
With world output expected to expand by some
4!/4 percent in both 1997 and 1998, the strongest

pace in a decade, the global economy is enjoying the
fourth episode of relatively rapid growth since the
early 1970s (Figure 1). The expansion is underpinned
by continued solid growth with low inflation in the
United States and the United Kingdom; a strengthen-
ing recovery in Canada; a broadening of recovery
across continental western Europe, notwithstanding
persistent weakness in domestic demand in some of
the largest countries; robust growth trends in most of
the developing world, particularly in China and much
of the rest of Asia even though some countries are
likely to experience a setback associated with recent
turmoil in financial markets in Southeast Asia; and ev-
idence of an end to the decline in output, and perhaps
a beginning of growth, in Russia and in the transition
countries as a group. It is worth recalling, however,
that each of the three previous episodes of relatively
rapid growth was followed by widespread slowdown
and even recession in many countries. Taking account
of this earlier experience, is there a danger that the pre-
sent expansion may soon run out of steam and give
way to a new global downturn?

Although a moderation of world growth is indeed
likely to occur at some point, there are reasons to be-
lieve that the current expansion can be sustained, pos-
sibly into the next decade. First, there are relatively
few signs of the tensions and imbalances that have
usually presaged significant downturns in the business
cycle: global inflation remains subdued and commit-
ments to safeguard progress toward price stability are
perhaps stronger than at any other time in the postwar
era; fiscal imbalances are being reduced with increas-
ing determination in many countries, which is helping
to contain inflation expectations and real interest rates;
and exchange rates among the major currencies, tak-
ing account of relative cyclical conditions, are gener-
ally within ranges that appear to be consistent with
medium-term fundamentals. Second, cyclical diver-
gences have remained sizable among the advanced
economies, and there are still considerable margins of
slack to be taken up in Japan and continental Europe.
Stronger growth during the period ahead in these
countries should help support global demand and ac-
tivity as growth slows to a more sustainable pace in
those countries that have already reached a mature
stage in their expansions, especially the United States,
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Figure 1. World Output and Inflation1

(Annual percent change)

1Shaded areas indicate IMF staff projections.  Aggregates are com-
puted on the basis of purchasing-power-parity weights unless otherwise
indicated.   
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Figure 2. European Union: General Government Budget Positions1

(In percent of GDP)

1The detailed assumptions underlying the fiscal projections are set out in Box 1. The ordering of countries is based on the
projected unadjusted budget positions for 1997, except that where the differences between projections are not significant the
ordering is alphabetical.

2The unadjusted budget positions for 1998 are not shown separately for Greece and the Netherlands because their structural
balances exceed the unadjusted balances.

3The projection for 1998 incorporates the recently announced three-year fiscal plan. It does not take into account any pos-
sible effects of the announced review of pension and welfare spending.

4The unadjusted budget position is projected to be in approximate balance in 1998.
5Structural budget positions are unavailable and unadjusted budget positions are expected to be in approximate balance in

1996–98.
6Excludes Luxembourg.
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emergence of speculative pressures in Thailand. The
combination of a rising real effective exchange rate
and a large current account deficit heightened the per-
ceived risk of a crisis and prompted concerns about in-
ternational competitiveness. Moreover, heavy reliance
on external borrowing (denominated in foreign cur-
rency) increased the economy’s exposure to exchange
rate risk and perceived vulnerability to a sudden re-
versal of capital inflows. Also, and perhaps most im-
portant, there were serious fragilities in the financial
sector (especially among Thai finance companies),
linked in part to previous rapid growth in property-
based lending, unhedged corporate foreign-currency
indebtedness, and the economic slowdown. Finally, as
these problems became more apparent and more
widely perceived in financial markets, and as the need
for decisive corrective action accordingly became
more pressing, the initial response of the authorities
did not allay growing concerns in financial markets.
The result is a crisis that is deeper and more wide-
spread than would likely have occurred if adequately
forceful action had been taken at an earlier date.
Indeed, the problem of confidence linked to much of
the decline in Thailand’s official reserves and the in-
curring of large volumes of forward contracts in for-
eign exchange probably could have been avoided or
significantly alleviated if the present stabilization pro-
gram had been put in place this spring.

On the other hand, it does appear that private finan-
cial markets may have a tendency to react too late to
prevent a costly adjustment, and then to overreact,
when a country is beset by problems that turn into a
foreign exchange crisis and related economic difficul-
ties and when the full extent of these problems be-
comes apparent. In the case of Mexico, for example,
the private market continued to channel large inflows
of capital well into 1994 and then, following the
December 1994 devaluation of the peso, underwent a
collapse of confidence that led to massive nominal and
real depreciation and very high levels of domestic in-
terest rates. Concerns about the Mexican authorities’
ability to implement a strong adjustment program, as
well as the incomplete provision of data prior to the
crisis, contributed to this adverse result. However, two
and a half years later, it seems clear that the collapse
of market confidence in Mexico was overdone.
Unfortunately, the Mexican economy has probably
suffered a more painful correction than was truly
needed on the basis of an objective assessment of its
economic situation and capacity for successful policy
adjustment. Spillover effects to other economies in the
region in 1995 also now appear to have been over-
done. The international community was surely right to
signal forcefully its support for Mexico’s stabilization
efforts and thereby to help to avoid larger unnecessary
losses for Mexico and for other countries.

Similarly in the case of Thailand, now that the Thai
authorities have committed themselves to a strong ad-
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Figure 3. Changing Relative Positions in the
World Economy1

(Shares of world output)

Note: Aggregates are computed using weights based on purchasing
power parity in accordance with standard practice in the World
Economic Outlook (see Statistical Appendix). Projections to 2010 are
based on extrapolations of the IMF staff’s medium-term baseline pro-
jections shown in Statistical Appendix Table A45.

1Shaded areas indicate IMF staff projections.
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sociated with the recent turbulence in Asian currency
markets.

For the developing countries as a whole, downward
revisions to the projections in the May 1997 World
Economic Outlook have left prospective growth in
1997 and 1998 above 6 percent, close to the rates at
which growth has been running in most years since
1992, and clearly above the growth performance of the
1980s and early 1990s (Table 4). The downward revi-
sions to growth projections for 1997 are largest in the
case of Africa, but are quite widely spread except in
the Middle East and Europe region. For 1998, the re-
ductions in projected growth mainly concern Asia and
Latin America.

In Africa, growth is now projected to weaken to
below 4 percent in 1997 before recovering to 5 per-
cent in 1998. A major factor underlying the temporary
setback this year is severe drought in much of North
Africa, which is now expected to cause activity in
Morocco to decline by 1 percent; output in Algeria
and Tunisia is also adversely affected. Growth projec-
tions for Nigeria have also been revised down, re-
flecting a slower-than-expected recovery in industrial
output, while in South Africa, efforts to stabilize the
economy and various structural weaknesses continue
to constrain the pace of growth. In sub-Saharan Africa
excluding Nigeria and South Africa, growth is ex-
pected to remain in the 5–5!/2 percent range. The
growth outlook for Kenya now seems somewhat less
favorable, given political uncertainties, a significant
slowing of the reform effort, and adverse effects on
private sector confidence. In a number of other
African countries, however, including Côte d’Ivoire,
other countries in the CFA franc zone, Ethiopia, and
Uganda, performance and prospects have remained
quite favorable.

In the developing countries of the Western
Hemisphere, the recovery of growth is still projected
to continue in 1997 and 1998, but at a more gradual
pace than envisioned in the May 1997 World
Economic Outlook. The main downward revisions
have been to the projections for Brazil and Colombia.
For both countries, less sanguine assumptions have
been made about fiscal adjustment. The revised pro-
jections for Brazil assume that higher real interest
rates will be needed to rein in strong domestic de-
mand. In Colombia, a slowdown in construction and
manufacturing activity and political uncertainty have
weakened growth. By contrast, projected growth in
Argentina in 1997 has been revised up by 2!/2 percent-
age points to 7!/2 percent, reflecting continuing
progress with reforms, the environment of stable
prices, and associated gains in private sector confi-
dence. The growth outlook for Mexico and Venezuela
is broadly unchanged.

Asia is projected to remain the fastest growing re-
gion in the developing world, and even with the down-
ward revisions to growth projections for 1997 and
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Figure 4. Major Industrial Countries: 
Output Gaps1

(Actual less potential, as a percent of potential)

1Shaded areas indicate IMF staff projections. The gap estimates are
subject to a significant margin of uncertainty. For a discussion of
approaches to calculating potential output, see Paula De Masi, “IMF
Estimates of Potential Output,” Staff Studies for the World Economic
Outlook (IMF, forthcoming).

2Data through 1991 apply to west Germany only.
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1998 owing mainly to the recent currency turmoil in a
number of east Asian countries, its expansion this year,
by 7!/2 percent, will still significantly exceed average
growth in the 1980s and early 1990s. For Thailand,
projected growth has been downgraded by 3!/2–4 per-
centage points in the wake of the exchange market cri-
sis, reflecting both the effects of the crisis itself, and
the adjustment measures put in place. Spillover effects
from the crisis were felt in Indonesia, Malaysia, and
the Philippines and growth projections for all of these
countries have been downgraded by !/2 to 1!/2 percent-
age points. If the turbulence were to continue, all four
countries might well experience a more significant
slowdown. The financial crisis and its impact are dis-
cussed below. Among other developing countries in
Asia, growth projections have also been revised down-
ward for Pakistan where a significant slowdown in
economic activity has followed in the wake of last
year’s balance of payments crisis and subsequent ad-
justment measures; a sustained pickup in growth is
contingent on the implementation of sound macroeco-
nomic policies and structural reforms as addressed
below. In contrast, growth in China is expected to con-
tinue at about 9 percent, with inflation declining fur-
ther, to below 5 percent next year on an annual aver-
age basis.

In the Middle East and Europe region, growth is
now expected to be maintained at around 4!/2 percent
in 1997 and 1998, with inflation remaining steady. The
upward revisions to projected growth in the region are
accounted for largely by developments in the Islamic
Republic of Iran and Turkey. For the Islamic Republic
of Iran, the projections assume an accelerated pace of
economic reforms, laying the ground for a substantial
improvement in growth performance, especially in the
non-oil sector. In Turkey, growth has been stronger
than expected previously, but with inflation remaining
at about 80 percent, the economic situation is precari-
ous, and the financial system fragile.

In the countries in transition as a group, output
in 1997 is now projected to increase by 1#/4 percent,
still the first significant positive growth rate in eight
years, but revised down by over 1 percentage point
from the May 1997 World Economic Outlook (Table
5). In spite of a small downward revision for 1998,
the growth rate next year is projected to rise above
4 percent. The downward revisions to projected
growth are accounted for mainly by Russia, Ukraine,
and a number of other countries in central and east-
ern Europe, including Albania, the Czech Republic,
Moldova, and the Slovak Republic. In the Czech
Republic and Poland, and to a lesser extent in the
Slovak Republic, output growth this year could be ad-
versely affected by extensive floods that occurred
during May–July.

The countries more advanced in transition have gen-
erally continued to make progress in reducing infla-
tion, while growth has picked up in a number of coun-
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Figure 5. Major Industrial Countries: Monetary
Conditions Indices1

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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tries, including Hungary, after slowdowns in 1996.5
Exchange market pressures related to large current 
account deficits have affected both the Czech and
Slovak Republics (see below). In Poland, inflation on
a 12-month basis has fallen below 15 percent. Output
growth above 7 percent (annualized) in the first half
of 1997, generated by strong domestic demand, led to
a widening current account deficit. Import growth,
however, has been skewed toward capital goods asso-
ciated with investment rather than consumption, and
capital inflows have consisted largely of foreign direct
investment. In Hungary, growth has picked up after a
pause in 1996, while inflation has continued to edge
downward.

Among countries less advanced in transition, mea-
sures aimed at macroeconomic stabilization have led
to a significant output decline in Bulgaria and to a
milder recession this year in Romania, but also to
promising developments in both cases. In Bulgaria, in-
flation fell rapidly from 400 percent in the first quar-
ter of 1997 to about 4 percent in July, and yields on
government securities declined substantially. The au-
thorities’ stabilization program is centered on a cur-
rency board arrangement, which went into effect on
July 1 with a peg of 1,000 leva to the deutsche mark,
supported by an acceleration of structural reforms and
a budget that does not require net domestic bank fi-
nancing. In Romania, monthly inflation fell below
1 percent in July after reaching a high of 31 percent,
and the authorities’ policy program includes fiscal aus-
terity, price liberalization, banking reform, and indus-
trial restructuring. Civil order remains to be fully re-
stored in Albania in the wake of the crisis earlier in the
year, and reforms, including measures to wind up
pyramid financial schemes, remain to be enacted.
Output in Albania is projected to drop by 10 percent in
1997 after four years of rapid growth.

In other countries less advanced in transition,
Russia and most other countries of the former Soviet
Union have made substantial progress in bringing
down inflation. In the middle of 1997, 12-month infla-
tion rates were in the single digits in Armenia, and
Azerbaijan, below 15 percent in Georgia, Moldova,
and Russia, and in the 20–25 percent range in
Kazakhstan and Ukraine. Further reductions in infla-
tion in these countries are expected, although fiscal
imbalances or delays in structural reform pose risks to
price performance. In Belarus, Turkmenistan, and
Uzbekistan, however, financial policies have remained
relatively loose, and these countries have failed to re-
duce inflation as rapidly as the other countries in the
region.

Finally, turning to balance of payments develop-
ments, the current account imbalances of some of the
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5For lists of countries considered to be more and less advanced in
transition, see May 1997 World Economic Outlook, p. 94.

Figure 6.  Three Major Industrial Countries:
Policy-Related Interest Rates and Ten-Year
Government Bond Yields1

(In percent a year)

1The 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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major industrial countries are projected to widen
somewhat, but to remain generally smaller than the
imbalances seen in some cases in the 1980s. The pro-
jected narrowing of cyclical divergences should help
contain both the U.S. deficit and the surpluses of Japan
and the EU (Table 6). In Japan, after declining to
1!/2 percent of GDP in 1996, the current account sur-
plus is projected to increase as the depreciation of the
yen since 1995 boosts exports. The current account
deficit of the United States is expected to widen
slightly in 1998 as strong economic activity and the re-
cent appreciation of the dollar continue to spur import
demand. After reaching virtual balance in 1996, the
United Kingdom’s current account is expected to
move into moderate deficit in 1997–98, reflecting the
recent appreciation of sterling and strong growth in
domestic demand. The continuing growth of exports,
against a background of weak domestic demand, is ex-
pected to virtually eliminate the current account deficit
in Germany, and to increase France’s current account
surplus to about 2!/4 percent of GDP by 1998. The cur-
rent account surplus in Italy is expected to remain
broadly unchanged.

Among other advanced economies, already rela-
tively large current account deficits are expected to
widen somewhat further in Australia and in New
Zealand. Korea’s current account deficit, which
reached 5 percent of GDP in 1996 is expected to nar-
row in 1997 with the slowing of import growth. In
Singapore, despite the export slowdown, the current
account surplus has remained at 15 percent of GDP,
and is expected to remain at this level in the year
ahead.

In a number of the developing countries of Asia,
current account developments in 1996 reflected the
partly offsetting effects of the slowdown in export
growth in 1995–96 and policies to contain domestic
demand and overheating. In Malaysia in 1996, the
slowdown of domestic demand dominated, and the
current account deficit declined significantly; it is pro-
jected to widen slightly in 1997, but to narrow to
4!/2 percent of GDP in 1998 in response to the depre-
ciation of the exchange rate and moderating domestic
demand growth. In Thailand, after reaching 8 percent
of GDP in 1995–96, the current account deficit is ex-
pected to narrow this year to 5 percent as the pace of
economic growth moderates further and macroeco-
nomic adjustment measures put in place in the after-
math of the exchange rate crisis take effect. In
Indonesia, the recent depreciation of the rupiah is ex-
pected to boost exports and contribute to a modest nar-
rowing of the current account deficit in 1998. In the
Philippines, the current account deficit is projected to
remain roughly unchanged this year, but to narrow to
3!/2 percent of GNP next year. In China, the current ac-
count is expected to remain in approximate balance.

With significant capital inflows and growth picking
up in Latin America, current account deficits have in-
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Figure 7. European Union and the United States:
Indicators of Consumer Confidence1

Sources: For the United States, the Conference Board; and the
European Commission.

1Indicators are not comparable across countries.
2Percent of respondents expecting an improvement in their situation
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Global Issues

How Great Is the Risk of Inflation?

A feature of economic developments in the 1990s
has been the fall in world inflation to levels not seen
for several decades. This trend has largely continued
in 1997 (Figure 8). Among the advanced economies,
inflation in the United States and the United Kingdom
has remained in the narrow range observed since the
early 1990s, notwithstanding tight labor markets and
output growth above estimated potential (Table 8).
Inflation in most other European countries has either
stabilized at low levels or continued to fall, notably in
Italy, Portugal, and Spain, with a further marked con-
vergence of inflation rates across Europe. In Japan, the
hike in the consumption tax in April had a one-time ef-
fect on the price level, but there are no indications of
more general upward price pressures. Also, Canada
has kept inflation well within its official target range
of 1–3 percent. The 1990s have also seen impressive
gains by many developing countries in reducing infla-
tion, such that the gap in performance between the ad-
vanced and developing countries has narrowed sub-
stantially (Figure 9). By mid-1997, inflation had fallen
to 5 percent or below in many developing countries in
Asia. In Latin America, prices have been essentially
stable in Argentina, and inflation has slowed to near 5
percent in Chile and to single digits in Brazil and Peru.

The evidence of continuing low or declining infla-
tion across a broad range of countries appears to have
increased financial market confidence that the recent
benign inflation environment will continue. Long-
term interest rates in the advanced economies have
been on a broad downward trend since early 1995,
notwithstanding significant short-term fluctuations
(Figure 10). In this period, bond yields have fallen by
150–300 basis points in most major industrial coun-
tries, and by 500–600 basis points in Italy and other
higher-yielding markets in Europe. Except in Japan,
yields rose moderately in the first quarter of 1997 on
concerns about monetary tightening in the United
States but subsequently declined again as these con-
cerns eased. The decline in bond yields primarily re-
flects the fall in inflation: in nominal terms, long-term
interest rates have fallen to their lowest levels since
the 1960s, but real yields are still close to their aver-
age levels over the past decade in a number of
countries.

As was seen in the 1980s, inflationary pressures
may be reflected in price movements in equity and real
estate markets before they become apparent in in-
creases in the less flexible prices of goods and
services.6 In the recent period, the most notable devel-
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6See Annex I of the May 1993 World Economic Outlook for a dis-
cussion of this experience.

Figure 8. Selected Advanced Economies: Inflation
(Annual percent change)
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vanced economies and further declines in the develop-
ing countries. What is the basis for the expectation that
low inflation will continue? And how does the current
situation differ from the period of rising global infla-
tionary pressures in the late 1980s? A key considera-
tion is the increased commitment on the part of gov-
ernments and central banks to achieving and
maintaining low inflation, which has been a major fac-
tor behind the improved global inflation performance
in recent years. This trend reflects accumulated expe-
rience from past inflation episodes that high inflation
imposes a significant cost in terms of lost output and
is difficult to reduce. As a reflection of the growing
importance assigned to low inflation, a number of
countries in the 1990s have adopted official inflation
targets and institutional frameworks designed to
strengthen the credibility of those targets, including
increased central bank independence.7 Associated with
this trend has been the widespread recognition of the
importance of early policy actions to address a buildup
in inflationary pressures before they are reflected in
significantly higher measured inflation. The benefits
of such an approach were demonstrated by the pre-
emptive monetary tightening in the United States, the
United Kingdom, and Australia in 1994, which con-
tained excess demand pressures without jeopardizing
the ongoing economic expansion. More recent exam-
ples have been the moves this year to tighten monetary
policy in the United States and the United Kingdom
when data indicated that actual (as opposed to
prospective) inflation had been broadly stable or de-
clining. Indeed, in the United States especially, the ap-
proach has helped to sustain the expansion for six
years, to reduce unemployment to low levels, and to
maintain subdued inflation.

A second reason for expecting global inflationary
pressures to remain moderate in the short term is the
continued divergence in the cyclical positions of the
major industrial countries. In contrast to the late
1980s, when the major economies were all experienc-
ing sustained above-potential growth, pressing on pro-
ductive capacity, only the United States and the United
Kingdom are currently operating above or close to
potential, and large output gaps remain in much of
continental Europe, as well as in Japan and Canada.
Notwithstanding the recoveries proceeding in these
latter countries, IMF staff projections suggest that out-
put gaps will be narrowed only modestly in the next
two years. In labor markets, historically high unem-
ployment in most of continental Europe, Canada, and
Japan has contributed to low wage growth in recent
years; and particularly in continental Europe, labor
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7See the October 1996 World Economic Outlook, Chapter VI. In
the United Kingdom, the decision in May by the new government to
grant operational independence to the Bank of England resulted in
an immediate reduction in long-term interest rates of 30–40 basis
points, indicating a significant impact on inflation expectations.

Figure 9. Developing Countries: Inflation1
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market conditions are expected to remain relatively
weak in the period ahead (Figure 12). But even in the
United States and the United Kingdom, where labor
markets are already tight, wage increases have re-
mained below the wage inflation seen in the late
1980s, although they have picked up somewhat over
the past year as unemployment has declined. In the
United States, increased job insecurity may have been
a factor dampening wage demands in the current
cycle. Employment costs in the United States have
also been held down in the 1990s by slower growth of
benefits, largely reflecting the one-time effects of de-
clines in medical benefit costs. Unit labor costs may
also have been held down by stronger growth in labor
productivity than official estimates suggest.

In goods markets, relatively weak output growth in
the advanced economies as a group compared with the
mid- to late 1980s has helped to dampen inflationary
pressures. Industrial sector capacity utilization rates in
the major industrial countries generally remain below
the levels reached in the late 1980s, suggesting that ca-
pacity constraints may not be a source of broadly
based price pressures in the near term. Even in the
United States, where the cycle is at a mature stage,
buoyant investment in new capacity has helped to
keep utilization rates moderately below previous
cyclical peaks, while in the United Kingdom, price
pressures have been evident mainly in the services
sector, as traded goods prices have been held down by
sterling’s appreciation. In fact, exchange rate move-
ments among the major countries over the past two
years have been another factor helping to dampen in-
flationary pressures in those countries where growth
has been the strongest, without contributing to infla-
tion risks elsewhere. In the United States, lower in-
ventory levels and reduced transportation costs have
also been cited as possible factors exerting downward
pressure on inflation.

In addition to the sustained pursuit of low inflation
by central banks, favorable global cyclical conditions,
and various one-time influences, several other fac-
tors have probably contributed to the recent fall in
world inflation. Progress with fiscal consolidation
in the advanced economies of North America and
Europe has helped to dampen inflation expectations,
and this is expected to continue in most countries in
the period ahead. Beyond these macroeconomic influ-
ences, the closely linked processes of globalization
and technological advance have also helped to trans-
mit efficiency gains across countries and limit the
scope for excessive increases in wages and other costs
in recent years. Since these processes are likely to
continue, they may be expected also to have a favor-
able effect on inflation in the future. Finally, overall
commodity prices have been relatively stable in dol-
lar terms in 1996 and 1997. This stability partly re-
flects the strength of the U.S. dollar, and in SDR
terms commodity prices have risen more significantly
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Figure 10. Major Industrial Countries:
Nominal Interest Rates
(In percent a year)

Sources: WEFA, Inc.; and Bloomberg Financial Markets.
1Yields on government bonds with residual maturities of ten years

or nearest.
2Three-month maturities.
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(Figure 13).8 This seems to reflect pressures in partic-
ular markets—notably, petroleum and cereals in 1996
and coffee in the first half of 1997—rather than any
broad-based upswing in commodity prices that might
signify general inflationary pressures.

While there are therefore a number of reasons to ex-
pect global inflation to remain low, there are also some
areas of risk. Inflation risks have increased over the
past year in those countries where domestic demand
growth has been strong and resource use is high. In
general, financial markets have largely dismissed
these risks as incoming data have continued to show
little evidence of rising inflation and in view of the
demonstrated willingness of central banks to act in a
preemptive manner. However, the possibility of an in-
flation surprise on the upside in these countries in par-
ticular clearly calls for special vigilance. The risks of
a more generalized rise in global inflation would seem
to depend importantly on the future path of demand in
the world’s largest economies. While IMF staff and
most private sector forecasters envisage a slowing of
growth in the United States and the United Kingdom,
these forecasts are subject to upside risks. Specifically,
domestic demand growth remains strong in the United
Kingdom, while in the United States, consumer confi-
dence is at a 28-year high, and employment growth re-
mains robust. Any generalized tendency for the
strength of expansion to surprise on the upside may
produce a less benign environment for world inflation
than currently appears to be in prospect. Finally, the
risk exists that recent broadly based increases in equity
prices and indications of tightness in real estate mar-
kets in a number of countries may also be a signal of
rising inflationary pressures.

Have Recent Exchange Rate Movements Among
Major Currencies Been Consistent with
Fundamentals?

The main developments since the spring in the ex-
change rates of the major currencies have been a re-
covery of the Japanese yen and a further moderate rise
in the U.S. dollar against most currencies except the
yen (Figure 14). After falling to ¥127 per U.S. dollar
at the end of April, the yen rebounded sharply, by
some 14 percent, in May and early June to reach a high
of ¥110 per dollar, its highest level since November
1996. The rise was broadly based and reflected similar
gains against all other major currencies as well as
those of Japan’s major trading partners in Asia.
Subsequently, the yen fell back again against the dol-
lar and, to a lesser extent, on a multilateral basis, de-
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8The IMF’s index of commodity prices in U.S. dollar terms rose
by 5 percent during 1996 and 1 percent over the first half of 1997.
The corresponding increases in SDR terms were 10 percent and 6
percent, respectively.

Figure 11. Equity Prices
(In U.S. dollars; logarithmic scale; January 1990 = 100)

Sources: WEFA, Inc.; and International Finance Corporation,
Emerging Markets Data Base.
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clining to ¥121 per U.S. dollar in early September.
Among other major currencies, the pound sterling ini-
tially continued the strong advance that began in
August 1996, rising by a further 12 percent against the
deutsche mark between April and early August before
a partial correction. In contrast, the German, French,
and other closely linked currencies weakened against
other major currencies in the period until early August
partly due to perceptions that cyclical divergences be-
tween continental Europe and the United States had
continued to widen. Concerns about a possible tight-
ening of monetary policy in Germany subsequently
prompted a moderate rebound in these currencies.
Reflecting these divergent movements, the U.S. dollar
has weakened moderately on balance against the yen
since the spring but strengthened further against major
continental European currencies.

An important factor underlying recent movements
in the yen has been changes in the market’s assessment
of progress in Japan’s economic recovery and of
prospects for a narrowing of the divergence between
the cyclical positions of the Japanese and U.S.
economies. Earlier in the year, the yen weakened fur-
ther as growth strengthened in the United States and
concerns continued about prospects for sustained eco-
nomic recovery in Japan. Reflecting these develop-
ments, long-term interest rate differentials between the
two countries widened to 480 basis points in early
April, as yields fell to new historic lows in Japan at the
same time as concerns about a need for monetary
tightening contributed to rising yields in the United
States. In late April, however, market sentiment about
the economic outlook in Japan began to improve, and
Japanese bond yields rose, reflecting expectations that
the Bank of Japan might raise official interest rates
later in the year. At the same time, early indications
that U.S. growth had slowed in the second quarter led
to reduced expectations of further increases in the fed-
eral funds rate, and long-term interest differentials be-
tween the United States and Japan narrowed to less
than 400 basis points by early July. In addition to these
factors, the rise in the yen came shortly after the fi-
nance ministers and central bank governors of the
seven major industrial countries in a public statement
reaffirmed their view that major misalignments had
been corrected and emphasized the importance of
avoiding exchange rates that could lead to the reemer-
gence of large external imbalances. Indications of a
widening in Japan’s trade surplus also may have con-
tributed to the rebound. Subsequently, however,
doubts about the strength of the Japanese recovery
reemerged amid signs that household spending was
taking longer than expected to rebound from the April
tax hike, and Japanese bond yields retraced the in-
creases of the spring to reach new lows. These devel-
opments, combined with renewed signs of strength in
the U.S. economy, and concerns about the effects of
currency turmoil in Southeast Asia, saw the yen fall
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Figure 12. Major Industrial Countries: Average
Earnings and Unit Labor Costs in the
Manufacturing Sector1

(Annual percent change)

1Shaded areas indicate IMF staff projections.
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back again by early September, particularly against the
U.S. dollar, though it remained significantly above its
earlier lows on a multilateral basis.

In the case of the U.S. dollar, the overall effect of bi-
lateral exchange rate movements between April and
early September largely netted out such that the dollar
appreciated only modestly on a nominal effective
basis. While the dollar depreciated against the yen, it
appreciated moderately in terms of the currencies of
most other industrial countries. The dollar also
strengthened against the currencies of developing
countries in Asia, while weakening slightly against
those of other developing countries. Taking a some-
what longer-term perspective, the nominal and real ef-
fective values of the U.S. currency in August remained
above their levels at the end of 1996 and were moder-
ately above their 1990–96 ranges. If the dollar were to
remain near or above recent levels for an extended pe-
riod, the U.S. current account deficit would be likely
to widen again over time, which could raise concerns
about the growth of U.S. external debt and medium-
term sustainability. For the short run, however, the
dollar’s continued strength is a reflection of the rela-
tive cyclical position of the U.S. economy and is help-
ful to the containment of demand and inflationary
pressures.

Short-term cyclical factors also provide a major part
of the explanation for the steep rise in the pound ster-
ling in the year to early August 1997, when it reached
levels moderately above its trading range against the
deutsche mark in the early 1990s prior to its with-
drawal from the ERM. On a real effective basis, the
pound sterling strengthened by about 25 percent over
this period, reaching its highest level since the early
1980s in July. Beginning in early August, there was a
moderate correction prompted by diminished expecta-
tions of further U.K. monetary tightening and con-
cerns about export competitiveness. Sterling’s appre-
ciation since the middle of 1996 has been helpful from
the viewpoint of dampening near-term inflation risks
in the United Kingdom, but it has adversely affected
the United Kingdom’s international competitiveness
and is expected, if sustained, to lead to a reversal in the
period ahead of the recent improvement in its current
account balance. Existing long-term interest differen-
tials suggest that market participants expect sterling to
depreciate somewhat over the medium term against
other major currencies, a view that seems broadly con-
sistent with an assessment of the requirements of ex-
ternal and internal balance in the economy over the
longer term.

Prior to the yen’s rebound in May, it had fallen by
more than 30 percent in both real and nominal effec-
tive terms from its April 1995 peak, to its lowest level
since early 1993. While a major part of this decline
reflected an appropriate correction of the yen’s earlier
overshooting, the fall in the yen has also provided an
important boost to the traded goods sector at a time
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Figure 13. Commodity Prices1

(In U.S. dollars; 1990 = 100)

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.
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when the Japanese economy has been struggling to re-
cover from its prolonged slowdown. Nonetheless, the
continued depreciation in the first four months of 1997
appeared to take the yen to a level that, if maintained,
was likely to bring a widening current account surplus
that might not have been well justified by Japan’s
underlying economic fundamentals. From a medium-
term perspective, therefore, the moderate net strength-
ening of the yen since the spring seems appropriate
(see also Box 2).

For Germany, while bilateral movements in the
deutsche mark against the dollar and the yen in recent
years have been quite large, they have to a significant
degree been mutually offsetting, and the fluctuations
in real effective terms have been relatively modest, re-
flecting also the large weight given to Germany’s
major European trading partners. In 1997, the
deutsche mark has weakened moderately in both nom-
inal and real effective terms, continuing a trend evi-
dent since early 1995. However, it has generally re-
mained above its levels of the early 1990s in real
effective terms. On this basis, the continued down-
ward movement in the deutsche mark may be viewed
partly as a continuation of the reversal of the appreci-
ation that came in the wake of German unification. It
appears to be broadly consistent with the relative
cyclical position of the German economy, without
raising significant concerns from a medium-term
perspective.

What Factors Are Behind Recent Speculative
Attacks on the Currencies of Some Emerging
Market Economies?

In recent months, the currencies of several develop-
ing and transition economies in Asia and eastern
Europe have come under severe downward pressure.
In Asia, the strongest pressures emerged initially in
Thailand where concerns about the sustainability of
the existing exchange rate peg to a basket dominated
by the U.S. dollar prompted a run on the currency in
mid-May. Thailand had encountered periodic episodes
of speculation against the baht over the previous year,
but on this occasion there were significant spillover ef-
fects on other countries in the region, notably
Indonesia, Malaysia, and the Philippines. In eastern
Europe, the currencies of the Czech and Slovak
Republics came under attack in April, with limited
spillover effects on some neighboring countries. In
each case, the authorities sought initially to defend the
currency concerned through a combination of ex-
change market intervention and domestic interest rate
hikes. In addition, administrative restrictions aimed at
limiting the scope for exchange market speculation by
nonresidents were introduced in some cases. Except in
the Slovak Republic, these measures were not suffi-
cient to ward off the exchange market pressures and
the respective authorities were forced to abandon their
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Figure 14. Major Industrial Countries: Effective
Exchange Rates
(1990 = 100; logarithmic scale)

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.
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July and August. In eastern Europe, the Polish zloty
weakened in mid-July on concerns about flood dam-
age and a deterioration in the current account position
against a background of rapidly expanding domestic
demand. Of note, however, is that Hungary avoided
significant adverse effects; this appears to reflect the
success of the policies the authorities have imple-
mented since 1994 to correct an earlier, unsustainably
large current account deficit.

Despite the recent difficulties experienced in some
individual cases, there have been no indications so far
of a broad-based disruption of capital flows to devel-
oping countries, which reached a record high in 1996
and remained strong in the first seven months of 1997.
Notably, flows to Latin America appear to have been
relatively unaffected, reflecting a general improve-
ment across the region in terms of the vulnerability
factors that sparked the Mexican crisis, although cur-
rent account positions have weakened in some cases.
Flows to other developing countries have also re-
mained strong. While the overall outlook for capital
flows to developing countries remains broadly posi-
tive, recent events should serve as a further warning of
the potential for sudden reversals in cases where mar-
kets perceive that the external position has become 
unsustainable. The trigger point for such reversals is
difficult to predict in advance, depending on country-
specific factors as well as external developments and
market sentiment. But the best defense against such
developments is the pursuit of policies that address the
emergence of imbalances before they reach levels that
may be perceived as unsustainable.

Advanced Economies

What Are the Prospects for a Decline in European
Unemployment?

Unemployment in the European Union has contin-
ued on its upward trend and is currently at 11!/4 per-
cent—more than twice the unemployment rate in the
United States and more than three times the rate in
Japan. These contrasts in unemployment levels are
mirrored in differences in job creation. Civilian em-
ployment in both the United States and Japan in-
creased by more than 50 percent between 1970 and
1996, whereas employment in the EU barely budged
(Figure 15).

While average labor market performance in the EU
has been dismal over the last two decades, over the past
five years unemployment in some EU countries has de-
clined significantly (Figure 16). Unemployment has
fallen most sharply in the United Kingdom, to 5!/2 per-
cent in July from a peak above 10 percent in 1993, but
also noticeably in the Netherlands, Denmark, and
Ireland. Labor market developments in these countries
provide a striking contrast with those in, for instance,
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Figure 15. Selected Advanced Economies:
Employment and Unemployment1

1Shaded areas indicate IMF staff projections.
2Based on national definitions.  
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Germany, France, and Italy, where unemployment has
continued to rise through the 1990s to postwar peaks.

The declines in unemployment in the former group
of countries have been due in part to cyclical develop-
ments. In Ireland, in particular, the rapid growth of
output—about 7 percent a year—has been the primary
source of the sharp fall in unemployment since 1994.
In Denmark and the United Kingdom, declines in
labor force participation rates have also contributed to
the reductions in joblessness in this period.10 In these
cases, while labor market performance has clearly im-
proved, the declines in unemployment that have oc-
curred exaggerate the degree of structural improve-
ment. Nevertheless, in the United Kingdom and also in
the Netherlands, structural unemployment (which may
be defined as that rate of unemployment at which in-
flation would be stable) has declined, as a result of
comprehensive labor market reforms.11 Further mod-
est declines in unemployment are projected for the
United Kingdom (to 5 percent on average in 1998) and
the Netherlands (to just under 6 percent). In contrast,
despite a strengthening of economic growth to some-
what above potential rates in the year ahead, unem-
ployment is projected to decline only slightly in
Germany, France, and Italy (see Figure 16). For the
EU as a whole, unemployment is forecast to decline
only slightly, to just under 11 percent on average in
1998, indicating that for the area as a whole the com-
bination of growth and labor market reforms will be
insufficient to make a significant dent in unemploy-
ment in the short to medium term; little increase is
projected in total employment.

High structural unemployment in the EU has been
attributed to a variety of labor market laws and norms
that have had the effect in many countries of discour-
aging both employers from hiring workers and work-
ers from actively seeking employment. High unem-
ployment benefits paid for relatively long spells and
minimum social benefits of often unlimited duration
tend to discourage workers from actively seeking em-
ployment, and in some instances from accepting
employment when job offers are made; minimum
wages that are set too high hamper the employment

40

10In Denmark, participation rates have fallen owing to increased
early retirement of older long-term unemployed persons before the
elimination of a special early retirement scheme, and also as a result
of provisions for sabbatical, parental, and educational leave. In the
United Kingdom, in the current cyclical upswing since 1992 labor
force participation has declined reflecting both increased early re-
tirement and increased participation in higher education.

11According to IMF staff estimates, structural unemployment de-
clined in the United Kingdom from 8!/2 percent in 1985 to 5#/4 per-
cent in 1997 and in the Netherlands from about 7!/2 percent in 1985
to about 6#/4 percent in 1996. An important feature of developments
in the Netherlands is that while the labor force participation rate has
risen gradually over the past decade, from around 56 percent in the
mid-1980s to about 62 percent, it is still significantly lower than in
most other advanced economies. See also in this context, the dis-
cussion in OECD, Implementing the OECD Jobs Strategy.

Figure 16. Selected Advanced Economies:
Unemployment Rates1

(In percent)

1Based on national definitions. Shaded areas indicate IMF staff
projections.
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Taking all these factors into account, it seems rea-
sonable to expect that Japan’s economic recovery will
resume at a moderate pace in the remainder of 1997
and proceed more steadily in 1998 than over the past
one and one-half years.

Developing Countries

Are Economic Recoveries in Latin America and Sub-
Saharan Africa Sustainable?

In the developing world, some of the clearest im-
provements in growth performance and prospects in
recent years have occurred in the Western Hemisphere
and sub-Saharan Africa. In the Western Hemisphere,
growth picked up to 3!/2 percent last year following the
slowdown associated with the Mexican crisis and is
projected at 4–4!/2 percent in 1997–98, well above av-
erage growth in the 1980s and early 1990s. In sub-
Saharan Africa, growth reached 4!/2 percent last year,
its highest rate in two decades, having strengthened
steadily since 1992; and it is projected to remain in the
4–5 percent range in 1997–98.

Over the past decade or so, countries in both regions
have implemented more disciplined financial policies,
adopted fiscal reforms aimed at reducing the size of the
public sector, and introduced financial, exchange mar-
ket, trade, and other structural reforms to increase pri-
vate sector participation in the economy. In response,
inflation has ebbed in both regions, private investment
has picked up, and countries have rapidly regained ac-
cess to international capital markets, although such ac-
cess remains uneven and is markedly less for most
countries in sub-Saharan Africa than in Latin America.
While these improvements are encouraging, questions
still lurk regarding their sustainability. Since 1985,
Latin America has already witnessed two pronounced
economic cycles. Is the current recovery the beginning
of another? Is the stronger growth performance of
countries in sub-Saharan Africa merely a result of more
favorable weather and external conditions or a conse-
quence of improved economic policies?

The current recovery in Latin America represents the
third instance of improved growth performance fol-
lowing a downturn since the debt crisis of 1982.17 The
1996–97 recovery is similar to the first two years of the
previous two recoveries—1984–85 and 1991–92—in
that private domestic demand has fueled growth (Table
9). And, as in 1991–92, the recent upswing has resulted
in a widening of the current account deficit, which has
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17In Chile, which is excluded from the following discussion,
growth has been sustained since the mid-1980s, and it is expected
that the prudent macroeconomic policies and structural reforms that
contributed to this performance will continue to deliver steady im-
provements in living standards, provided risks from overheating
pressures are minimized.

Figure 17. Japan: Output Developments1

Sources: National authorities; and IMF staff estimates.
1Shaded area indicates IMF staff projections.
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ficiency in the central and state government-run pub-
lic enterprises, including through increased privatiza-
tion efforts. Deeper trade reforms, including the dis-
mantling of remaining quantitative restrictions and a
lowering of average tariff rates to global levels, are
needed to ensure strong medium term export perfor-
mance. In the context of increasingly open capital
markets, greater exchange rate flexibility may be
needed as a component of a balanced response to po-
tential surges in private capital flows. The move to-
ward capital account convertibility envisaged by the
authorities would offer substantial efficiency gains but
should be phased in alongside further substantial
progress in fiscal consolidation and banking and fi-
nancial sector reform.

Turning to Pakistan, real GDP, after expanding at a
brisk pace of about 6 percent a year in the 1980s, de-
celerated quite sharply in the early 1990s due to a
combination of policy weaknesses and natural disas-
ters, which caused a severe reduction in cotton pro-
duction, the most important cash crop and export of
the economy (see Figure 18). Despite a slowdown in
imports resulting from the sharp decline in output
growth in 1993, balance of payments difficulties
emerged with the current account deficit rising to over
7 percent of GDP.

The government of Pakistan embarked on a pro-
gram of macroeconomic adjustment and structural
reform in 1993 to restore financial stability and eco-
nomic growth in the economy. However, progress in
implementing these policies during 1994 and 1995
was limited, particularly in the fiscal area where bud-
get tightening measures were not sustained, adminis-
trative difficulties were encountered in tax collection,
and further tax exemptions and concessions were
granted. Because adjustment and reform efforts were
not adequately sustained, the economy’s balance of
payments situation remained fragile, undermining pri-
vate sector confidence.

Growth temporarily picked up in 1995 and early
1996. However, Pakistan’s macroeconomic perfor-
mance continued to be hindered by large financial im-
balances. Reflecting the loose stance of fiscal policy,
the balance of payments situation deteriorated during
1996. The trade deficit widened, private capital in-
flows weakened, and pressures on official reserves in-
tensified. Facing widening macroeconomic imbal-
ances and a threat of a foreign exchange crisis in the
latter half of 1996, the authorities adopted a wide-
ranging policy package to strengthen macroeconomic
policies and implement structural reforms. The struc-
tural components of the policy package were strength-
ened substantially in the first half of 1997 in such
areas as tariff reform, tax reform, and financial sector
restructuring. These efforts hold promise of a recovery
of GDP growth to the 5–6 percent range, as well as of
a more stable macroeconomic environment. This
prospect is contingent, however, upon the sustained
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Figure 18. India and Pakistan: Macroeconomic
Indicators1

1Shaded areas indicate IMF staff projections.
2Includes central government public enterprises.
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The advent of European Economic and Monetary
Union (EMU) scheduled for the beginning of

1999 will constitute a major change in the interna-
tional monetary system. Involving as it will the re-
placement of the national currencies of a number of
highly developed economies of substantial size by a
single common currency, EMU will in fact have no
parallel in history. But while EMU will be a major
change, it will not be a sudden change. When the lead-
ers of EU countries decide in May 1998 which coun-
tries will participate in EMU from its outset, they will
be putting some of the final touches to the scene set for
the third and final stage of EMU, following the design
laid out in the Treaty on European Union, agreed by
EU governments at Maastricht in December 1991.
More fundamentally, the achievement of EMU will re-
flect over 40 years of progress in strengthening eco-
nomic, monetary, and political ties within Europe.

The Treaty of Rome of 1957, which founded the
European Economic Community, identified the ex-
change rates of member states as a matter of common
concern. Five years later, in 1962, the Commission of
the European Communities set out a plan for monetary
union. The Werner Report of 1970, endorsed by lead-
ers of the European Communities in March 1971, en-
visaged monetary union within a decade, but the plan
foundered with the collapse of the Bretton Woods ex-
change rate system of fixed but adjustable parities.
Monetary integration was revitalized by the establish-
ment of the European Monetary System (EMS) in
1979, with an exchange rate mechanism (ERM) at its
core that was aimed at providing a zone of monetary
stability in Europe. With the launch in the mid-1980s
of the program to complete the EU’s internal market,
attention refocused on the objective of a single cur-
rency as part of the framework that would enhance the
functioning of an increasingly integrated market
(Figure 19).29 The greater stability of exchange rates
within the ERM seemed to confirm that this was also
a feasible goal. The reaffirmation by the European
Council in June 1988 of the EU’s commitment to
EMU and the Delors Committee Report of 1989 then
set in train the three-stage process leading to EMU laid
out in the Maastricht Treaty.

51

III
EMU and the World Economy

29The increasing economic integration of Europe was discussed in
the October 1994 World Economic Outlook, Annex I, pp. 98–103.

Figure 19. Trade Within the European Union1

1Imports plus exports of goods.
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viewed, since in the ERM it has focused, except in
Germany, on exchange rate objectives. On the other
hand, given that the ERM currencies have been float-
ing collectively against other currencies, the magnitude
of the regime shift for the euro area as a whole will in
effect be smaller than may appear.

Two options—targeting inflation and targeting a
monetary aggregate—have been left open, and the
EMI has made arrangements to ensure that the techni-
cal infrastructure is in place to conduct monetary pol-
icy on the basis of either of these frameworks.38

Having a monetary aggregate as an intermediate tar-
get might in principle provide an objectively measur-
able means whereby the appropriateness of monetary
policy, and effects of the ECB’s actions, could be mon-
itored by the monetary authority and the public on a
timely basis. With an inflation target, by contrast, there
is a substantial lag before the actual effects of policy
on the targeted variable can be seen; in the meantime,
assessments would depend on inflation forecasts
whose reliability may be questioned, especially until a
track record is established. A monetary target would
also provide the ECB with the advantage of continuity
with the framework used by the dominant central bank
of the ERM, the Bundesbank, and it might thereby fa-
cilitate the transfer of credibility. However, monetary
targeting is the exception rather than the rule among
the central banks of advanced economies. In the United
States and most other advanced economies, the stabil-
ity of demand-for-money relationships that is needed
for successful monetary targeting has been questioned
since such targeting began in the mid-1970s, and in
most countries the rapid pace of financial innova-
tion subsequently has led to the conclusion that mone-
tary aggregates cannot on their own provide an ade-
quate guide for monetary policy. Even in Germany
there appears to be less empirical basis for anchoring
policy to a money target now than in the past.39
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38The main operating instrument of the ESCB will be a short-term
interest rate, and open market operations are expected to be con-
ducted through repurchase agreements. The NCBs will play an im-
portant role in implementing open market operations. The ESCB
will also have standing facilities—a lending and a deposit rate—and
reserve requirements are also expected to figure among the set 
of instruments available to the ESCB. See The Single Monetary
Policy in Stage Three: Specification of the Operational Framework
(Frankfurt: European Monetary Institute, January 1997).

39See J. Von Hagen, “Inflation and Monetary Targeting in
Germany,” in Inflation Targets, ed. by Leonardo Leiderman
and Lars E.O. Svensson (London: Centre for Economic Policy
Research, 1995), pp. 107–121; and Richard Clarida and Mark
Gertler, “How the Bundesbank Conducts Monetary Policy,” NBER
Working Paper No. 5581 (Cambridge, Massachusetts: National
Bureau of Economic Research, May 1996), for discussion of the sta-
bility of demand for money relationships in Germany. Benjamin M.
Friedman, “The Rise and Fall of Money Growth Targets as
Guidelines for U.S. Monetary Policy,” NBER Working Paper No.
5465 (Cambridge, Massachusetts: National Bureau of Economic
Research, February 1996), discusses the experience with monetary
targets in the United States.

Figure 20. Selected Advanced Economies:
Openness1
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ing trend in the U.S. dollar, there has been a significant
convergence of market exchange rates on central rates
against the deutsche mark.59

Countries’ efforts to improve inflation and fiscal
performance in recent years have not been without
short-term costs in terms of weaker activity, coming at
a time when macroeconomic conditions were already
relatively weak. But fiscal positions in most countries
needed correction, independent of the requirements of
the Maastricht Treaty. Moreover, the costs of fiscal
consolidation should not be exaggerated. Reducing
fiscal deficits has facilitated sharp falls in interest pre-
miums in a number of countries and an easing of mon-
etary conditions more generally. Furthermore, the fal-
tering of Europe’s recovery in 1995–96 also reflected
the impact on confidence of inadequacies in structural
policies in many countries—notably the slow pace of
labor market reforms, but also the limited progress in
the reform of government spending programs and the
consequent overdependence on tax measures in fiscal
consolidation efforts.

Despite the efforts made, it has proven more diffi-
cult than expected to meet all the reference values set
in the treaty. All countries aiming to join EMU from
the start already satisfy the treaty’s requirements for
inflation and long-term interest rates. Nor is the ex-
change rate criterion expected to pose an obstacle for
these countries.60 In the fiscal area, however, the three
largest of these countries—France, Germany, and
Italy—are projected, in the absence of new measures,
to slightly exceed the Maastricht reference value for
the deficit, with some other countries satisfying it with
little margin to spare. Given the inherent uncertainty
of macroeconomic projections—fiscal positions may
turn out a little stronger than projected, without a
change in policies, but they could just as easily be
weaker—it is still unclear how many countries will in
1997 have deficits of 3 percent of GDP or below. The
difficulties encountered in deficit reduction have been
reflected also in slower-than-expected progress in debt
reduction: only in 1997 has the EU-wide gross general
government debt ratio stabilized, with the level for
most countries in excess of the reference value.
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59Excluding the Irish pound, the deviations of the strongest and
weakest currencies from their bilateral central rates have typically
been in the range of 2–4 percent since the spring of 1996. Since
November 1996, the Irish pound has appreciated significantly rela-
tive to its central rate but this has reflected country-specific factors
(related partly to the appreciation of the pound sterling) rather than
broader tensions within the system.

60Three EU countries, Greece, Sweden, and the United Kingdom,
are not members of the ERM. Greece and Sweden do not plan to
participate in Stage 3 at its inception and the government of the
United Kingdom has stated that it is unlikely to participate at the
outset. While Finland (which joined the ERM in October 1996) and
Italy (which rejoined in November 1996) will not have been mem-
bers for a full two years when the decision on membership is
reached, this is not expected, in itself, to present an obstacle to the
membership aspirations of these countries. 

Figure 21. European Union: Inflation and General
Government Balance

1Excludes Greece.
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The treaty, of course, does leave room for judgment
in assessing compliance with the convergence criteria.
And it is important that countries’ performance be
considered in the context of the economic rationale for
the criteria, which is that they are indicators of a coun-
try’s ability to subscribe to macroeconomic policies
that are conducive to the smooth working of a mone-
tary union with low inflation, and that in particular
help avoid spillovers that might weaken the credibility
of monetary policy. It is clear that the inflation perfor-
mance of the EU countries in recent years provides a
propitious starting point for the new central bank.
What is less clear is how shortfalls from the fiscal cri-
terion should be assessed.

The deficit and debt reference values specified in
the treaty do not represent definitive thresholds of dan-
ger; no such precise thresholds exist. Nevertheless, de-
spite an inevitable degree of arbitrariness, they do pro-
vide reasonable reference points for assessing whether
countries are straying too far from their medium-term
goal of a balanced fiscal position, and thus a barome-
ter of their commitment to that goal. A country’s per-
formance in this respect needs to be interpreted in the
context of its cyclical position. It is clear that countries
have made important strides in strengthening their
cyclically adjusted fiscal positions in the 1990s.
Indeed, the EU-wide cyclically adjusted fiscal deficit
is projected at around 1!/4 percent of GDP in 1997,
some 2!/2 percent of GDP lower than in 1995, with all
countries that plan to participate in EMU from its start
well below 3 percent. Moreover, while most countries
still have some way to go in establishing an underly-
ing fiscal position that would allow the operation of
automatic stabilizers in normal circumstances without
breaching the treaty’s reference values, they have un-
derlined their commitment to sustained fiscal disci-
pline through their Stability and Growth Pact.

There are, however, some factors casting a shadow
on fiscal performance. First, a number of countries have
relied to varying degrees on temporary measures in
1997 to reduce their deficits, with some of these mea-
sures being essentially cosmetic. More generally, by
failing to achieve their goals through structural reforms
producing durable cuts in spending, many countries
have missed an opportunity to demonstrate their un-
equivocal commitment to fiscal discipline. It is there-
fore important that countries continue to follow through
on their fiscal policy commitments and introduce new
reform-based measures that will ensure further substan-
tive adjustment in 1998, while also strengthening con-
fidence that adjustment will be lasting. The case for al-
lowing countries to move to Stage 3 despite small
deviations from the Maastricht reference values would
be stronger if there were assurances that sustainable fis-
cal adjustment was being undertaken. Progress in re-
ducing structural deficits is also essential to prevent po-
tential complications in the operation of the Stability
and Growth Pact at the beginning of Stage 3.

Establishing Conditions for a  Successful EMU
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Figure 22. European Union: Inflation, General
Government Balance, and Gross Debt 
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tions in the euro are unlikely to trigger debt-service
difficulties since the affected countries have continu-
ing access to international financial markets and gen-
erally low-to-moderate levels of external indebted-
ness. Hungary is an exception, with more substantial
external debt, but it has been successful in reducing its
exposure to currency fluctuations by using forward
currency contracts to match its debt-servicing require-
ments with the composition of its currency basket. In
the long run, the transition economies of central and
eastern European and the Baltics will unambiguously
benefit from a successful EMU—both from higher
growth in their principal export markets and from
lower real interest rates that will facilitate the financ-
ing of their continuing economic restructuring.
Continued low inflation in the EMU countries will fur-
ther provide a sound goal for the transition countries to
aim for in order to fulfill their aspirations of acceding
to the EU.

The countries of the CFA franc zone also maintain
fairly close trade links with the EU, particularly
France, which guarantees the free convertibility of the
CFA franc at the agreed peg. In contrast to the transi-
tion countries, however, significant shares of CFA
franc zone exports and imports are from countries out-
side the EU, so that even with a seamless transition
from the French franc to the euro, these countries’
terms of trade will continue to vary with exchange rate
movements. Moreover, exchange rate fluctuations
would have potentially serious repercussions on their
capacity to service debt: a substantial portion of their
external debt is denominated in dollars and several of
these countries are highly indebted and likely to have
difficulty obtaining access to international financial
markets. Although the effects on trade and indebted-
ness work in opposite directions, with, for example, a
depreciating euro providing an improvement in the
terms of trade but an increase in the burden of dollar-
denominated debts, the substantially greater magni-
tude of debt burdens relative to trade flows suggests
that the latter effect will dominate.

Institutional Implications of EMU

The unavoidable uncertainty following the intro-
duction of the new currency and the possibility of
large movements in exchange rates may lead to greater
calls for international policy coordination between
EMU and other countries, particularly to deal with any
perceived misalignment of exchange rates. Even so, a
large measure of caution is in order, since experience
shows that it is difficult to distinguish normal, albeit
relatively large, currency movements from misalign-
ments that would call for concerted action.

The response to any such misalignment might in-
clude altering the stance of both monetary and fiscal
policies in the major economies. The central role of
the ECB in determining EMU monetary policy will
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Figure 23. Selected Developing and Transition
Countries: Trade and Financial Links with the
European Union
(In percent)
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enable countries in the euro area to speak in unison
(rather than adding a competing voice) and enable
rapid and effective responses. To ensure that fiscal
policies complement monetary policy in providing an
environment consistent with medium-term stability, it
may be desirable to enhance the mechanisms for inter-
national policy coordination, including at the IMF.
This underlines the importance of putting in place
mechanisms and institutions to improve the coordina-
tion of fiscal policies among the countries participat-
ing in the euro area. This would give the authorities of
the euro area greater scope for changing the policy
mix, which should help correct misalignments in the
exchange value of the euro.

The changes in the international monetary system
resulting from EMU will call for the IMF’s surveil-
lance of euro area economies to be adapted in a num-
ber of ways. Under the IMF’s Articles of Agreement,
Fund membership is exercised by member states, and
thus consultations under Article IV will continue to be
held with individual member countries. But following
the efforts that have already been made to strengthen
the IMF’s regional surveillance, these will need to be
complemented by discussions with the institutions of
the euro area, such as the ECB and other appropriate
counterparties, in order to address issues no longer in
the purview of national authorities.

Creating a single European currency has a number
of implications for the IMF’s financial operations, in-
cluding changes in the composition and valuation of
the SDR, in the media used in Fund operations, and
the interpretation of EMU members’ balance of pay-
ments and reserve positions. These issues will be ad-
dressed by the IMF Executive Board over the coming
year.

Reaping the Benefits of EMU: Importance
of Fiscal and Labor Market Reforms

While monetary union in Europe will be a devel-
opment of great importance for the participating
countries and for the world economy, the fiscal and
structural policies pursued by the countries in the euro
area will continue to play a critical role in their eco-
nomic performance and its effects on the rest of the
world.

This section examines the implications of alterna-
tive fiscal and structural policy scenarios in the euro
area, using a version of the Fund’s multicountry
econometric model (MULTIMOD). In one scenario
(scenario 1), EMU is assumed to serve as a catalyst for
favorable change in both fiscal and structural policies.
On the fiscal side, budget consolidation goes beyond
the adjustment assumed in the current World
Economic Outlook projections—with an additional re-
duction of government expenditure equivalent to 2
percent of GDP over the medium term—coming

Reaping the Benefits of EMU: Importance of Fiscal and Labor Market Reforms
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Figure 24. Selected Developing and Transition
Countries: Shares of Trade with the European
Union
(In percent of total trade)
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In the 1980s and 1990s, as globalization and changes
in policy orientation have resulted in closer interna-

tional trade and financial linkages, the economic per-
formance and growth prospects of many developing
countries have been greatly enhanced. The adoption of
outward-oriented policy strategies and the accompa-
nying liberalization of international trade and pay-
ments have been found to be critical ingredients of
successful economic development.78 The pressures of
globalization have served to accentuate both the bene-
fits of good economic policy management and the
costs of inappropriate policies. Sound economic man-
agement includes maintaining an appropriately valued
currency. It has long been recognized that “getting the
exchange rate right” is essential for achieving macro-
economic stability on a sustained basis.79 Moreover, as
demonstrated by recent exchange market crises in a
number of emerging market countries, challenges fac-
ing countries may change over time, suggesting a need
to adapt exchange rate arrangements to changing
circumstances.

This chapter discusses currency arrangements in de-
veloping countries, their evolution, the factors under-
lying the choice of regime, and some key macroeco-
nomic characteristics of economies with pegged and
economies with more flexible exchange rate arrange-
ments. It also discusses several related policy issues,
including currency misalignments, stabilization of
high-inflation economies, how long to maintain a peg,
and the challenges posed in a world of high capital
mobility by banking sector weaknesses.

Changing Pattern of 
Exchange Rate Arrangements

Over the past two decades, the mix of exchange rate
arrangements in developing countries has changed sig-
nificantly. Following the breakdown of the Bretton
Woods par value system and the widespread adoption
of floating exchange rates by the major advanced

78
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78Anne O. Krueger, “Trade Policy and Economic Development:
How We Learn,” American Economic Review, Vol. 87 (March 1997).

79See, for example, Stanley Fischer, “Economic Growth and
Economic Policy,” in Growth-Oriented Adjustment Programs, ed.
by Vittorio Corbo, Morris Goldstein, and Mohsin Khan (Washing-
ton: IMF and World Bank, 1986).

Figure 25. Developing Countries: Evolution of
Exchange Rate Regimes
(In percent of total number of countries)

Note: The classification is based on officially reported exchange rate
arrangements as of year-end. “Pegged” regimes include exchange rate
arrangements in which the currency is pegged to a single currency, to
the SDR, or to a basket of currencies. “Flexible” regimes consist of
exchange rate arrangements in which the exchange rate is adjusted
according to a set of indicators, follows a managed float, or is indepen-
dently floating. For some countries, the exchange rate may be classified
as “managed floating” or “independently floating” but in fact is infor-
mally pegged. The differences between pegged and flexible regimes
may therefore not be as significant as those indicated in the figure. The
total number of countries included increases over time in keeping with
increasing Fund membership.

1Percent of developing countries that have accepted Article VIII of
the IMF’s Articles of Agreement; countries are weighted by their
1990–95 share of aggregate exports of all developing countries.
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bulk of pegged regimes.84 The exchange rate arrange-
ments of a few Middle Eastern countries (Bahrain,
Qatar, Saudi Arabia, and the United Arab Emirates)
are formally classified as ones of “limited flexibility,”
but in fact the currencies of these countries are tightly
linked to the U.S. dollar.

Of the countries in the Western Hemisphere with
pegged exchange rates, all peg their currencies to the
U.S. dollar. In Asia, although no country formally pegs
to the dollar, in many cases the dollar appears to have
had a very large weight in currency baskets, at least
until recently (Table 16). Among the Asian economies
with flexible exchange rate arrangements, the majority
have always favored managed floating, but in the
1990s a number of countries adopted “independently
floating” rates. Arrangements in which the exchange
rate is adjusted according to a set of indicators were
prevalent in Western Hemisphere countries in the
1970s and early 1980s, but they have since become
less common. Instead, Western Hemisphere countries
with flexible arrangements are evenly divided between
those with managed and those with independently
floating rates. In Africa, the great majority of countries
with flexible exchange rate arrangements have chosen
to float independently.

Factors Underlying the Evolution of
Exchange Rate Arrangements

Many considerations have entered into individual
countries’ decisions to adopt a particular arrangement.
The early response to the adoption of floating rates
among the world’s major currencies in the early 1970s
reflected developing countries’ conditions at the time.
For the majority of countries with essentially stable
internal financial conditions the initial response was
to continue to peg to the same currency that each
had pegged to during the Bretton Woods system.85

Countries with unstable internal financial conditions,
and which during the par value system had engaged in
frequent exchange rate adjustments, shifted to crawl-
ing pegs or managed floating.86 Over time, however,

80

84Exchange market reforms in Africa are described in Box 3 of
the October 1994 World Economic Outlook.

85The choice of foreign currency to which the domestic currency
is pegged assumed greater importance after the breakdown of the
Bretton Woods system. Under the par value system, pegging to one
currency resulted in a fixed rate vis-à-vis all other currencies, except
when exchange rates were realigned. Since realignments were quite
rare, pegging to the pound sterling or the French franc was little dif-
ferent from pegging to the U.S. dollar.

86Jacques J. Polak, “The Choice of an Exchange Rate Regime,” in
Development Issues in The Current International Monetary System:
Essays in Honour of Byanti Kharmawan, ed. by Dahlan M.
Sutalaksana (Singapore: Addison Wesley, 1988), pp. 132–48
reprinted in J.J. Polak, Economic Theory and Financial Policy: The
Selected Essays of Jacques J. Polak, Vol. I (Brookfield, Vermont:
Edward Elgar, 1994), pp. 281–97.

Figure 26. Developing Countries: Share of Output
and Trade by Exchange Rate Regime
(In percent of total developing country output and trade)

Note: The classification is based on officially reported exchange rate
arrangements as of year-end. “Pegged” regimes include exchange rate
arrangements in which the currency is pegged to a single currency, to
the SDR, or to a basket of currencies. “Flexible” regimes consist of
exchange rate arrangements in which the exchange rate follows a man-
aged float or is independently floating. For some countries, the
exchange rate may be classified as “managed floating” or “indepen-
dently floating” but in fact is informally pegged. The differences
between pegged and flexible regimes may therefore not be as signifi-
cant as those indicated in the figure. The total number of countries
included increases over time in keeping with increasing Fund member-
ship.

1Real GDP, valued at purchasing power parities, of developing coun-
tries in each regime as a share of total developing country GDP.

2Exports and imports of developing countries in each regime as a
share of total developing country exports and imports. 
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port earnings) and its exchange rate regime (Table 18).
An increasing number of both commodity exporters
and diversified exporters have shifted toward more
flexible exchange rate arrangements, and a majority of
commodity exporters and diversified exporters have
adopted a flexible regime.

These observations do not imply any necessary re-
lationship between the exchange rate arrangement and
economic performance. In particular, it is not the case
that flexible exchange rates are necessarily associated
with higher inflation, as there are a number of coun-
tries with flexible exchange rate arrangements that
have had relatively low inflation (and robust growth).
Nor are pegged exchange rates necessarily associated
with lower growth. Economic growth can be satisfac-
torily high, and inflation desirably low, under either
pegged or flexible exchange rate arrangements pro-
vided that appropriate policies and other conditions for
good economic performance are in place.

Macroeconomic Characteristics of Exchange Rate Regimes
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Table 18. Exchange Rate Regime and Main
Source of Export Earnings
(Number of countries)

1976 1981 1986 1991 1996

Pegged to a 
single currency 62 54 48 40 36

Fuel 9 7 5 6 6
Manufactures 3 1 — — —
Primary products 23 19 16 13 10
Services1 16 20 21 16 15
Diversified source 11 7 6 5 5

Pegged to a basket 
of currencies 24 31 32 30 19

Fuel 3 3 5 4 2
Manufactures 2 2 2 2 1
Primary products 9 14 13 10 4
Services1 4 6 8 8 9
Diversified source 6 6 4 5 3

Limited flexibility 3 11 6 5 4
Fuel 2 4 4 4 4
Manufactures — — — — —
Primary products — 3 — — —
Services1 — 1 1 1 —
Diversified source 1 3 1 — —

Managed float 4 10 15 20 26
Fuel 1 1 — — 3
Manufactures — 2 3 3 4
Primary products — 1 1 7 6
Services1 — 1 2 2 4
Diversified source 3 5 9 8 9

Independently floating 1 4 13 23 36
Fuel — — 1 2 1
Manufactures — — — 1 1
Primary products — — 5 6 18
Services1 1 1 3 8 8
Diversified source — 3 4 6 8

Total countries 100 113 119 123 123

1Services, factor income, and private transfers.

Figure 27. Developing Countries: Growth and
Inflation by Exchange Rate Regime
(Annual percent change; median of group)

Note: The classification is based on officially reported exchange rate
arrangements as of year-end. “Pegged” regimes include exchange rate
arrangements in which the currency is pegged to a single currency, to
the SDR, or to a basket of currencies. “Flexible” regimes consist of
exchange rate arrangements in which the exchange rate follows a man-
aged float or is independently floating. For some countries, the
exchange rate may be classified as “managed floating” or “indepen-
dently floating” but in fact is informally pegged. The differences
between pegged and flexible regimes may therefore not be as signifi-
cant as those indicated in the figure. The total number of countries
included increases over time in keeping with increasing Fund member-
ship.
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Countries with pegged regimes have until recently
tended to run larger current account deficits than coun-
tries whose currencies have been more flexible. This re-
flects the influence of various factors, including policies
and countries’ external environments, and in part per-
haps the fact that since the early 1980s, countries with
pegged exchange rates have experienced losses of com-
petitiveness relative to countries with officially declared
more flexible exchange rate arrangements. On average,
the real effective exchange rates in 1996 of countries
with single-currency pegs were essentially unchanged
from 1980, while currencies pegged to a basket had de-
preciated in real effective terms by a cumulative 14 per-
cent, and countries with flexible exchange rates by 55
percent, over the same period (Figure 29).

Inflation: Discipline of a Pegged Currency

The lower inflation associated with a pegged regime,
at least until recently, is perhaps a reflection of the
greater policy discipline imposed by the regime. For
the exchange rate to serve successfully as a nominal
anchor, monetary policy has to be subordinated to
the requirements of the peg.100 This limits the ability
of policymakers to finance fiscal deficits through
seigniorage. Consequently, budget deficits need to be
financed through the sale of bonds or adjusted through
increased taxes or spending reductions, or both. Since
bond financing affects the rate of interest, which in turn
strains the peg through changes in capital flows, and
since the scope for raising taxes is limited, at least in
the short run, fiscal policy also needs to be consistent
with the peg. This interlocking of policies by “tying the
hands” of policymakers enhances the credibility of
their commitment to low and stable inflation, reining in
inflation expectations.

The disciplinary and credibility effects of a pegged-
but-adjustable exchange rate regime need not neces-
sarily be greater than those of more flexible arrange-
ments, however. In a pegged exchange rate regime the
authorities in some cases may be able to shift the in-
flationary cost of not adjusting fiscal imbalances into
the future, by allowing international reserves to take
the strain or external debt to accumulate until the peg
can no longer be sustained. In a flexible arrangement,
on the other hand, the costs may be revealed more
quickly through exchange rate and price movements,
so that a flexible rate regime may exert a stronger dis-
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100In the short-run these constraints may not be binding, provided
macroeconomic policy is expected to remain consistent with main-
taining the peg over time. For example, although Honduras had a
fixed parity from 1918 to 1990 and Guatemala between 1926 and
1986, in both these countries the respective central banks were able
to conduct independent monetary policy over the short run without
violating the parity (see Sebastian Edwards and Fernanado J. Losada,
“Fixed Exchange Rates, Inflation and Macroeconomic Discipline,”
NBER Working Paper No. 4661 (Cambridge, Massachusetts:
National Bureau of Economic Research, February 1994). 

Figure 28. Developing Countries: Openness by
Exchange Rate Regime1

(In percent of GDP; average of group)

Note: The classification is based on officially reported exchange rate
arrangements as of year-end. “Pegged” regimes include exchange rate
arrangements in which the currency is pegged to a single currency, to
the SDR, or to a basket of currencies. “Flexible” regimes consist of
exchange rate arrangements in which the exchange rate follows a man-
aged float or is independently floating. For some countries, the
exchange rate may be classified as “managed floating” or “indepen-
dently floating” but in fact is informally pegged. The differences
between pegged and flexible regimes may therefore not be as signifi-
cant as those indicated in the figure. The total number of countries
included increases over time in keeping with increasing Fund member-
ship.

1Openness is defined as half the sum of exports and imports of goods
and services, in percent of GDP.
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cipline on policies, provided markets correctly assess
the situation.101 Similarly, a flexible arrangement may
provide just as much credibility, since adjustment in a
flexible rate regime takes place through widely ob-
servable exchange rate movements, while under a
fixed regime it takes place through reserve losses and
increases in external debt, which may be difficult to
monitor if central bank activities are less transpar-
ent.102 This, of course, assumes that central banks do
not intervene heavily to limit movements in the ex-
change rate, so that the exchange rate arrangement is
genuinely flexible. In any event, constraining the pol-
icymaker will not necessarily ensure the credibility of
a pegged rate if the economy is not functioning suc-
cessfully. For instance, raising interest rates to defend
a parity may help to demonstrate the authorities’ com-
mitment but still harm the credibility of the peg be-
cause of unfavorable effects on real activity or the
health of the banking system.103

Exchange Rate Arrangements: 
Problems and Policies

Exchange-Rate-Based Stabilizations

Since the 1970s, many developing countries have at
times faced situations involving persistently high infla-
tion, large fiscal deficits, rapid monetary expansion, a
deteriorating balance of payments position, and a crisis
of confidence among both domestic and foreign in-
vestors. In addressing these difficulties, policymakers
have often sought to bring about the necessary adjust-
ments through exchange-rate-based stabilization pro-
grams.104 The decision to use the exchange rate as the
nominal anchor instead of, say, monetary targets has
often been influenced by the instability of the demand
for money that tends to arise in such crisis situations,
and by the belief that the adoption of a visible anchor
would enhance the credibility of the program. By peg-
ging the exchange rate to a low-inflation currency, or
adopting a predetermined path of small devaluations, it
has been argued, inflation would be brought down

Exchange Rate Arrangements: Problems and Policies
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101See Aaron Tornell and Andres Velasco, “Fixed Versus Flexible
Exchange Rates: Which Provides More Fiscal Discipline?” NBER
Working Paper No. 5108 (Cambridge, Massachusetts: National
Bureau of Economic Research, May 1995).

102See Harry G. Johnson, “The Case for Flexible Exchange Rates,
1969,” in Approaches to Greater Flexibility of Exchange Rates: The
Bürgenstock Papers, ed. by George Halm (Princeton: Princeton
University Press, 1970).

103See Allan Drazen and Paul R. Masson, “Credibility of 
Policies Versus Credibility of Policymakers,” Quarterly Journal of
Economics, Vol. 109 (August 1994), pp. 735–54.

104Experiences with and lessons from exchange-rate-based and
money-based stabilization programs, including the role of wage and
price norms and the need for credible and sustainable fiscal adjust-
ment, are described in greater detail in Chapter VI of the October
1996 World Economic Outlook and in Box 11 of the May 1994
World Economic Outlook.

Figure 29. Developing Countries: Exchange Rate
Movements of Countries with Pegged and Countries
with Officially Declared Flexible Exchange Rate
Arrangements
(Cumulative percent change)

Note: The classification is based on officially reported exchange rate
arrangements as of year-end. “Pegged” regimes include exchange rate
arrangements in which the currency is pegged to a single currency, to
the SDR, or to a basket of currencies. “Flexible” regimes consist of
exchange rate arrangements in which the exchange rate follows a man-
aged float or is independently floating. For some countries the
exchange rate may be classified as “managed floating” or “indepen-
dently floating” but in fact is informally pegged. The differences
between pegged and flexible regimes may therefore not be as signifi-
cant as those indicated in the figure. The total number of countries
included increases over time in keeping with increasing Fund member-
ship.
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1997.118 In 1996, Ukraine implemented tight monetary
policies for the first time since the beginning of the
transition, as the authorities sought to create a stable fi-
nancial environment for the successful introduction of
the country’s permanent currency, the hryvnia, which
was launched in September 1996. More recently, how-
ever, the National Bank of Ukraine has successfully re-
sisted increasing pressures to loosen monetary policy
and extend additional credit to agriculture and industry.
Armenia, Azerbaijan, Georgia, Kazakhstan, the Kyrgyz
Republic, and Moldova continued to restrain monetary
growth, with occasional slippages.119

In a number of other countries less advanced in tran-
sition, monetary policies were relaxed or remained

Recent Conduct of Monetary Policy
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Table 22. Countries in Transition: 
Real Interest Rates1

(In percent a month)

1992 1993 1994 1995 1996

Albania –4.3 1.1 1.61 1.61 0.5
Armenia . . . –8.2 14.4 19.9 5.4
Azerbaijan . . . –12.2 –6.8 9.4 2.9
Belarus . . . –13.8 –4.6 4.1 1.5
Bulgaria –0.6 –0.2 –0.7 1.8 –0.9
Croatia . . . . . . 0.7 0.4 0.4
Czech Republic . . . –0.5 –0.1 0.1 0.2
Estonia . . . –1.8 –1.9 –1.4 –0.4
Georgia2 . . . . . . . . . . . . 2.7
Hungary 0.1 0.2 0.4 0.3 0.7
Kazakhstan . . . . . . 3.6 2.5 1.1
Kyrgyz Republic . . . . . . . . . 2.7 1.6
Latvia . . . 2.9 0.3 0.4 0.3
Lithuania . . . 1.4 2.8 –0.2 0.9
Macedonia, former 

Yugoslav Rep. of . . . . . . 5.5 1.0 0.9
Moldova . . . . . . . . . 1.1 0.7
Mongolia . . . . . . . . . 10.2 5.8
Poland –0.1 –0.2 0.2 0.7 0.5
Romania . . . . . . 1.6 1.5 –0.5
Russia . . . –5.0 5.4 8.0 6.8
Slovak Republic . . . –0.8 0.1 0.3 0.1
Slovenia . . . . . . –0.1 0.3 0.1
Tajikistan . . . . . . . . . –2.8 16.2
Turkmenistan . . . . . . . . . –10.5 –1.4
Ukraine . . . –13.2 8.8 1.8 2.3
Uzbekistan . . . –10.7 –5.7 13.4 5.0

1Computed as the 12-month average of [(1 + r)/(1 + π) – 1] × 100
where r is the central bank interest rate on a monthly basis (÷100)
and π is the percent change of the consumer price index in the same
month from the preceding month. This is approximately equal to
the difference between the interest rate and the inflation rate, for
small r and π.

2Based on the interbank credit auction rate.

118Russia also introduced a change in its exchange rate policy: the
fixed (and adjustable every six months) fluctuation band of the ruble
vis-à-vis the U.S. dollar was replaced in the middle of 1996 by a
crawling band with a preannounced rate of crawl, a 4 percent de-
preciation being set for 1997.

119In the Kyrgyz Republic, for instance, money growth suddenly
increased in the fourth quarter of 1996 as the government used its
deposits with the central bank to pay budget arrears. 

Figure 30. Selected Countries in Transition:
Inflation
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V MONETARY AND FINANCIAL SECTOR POLICIES IN TRANSITION COUNTRIES

tained tight financial policies for considerable periods
of time. In Estonia and Lithuania, despite the rigid
nominal anchor of the currency board arrangements,
inflation remained above 20 percent through 1996 be-
fore moving lower this year, while inflation has failed
to converge rapidly to advanced economy levels in
countries such as Latvia and Poland that have gener-
ally adhered to their exchange rate targets. In the
Czech Republic, inflation stalled at rates above those
in the major advanced economies, despite a very sta-
ble exchange rate until the spring of 1997.

A number of factors have contributed to the slow-
ness of the decline in inflation following initial stabi-
lization: the continued adjustment of relative prices,
particularly increases in prices of services such as
electricity and housing that have only recently been
freed from regulation; increases in the quality of
traded goods that are not adequately taken into ac-
count in price indices; increases in taxes; and in many
countries, continuing increases in wages above pro-
ductivity growth, particularly in the nontraded goods
sector where productivity growth has been relatively
slow. Backward-looking indexation of wages and
prices has also led to price inertia in countries in cen-
tral and eastern Europe: in Poland, for example, wide-
spread indexation means that inflation passes through
quickly into wages.

In some countries, particularly those less advanced
in transition, pressures for loose monetary policy re-
sult from fiscal weaknesses. Often seigniorage still
constitutes an important component of government
revenue, and to avoid the need for it, the ability to
collect taxes must be improved or spending reduced
(see Figure 31). The typically smaller importance of
seigniorage in countries more advanced in transition
suggests that such fiscal adjustments are attainable. In
Russia and most other countries of the former Soviet
Union, substantial arrears remain on pensions, govern-
ment payments, and taxes. These arrears must be ad-
dressed to reduce pressures for a monetary bailout. At
the same time, they complicate an assessment of bud-
getary revenues and expenditures and mean that the
actual fiscal deficit is larger than shown in the budget.
In Russia, although pension arrears have been cleared
as of the end of June 1997, tax arrears at the federal
level still equal around 2 percent of GDP, with signif-
icant arrears also in government payments at both fed-
eral and local levels; substantial arrears remain in
other countries as well, including Kazakhstan and
Ukraine. These arrears arise from the existence of
complex tax systems, weak revenue collection, and a
lack of political will in pursuing enforcement actions
against delinquent enterprises with personal and finan-
cial connections to government policymakers. In addi-
tion to increasing the size of the underlying fiscal
deficit, arrears weaken the allocative and regulatory
role of the government, skew lending patterns across
sectors, and, particularly in the case of pension arrears,
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Figure 31. Latvia, Russia, and Other Countries of
the Former Soviet Union: Importance of
Seigniorage in 1996
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Since the initiation of economic reforms in the late
1970s, 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 a year, 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 gradual opening
and integration of the economy with the rest of the
world, as reflected in large increases in external 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-à-
vis the 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 central and eastern Europe and the former
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Annex I

China—Growth and Economic Reforms

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 a form 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.

Figure 32. China: Indicators of Structural
Transformation and External Opening
(In percent)

Sources: Data provided by the Chinese authorities; and IMF staff
estimates.

1Proportions of retail sales at administered or market prices.
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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, especially in the state enterprises, and by
relieving banks of the implicit and explicit pressures to
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. This is 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
loans18 through appropriate provisioning and, where
necessary, injection of public capital; and the develop-
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.

State-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.19 Progress in other areas, notably in the fi-
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-
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18The 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. 

Figure 33. China: Macroeconomic Cycles in the
Reform Period
(In percent)

Source: State Statistical Bureau, China.
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