0.3
0.4 0.5 0.3
—0.6 -1.2 —
-38.8 -0.2 2.5
-1.5 -0.7 -0.3
—2.0 —24 0.6
-0.7 -0.8 0.1
0.6 0.3 —
-0.3 0.1 0.1
0.3 0.2 -0.3
— 0.1 -0.4
2.8 22 -1.6
16.0 23 -3.2
0.1 0.1 —
5.7 —2.1 3.4
— 0.2 0.1
13.6 1.0 —2.6
0.9 13 17

1The baselinesin Scenarios 1b and 2b refer to panels 1 and 2 in Table 13 in Chapter 111. It is assumed that
al current EU member countries participate in EMU from the start and that all participants adhere to the

Stability and Growth Pact.

2Austria, Belgium, Denmark, Finland, Germany, Greece, Ireland, Luxembourg, the Netherlands, Sweden,

and the United Kingdom.
3France, Italy, Portugal, and Spain.
4Canada, Japan, and the United States.
SAustralia, New Zealand, Norway, and Switzerland.
6Rest of the world excluding transition economies.

between Scenarios 2a and 2b—has an even larger im-
pact on the countries facing the adverse negative
shock since EU monetary policy is geared toward euro
area conditions and takes the asymmetric shock only
partly into account. Hence, interest rates fall less than
in the case of a symmetric shock. This adverse effect
is, however, partly offset by the positive impact of de-
clining interest rates in the rest of the euro area, which
does not experience a downturn. On balance, GDP in

132

the part of the euro area facing the downturn drops 14
percentage points more in the reform fatigue scenario
than in the scenario with structural reforms. While fis-
cal policy is able to cushion, via the automatic stabi-
lizers, the effects of the downturn in the structural re-
form scenario, thisis largely precluded in the reform
fatigue scenario where the limits imposed by the
Stability and Growth Pact result in declining govern-
ment expenditures during the downturn.
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