
WORLD ECONOMIC OUTLOOK
May 2000

Asset Prices and the Business Cycle

International Monetary Fund

W o r l d  E c o n o m i c  a n d  F i n a n c i a l  S u r v e y s



©2000 International Monetary Fund

Production: IMF Graphics Section
Cover and Design: Luisa Menjivar-Macdonald

Figures: Theodore F. Peters, Jr.
Typesetting: Choon Lee and Joseph A. Kumar 

World economic outlook (International Monetary Fund)
World economic outlook: a survey by the staff of the International
Monetary Fund.—1980–  —Washington, D.C.: The Fund, 1980–

v.; 28 cm.—(1981–84: Occasional paper/International Monetary Fund
ISSN 0251-6365)

Annual.
Has occasional updates, 1984–
ISSN 0258-7440 = World economic and financial surveys
ISSN 0256-6877 = World economic outlook (Washington)
1. Economic history—1971–—Periodicals. I. International

Monetary Fund. II. Series: Occasional paper (International Monetary
Fund)

HC10.W7979 84-640155
338.5’443’09048–-dc19     

AACR 2 MARC-S

Library of Congress 8507

Published biannually.
ISBN 1-55775-936-7

Price: US$42.00
(US$35.00 to full-time faculty members and

students at universities and colleges)

Please send orders to:
International Monetary Fund, Publication Services

700 19th Street, N.W., Washington, D.C. 20431, U.S.A.
Tel.: (202) 623-7430 Telefax: (202) 623-7201

E-mail: publications@imf.org
Internet: http://www.imf.org

recycled paper



Assumptions and Conventions vii

Preface ix

Chapter I. Prospects and Policy Challenges 1

How Much Longer Will the Expansion in North America Continue? 5
Reenergizing the Japanese Recovery 16
Recovery and Divergence in Europe 18
Recovery in Latin America: Emerging But Still Vulnerable 20
Recovery in Asia-Pacific: The Momentum Increases 28
Russia and the Commonwealth of Independent States (CIS): Growth, But Uncertain 

Prospects for Sustained Recovery 31
Countries on the European Union Accession Track 33
Middle East and Africa: Stronger But Narrowly-Based Growth 34
Poverty and Globalization 36

Chapter II. The Ongoing Recovery in Emerging Market Economies 40

Financial Conditions Facing Emerging Market Economies 41
Commodity Market Developments 52
Policy Responses and Vulnerabilities in Latin America 60
Improved Outlook in East Asia, But Policy Challenges Remain 69

Chapter III. Asset Prices and the Business Cycle 77

What Drives Stock Prices? 78
Property Prices 91
Transmission Channels from Asset Prices to Economic Activity 94
Asset Prices and Financial Fragility 101
Policy Issues 103
Current Challenges in the Euro Area and in the United States 107

Chapter IV. How Can the Poorest Countries Catch Up? 113

Income Growth and Poverty Reduction: The Recent History 115
Obstacles to Growth 123
Debt Burden and Debt Relief 137
The Enhanced HIPC Initiative: The Road to Sustainability? 140
The New Approach to Poverty Reduction 146

Chapter V. The World Economy in the Twentieth Century: Striking Developments And Policy Lessons 149

Global Economic Growth and Income Distribution 150
The Role and Development of the International Monetary System 163

iii

CONTENTS



The Changing Role of the Public Sector 171
Some Global Challenges Ahead 178

Annex. Summing Up by the Acting Chairman 181

Statistical Appendix 187

Assumptions 187
Data and Conventions 187
Classification of Countries 190
List of Tables 200

Output (Tables 1–7) 203
Inflation (Tables 8–13) 214
Financial Policies (Tables 14–21) 222
Foreign Trade (Tables 22–26) 231
Current Account Transactions (Tables 27–32) 239
Balance of Payments and External Financing (Tables 33–37) 251
External Debt and Debt Service (Tables 38–43) 262
Flow of Funds (Table 44) 272
Medium-Term Baseline Scenario (Tables 45–46) 277

Boxes

1.1 An Alternative Scenario 6
1.2 Revisions in National Accounts Methodologies 8
1.3 Economic Policy Assumptions Underlying the Projections for Selected 

Advanced Countries 14
1.4 The Pros and Cons of Dollarization 24
2.1 Turkey’s IMF-Supported Disinflation Program 46
2.2 Cycles in Nonfuel Commodity Prices 54
2.3 Booms and Slumps in the World Oil Market 58
3.1 Productivity and Stock Prices in the United States: Are Recent Trends Sustainable? 83
3.2 Global Liquidity and Asset Prices 89
4.1 Poverty Reduction Strategy Papers 114
4.2 India: Reinvigorating the Reform Process 117
4.3 Social Spending, Poverty Reduction, and Debt Relief in Heavily Indebted 

Poor Countries 143
5.1 Trends in the Human Development Index 161
5.2 The Monetary System and Growth During the Commercial Revolution 164
A1 Revised Purchasing Power Parity Based Weights for the World Economic Outlook 189

Tables

1.1 Overview of the World Economic Outlook Projections 2
1.2 Selected Economies: Current Account Positions 4
1.3 Advanced Economies: Real GDP, Consumer Prices, and Unemployment 12
1.4 Major Industrial Countries: General Government Fiscal Balances and Debt 13
1.5 Selected Developing Countries: Real GDP and Consumer Prices 23
1.6 Countries in Transition: Real GDP and Consumer Prices 31

CONTENTS

iv



2.1 Gross Private Financing to Emerging Market Economies 50
2.2 Emerging Market Economies: Net Capital Flows 51
2.3 General Government Balance 63
2.4 External Debt 67
2.5 Indonesia, Korea, and Thailand: Sources of Changes in the Fiscal Balance 72
2.6 Gross Public Debt in the East Asian Countries 73
3.1 Estimates of Potential Stock Market Overvaluation 82
3.2 Correlations between Deviations of Actual from Predicted Stock Prices for 

a Selected Group of Countries, 1985–1999 88
3.3 Outstanding Residential Mortgage Debt as a Share of GDP in European Countries 91
3.4 Asset Prices as a Leading Indicator of Real GDP and Output Gap 96
3.5 Household Equity Holdings as a Percent of Net Wealth 98
3.6 Bank Real Estate Lending in Selected Countries 102
3.7 Change in Fiscal Balances and Output Growth in the Euro Area 109
4.1 Low- and Middle-Income Countries: Average Per Capita Income Growth, 1970–98 124
4.2 Developing and Advanced Economies: Education and Health Indicators  127
4.3 Developing and Advanced Economies: Macroeconomic Stability 129
4.4 Developing and Advanced Economies: Political Stability and Institutions  130
4.5 Developing and Advanced Economies: Financial Maturity and Deepening 131
4.6 Developing and Advanced Economies: Globalization and Trade Openness 132
4.7 Developing and Advanced Economies: Globalization and Trade Volumes and Prices 133
4.8 Developing Countries: Poverty and Poverty Reduction 135
4.9 HIPCs: Selected Debt Indicators 141

4.10 HIPCs: Economic Indicators 146
5.1 Changes in Nations’ Relative Income Position: 1900–2000 157
5.2 Regional GDP per Capita as a Percent of Leading Nation 160
5.3 Dispersion of Alternative Measures of Development 160
5.4 Public Sector Expenditure Ratios: Total and Transfers 172

Figures

1.1 Global Indicators 3
1.2 Selected Countries: Net Financial Balances 11
1.3 Selected European Countries, Japan, and the United States: Indicators of 

Consumer and Business Confidence 17
1.4 Selected Latin American and Asian Economies: Real GDP Growth 21
2.1 Emerging Market Economies: Equity Price 41
2.2 Selected Emerging Market Economies: Bilateral U.S. Dollar Exchange Rates 43
2.3 Selected Emerging Market Economies: Short-Term Interest Rates 44
2.4 Selected Emerging Market Economies: Eurobond Yield Spreads and 

Brady Bond Spreads 45
2.5 Prices of Crude Petroleum and Nonfuel Commodities 53
2.6 Selected Emerging Market Economies: Quarterly Real GDP 62
2.7 Selected Emerging Market Economies: Claims on Private Sector 64
2.8 Selected Latin American and East Asian Economies: Balance of Trade  66
2.9 Selected Emerging Market Economies: Real Effective Exchange Rates 68

2.10 Selected East Asian and Latin American Economies: Current Account Balance 69

CONTENTS

v



2.11 Selected Emerging Market Economies: Total Reserves Excluding Gold 71
3.1 Industrial Countries: Output Gap, Real Property Price Change, and Real 

Equity Price Change 78
3.2 Industrial Countries: Real Stock Prices and Real GDP 80
3.3 Industrial Countries: Price-Earnings Ratios 81
3.4 Industrial Countries: Real Property Prices and Output Gap 92
3.5 Industrial Countries: Real Property Prices and Real Interest Rates 93
3.6 Industrial Countries: Real Property Prices and Real GDP 95
3.7 Industrial Countries: Bank Credit, Real Property Prices, and Net Private Savings 99
3.8 Industrial Countries: Real Stock Prices, Real Property Prices, and Real Private 

Fixed Investment 101
3.9 Industrial Countries: Private Investment 104

3.10 Industrial Countries: Equity Prices 108
3.11 United States: Economic Indicators 110
3.12 United States: Interest Rates 111
4.1 Advanced and Developing Economies: Per Capita Income 113
4.2 Developing Countries: Grouped by Per Capita Income Growth, 1970–98 116
4.3 Developing Countries: Population Living Below $1 per Day 121
4.4 Developing Countries: Investment and Saving 126
4.5 Developing Countries: Per Capita GDP Growth and Incremental 

Output-Capital Ratio 128
4.6 Developing Countries: Economic Indicators 138
5.1 World GDP and Population Since 1750 150
5.2 Stylized Population Dynamics 151
5.3 Factors Underlying Population Growth 152
5.4 Differential Income Growth 154
5.5 World Lorenz Curve, 1900 and 2000 155
5.6 Contraction of World Trade, 1929–33 158
5.7 Net Flow of Investment to Developing Countries 159
5.8 Capital Account Restrictions, 1950–98 168
5.9 Government Deficits, Inflation, and Unemployment in the Group of 

Seven Countries 172

World Economic Outlook and Staff Studies for the World Economic Outlook, 
Selected Topics, 1992–2000 280

CONTENTS

vi



vii

A number of assumptions have been adopted for the projections presented in the World Economic
Outlook. It has been assumed that real effective exchange rates will remain constant at their average lev-
els during January 25–February 22, 2000 except for the currencies participating in the European ex-
change rate mechanism II (ERM II), which are assumed to remain constant in nominal terms relative
to the euro; that established policies of national authorities will be maintained (for specific assumptions
about fiscal and monetary polices in industrial countries, see Box 1.3); that the average price of oil will
be $24.50 a barrel in 2000 and $19.80 a barrel in 2001, and remain unchanged in real terms over the
medium term; and that the six-month London interbank offered rate (LIBOR) on U.S. dollar deposits
will average 6.8 percent in 2000 and 7.1 percent in 2001. These are, of course, working hypotheses
rather than forecasts, and the uncertainties surrounding them add to the margin of error that would in
any event be involved in the projections. The estimates and projections are based on statistical informa-
tion available in mid-March 2000.

The following conventions have been used throughout the World Economic Outlook:

. . . to indicate that data are not available or not applicable;

— to indicate that the figure is zero or negligible;

– between years or months (for example, 1997–98 or January–June) to indicate the years or
months covered, including the beginning and ending years or months;

/ between years or months (for example, 1997/98) to indicate a fiscal or financial year.

“Billion” means a thousand million; “trillion” means a thousand billion.

“Basis points” refer to hundredths of 1 percentage point (for example, 25 basis points are equivalent
to !/4 of 1 percentage point).

In the main text, shaded areas of figures and tables indicate IMF staff projections. In the Statistical
Appendix, projections are shown in white.

Minor discrepancies between sums of constituent figures and totals shown are due to rounding.

As used in this report, the term “country” does not in all cases refer to a territorial entity that is a
state as understood by international law and practice. As used here, the term also covers some territo-
rial entities that are not states but for which statistical data are maintained on a separate and independ-
ent basis.
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Evidence of a strong rebound in the global
economy has continued to accumulate in
recent months and the momentum of re-
covery from the 1997–98 slowdown has

proven much stronger than anticipated (Table
1.1). Global growth is now estimated to have
reached 3.3 percent in 1999 compared with a
projection of only 2.2 percent prepared at the
end of 1998, at the height of financial market
turbulence and the low point in the associated
confidence crisis.1 North America and the
emerging market countries of Asia account for
much of the stronger growth picture but other
regions also contribute. In retrospect, the global
downturn in the wake of the crises in Asia and
other emerging market countries since 1997 now
appears to have been relatively mild and brief
(Figure 1.1). The world growth projection for
2000 has been raised as well, to around 4!/4 per-
cent. Moreover, the risks for the current year
now appear to be mainly on the upside, given the

continued strong forward momentum in the
United States and the possibility that recovery in
Europe might be more robust. Indeed, the expe-
rience from earlier global business cycle upturns
is that they have often turned out to be stronger
than anticipated. At the same time, however, con-
siderable uncertainty remains about the sustain-
ability of the expansion in some countries.

The remarkable turnaround from the weak
and uncertain outlook that prevailed a year ago
is testimony to the policies that have been pur-
sued to address shocks that had the potential to
lead to a global recession. The strength of the
U.S. economy has played a major role, with sub-
dued inflation allowing the Federal Reserve to
maintain an accommodating monetary stance
that has supported the exceptionally buoyant
growth of domestic demand and promoted easy
financial conditions worldwide. In Europe, the
authorities have also pursued relatively easy
monetary policies, while in Japan both fiscal and

CHAPTER I PROSPECTS AND POLICY CHALLENGES

Global economic and financial conditions have improved dramatically during the past year. The
effects of the recent financial crises may be felt for some time, but the emerging economies in Asia
have for the most part staged a strong V-shaped recovery, and the transition countries and Latin
America have begun to recover from the subsequent turbulence that particularly affected Russia and
Brazil. The impressive expansion in the United States is now the longest on record and the outlook
has also improved for Europe. The Japanese recovery, however, remains tentative and fragile.

The main themes developed in this issue of the World Economic Outlook include:

• How to achieve a better balanced pattern of growth among the major currency areas and to
avoid a disruptive adjustment process.

• The interaction between business cycles and asset prices, particularly in equity and property
markets, and the associated challenges for monetary, fiscal, and regulatory policies.

• The persistence of high levels of poverty across many regions in the world and the need for a
broader, more determined effort in the fight against poverty.

• Some of the most striking aspects of economic developments in the twentieth century, the les-
sons to be learned, and key challenges for the new century.

1See World Economic Outlook and International Capital Markets: Interim Assessment (Washington: International Monetary
Fund, December 1998).
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Table 1.1. Overview of the World Economic Outlook Projections
(Annual percent change unless otherwise noted)

Difference from
Current October 1999

Projections Projections1__________________ ________________
1998 1999 2000 2001 1999 2000

World output 2.5 3.3 4.2 3.9 0.4 0.8
Advanced economies 2.4 3.1 3.6 3.0 0.3 0.9

Major industrial countries 2.5 2.8 3.3 2.7 0.2 0.9
United States 4.3 4.2 4.4 3.0 0.5 1.8
Japan –2.5 0.3 0.9 1.8 –0.7 –0.6
Germany 2.2 1.5 2.8 3.3 0.1 0.3
France 3.4 2.7 3.5 3.1 0.2 0.5
Italy 1.5 1.4 2.7 2.8 0.2 0.3
United Kingdom 2.2 2.0 3.0 2.0 0.9 0.6
Canada 3.1 4.2 3.7 2.7 0.6 1.1

Other advanced economies 2.0 4.6 4.5 4.1 1.0 0.9
Memorandum
Industrial countries 2.7 2.9 3.4 2.8 0.3 0.9
Euro area 2.8 2.3 3.2 3.2 0.2 0.4
Newly industrialized Asian economies –2.3 7.7 6.6 6.1 2.5 1.5
Developing countries 3.2 3.8 5.4 5.3 0.3 0.7

Africa 3.1 2.3 4.4 4.5 –0.4 –0.4
Asia 3.8 6.0 6.2 5.9 0.7 0.8

China 7.8 7.1 7.0 6.5 0.5 1.0
India 4.7 6.8 6.3 6.1 1.1 0.8
ASEAN-42 –9.5 2.5 4.0 4.4 1.1 0.4

Middle East and Europe 2.7 0.7 4.6 4.0 –1.1 1.6
Western Hemisphere 2.1 0.1 4.0 4.7 0.2 0.1

Brazil –0.1 0.5 4.0 4.5 1.5 —
Countries in transition –0.7 2.4 2.6 3.0 1.8 –0.1

Central and eastern Europe 1.8 1.4 3.0 4.2 0.7 –0.2
Excluding Belarus and Ukraine 2.0 1.5 3.6 4.6 — –0.3

Russia –4.5 3.2 1.5 1.4 3.2 –0.5
Transcaucasus and central Asia 2.3 4.4 4.9 3.7 1.6 2.1

World trade volume (goods and services) 4.2 4.6 7.9 7.2 0.9 1.7
Imports

Advanced economies 5.5 7.4 7.8 7.1 1.5 1.9
Developing countries 0.4 –0.3 9.8 8.5 –1.4 2.7
Countries in transition 2.9 –5.4 6.1 6.9 –3.0 –2.0

Exports
Advanced economies 3.7 4.4 7.2 6.8 1.4 1.0
Developing countries 4.5 1.7 9.7 8.3 –0.6 4.2
Countries in transition 6.3 3.9 5.9 5.6 1.2 –1.4

Commodity prices
Oil3

In SDRs –31.2 37.6 36.5 –19.4 1.0 26.0
In U.S. dollars –32.1 38.7 35.1 –19.2 1.0 24.0

Nonfuel (average, based on world commodity export weights)
In SDRs –13.5 –7.7 6.0 2.9 1.5 2.1
In U.S. dollars –14.7 –6.9 4.9 3.2 1.6 0.5

Consumer prices
Advanced economies 1.5 1.4 1.9 2.0 — 0.1
Developing countries 10.1 6.5 5.7 4.7 –0.9 –0.3
Countries in transition 21.8 43.7 19.5 14.2 –9.2 –2.1

Six-month London interbank offered rate (LIBOR, percent)
On U.S. dollar deposits 5.6 5.5 6.8 7.1 0.1 0.7
On Japanese yen deposits 0.7 0.2 0.2 0.4 — —
On euro deposits 3.7 3.0 4.1 4.9 — 0.6

Note: Real effective exchange rates are assumed to remain constant at the levels prevailing during January 25–February 22, 2000.
1Using updated purchasing-power-parity (PPP) weights, summarized in the Statistical Appendix, Table A.
2Indonesia, Malaysia, the Philippines, and Thailand.
3Simple average of spot prices of U.K. Brent, Dubai, and West Texas Intermediate crude oil. The average price of oil in U.S. dollars a barrel

was $18.14 in 1999; the assumed price is $24.50 in 2000 and $19.80 in 2001.



monetary policies have been helping to restart
the economy after a severe recession in 1998.

Among the emerging market countries the
turnaround is also testimony to the resolute ac-
tions by policymakers to deepen adjustment and
reform efforts in response to the sharp curtail-
ment of capital inflows in the wake of the recent
crises. In Asia, the rapid return of confidence
and recovery of activity demonstrate the efficacy
of the stabilization strategies that have been pur-
sued. There is no doubt that the region’s growth
potential remains very strong, provided the insti-
tutional and other shortcomings that con-
tributed to the recent crises are adequately ad-
dressed through continued reforms. In Brazil,
policy reforms have also served to lessen the
severity of the downturn and to prepare the
ground for recovery in the period ahead.
Economic policies have helped to mitigate the
effects of the crisis in Russia as well, although
much more remains to be done to secure a last-
ing recovery.

The recovery in global activity has been ac-
companied by a more than doubling of oil
prices since early 1999, mainly due to produc-
tion curbs by the Organization of the Petroleum
Exporting Countries (OPEC) and several other
oil producers. To a large extent, the rise in oil
prices represents a recovery from exceptionally
weak prices in early 1999, and this recovery has
brought prices back closer to a long-term equi-
librium. With oil having become a less important
factor in the world economy since the 1970s, the
consequences of the recent price increase for oil
importing countries are smaller than they would
have been in the past. In addition, the price rise
is contributing to significant improvements in
external balances and fiscal positions of oil ex-
porters, including Russia, many countries in the
Middle East, and some African countries (as dis-
cussed later in this chapter), although net global
demand will still fall somewhat as oil importers
reduce demand more than oil exporters raise it.
The production increases agreed by OPEC in
March 2000 will probably stabilize oil prices.
However, in the relatively unlikely case that
prices continue to increase, the benign effects
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Figure 1.1.  Global Indicators1

(Annual percent change unless otherwise noted)

The world economy has continued to strengthen following the relatively mild 
slowdown in the wake of the emerging market crises.
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on global activity to date could turn more
worrisome.

The main concern about the outlook stems
from a series of economic and financial imbal-
ances that have been building for several years,
including:

• The lopsided pattern of growth among the
principal currency areas and the resulting
increase in external imbalances, with the
U.S. current account in record deficit and
persistently large surpluses in Japan and, to
a lesser extent, in the euro area (Table 1.2).
These imbalances appear unlikely to be sus-
tainable, based on recent and past experi-
ence. On a smaller absolute scale, large ex-
ternal deficits also persist in Australia, New
Zealand, most of Latin America, and among
some countries in transition.

• The seemingly significant misalignments of
several key currencies relative to what would
be consistent with medium-term fundamen-
tals, notably the strength of the dollar rela-
tive to the euro. Such deviations can be ex-
plained in part by large capital inflows into
rapidly growing economies, and therefore
appear justified on cyclical grounds.
Nevertheless, combined with the large ex-
ternal imbalances mentioned earlier, there
remains a risk of sudden changes in market
sentiment, associated shifts in capital flows,
and potentially disruptive realignments of
exchange rates.

• The very high stock market valuations
around the world. These may be justified in
part by investors’ favorable assessments of
the impact of new technologies, but they
may also reflect unrealistic expectations of
future earnings growth that have been
nourished by the now record-long expan-
sion in the United States. Moreover, there
are reasons to suspect that the relatively am-
ple growth in global liquidity in recent
years—warranted by the need to overcome
the effects of financial crises in Asia, Russia,
and Latin America, and more recently by
concerns related to potential Y2K computer
problems—has helped fuel demand for fi-

CHAPTER I PROSPECTS AND POLICY CHALLENGES
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Table 1.2. Selected Economies: 
Current Account Positions
(Percent of GDP)

1998 1999 2000 2001

Advanced economies
United States –2.5 –3.7 –4.3 –4.4
Japan 3.2 2.5 2.2 2.3
Germany –0.2 –0.8 0.2 0.7
France 2.7 2.8 2.6 3.1
Italy 1.8 0.9 0.9 1.1
United Kingdom –0.1 –1.4 –1.5 –2.0
Canada –1.8 –0.5 –0.4 0.1

Australia –5.0 –5.7 –5.1 –4.9
Austria –2.2 –2.3 –1.9 –1.0
Finland 5.7 5.0 5.4 5.7
Greece –1.9 –1.3 –1.6 –1.8
Hong Kong SAR1 0.8 4.8 4.1 4.2
Ireland 0.9 0.6 –0.4 –0.9
Israel –0.9 –1.6 –1.2 –1.8
Korea 12.7 6.1 3.0 2.2
New Zealand –5.1 –7.3 –6.2 –5.2
Norway –1.5 4.2 7.0 7.5
Singapore 25.4 25.3 23.4 22.0
Spain –0.2 –2.1 –2.0 –1.7
Sweden 2.9 2.6 2.4 2.2
Switzerland 9.1 12.9 10.0 9.9
Taiwan Province of China 1.3 2.5 2.1 2.3

Memorandum
Euro area 1.3 0.7 1.0 1.4

Developing countries
Algeria –1.9 0.0 10.8 5.6
Argentina –4.9 –4.3 –4.5 –4.7
Brazil –4.3 –4.1 –3.5 –2.5
Cameroon –2.7 –4.3 –2.8 –2.1
Chile –5.7 –0.1 –2.2 –3.2
China 3.4 1.6 1.6 1.5
Côte d’Ivoire –4.5 –5.0 –5.9 –4.5
Egypt –3.4 –3.2 –3.1 –2.9
India –1.7 –1.2 –1.3 –1.4
Indonesia 4.2 3.6 1.9 0.5
Malaysia 12.9 18.4 13.3 10.4
Mexico –3.7 –2.9 –3.1 –3.2
Nigeria –9.1 –10.8 –1.9 –6.7
Pakistan –2.7 –2.6 –2.5 –2.3
Philippines 2.0 9.1 8.2 8.1
Saudi Arabia –10.2 –2.8 5.5 –2.4
South Africa –1.6 –0.4 –1.3 –1.5
Thailand 12.7 9.1 5.8 5.3
Turkey 0.9 –0.5 –1.9 –1.7
Uganda –2.2 –4.1 –3.1 –2.8

Countries in transition
Czech Republic –1.9 –1.0 –1.5 –1.8
Estonia –9.2 –4.1 –5.5 –6.0
Hungary –4.9 –4.4 –4.5 –4.3
Latvia –9.5 –8.7 –7.7 –7.4
Lithuania –12.1 –10.9 –9.2 –8.4
Poland –4.4 –7.6 –6.9 –6.6
Russia 0.9 10.8 9.1 4.7
Slovak Republic –10.4 –4.9 –3.0 –2.8
Ukraine –3.1 –1.1 –2.9 –2.6

1Data include only goods and nonfactor services.



nancial assets in many countries. Property
prices have also been rising sharply in some
economies. Experience shows that such as-
set price inflation can be particularly desta-
bilizing because it may encourage house-
holds and businesses to over-consume and
over-invest, and because of the danger that
the financial system may become vulnerable
to an eventual downward correction in asset
prices.

These imbalances have been present for some
time, and concerns about how they might un-
wind have been discussed repeatedly in recent is-
sues of the World Economic Outlook. These assess-
ments have cautioned that the continued
strength of domestic demand in the United
States, while playing a critical role in alleviating
the adverse effects of the recent crises in emerg-
ing markets, did not seem sustainable. It might
be tempting to conclude that since the per-
ceived imbalances have not given rise to any ob-
vious difficulties so far, they may not be a prob-
lem after all. Such a view has more than a few
adherants, and could be correct, but if it is
wrong such complacency could have severe con-
sequences. The potentially disruptive effects
could become much more serious if the imbal-
ances were allowed to increase further while, at
the same time, the chances of a benign outcome
would probably diminish. As the alternative
“harder” landing scenario reported in Box 1.1 il-
lustrates, continued strong growth in the United
States in 2000 could lead to higher inflationary
expectations and interest rates, lower earnings
expectations, and severe corrections in the stock
market and the exchange rate. The attendant
fall in domestic demand could well lead to a
mild recession in 2001 in the United States and
more limited output losses in the rest of the
world.

It is therefore becoming a matter of urgency
to secure a smooth transition to a more sustain-
able pattern of global growth, as in the current
forecast. The priorities in this regard are to con-
tain excess demand pressures in the United
States, including the avoidance of a significant
relaxation in the fiscal stance, and to promote

robust and durable economic expansions in
Japan and Europe. Part of the policy challenge
needs to be met through asymmetric adjust-
ments of monetary stances. Global financial con-
ditions will naturally tend to tighten with the
pickup in growth, and in the short term the bulk
of the monetary firming should probably occur
in the United States. In contrast, the euro area
has more room to maintain relatively easy mone-
tary policies until the recovery is on a suffi-
ciently strong footing. Such a policy stance
would foster the absorption of existing slack and
help to offset any slowdown in the United States
and the effects of the potential realignment of
exchange rates that may accompany a slowdown.
Similar arguments apply to Japan; indeed, the
fragile nature of the recovery and recurrent up-
ward pressure on the yen underscore the need
to explore the scope for further monetary eas-
ing. Greater progress on structural reforms also
remains critical to sustaining and strengthening
growth over the medium term in Japan and
Europe.

Two data-related issues may have an important
bearing on assessments of global economic con-
ditions and prospects. First, the widening global
current account discrepancy (see Table 27 in the
Statistical Appendix) raises the possibility that
export growth may be underestimated, implying
a further upside risk to the near-term projec-
tions for world growth. Second, recent revisions
in national accounts methodologies in the
United States, Europe, and elsewhere have had
an important impact on the estimated level and
growth of GDP, on reported personal saving
rates in the United States, and on other eco-
nomic aggregates (Box 1.2). Particular care is
needed with the interpretation and use of na-
tional accounts data while the full range of revi-
sions is being phased in.

How Much Longer Will the Expansion in
North America Continue?

The U.S. economy continues to expand rap-
idly. After a brief slowing in the second quarter
of 1999, annualized real GDP growth bounced
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The baseline projections in the World Economic
Outlook represent a relatively benign scenario
with a moderation of growth in the United
States to sustainable rates (i.e., a “soft landing”)
and sustained recoveries in Japan, Europe, and
the emerging market countries. This is an en-
tirely plausible projection, especially in view of
the subdued rates of inflation in most
economies, but judging the likelihood of this
scenario is difficult. Indeed, the margin of error,
even for a forecast horizon as short as one year,
is very large—typically plus or minus 1 percent-
age point for individual country forecasts and al-
most as large for the aggregate of the industrial
countries.1 Experience also shows that growth is
much more cyclical in reality than forecasters
usually are prepared to project, with upturns of-
ten surprising on the upside and downturns on
the downside. And finally, it is the shared expe-
rience of all forecasters that turning points are
notoriously difficult to anticipate. For example,
many forecasters, including IMF staff, expected
1999 to mark the trough in the global slowdown
of the late 1990s; in reality, 1999 became the
first year of recovery.

In considering the risks to the outlook for the
next several years, there is a distinct possibility
that the global upturn now under way may turn
out to be stronger than expected. Moreover, a
stronger upturn in 2000 might well give rise to
sufficient additional pressures on actual and ex-
pected inflation that monetary authorities will
need (or be expected) to raise interest rates.
Higher actual or expected inflation, tighter
monetary policy, and the attendant reconsidera-
tion of future prospects for growth and earnings
could significantly change currently buoyant in-
vestor sentiment regarding equities and the dol-
lar. If investors’ expectations of future returns

on equities are revised down while the returns
on available substitutes rise, the resulting exodus
of funds could trigger a notable correction of
equity markets and realignment of exchange
rates, leading to a more general erosion of con-
fidence. This would be felt mostly in the United
States, where the stock market has helped to sus-
tain exceptionally rapid growth in domestic de-
mand in recent years. However, other countries
would probably experience at least a partial cor-
rection in their stock prices (this is suggested by
the correlations between stock markets analyzed
in Chapter III) as well as spillovers through
trade and confidence.

The scenario results shown in the table as-
sume that world growth in 2000 would be some-
what stronger than expected in the baseline.
This would eventually (some time in the second
half of 2000) generate an increase in inflation
expectations, a downscaling of earnings expecta-
tions, a marked (25 percent) correction in U.S.
equity prices, and a depreciation of the U.S. dol-
lar (assumed at almost 20 percent) in response
to a reversal of capital inflows. The large nega-
tive impact on U.S. domestic demand implied
by these assumptions would be partially offset by
an improvement in the foreign balance but
would still bring U.S. growth almost to a halt in
2001. Because the U.S. financial system remains
well capitalized and unlikely to be seriously im-
paired by a cyclical correction of the magnitude
assumed here, the slowdown would be likely to
be of relatively short duration (the scenario
does not assume any specific countercyclical fis-
cal action, although automatic stabilizers and
normal monetary rules are assumed to
operate).

Other countries would be less affected, mainly
because the stock market correction in Europe
and Japan would be likely to be smaller and have
much less impact on domestic demand. Easier
monetary conditions would provide support for
domestic output, and lead to relatively buoyant
domestic demand. Nevertheless, in view of the
fragility of the recovery under way in Japan and
the limited room for further macroeconomic
stimulus, this country would be particularly vul-

Box 1.1. An Alternative Scenario

1Forecast errors of this magnitude are also typical
among private sector forecasters. See Michael Artis,
“How Accurate Are the IMF’s Short-Term Forecasts?
Another Examination of the World Economic
Outlook,” Staff Studies for the World Economic Outlook
(Washington: International Monetary Fund,
December 1997).



back to a remarkable 5#/4 percent in the third
quarter and over 7 percent in the fourth. While
some of this represented Y2K-related stock build-
ing, monthly indicators point to continued buoy-
ancy in the opening quarter of 2000. Private do-
mestic demand continues to drive growth, with

consumer confidence remaining strong and
business investment still increasing rapidly. The
growth in housing activity has leveled off some-
what, partly in response to higher interest rates,
but remains at a very high level. In 1999 as a
whole, real GDP rose by 4.2 percent and real do-
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nerable to a marked slowdown in the United
States and to a further appreciation of the yen.

The emerging market countries would also be
adversely affected, but only temporarily. Latin
America would appear to be the most vulnera-

ble to a possible firming of global financial con-
ditions and a significant slowdown in the United
States, although a depreciation of the U.S. dol-
lar would provide some relief for those coun-
tries that peg their exchange rate to the dollar.

“Harder Landing” Scenario
(Percent deviation from baseline levels unless otherwise noted)

2000 2001 2002 2003 2004

World
Real GDP 0.7 –0.9 –0.7 –0.5 –0.2

United States
Real GDP 0.5 –2.0 –1.9 –1.3 –0.6
Domestic demand 0.6 –3.7 –4.2 –3.8 –3.0
Net private saving (percent of GDP) –0.3 1.6 2.2 2.1 1.8
Current account (billions of U.S. dollars) –5.7 33.9 111.6 160.4 201.9
CPI inflation 0.3 0.8 –0.7 –0.6 –0.2
Short-term interest rate 1.0 0.9 0.1 –0.9 –1.7
Nominal effective exchange rate 1.1 –17.5 –15.3 –13.0 –10.0

Euro area
Real GDP 0.8 –0.7 –0.3 –0.3 –0.1
Domestic demand 0.7 1.0 1.3 1.3 1.3
Net private saving (percent of GDP) –0.3 –0.1 –0.6 –1.0 –1.3
Current account (billions of U.S. dollars) 1.1 23.7 3.8 –23.2 –50.9
CPI inflation 0.2 –0.7 –0.5 –0.6 –0.6
Short-term interest rate 0.2 –0.6 –1.1 –1.4 –1.5
Nominal effective exchange rate –0.3 12.0 10.4 8.5 6.6

Japan
Real GDP 0.6 –0.6 –0.6 –0.4 0.0
Domestic demand 0.4 0.5 1.0 1.4 1.6
Net private saving (percent of GDP) –0.1 –0.1 –0.7 –1.3 –1.8
Current account (billions of U.S. dollars) 4.6 23.3 –19.3 –51.2 –73.6
CPI inflation 0.1 –1.1 –0.5 –0.5 –0.5
Short-term interest rate 0.1 –0.3 –0.6 –1.2 –1.3
Nominal effective exchange rate –0.9 18.9 16.0 12.8 9.6

Developing countries
Real GDP 0.8 –0.4 –0.4 –0.4 –0.3

Memorandum: Baseline Growth in Real GDP
World 4.2 3.9 4.0 4.2 4.3
United States 4.4 3.0 3.0 3.0 3.0
Euro area 3.2 3.2 3.0 2.7 2.5
Japan 0.9 1.8 2.4 2.5 2.4
Developing countries 5.4 5.3 5.4 5.9 6.2
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Statistical agencies in most Organization for
Economic Cooperation and Development
(OECD) countries and elsewhere are in the
process of introducing comprehensive revisions
to their national accounts, based on a number
of significant changes in definitions, classifica-
tions, data sources, and statistical procedures as
suggested in the 1993 System of National
Accounts (SNA93).1 In the European Union
(EU), GDP data prepared under the new
European System of Accounts (ESA95) have
been available for most countries since around
mid-1999; in the United States, initial results of
the latest benchmark revision of the National
Income and Product Accounts (NIPA) were re-
leased in October 1999.2 National accounts data
prepared under SNA93 guidelines have also
been available in Canada and Australia since the
end of 1998, and are expected to become avail-
able in Japan later in 2000.The new methodolo-
gies, which have a substantial impact on some
economic variables, will improve the quality and
international comparability of national accounts

data. As discussed below, however, particular
care will be needed with the interpretation and
use of these data while the revisions are being
phased in.

Principal Changes

The main methodological changes are the
following:
• A broader concept of capital formation. In particu-

lar, business and government purchases of
computer software are now included as fixed
capital formation, rather than production in-
puts or government consumption expendi-
tures. Under ESA95, some military purchases
that used to be classified as current expendi-
tures are now included under capital forma-
tion, along with literary and artistic works and
also mineral exploration (the last-mentioned
was already included as investment in the
NIPAs). Correspondingly, capital consump-
tion allowances (depreciation) now reflect
use of computer software and other new
investments.

• An improved treatment of services. This includes
more detailed coverage of the financial sector.
In the United States, for example, there are
better measures of bank services, including
ATM transactions and electronic fund trans-
fers; and the ESA95 revisions reflect the in-
creasing role in the economy of insurance
and pension funds.

• Reclassification of some social expenditures. The
ESA95 revisions reclassify reimbursable health
expenditures, and some other areas of social
spending, from private to government con-
sumption.

• Reclassification of U.S. government employee retire-
ment plans. Under the NIPA revisions, govern-
ment contributions to these plans (covering
federal, state, and local government employ-
ees) are now recorded under personal income
rather than as government receipts (of contri-
butions) and expenditures (of compensa-
tion). Similarly, interest and dividends paid to
plans are included under personal income,
while plan benefits are treated as transactions
within the personal sector rather than as

Box 1.2. Revisions in National Accounts Methodologies

1The guidelines of SNA93 were developed under a
working group consisting of representatives of the
OECD, IMF, the United Nations Statistical Division,
the World Bank, and the Commission of the European
Communities. The changes introduced under the
1995 European System of National Accounts are
broadly consistent with SNA93, with more specific in-
terpretation in some areas, and many of the SNA93
guidelines are also incorporated in the latest revisions
to the National Income and Product Accounts in the
United States.

2The European Central Bank’s Monthly Bulletins
of June, August, and December 1999 (available at:
www.ecb.int), and the EU Commission’s European
Economy, Supplement A, Economic trends, 
No.10/11 October/November 1999 (available at:
http://www.europa.eu.int/comm/economy_finance), provide
detailed reviews on the implications of the switchover
to ESA95. In the United States, detailed information
and data are available on the website of the Bureau
of Economic Analysis (www.bea.doc.gov) and in the
August, October, and December 1999 editions of the
Survey of Current Business (Washington: Commerce
Department). See also the OECD Economic Outlook
65/66, June/December (Paris: Organization for
Economic Cooperation and Development, 1999).
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transfer payments from government to
recipients.

• More widespread use of accruals principles. Under
ESA95, transactions involving interest pay-
ments, taxes, and other items are now
recorded on an accruals basis rather than at
the time of payment. For example, interest ex-
penses are recorded as accruing continuously
over time to the creditor, not when actual
cash payments are made.

• Wider use of chain-linked volume measures. This
allows the impact of relative price changes on
volume growth to be reflected more quickly
and accurately.

Impact on GDP and Saving Estimates

The new accounting methodologies have
tended to raise the reported level of nominal
GDP, but with varying effects on real growth. In
the European Union as a whole, the transition
to ESA95 increased the level of nominal GDP by
around 2 percent in the base year (1995), but
with quite wide variation from country to coun-
try.3 Of the overall increase, 1!/2 percentage
points came from the wider definition of fixed
capital formation. The level of final consump-
tion in the European Union increased by 1 per-
cent, comprising a 7 percent decrease in private
consumption and 32 percent rise in government
consumption, and this explained slightly more
than !/2 of a percentage point of the rise in GDP.
The revisions to real GDP lowered annual
growth rates in the EU by 0.1 to 0.3 percentage
points over the 1996–98 period (e.g., from 2.9
to 2.6 percent in 1998), without broadly chang-
ing the overall cyclical profile.

The revisions in the United States increased
the level of nominal GDP by 2!/4 percent on av-
erage over 1995–98, mainly because of the inclu-
sion of computer software purchases as invest-
ment. The revisions have generally increased

through time—for example, nominal GDP was
revised up by 2.9 percent (amounting to a rise
of almost $250 billion) in 1998. Reflecting this,
together with adjustments in price deflators, real
GDP growth has also been revised up in most
years—by just over 0.4 percentage points on av-
erage in 1995–1998, including from 3.9 percent
to 4.3 percent in 1998. As in Europe, however,
the timing of cyclical peaks and troughs over the
revision period (starting in 1959 in the United
States) is unchanged. A striking result of the
U.S. revisions has been the sizable increase in
reported personal saving rates, due particularly
to the reclassification of government employee
retirement plans. While the long-standing down-
ward trend in personal saving is maintained, the
revisions have increased personal saving rates by
2 to 3 percentage points each year since the
early 1980s, and from 0.5 percent to 3.7 percent
in 1998. The national saving rate has been re-
vised up a smaller amount—by 0.5 to 1.5 per-
centage points in most years since 1982, the
largest increase (from 17.3 to 18.8 percent)
coming in 1998.

Words of Caution

As noted, the national accounts revisions will
significantly improve the quality of these data in
terms of their measurement of key economic
concepts and for purposes of international com-
parison. However, the many revisions to the vari-
ous components of the national accounts are be-
ing phased in at different rates both within and
across countries. During this interim period,
therefore, more than the usual degree of cau-
tion will be required in interpreting data, deriv-
ing related concepts, and applying these results
to policy development. For example, revised
data for the main national aggregates contained
in expenditure, household, and government ac-
counts are now available for the United States
and most euro area economies, but these revi-
sions are not yet available for Japan and a num-
ber of smaller OECD countries. Even among the
larger economies, revised capital stock data are
not yet widely available, complicating the estima-
tion of potential output and other derived se-

3This variation reflects not just the switch to ESA95,
but also differences in the rate at which EU members
have introduced other changes in sources and meth-
ods in recent years—with some introducing many of
these changes at the same time as switching to ESA95.



mestic demand by 5.1 percent, continuing the
pattern seen since 1996 of the growth of de-
mand outstripping that of supply.

To date, the discrepancy between the growth
of demand and supply has been mostly reflected
in a sharp widening of the external deficit,
rather than in inflationary pressures. Rapid
growth in demand resulted in a record current
account deficit of nearly $400 billion at an annu-
alized rate in the last quarter of 1999, up over
$150 billion from the equivalent figure in 1998.
At 3.7 percent of GDP, the current account
deficit for 1999 as a whole exceeded the previ-
ous record of 3.4 percent set in 1985 and 1986.
The labor market has tightened further, with the
rate of unemployment at about 4 percent, a level
last seen in the 1960s, although exceptionally
strong productivity gains and moderate wage
growth have thus far contained upward pres-
sures on unit labor costs. Rising energy prices
have affected CPI inflation, which reached 3.2
percent in February 2000 compared with the
year before, but the equivalent increase in the
core rate of inflation (which excludes energy
and fresh food) was 2.1 percent. It is unlikely,
however, that inflationary pressures will continue
to be contained in the face of growth above po-
tential, higher oil prices, and strong signs of
global recovery.

Even though inflationary pressures have re-
mained quiescent thus far, the falling household
saving ratio points to other internal imbalances.
Buoyed by rising asset prices, the household sav-
ing rate has fallen by about 5 percent of dispos-

able income since the early 1990s, the private in-
vestment ratio has increased by over 3 percent of
GDP in this period, and private debt is at record
levels. In spite of rising profits, private borrow-
ing (defined as the difference between private
investment and private saving as a ratio to GDP)
is at a postwar record and is of a magnitude that
has proved unsustainable in several other ad-
vanced countries over recent decades, where
such borrowing was also accompanied by buoy-
ant growth, relatively subdued inflation, and
strong government finances (Figure 1.2). Private
sector balance sheets have remained relatively
robust, in a large part because they have been
buttressed by rapid increases in asset price valua-
tions, particularly in the stock market. However,
a significant vulnerability for the economy is that
a rapid reversal in asset prices could leave many
borrowers in financial difficulties if asset values
fall relative to debt servicing commitments.

The process by which this widening of inter-
nal and external imbalances will ultimately be
reversed is one of the major uncertainties facing
the world economy. Every effort needs to be
made to ensure that this occurs in an orderly
manner (the so-called “soft landing”) rather
than in an abrupt and discordant one (a “hard
landing”). The forecast assumes that the econ-
omy slows fairly early in 2000, still producing
year-on-year growth of 4.4 percent before set-
tling at a relatively steady rate of growth of 3 per-
cent subsequently (Table 1.3); that the current
account stabilizes at close to its current value;
and that there is no rapid stock market correc-
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ries, and the program for the full set of revi-
sions—including sectoral and regional break-
downs—stretches several years ahead. A further
complication comes from the varying extent of
revisions to historical data within and across
countries, with many revised series available for
only short time spans. For example, ESA95 data
for several EU members (including Austria,
Greece, the Netherlands, and Spain) are avail-

able only for 1995–1998, and for most other
countries in the EU the revised series begin in
the late 1980s or early 1990s. While data-splicing
and other methods can be used to compile
longer series, the results should be viewed as
rough approximations. Hence, intertemporal
comparisons and estimations requiring long
runs of data must necessarily be carried out with
caution.

Box 1.2 (concluded)



tion. Such an outcome would allow the neces-
sary slowing of U.S. activity without seriously dis-
rupting the recovery of world output.

Prudent macroeconomic policies are an im-
portant element in ensuring the needed slow-
down in activity. With the near-term balance of
risks facing the U.S. economy still very much on
the upside, the Federal Reserve’s decision to
raise rates by a further !/4 percentage point in
February and again in mid-March was clearly
warranted, even after three increases since June
1999 that fully reversed the easing that occurred
in the wake of the Russian default and problems
at Long-Term Capital Management, a highly
leveraged hedge fund. Although the full effects
on demand of the 1!/4 percentage point rise in
short-term interest rates and the rapid increase
in oil prices since the summer have yet to be
fully seen, there is little evidence of U.S. growth
slowing of its own accord or of existing imbal-
ances reversing. Even with considerable short-
term volatility, continued high equity valuations
and the large share of household wealth held di-
rectly or indirectly in equities may complicate
the task of achieving the needed slowdown, as
they work against the needed recovery in the
household saving rate. Very high valuations, par-
ticularly in the technology and bio-tech sectors,
continue to pose the risk of a large market cor-
rection and a sharper economic slowdown later.

The Federal Reserve probably needs to con-
tinue to move progressively but prudently to a
tighter monetary stance. The money markets an-
ticipate a rise in short-term interest rates of !/2–#/4

of a percentage point over the next six months,
although the eventual extent of any tightening
will depend upon changing economic considera-
tions and is difficult to project. A more signifi-
cant tightening of monetary conditions might
well be needed to slow U.S. demand growth to a
sustainable pace, avoid a rise in inflationary pres-
sures, and minimize the risk of an abrupt market
correction at a later stage and an associated
rapid deceleration in growth.

On the fiscal side, it is important to resist pro-
posals to substantially raise spending or cut
taxes. Sustained robust growth and prudent fis-
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Figure 1.2.  Selected Countries: Net Financial Balances1

(Percent of GDP)

Private net saving in the United States has fallen to levels that have not been 
sustainable in other advanced economies in recent years.

1Data for 2000 are IMF staff projections. Public net saving is the general government 
current balance less government net investment, as defined in the national accounts. Foreign 
net saving is the current account balance, shown with opposite sign. Net private saving is the 
sum of public and foreign net saving, with opposite sign; it represents household disposable 
income less expenditure, plus after-tax corporate profits, less investment. The net saving of a 
sector is also known as its financial balance.



cal management have contributed to the emer-
gence of a small general government budget sur-
plus in 1999 (Table 1.4). The administration’s
recent budget proposal for FY 2001 preserves a
significant budget surplus for the near-term
(Box 1.3). Maintaining such surpluses is neces-
sary to avoid exacerbating existing risks of over-
heating and to assist monetary policy in achiev-
ing the needed slowing of activity in a smooth
fashion—indeed, somewhat larger surpluses
would in principle be helpful in both respects.
There is also a structural reason for running sig-
nificant budget surpluses at this point in time,
since such surpluses are needed to help prepare

the government’s accounts for the rising tide of
unfunded liabilities associated with the aging
population. In the event of a sharper slowdown
in activity than is currently anticipated, there
would then be scope for a temporary fiscal ex-
pansion for countercyclical purposes.

In Canada, the long period of expansion that
began in 1992 has also continued and activity
picked up further strength in 1999. Real GDP
growth accelerated to a 4.7 percent annual rate
in the second half of 1999, and averaged 4.2 per-
cent for the year as a whole. Output growth is
projected to remain strong, at around 3.7 per-
cent, in 2000. The recent strengthening in activ-
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Table 1.3. Advanced Economies: Real GDP, Consumer Prices, and Unemployment
(Annual percent change and percent of labor force)

Real GDP Consumer Prices Unemployment____________________________ ____________________________ ____________________________
1998 1999 2000 2001 1998 1999 2000 2001 1998 1999 2000 2001

Advanced economies 2.4 3.1 3.6 3.0 1.5 1.4 1.9 2.0 6.7 6.4 6.0 5.8
Major industrial countries 2.5 2.8 3.3 2.7 1.3 1.5 1.8 1.9 6.2 6.1 5.9 5.7

United States 4.3 4.2 4.4 3.0 1.6 2.2 2.5 2.5 4.5 4.2 4.2 4.2
Japan –2.5 0.3 0.9 1.8 0.6 –0.3 0.1 0.9 4.1 4.7 4.7 4.6
Germany 2.2 1.5 2.8 3.3 0.6 0.7 1.2 1.3 9.4 9.0 8.6 8.1
France 3.4 2.7 3.5 3.1 0.7 0.6 1.3 1.1 11.7 11.0 10.2 9.8
Italy 1.5 1.4 2.7 2.8 1.7 1.7 2.2 1.6 11.8 11.4 11.0 10.4
United Kingdom1 2.2 2.0 3.0 2.0 2.7 2.3 2.0 2.4 4.7 4.4 4.3 4.5
Canada 3.1 4.2 3.7 2.7 1.0 1.7 2.1 2.0 8.3 7.6 6.7 6.6

Other advanced economies 2.0 4.6 4.5 4.1 2.4 1.3 2.3 2.4 8.1 7.3 6.3 6.0
Spain 4.0 3.7 3.7 3.4 1.8 2.2 2.3 2.2 18.8 15.9 14.4 13.2
Netherlands 3.7 3.5 3.8 3.4 2.0 2.0 2.3 3.5 4.1 3.2 2.3 2.0
Belgium 2.7 2.3 3.3 2.9 0.9 1.1 1.7 1.4 9.5 9.0 8.5 8.1
Sweden 3.0 3.8 3.9 3.2 –0.1 0.4 1.4 1.8 6.5 5.6 4.8 4.2
Austria 2.9 2.0 3.1 3.3 0.8 0.5 1.2 1.0 4.7 4.3 4.0 3.9
Denmark 2.7 1.3 1.7 2.1 1.8 2.5 2.3 2.0 6.4 5.6 5.8 6.1
Finland 5.0 3.6 4.1 3.5 1.3 1.3 2.4 2.5 11.4 10.3 9.0 8.2
Greece 3.7 3.5 3.6 3.1 4.5 2.3 2.4 2.7 10.9 10.5 10.2 10.1
Portugal 3.9 3.0 3.4 3.1 2.8 2.2 2.1 1.9 5.0 4.4 4.3 4.3
Ireland 8.9 8.4 7.4 7.2 2.4 1.6 3.5 3.0 7.4 5.6 4.8 4.8
Luxembourg 5.0 5.2 5.1 5.0 1.0 1.0 1.6 1.4 3.3 2.9 2.7 2.3

Switzerland 2.1 1.7 2.1 2.1 0.1 0.8 1.3 1.5 3.9 2.7 2.2 2.0
Norway 2.1 0.8 3.3 2.3 2.3 2.3 2.3 2.0 2.4 3.2 3.5 3.8
Israel 2.0 2.2 3.8 3.5 5.4 5.2 2.9 2.7 8.6 9.3 8.8 8.0
Iceland 5.1 5.6 4.7 3.5 1.7 3.5 3.2 3.0 3.0 1.7 1.7 1.5

Korea –6.7 10.7 7.0 6.5 7.5 0.8 3.0 3.0 6.8 6.3 4.3 4.2
Australia2 5.1 4.4 3.9 3.5 0.9 1.5 4.4 3.2 8.0 7.2 6.7 6.6
Taiwan Province of China 4.7 5.5 6.2 6.0 1.7 0.2 1.8 2.1 2.7 2.9 2.6 2.3
Hong Kong SAR –5.1 2.9 6.0 4.7 2.8 –4.0 –2.0 4.7 6.1 4.7 3.8
Singapore 0.4 5.4 5.9 6.0 –0.3 0.4 1.3 1.7 3.2 3.5 2.9 2.5
New Zealand2 –0.3 3.0 3.9 3.4 1.6 1.3 2.3 2.0 7.5 6.9 6.6 6.4

Memorandum
European Union 2.7 2.3 3.2 3.0 1.4 1.4 1.8 1.8 9.7 8.9 8.4 8.0

Euro area 2.8 2.3 3.2 3.2 1.2 1.2 1.7 1.6 10.9 10.1 9.4 8.9

1Consumer prices are based on the retail price index excluding mortgage interest.
2Consumer prices excluding interest rate components; for Australia, also excluding other volatile items.
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Table 1.4. Major Industrial Countries: General Government Fiscal Balances and Debt1
(Percent of GDP)

1983–93 1994 1995 1996 1997 1998 1999 2000 2001 2005

Major industrial countries
Actual balance –3.8 –4.2 –4.1 –3.4 –1.9 –1.3 –1.2 –1.1 –0.6 0.6
Output gap –0.9 –2.2 –2.3 –1.8 –1.4 –1.5 –1.3 –0.5 –0.3 —
Structural balance –3.3 –3.1 –3.1 –2.6 –1.3 –0.6 –0.6 –0.8 –0.5 0.5

United States
Actual balance –4.9 –3.8 –3.3 –2.4 –1.2 –0.1 0.5 1.0 1.2 1.9
Output gap –1.6 –2.7 –3.2 –2.8 –1.8 –0.7 0.3 1.3 1.0 –0.1
Structural balance –4.3 –2.8 –2.2 –1.5 –0.6 0.1 0.3 0.5 0.8 1.8
Net debt 46.0 60.1 59.6 59.2 57.3 54.0 50.6 46.6 43.1 29.8
Gross debt 60.1 72.8 72.9 72.8 70.6 67.2 62.4 57.4 53.1 36.8
Japan
Actual balance 0.1 –2.3 –3.6 –4.2 –3.4 –4.3 –7.1 –8.4 –6.7 –2.0
Output gap 0.3 –1.6 –1.7 1.3 0.9 –3.4 –4.5 –4.6 –4.0 –0.1
Structural balance 0.3 –1.8 –3.1 –4.7 –3.7 –3.1 –5.4 –6.6 –5.2 –2.0
Net debt 18.2 7.7 13.0 16.4 17.9 30.4 37.7 46.1 51.6 60.7
Gross debt 69.0 82.2 89.7 94.4 99.2 114.0 125.1 136.1 141.5 147.6
Memorandum
Actual balance excluding 

social security –3.0 –5.1 –6.5 –6.8 –5.9 –6.4 –9.0 –9.6 –7.6 –3.2
Structural balance excluding 

social security –3.1 –4.8 –6.1 –7.2 –6.1 –5.6 –7.8 –8.4 –6.7 –3.2
Germany2

Actual balance –2.0 –2.5 –3.2 –3.4 –2.6 –1.7 –1.1 –0.7 –1.0 –0.4
Output gap –1.3 — –0.3 –1.6 –2.2 –2.2 –2.8 –2.1 –1.0 —
Structural balance –1.6 –2.3 –2.9 –2.3 –1.1 –0.3 0.6 0.5 –0.4 –0.4
Net debt 22.0 40.6 49.4 51.1 52.2 52.0 52.4 49.9 48.1 41.5
Gross debt 41.8 50.2 58.3 59.8 60.9 60.7 61.1 58.6 56.8 50.2
France
Actual balance –2.0 –5.5 –5.5 –4.2 –3.0 –2.7 –1.8 –1.5 –1.0 —
Output gap 0.3 –3.0 –2.7 –3.3 –3.1 –1.9 –1.6 –0.5 0.1 —
Structural balance –2.0 –3.5 –3.7 –2.0 –1.0 –1.5 –0.8 –1.2 –1.0 —
Net debt 21.6 40.5 45.9 48.1 49.4 49.6 49.0 48.4 48.3 42.9
Gross debt 32.7 48.5 54.6 57.1 59.0 59.3 58.6 58.1 57.4 52.6
Italy
Actual balance –10.9 –9.1 –7.6 –7.1 –2.7 –2.8 –1.9 –1.5 –1.1 —
Output gap 0.1 –2.5 –1.1 –2.0 –2.3 –2.7 –3.3 –2.6 –1.9 –0.1
Structural balance –10.9 –7.9 –7.0 –6.2 –1.6 –1.6 –0.5 –0.4 –0.3 0.1
Net debt 79.8 117.2 116.6 115.7 113.4 110.1 108.8 104.9 101.5 88.9
Gross debt 87.1 123.8 123.2 122.2 119.8 116.3 114.9 110.7 107.2 93.9
United Kingdom
Actual balance –2.4 –6.8 –5.8 –4.4 –2.0 0.2 0.3 0.2 0.2 –0.5
Output gap –0.9 –1.9 –1.2 –0.8 0.4 0.5 0.1 0.7 0.5 —
Structural balance –1.8 –4.7 –4.7 –3.7 –1.8 –0.1 0.1 — –0.2 –0.5
Net debt 33.0 33.0 39.1 41.6 43.3 44.6 41.1 39.8 37.6 33.8
Gross debt 49.4 51.4 54.9 56.2 54.8 51.0 47.1 45.6 43.2 38.5
Canada
Actual balance –5.7 –5.6 –4.3 –1.8 0.8 0.9 2.8 2.3 2.0 1.7
Output gap –1.9 –4.3 –4.0 –4.7 –3.2 –2.6 –0.9 0.4 0.6 0.4
Structural balance –4.6 –2.9 –2.0 0.8 2.5 2.3 3.3 2.1 1.7 1.5
Net debt 38.2 68.7 70.2 69.8 65.5 62.3 56.7 51.3 47.0 32.8
Gross debt 70.4 99.4 102.2 101.8 97.7 95.8 88.1 80.9 75.4 56.7

Note: The budget projections are based on information available through March 2000. The specific assumptions for each country are set out
in Box 1.3.

1The output gap is actual less potential output, as a percent of potential output. Structural balances are expressed as a percent of potential
output. The structural budget balance is the budgetary position that would be observed if the level of actual output coincided with potential out-
put. Changes in the structural budget balance consequently include effects of temporary fiscal measures, the impact of fluctuations in interest
rates and debt-service costs, and other noncyclical fluctuations in the budget balance. The computations of structural budget balance are based
on IMF staff estimates of potential GDP and revenue and expenditure elasticities (see the October 1993 World Economic Outlook, Annex I). Net
debt is defined as gross debt less financial assets of the general government, which include assets held by the social security insurance system.
Debt data refer to end of year; for the United Kingdom they refer to end of March. Estimates of the output gap and of the structural budget bal-
ance are subject to significant margins of uncertainty.

2Data before 1990 refer to west Germany. For net debt, the first column refers to 1987–93. Beginning in 1995, the debt and debt-service obli-
gations of the Treuhandanstalt (and of various other agencies) were taken over by general government. This debt is equivalent to 8 percent of
GDP, and the associated debt service to !/2 to 1 percent of GDP.
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The short-term fiscal policy assumptions used
in the World Economic Outlook are based on offi-
cially announced budgets, adjusted for differ-
ences between national authorities and IMF staff
regarding macroeconomic assumptions and pro-
jected fiscal outturns. The medium-term fiscal
projections incorporate policy measures that are
judged likely to be implemented. These projec-
tions and policy assumptions are generally based
on information available through February
2000. In cases where the IMF staff have insuffi-
cient information to assess the authorities’
budget intentions and prospects for policy im-
plementation, an unchanged structural primary
balance is assumed, unless otherwise indicated.
Specific assumptions used in some of the ad-
vanced economies follow (see also Tables 14–16
in the Statistical Appendix for data on fiscal and
structural balances).

United States. The fiscal projections are based
on the Administration’s FY 2001 Budget re-
leased in February 2000. The projections are ad-
justed for differences between the IMF staff’s
and the Administration’s macroeconomic as-
sumptions. State and local government fiscal
balances are assumed to remain constant as a
percent of GDP.

Japan. The projections take account of the FY
1999 supplementary budgets and the FY 2000
initial budget. The ¥18 trillion stimulus package
announced in November 1999 includes addi-
tional public investment of ¥6.8 trillion (head-
line figure) through FY 2000, most of which
would take place in the first two quarters of
CY 2000. Local governments are projected to
largely offset their share in the stimulus package
with cuts in own-account expenditures else-
where. A typical supplementary budget of ¥1
trillion, to cover routine budgetary overruns, is
included in the calculations for FY 2000. The
use of public funds to resolve problems in the
banking sector is assumed to decline sharply in
2001, which is the main factor behind the im-
provement in the fiscal balance in that year.

Germany. The projections assume implementa-
tion of the government’s fiscal consolidation and

tax reform measures for the year 2000 and be-
yond, which were announced in June 1999 and
approved by parliament in December 1999. The
projections further incorporate the effects of the
recently proposed income tax reform package
for 2001–2005. The relevant draft legislation was
approved by Cabinet in February 2000.

France. The staff’s projections for France are
in line with the authorities’ official fiscal targets.
For 2000, the projections incorporate tax cuts
that will be included in the 2000 supplementary
budget. For the medium term, the projections
are broadly consistent with the government’s
Stability Program, adjusted for the better-than-
expected 1999 outturn.

Italy. The fiscal projections are based on the
authorities’ estimates for 1999, on the 2000
budget approved in December by parliament,
and on the medium-term fiscal plan covering
the period 2000–2003 released in May 1999 and
updated in September 1999. Official projections
are adjusted for differences between the staff’s
and the authorities’ macroeconomic assump-
tions. The fiscal measures included in the 2000
budget are assumed to be implemented fully,
and to have the impact as indicated in the gov-
ernment’s fiscal plan (the government’s
medium-term plan does not envisage, at this
stage, additional measures for 2001 and be-
yond). However, the staff’s revenue projections
are somewhat more pessimistic than the authori-
ties’, as recent estimates on the 1999 outturn
seem to indicate lower collection than antici-
pated at the time the official projections were
developed; and the staff’s expenditure projec-
tions include primary expenditure slippages that
have emerged in 1999 but have not been ac-
counted for in the official projections.

United Kingdom. The budget projections are
based on the pre-budget report announced by
the Chancellor in November 1999, adjusted for a
slightly different assessment of potential output.
The staff’s estimates also include ongoing expen-
diture savings that the pre-budget report did not
take into account for reasons of budgetary pru-
dence. For revenues, the medium-term projec-

Box 1.3. Economic Policy Assumptions Underlying the Projections for Selected Advanced Countries
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tions incorporate the effect of tax changes intro-
duced in the current and previous budgets.

Canada. The fiscal outlook prepared by the
staff assumes tax and expenditure policies in
line with those outlined in the February 2000
budget, adjusted for the staff’s economic pro-
jections. It is expected that the federal govern-
ment will continue to target a balanced budget
on an ex ante basis, with any unspent portion
of the contingency reserve allocated to reduc-
ing federal government debt. On this basis, the
staff assumes that the federal government
budget will be in surplus by Can$3 billion a
year (the full amount of the contingency re-
serve) over the medium-term. The consolidated
fiscal position for the provinces is assumed to
evolve in line with their stated medium-term
targets.

Australia. The fiscal projections through FY
2003 are based on the Mid-year Economic and
Financial Outlook, which was published by the
Australian Treasury in November 1999. For the
remainder of the projection period, the staff’s
projections incorporate announced future
policy measures that are judged likely to be
implemented.

Netherlands. In line with the authorities’ fiscal
framework, the staff’s projections assume annual
real expenditure growth of less than 1 percent
for the period 2000–2002. For subsequent years,
for which no framework has been established,
annual real growth of 1.2 percent is assumed.
Nominal expenditure is derived using the staff’s
projected deflator. The projections for revenues
are based on the authorities’ framework, includ-
ing the effects of planned tax cuts in conjunc-
tion with a major tax reform package planned
for 2001 but reflect the staff’s real GDP growth
projection, which is significantly higher than was
assumed by the authorities. Beyond 2002, the
projections assume a further gradual reduction
of the revenue ratio of about 0.3 percent of
GDP annually.

Portugal. The fiscal projections for 2000 are
based on the staff’s projections for the forth-

coming budget. The exact components of the
budget (revenues, expenditures, etc.) were not
known at the time these projections were pre-
pared, but the deficit target of 1.5 percent of
GDP had been released. For 2001–2005, a con-
stant structural primary balance is assumed.

Spain. The projections are in line with the au-
thorities’ official targets as expressed in their
Stability Program. Projections for the outer years
are consistent with the trends established in the
Stability Program.

Sweden. The fiscal projections are based on
the authorities’ policies as presented in the 1999
fall budget bill. The authorities have the objec-
tive of achieving a fiscal surplus of 2 percent of
GDP on average over the cycle. Since this objec-
tive has already been achieved, the staff assumes
that the surplus will remain at about 2 percent
of GDP through 2002, when the economy is pro-
jected to reach full employment.

Switzerland. The projections for 2000 are
based on official budget plans adjusted for dif-
ferent macroeconomic assumptions. For
2001–2003, projections are in line with the offi-
cial financial plan that incorporates announced
fiscal measures to balance the Confederation’s
budget by 2001. Beyond 2003, the general gov-
ernment’s structural balance is assumed to re-
main unchanged.

Monetary policy assumptions are based on the
established framework for monetary policy in
each country. In most cases this implies a nonac-
commodative stance over the business cycle, so
that official interest rates will firm when eco-
nomic indicators suggest that inflation will rise
above its acceptable rate or range, and ease
when indicators suggest that prospective infla-
tion will not exceed the acceptable rate or
range, that prospective output growth is below
its potential rate, and that the margin of slack in
the economy is significant. On this basis, the
London interbank offered rate (LIBOR) on six-
month U.S. dollar deposits is assumed to aver-
age 6.8 percent in 2000 (70 basis points more
than projected in the October 1999 World
Economic Outlook) and 7.1 percent in 2001. The



ity has been driven both by strong external de-
mand—particularly from the United States and
from the global pickup in demand for commodi-
ties—and by robust domestic sales.

Underpinning the economy’s strong perform-
ance have been the sound macroeconomic and
structural policies pursued through most of the
past decade. The general government budget
has been in surplus since 1997 and is projected
to remain so, contributing to a rapid fall in the
debt-to-GDP ratio; inflation is very low, expected
to remain well within its target range of 1–3 per-
cent; interest rates are currently below those in
the United States; and unemployment has fallen
to an 18-year low. Nevertheless, given the cur-
rent and projected strength of activity, and un-
certainty about how much slack remains in the
economy and about the outlook for the United
States, Canada may need to gradually introduce
a moderately tighter monetary stance to contain
inflation pressures. Ongoing fiscal restraint is
also important, with surpluses used primarily for
further debt reduction and for income tax re-
forms.

Reenergizing the Japanese Recovery
The recovery of the Japanese economy from

recession remains halting. After falling through
much of 1997 and 1998, real GDP rebounded in
the first half of 1999, with private sector demand
being buoyed by government spending. In the
second half of the year this process went into re-

verse, however, with a decline in government in-
vestment being associated with a fall in private
domestic spending. The economy contracted in
the second half of the year at an annualized rate
of almost 4 percent, as private consumption re-
mained depressed by falling real earnings and
uncertainty about employment prospects, al-
though private business investment rebounded
strongly in the fourth quarter. Recent indicators
provide some positive signs, including improve-
ments in corporate profitability and a pickup in
industrial production and business confidence
(Figure 1.3). Deflationary pressures have eased
but have not completely dissipated, as shown by
the sharp drop in the GDP deflator in the fourth
quarter. Real growth was 0.3 percent in 1999 and
is projected at 0.9 percent in 2000, partly reflect-
ing the base effects of the sharp decline in out-
put in the second half of 1999.

The chief macroeconomic goal remains a self-
sustaining recovery, which in turn will provide a
supportive environment for restructuring. The
recent setback in activity underlines the continu-
ing dependence of domestic demand on fiscal
stimulus. Despite its depreciation since the be-
ginning of the year, the yen has risen by over 10
percent in nominal effective terms between July
1999 and mid-March 2000, and this rise will tend
to reduce external demand. In these circum-
stances, monetary and fiscal policies need to con-
tinue to be directed toward encouraging a last-
ing recovery in domestic demand. The FY 2000
budget, together with the November 1999 stimu-
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projected path for U.S. dollar short-term inter-
est rates reflects the assumption that the Federal
Reserve will raise the target federal funds rate
by around 60 basis points over the next six
months, which is consistent with market expec-
tations in early April. The rate on six-month
Japanese yen deposits is assumed to average 0.2
percent in 2000, with the current accommoda-
tive policy stance being maintained, and 0.4 per-

cent in 2001. The rate on six-month euro de-
posits is assumed to average 4.1 percent in 2000
and 4.9 percent in 2001. The projection for
2000 reflects a further 75 basis point rise in
short-term rates by the end of the year, in line
with market expectations. Changes in interest
rate assumptions compared with the October
1999 World Economic Outlook are summarized in
Table 1.1.

Box 1.3 (concluded)



lus package, implies an almost unchanged fiscal
stance on both a calendar and fiscal year basis al-
though, to avoid a sharp drop in public invest-
ment beyond mid-year, a further supplementary
budget is likely to be necessary. At the same
time, with the government debt ratio continuing
to spiral upwards, fiscal policy is rapidly reaching
its limits. While current circumstances warrant
an expansionary fiscal stance, the authorities
need to begin designing reforms that will facili-
tate medium-term fiscal consolidation as eco-
nomic conditions improve. High levels of gov-
ernment and private sector debt also underline
the potential costs of significant price deflation.

Growing concerns about the fiscal situation,
the need to prevent deflation, and the contin-
ued strength of the yen despite its recent fall
(and its effect on overall monetary conditions)
underline the need to keep monetary policy as
accommodative as possible. The Bank of Japan is
continuing to follow the “zero interest rate” pol-
icy, which has been in place since early 1999.
With the recovery looking fragile, however, addi-
tional steps to ease liquidity seem appropriate to
provide further support to activity.

The key to a lasting recovery remains struc-
tural reform. Without thorough financial and
corporate restructuring, the dismal growth
record of the 1990s is likely to continue into the
new century. Bank restructuring, continues un-
der the framework established in late 1998, and
recently announced bank mergers, together with
“Big Bang” reforms, may help catalyze a needed
further reduction in capacity and improvement
in core profitability. But more needs to be done
to address remaining weaknesses, particularly
with regard to smaller banks and the life insur-
ance sector, and to avoid delays in the reform
process—such as the recent decision to delay by
a year the return to partial deposit insurance
that had been planned for early 2001. Similarly,
while corporate restructuring has begun in
earnest, it still has a long way to go to address
sizable excess capacity and excess debt burdens.
It is particularly important for the authorities to
provide a supportive environment for financial
and corporate restructuring and to encourage
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Figure 1.3.  Selected European Countries, Japan,
and the United States: Indicators of Consumer
and Business Confidence1

Consumer confidence strengthened further in the latter part of 1999; business 
confidence remains strong in the United States, but it appears hesitant in other 
major industrial countries.

Sources: Consumer confidence—for the United States, the Conference Board; for 
European countries, the European Commission. Business confidence—for the United 
States, the U.S. Department of Commerce, Purchasing Managers Composite Diffusion 
Index; for European countries, the European Commission; for Japan, Bank of Japan.

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

expecting a deterioration.



labor mobility. Priorities include the early intro-
duction of plans for consolidated corporate taxa-
tion and easily portable defined contribution
pension schemes, and comprehensive reform of
the social security system and the Fiscal
Investment and Loan Program. Wide-ranging
regulatory reform is also needed to increase
competition and reduce market distortions, and
little progress has been made recently in other
important areas such as land use reform, partic-
ularly with regard to agricultural land.

Recovery and Divergence in Europe
Recent data suggest that the projected recov-

ery in the euro area is on track. Real GDP
growth accelerated to 4 percent (annual rate) in
the second half of 1999, and the forward mo-
mentum seems to have been maintained into
2000. Moreover, buoyant business confidence
and survey data point to further gains ahead.
Consumer confidence has returned to its earlier
peaks, boosted in part by a fall in the area-wide
unemployment rate to below 10 percent and ris-
ing stock and property prices. The euro contin-
ues to be extremely weak—below parity with the
U.S. dollar—apparently due in large part to the
continuing differences in cyclical conditions be-
tween the euro area and the United States and
to the attendant capital flows from the former to
the latter. Much of this effect could be rapidly
reversed if market participants revise their assess-
ment of the medium-term prospects for the euro
area. Although rising oil prices and a depreci-
ated currency have resulted in an increase in an-
nual headline inflation to 2.0 percent in
February 2000, the core inflation rate remains at
a subdued 1.2 percent over the same period.
Growth is now forecast to pick up from 2.3 per-
cent in 1999 to 3.2 percent in 2000; supportive
macroeconomic policies, a highly competitive
exchange rate, and buoyant global activity may
well produce an even stronger upswing.

Monetary policy appropriately remains accom-
modating, particularly taking into account the
weak exchange rate. The European Central
Bank (ECB) cut short-term interest rates by !/2 of

a percentage point in April 1999, amid concerns
about deflation and hesitant activity in the euro
area coming from weak import demand in Asia
and international financial tensions. With these
concerns having dissipated, in part thanks to this
more accommodative stance, the ECB moved on
November 4 to fully reverse the earlier cut in
rates, and recently nudged short-term rates a !/4
point higher in early February and again in mid-
March on fears over inflation. Recently, markets
have been factoring in a further rise of !/2 of a
percentage point over the next six months.
Higher energy prices will temporarily affect
headline inflation in the short term, but infla-
tionary pressures should remain subdued due to
the large output gap (projected at about 1!/4 per-
cent in 2000) and increased competitive pres-
sures caused by the deregulation and restructur-
ing across the area. While the ECB needs to
maintain a strong anti-inflationary stance, and a
gradual shift to a less accommodative stance is to
be expected as slack is absorbed, inflation
prospects remain benign and it is important cur-
rently to avoid holding back the ongoing recov-
ery through a rapid tightening of policy. Any as-
sessment of the need for further interest rate
adjustments also needs to take into account the
likelihood of a stronger euro as the relative cycli-
cal situation improves.

This overall picture continues to mask signifi-
cant differences in the momentum of activity
across the euro area. Among the three largest
economies, growth remains quite strong in
France, and recovery is also now under way in
Italy and Germany. However, it is not yet clear
that the cyclical positions of this group of coun-
tries have begun to converge. Moreover, the mo-
mentum of activity seen in the larger economies
continues to differ markedly from the much
more rapid expansion in the smaller euro area
countries, mostly in the periphery, in particular
Ireland, Spain, Portugal, and Finland. Growth in
the periphery has been generally associated with
rapid increases in asset prices, particularly for
property, raising questions about whether cur-
rent price levels are sustainable (see Chapter
III). Some increases in asset prices are probably
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justified by fundamentals, including the lower
interest rate premia resulting both from the dis-
appearance of exchange rate risks and from
stronger growth prospects associated with the
single market and structural reforms. But a sig-
nificant speculative element may well also be
present.

The substantial fiscal retrenchment associated
with the Maastricht treaty criteria for entry into
the Economic and Monetary Union (EMU) and
the low growth experienced by many entrants
over the past few years have inevitably led to ad-
justment fatigue and pent up pressures for fur-
ther government spending. Available indications
are that the relatively unambitious fiscal objec-
tives for 1999 were met, while targets for 2000
imply little change in the structural budget posi-
tion of the area as a whole despite more ambi-
tious fiscal targets and spending reductions
adopted in Germany, Belgium, and Finland. It is
particularly unfortunate that fiscal policies are
not being more restrained in the dynamic
economies on the European periphery as, with
monetary policy being made on a euro-wide ba-
sis, fiscal policy is the remaining macroeconomic
tool to address overheating concerns in individ-
ual countries. More generally, while most of the
adjustments required to achieve structural bal-
ance have been achieved, more ambitious
medium-term goals still need to be set. Current
plans imply that a small structural deficit will en-
dure through 2003, while macroeconomic pru-
dence would point to a target of structural bal-
ance or surplus by that point.

The biggest challenge for fiscal policy, how-
ever, is to lower high levels of taxation by reduc-
ing excess levels of government expenditures.
Compared with the dynamism of the U.S. econ-
omy, many economies of the euro area seem
hamstrung by their very high tax rates, which
are likely to have negative effects on incentives
and thereby impede growth. Medium-term fiscal
programs would therefore benefit from more
ambitious spending restraint to allow tax levels
to be reduced significantly from current levels
while maintaining fiscal prudence. Policymakers
in France, Germany, and Italy have recently an-

nounced plans to cut tax rates, and the German
government’s recent decision to bring forward
to 2001 a personal income tax cut equivalent to
!/2 percent of GDP and to implement further
cuts during 2003–2005 is encouraging. However,
additional spending restraint will be needed to
avoid generating a pro-cyclical fiscal impulse.

Structural reform of labor and product mar-
kets also remains central to enhancing medium-
term growth and employment prospects. While
progress has been made in some countries, par-
ticularly the Netherlands and Ireland (and
Denmark, which could join the euro zone in
2002, pending a new referendum to be held on
September 28), poor labor market performance
continues to impose a heavy burden on the re-
gion as a whole. Decisive measures are needed,
even in some of the faster reformers, to remove
obstacles to job creation, labor mobility, and dis-
incentives for those not employed to enter the
workforce, as incremental reforms appear to
have had generally little impact. Striking a better
balance between the legitimate objective of
strong safety nets and the desire to avoid creat-
ing poverty traps or disincentives to work is par-
ticularly important. On the product and service
market side, existing progress with privatization,
liberalization, and deregulation needs to be con-
tinued through promoting market access in still-
sheltered sectors and further reducing govern-
ment involvement in commercial activities.
Given the complementarities between reform ef-
forts, a comprehensive approach to product and
labor market reforms is needed. Actions to ad-
dress existing high profile and difficult issues
could boost investor confidence and enhance re-
covery prospects. Conversely, actions perceived
as inconsistent with a move toward more flexi-
ble, market-oriented policies have the potential
to undermine confidence.

Economic activity in the United Kingdom has
picked up substantially following the slowdown
in late 1998. As in the United States, the expan-
sion that began in 1992 is now the longest on
record. GDP increased by 2 percent in 1999,
with buoyant private consumption supported by
rising asset prices and robust employment
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growth—on a claimant count basis, the unem-
ployment rate fell to 4 percent in February 2000,
the lowest level in 20 years. Economic momen-
tum is expected to increase further in 2000, tak-
ing GDP growth up to around 3 percent. The
low inflation rate achieved during a period of
high resource utilization is testimony to the suc-
cessful management of monetary policy since
the Bank of England gained operational inde-
pendence in May 1997. The risks to inflation are
mainly on the upside, however, given the ongo-
ing strength of private demand and some signs
of tightening in the labor market. As a result,
some additional firming of macroeconomic pol-
icy settings may become necessary. The Bank of
England reversed policy direction in September
1999 and by February 2000 had increased the
policy rate by 100 basis points to 6 percent as the
economy strengthened. Further upward adjust-
ments may be needed to contain inflationary
pressures. It is important for fiscal policy not to
add to these pressures. In this regard, the re-
cently announced budget for 2000/2001 appears
to be regrettably pro-cyclical.

Sweden also grew more rapidly than expected
in 1999, with GDP increasing by around 3#/4 per-
cent. Growth is projected to pick up further, to
about 4 percent in 2000, supported by robust ex-
pansion in private domestic demand and ex-
ports. Inflation remained subdued in 1999—well
below the 2 percent midpoint of the central
bank’s target zone—and in 2000 is projected to
remain comfortably within the zone. However,
with excess capacity being rapidly absorbed,
monetary policy will need to become less expan-
sionary. The Riksbank raised its policy interest
rate by 50 basis points in February and further
adjustment may well be needed.

Economic growth in Denmark and Switzerland
slowed to around 1!/2 percent in 1999 and to un-
der 1 percent in Norway, among the lowest rates
in western Europe. The slowdowns in Denmark
and Norway were in part the intended outcome
of policy measures designed to reduce macro-
economic imbalances. In Denmark, declines in
both cyclical and structural unemployment and
fiscal reforms introduced in 1998 have pro-

duced a budget surplus and assisted in further
lowering gross public debt to around 50 percent
of GDP at the end of 1999 compared with more
than 80 percent at the end of 1993. In Norway,
a sharp drop in investment in the energy sector
was a major factor behind slower growth while,
in Switzerland, lower export growth and a
broad-based weakening in domestic demand
produced the slowdown. In 2000, growth in
Denmark and Switzerland is projected to pick
up slowly, reaching 1#/4 to 2 percent, supported
by stronger exports, firmer household spending
in Denmark, and a pickup in investment in
Switzerland. A stronger rebound to more than 3
percent growth is projected for Norway, under-
pinned by a recovery in oil revenues. As the
projected strengthening in growth takes hold
over the next few years, all three countries will
need to maintain firm fiscal policies. This stance
would help to contain potential upward pres-
sures on interest rates and the exchange rate
over the medium term and, in Norway, would
support more rapid growth in non-energy sec-
tors of the economy.

Recovery in Latin America: 
Emerging But Still Vulnerable

Following a difficult year for many Latin
American countries in 1999, a broadening recov-
ery is expected to emerge in the region in 2000
(Figure 1.4). The recovery is generally being led
by stronger domestic demand, including a turn-
around in investment after a sharp contraction
in 1999, and by a pickup in exports supported
by earlier exchange rate depreciations in most
countries and the general strengthening in the
regional and global economy. The contribution
of rising export volumes to growth is not ex-
pected to be as strong as in the Asian recovery,
given the less open character of most Latin
American economies and the commodity con-
centration of exports. Nevertheless, increases in
commodity prices—including rebounds over the
past year in the prices of oil and metals, and pro-
jected improvements in food and beverage
prices—are playing an important role in the re-
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covery, both in supporting domestic demand
and in easing external financing conditions.

Access to international finance remains the
principal vulnerability of the region (see
Chapter II). As a result, the costs and volume of
global capital flows—including the extent of fur-
ther adjustment required in U.S. interest rates—
could have an important bearing on the
strength and resilience of the regional recovery.
The combined current account deficit of the
four largest countries in Latin America (Brazil,
Mexico, Argentina, and Colombia) is projected
to be $55 billion in 2000, compared with a com-
bined surplus of $36 billion in the four Asian
economies most directly affected by the 1997 cri-
sis.2 When debt repayment and amortization are
also considered, the gross external financing re-
quirement of these Latin American countries is
projected to be around $160 billion in 2000; in
several countries, including Argentina and
Brazil, the financing requirement is equivalent
to over 90 percent of merchandise exports.

Most governments in Latin America have ap-
propriately focused on reducing their fiscal
deficits as the key measure needed to build in-
vestor confidence and contain the risks associ-
ated with the high external financing require-
ments. Budget plans for 2000 suggest that
substantial further progress will be made in this
regard in most countries, including the largest
four. In addition to tight expenditure controls
and revenue measures designed to achieve rapid
deficit reductions, governments are taking im-
portant steps to ensure durable improvements in
public finances through reforms to the structure
of spending and taxes and through the strength-
ening of public sector governance. Firm mone-
tary policies have been maintained in most
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Figure 1.4.  Selected Latin American and Asian Economies:
Real GDP Growth1

(Annual percent change)

The crisis-hit Asian economies have made strong V-shaped recoveries from the 
recessions of 1998, and ongoing recoveries are also projected for Latin America after 
milder-than-expected downturns.

1Data for 2000 reflect IMF staff projections.
2Weighted average of the countries shown in the figure.

2The four Latin American countries are ordered ac-
cording to GDP-purchasing power parity weights. The
Asian economies included in this comparison are
Indonesia, Korea, Malaysia, and Thailand. For all emerg-
ing market economies in the Western Hemisphere, the
current account deficit in 2000 is projected to be $57 bil-
lion, while the overall current account surplus is pro-
jected to be over $80 billion in the newly industrialized
and developing countries in Asia.



countries in the region, another significant de-
parture from the past. Reflecting this, exchange
rates have stabilized in several economies follow-
ing sharp depreciations in early 1999, with some
currencies again appreciating, and inflation is
generally projected to decline in 2000. The
maintenance of cautious macroeconomic poli-
cies, together with the improvements projected
in external earnings, should contribute to a
steady improvement in investor sentiment to-
ward Latin America, helping to lower interest
rates and promoting further recovery in domes-
tic economic confidence.

At the same time, economic developments
and prospects are quite diverse across individual
countries and appear particularly fragile in sev-
eral cases. Of most concern, Colombia, Ecuador,
and Venezuela experienced particularly severe
output contractions in 1999—from 5 to more
than 7 percent (Table 1.5). The downturn in
Colombia appears to have bottomed out in the
second half of the year, with tentative signs of re-
covery emerging. A broader-based increase in
output of 3 percent is projected for 2000 but, to
be sustained, growth will need to be supported
by measures to strengthen the fragile banking
system, combined with further fiscal restraint
and progress with privatization. In Venezuela,
hard-hit by devastating floods and mudslides in
December 1999, the rebound in international
oil prices has been particularly significant in
boosting export earnings and funding a pro-
jected increase in public spending (largely be-
cause of reconstruction costs). GDP is expected
to rise by 3 percent this year, supported by rising
domestic demand, and the fiscal deficit is pro-
jected to decline. However, while inflation is
coming down, it remains one of the highest
rates in the region. Overall, the sustainability of
recent economic trends and Venezuela’s vulnera-
bility to a sharp decline in energy prices are of
concern. The economic situation in Ecuador de-
teriorated further in early 2000, and little or no
growth is now projected for this year. A collapse
in the exchange rate and rapid monetary growth
have fueled a rapid increase in inflation, while
severe difficulties in the financial sector and with

foreign debt servicing have also contributed to
uncertainties about the future course of eco-
nomic policies. Priority needs to be given to
restoring monetary and fiscal discipline, so that
the deep-seated financial and structural prob-
lems in the economy can be tackled under more
stable economic conditions. For the policy of of-
ficial dollarization of the economy (announced
in January 2000) to succeed, it will need to be
accompanied by substantial fiscal and structural
adjustment in the economy (Box 1.4).

Brazil has recovered more rapidly than ex-
pected from the economic crisis of early 1999.
Its economy is estimated to have grown by !/2 of a
percent in 1999, despite projections at the onset
of the crisis of a significant output decline, and
is projected to grow by 4 percent in 2000.
Leading this recovery have been increases in
agricultural output, industrial production (in-
cluding higher import substitution), and ex-
ports—the latter two areas being supported by
the lower exchange rate and improving regional
prospects. Also contributing to improved macro-
economic stability and confidence has been the
modest impact of the exchange rate deprecia-
tion on inflation, with consumer price inflation
under 9 percent at the end of 1999 and pro-
jected to fall again in 2000. The terms of trade
are expected to rise in 2000 following their dete-
rioration in 1999. This, along with higher export
volumes, is projected to lead to a trade surplus
and a lower current account deficit, which
should be fully covered by foreign direct invest-
ment inflows. As discussed in Chapter II, signifi-
cant progress has been made in tackling the fis-
cal problems that were at the root of the crisis,
with the authorities pursuing a range of meas-
ures directed at putting the medium-term fiscal
position on a sound footing. These measures in-
clude reforms to public administration and to
the public sector pension scheme, and a wide-
ranging privatization program. Effective imple-
mentation of these and other reforms, together
with successful application of the new inflation
targeting framework, should improve Brazil’s ac-
cess to international finance and hence support
the recovery through lower interest rates.
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Economic activity in Mexico has held up rela-
tively well throughout the regional economic
slowdown, with real GDP increasing by an esti-
mated 3!/2 percent in 1999 and projected to rise

by 4!/2 percent in 2000. Supported by the ongo-
ing strength of the U.S. economy, export vol-
umes have grown rapidly—especially non-oil ex-
ports. With the terms of trade also improving,
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Table 1.5. Selected Developing Countries: Real GDP and Consumer Prices
(Annual percent change)

Real GDP Consumer Prices1_________________________________________ _________________________________________
1998 1999 2000 2001 1998 1999 2000 2001

Developing countries 3.2 3.8 5.4 5.3 10.1 6.5 5.7 4.7
Median 3.6 3.5 4.3 4.5 5.7 4.0 4.0 3.6
Africa 3.1 2.3 4.4 4.5 9.2 11.0 9.6 6.1
Algeria 5.1 3.4 4.2 4.2 5.8 2.6 4.0 3.0
Cameroon 5.0 4.4 4.2 5.3 2.8 0.0 2.0 2.0
Côte d’Ivoire 4.5 4.3 4.8 5.0 4.5 0.7 2.5 2.5
Ghana 4.6 5.5 6.0 6.0 19.3 12.4 11.4 5.7
Kenya 2.1 1.8 2.3 3.3 6.6 3.5 5.0 4.5
Morocco 6.3 0.2 5.2 3.3 2.9 0.8 3.0 2.5
Nigeria 1.9 1.1 3.9 4.5 10.0 6.6 5.8 7.3
South Africa 0.6 1.2 3.8 4.0 6.9 5.2 4.7 5.9
Sudan 5.0 6.0 6.5 5.5 17.1 16.0 12.0 7.5
Tanzania 3.3 5.3 5.2 5.6 12.6 7.9 5.7 4.5
Tunisia 5.0 6.5 6.0 6.0 3.1 3.1 3.0 3.0
Uganda 5.4 7.8 7.0 7.0 5.8 –0.2 5.0 5.0

PRGF countries2 5.0 5.2 5.4 5.7 7.4 4.0 4.8 3.7
CFA countries 4.7 3.3 4.6 4.9 3.0 0.2 2.3 2.4

Asia 3.8 6.0 6.2 5.9 7.6 2.5 2.6 3.0
Bangladesh 4.7 4.3 4.5 4.5 8.0 7.2 5.8 6.3
China 7.8 7.1 7.0 6.5 –0.8 –1.4 1.0 1.4
India 4.7 6.8 6.3 6.1 13.2 5.0 4.6 5.3
Indonesia –13.2 0.2 3.0 3.5 58.4 20.5 3.5 4.8
Malaysia –7.5 5.4 6.0 5.8 5.3 2.7 2.5 3.2
Pakistan 3.3 3.1 4.0 4.5 7.8 5.7 4.0 5.0
Philippines –0.5 3.2 4.5 4.5 9.7 6.7 5.5 5.0
Thailand –10.4 4.2 4.5 5.0 8.1 0.3 3.0 3.0
Vietnam 3.5 3.5 4.5 5.5 7.7 7.6 6.0 4.5

Middle East and Europe 2.7 0.7 4.6 4.0 26.0 20.3 16.2 9.4
Egypt 5.3 6.0 5.6 5.0 4.7 3.8 4.0 4.0
Iran, Islamic Republic of 1.9 2.6 5.0 5.0 22.0 15.0 10.0 8.0
Jordan 2.2 2.0 2.5 3.5 4.5 1.9 2.8 2.4
Kuwait 2.0 –2.4 0.8 2.0 0.5 1.9 1.5 1.8
Saudi Arabia 1.6 –2.3 2.2 2.0 –0.2 –1.2 1.1 1.9
Turkey 3.1 –4.3 4.5 4.8 84.6 64.9 46.5 17.0

Western Hemisphere 2.1 0.1 4.0 4.7 9.8 8.8 7.7 6.4
Argentina 3.9 –3.1 3.4 3.7 0.9 –1.2 0.6 0.8
Brazil –0.1 0.5 4.0 4.5 3.2 4.9 7.0 5.0
Chile 3.4 –1.0 6.0 6.5 5.1 3.3 2.9 3.2
Colombia 0.4 –5.0 3.0 4.8 18.7 10.9 9.0 8.7
Dominican Republic 7.3 8.3 6.5 6.0 4.8 6.5 4.2 3.5
Ecuador 0.4 –7.0 1.5 4.0 36.1 55.1 36.2 17.6
Guatemala 5.2 3.3 3.0 3.0 6.6 5.3 9.3 9.2
Mexico 4.8 3.7 4.5 5.3 15.9 16.6 10.1 9.0
Peru 0.3 3.5 4.0 6.0 7.3 3.5 3.9 3.5
Uruguay 4.5 –2.5 2.0 4.0 10.8 5.7 4.4 3.0
Venezuela –0.1 –7.2 3.2 3.1 35.8 23.6 18.6 16.3

1In accordance with standard practice in the World Economic Outlook, movements in consumer prices are indicated as annual averages rather
than as December/December changes as is the practice in some countries.

2African countries that had arrangements, as of the end of 1999, under the International Monetary Fund’s Poverty Reduction and Growth
Facility (formerly the Enhanced Structural Adjustment Facility, or ESAF).
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Dollarization—the adoption of the U.S. dollar
(or other foreign currency) as the domestic legal
tender—is the latest alternative to emerge in the
search for stable and credible monetary and ex-
change rate regimes. In January 2000, Ecuador
announced the intention to adopt the U.S. dol-
lar as the domestic legal currency, maintaining
only a minor role for the sucre which will circu-
late in denominations smaller than one U.S. dol-
lar, and this policy is now being implemented. A
year before, dollarization was being discussed in
Argentina, where a currency board already has
tied the peso to the U.S. dollar on a one-to-one
exchange rate since 1991. One spur for this re-
cent interest in dollarization has been the wave
of speculative attacks against even the hardest
pegs, such as Argentina’s currency board.
Another is the adoption of a common currency
by 11 countries in the European Economic and
Monetary Union. Moreover, there is some empir-
ical work suggesting that the use of a common
currency by itself has a large effect in stimulating
trade and economic integration, especially by re-
ducing transaction costs and exchange rate
uncertainty.

The economic arguments presented for
adopting a common currency have shifted over
time. The traditional analysis found benefits of
using a common currency for countries that, by
virtue of sharing similar economic structures,
formed an “optimal currency area” (OCA). Most
of the current analysis, in contrast, focuses on fi-
nancial stability and external creditworthiness.
Especially for emerging economies, benefits in
these areas may dwarf any disadvantages result-
ing from not fulfilling the OCA conditions.

What are the pros and cons of dollarization? It
is useful to compare the merits of dollarization to
those of its nearest “competitor”—the currency
board. This permits an analysis of the implications
of giving up the domestic currency, as opposed
to the more general implications of the choice of
floating versus fixing the exchange rate.1

Risk premiums. An immediate benefit from the
elimination of the risk of devaluation would be a
reduction of country risk premiums and thus
lower interest rates, which would result in a
lower cost of servicing the public debt and also
in higher investment and economic growth.
While the part of the interest premiums attribut-
able to devaluation risk would disappear with
dollarization (as devaluations are no longer pos-
sible), the part attributable to sovereign risk
would not. The key question, then, is what effect
dollarization would have on the overall cost of
dollar-denominated borrowing.

The presence of devaluation risk might in-
crease default risk for several reasons. First, gov-
ernments attempting to avoid a currency crisis
may impose currency controls that force a sus-
pension of payments on foreign debt. Second,
default risks could rise with a devaluation owing
to the higher cost of servicing dollar-denomi-
nated debt. And third, a devaluation could
cause heavy losses in the financial sector, and
governments may end up bearing most of the
cost. Not all default risks arise from the risk of
currency crises, however. Sovereign defaults may
result from an unsustainable fiscal position or
political turmoil, and dollarization cannot pre-
vent this sort of crisis. Although data show that
sovereign risk and devaluation risk move to-
gether, this does not establish a causal link from
devaluation risk to sovereign risk (or vice versa).
For example, a general “flight to quality” (unre-
lated to fears of devaluation) would raise both
the measured risk of default and the risk of de-
valuation. Evidence from Panama, a dollarized
economy since 1904, suggests that, indeed, the
observed comovements in sovereign risk and de-
valuation risk reflect common factors. That is,
the absence of currency risk in Panama does not
isolate that country’s sovereign spread from
swings in international market sentiment (see
figure).

Stability and integration. Speculative attacks and
currency crises are costly not only because their
possible emergence widens risk premiums but
also because they have dire consequences for
the domestic economy when they occur. Of

Box 1.4. The Pros and Cons of Dollarization

1See Andrew Berg and Eduardo Borensztein, “The
Pros and Cons of Full Dollarization,” IMF Working
Paper 00/50 (Washington: International Monetary
Fund, 2000).
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course, dollarization would not completely elim-
inate the risk of external crises; indeed, Panama
has had several crises in recent decades.
Nevertheless, dollarization holds the promise of
at least reducing the frequency and scale of
crises and the extent of contagion. And, in addi-
tion to promoting financial integration, dollar-
ization may contribute to trade integration with
the United States to an extent that would not be
likely otherwise.

Seigniorage. A country adopting a foreign cur-
rency as the legal tender would lose the income
from seigniorage. First, the country would have
to purchase the stock of domestic currency held
by the public (and banks) and pay them with
dollars from its international reserves or bor-
rowed funds. Second, the country would give up
future seigniorage earnings stemming from the
flow of new currency printed every year to sat-
isfy the increase in the demand for money.
These increases are likely to become smaller
over time, however, as financial development re-
sults in a reduced need for currency to effect
transactions.

The costs of losing seigniorage can be signifi-
cant. In Argentina, for example, domestic cur-
rency in circulation is equivalent to roughly $15
billion (5 percent of GDP), and the annual in-
crease in currency demand has averaged
roughly $1 billion (0.3 percent of GDP) in re-
cent years. The lost seigniorage would accrue to
the United States. For this reason, it has been
suggested that the United States share this
seigniorage with dollarizing countries according
to some agreed-upon formula (seigniorage-shar-
ing arrangements exist in the euro and the
South African rand areas).

Exit option. Countries with flexible exchange
rate regimes can adjust to severe overvaluation
by allowing the currency to depreciate. With
dollarization or fixed rates, the real devaluation
must be achieved through a fall in nominal
wages and prices (or at least slower increases in
these compared with their trading partners).
Experience has shown that these declines are of-
ten achieved only at the cost of economic reces-
sions, because resistance to nominal wage and

price reductions can be strong. Countries with
currency boards have already eliminated much
of their choice with regard to the exchange rate.
But what distinguishes such countries from dol-
larized economies is that, in extreme cases, the
former could in principle devalue. In fact, dol-
larization’s key distinguishing feature is that it
would be permanent, or nearly so. It would pre-
sumably be much more difficult to reverse dol-
larization than to modify or abandon a currency
board arrangement. Reversing dollarization im-
plies introducing a new national currency to dis-
place a strong and convertible foreign currency,
and acceptance of the new currency would likely
not be immediate.

Departures from the gold standard in the in-
terwar years and the devaluation of the CFA
franc in 1994 suggest that an exit option may in-
deed be valuable in the presence of extreme
shocks. During the Great Depression, countries
abandoned the fixed exchange regime of the
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Box 1.4 (concluded)

time—the gold standard. Argentina suspended
convertibility in 1929 and followed an active pol-
icy to sterilize the monetary impact of capital
outflows, which contributed to the relatively mi-
nor impact of the Depression on Argentina.
More recently, when countries of the CFA franc
zone in west and central Africa faced a pro-
longed worsening of their terms of trade and a
steep rise in their labor costs, combined with a
nominal appreciation of the French franc
against the U.S. dollar, they decided to depart
from their firm-peg regime, which had lasted
since 1948, and devalue the CFA franc in 1994.
This exchange rate realignment led to a signifi-
cant economic turnaround during 1994–97 and
little inflation pass-through.

Despite those experiences, many countries
might not benefit from an exit option even when
the currency is overvalued. Where policymakers
have little credibility, or where the dollar is in
practice already the unit of account, a nominal
devaluation may rapidly lead to an inflation that
would undo the devaluation’s positive effects. As
observed in a variety of recent currency crises,
large depreciations in a context of weak banking
systems and large foreign exchange exposure in
the private sector damage the financial health of
banks and businesses, sharply disrupting eco-
nomic activity. This implies that devaluation may
be so costly a policy option in some cases that
moving to full dollarization would not entail the
loss of an important policy tool.

Lender of last resort and dollarization. As lenders
of last resort, central banks stand ready to pro-
vide liquidity to the banking system in the event
of a systemic bank run. The central bank does
this essentially by using its ability to create liq-
uidity—something that it would not have in a
dollarized system. Currency boards face a simi-
lar constraint, because they can create base
money only to the extent that they accumulate
reserves. Currency board arrangements can,
however, retain some flexibility to create money
that is not fully backed by reserves, so as to be
able to address banking crises. During the 1995
“tequila” crisis, the central bank of Argentina
was able to partially accommodate the run on

domestic deposits by temporarily reducing the
reserve coverage of the monetary base.
Following some episodes of liquidity crunch in
1997, the Hong Kong Monetary Authority also
introduced a discount window to provide short-
term liquidity to banks.

In any case, the importance of a curtailment
of the lender-of-last-resort function should not
be exaggerated because the cost of a financial
crisis is ultimately a fiscal problem that can be
addressed by other means. Dollarization may,
moreover, make a bank run less likely. Indeed,
without significant currency mismatches in the
banks’ positions, depositors may have more con-
fidence in the domestic banking system. If large
foreign banks play a dominant role in the bank-
ing system, which presumably would be encour-
aged by dollarization, this would also reduce the
danger of a weakened lender of last resort.

It is impossible to make a blanket generaliza-
tion about the net benefits of full dollarization.
But the analysis can at least shed some light on
which countries are likely to benefit most. A tra-
ditional group of candidates is formed by coun-
tries that are highly integrated with the United
States (or the European Union for “euroiza-
tion”) in trade and financial relations (and are
candidates to form what the economics litera-
ture calls an optimal currency area). Yet most
countries in Latin America are quite different
from the United States in their economic struc-
ture and would probably not benefit greatly
from dollarization from this perspective, unless
it took place in the context of deep market inte-
gration (in European Union style). The most
relevant case deserving consideration is that of a
different group: emerging market economies
exposed to volatile capital flows but not neces-
sarily close, in an economic sense, to the United
States. For this group, the more the U.S. dollar
is already used in their domestic goods and fi-
nancial markets, the smaller the advantage of
keeping a national currency. For an economy
that is already extremely “dollarized” in this
sense, seigniorage revenues would be small (and
the cost of purchasing the remaining stock of
domestic currency also would be small), the ex-



the current account deficit declined to under 3
percent of GDP in 1999, largely financed by in-
flows of foreign direct investment. Private invest-
ment also grew strongly in 1999, and later in the
year there were signs of a broader-based pickup
in domestic spending. Indeed, a range of indica-
tors point to a general improvement in financ-
ing conditions and economic confidence. For
example, domestic interest rates have declined
significantly; equity prices almost doubled in
U.S. dollar terms in the year to December; and
the currency has appreciated by 6 percent
against the dollar. These improvements have
been underpinned by, and need to receive con-
tinued support from, firm macroeconomic poli-
cies (see Chapter II). There is also scope for ad-
ditional reforms to improve the medium-term
fiscal outlook, such as measures to broaden the
tax base and improve the targeting of social
spending. With the banking system still fragile,
policy emphasis should be on implementing a
tighter regulatory and legal framework and pro-
viding sufficient incentives to strengthen the sys-
tem’s financial fundamentals and foster conser-
vative banking practices.

Prospects for economic recovery in Argentina
have improved, with several of the influences
that led to the 3 percent contraction in GDP in
1999 weakening or turning around. The
stronger outlook projected for Brazil should
support a pickup in export growth; reductions
in regional financial market tensions should
also contribute to lower interest rates and sup-

port investment (which fell by 9 percent in
1999); and the terms of trade are expected to
begin to recover as a result of higher interna-
tional food and oil prices. Overall, GDP is pro-
jected to increase by 3!/2 percent in 2000, with
inflation remaining very low and unemploy-
ment declining modestly. Progress is needed in
two key policy areas to support these improving
economic prospects. First, following a larger
than expected expansion in the public sector
deficit in 1999, rapid progress is needed with
fiscal consolidation. Tax and spending reforms
introduced by the new government have been
an important step forward in this regard.
Second, implementation of a range of labor
market reforms is also needed, directed in
particular at lowering non-wage costs, increas-
ing the flexibility of bargaining and contract-
ing arrangements, and improving external
competitiveness.

Another encouraging development is that
Chile and Peru appear poised to attain relatively
healthy growth of 6 and 4 percent, respectively,
in 2000, supported by last year’s exchange rate
depreciations, lower interest rates, and a pickup
in commodity prices (e.g., copper prices in the
case of Chile). Underpinning the improved out-
look for both countries are their relatively strong
fiscal positions, moderate public debt, and low
inflation. Holding on to these strengths would
provide key support for a resumption of sus-
tained growth and, in Peru, for the required
strengthening of the banking sector.
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posures of banks and businesses would make de-
valuation financially risky, and the exchange rate
would not serve as a policy instrument because
prices would be “sticky” in dollar terms. In such
cases, dollarization might offer more benefits
than costs.

The balance of costs and benefits also de-
pends on how far along a country is in “support-
ive” structural reforms. In principle, it would be
desirable to adopt dollarization as the result of a

well-planned process and after having achieved
fiscal consolidation, more flexible labor markets,
and a stronger financial sector. In practice,
countries may adopt dollarization as a response
to crisis, as with Ecuador, without time to pre-
pare or fulfill prerequisites. In such cases, dollar-
ization may “raise the stakes” and thus force the
political system to undertake necessary reforms,
but it may also make failure to enact those re-
forms even more painful.



Recovery in Asia-Pacific:
The Momentum Increases

The momentum of economic recovery in Asia
increased significantly in 1999, with growth ex-
ceeding—by a wide margin in some countries—
earlier expectations. Among the crisis-hit coun-
tries, the pickup has been strongest in Korea,
where GDP increased by a remarkable 10!/2 per-
cent in 1999, and in Malaysia where growth was
5!/2 percent. Thailand also grew solidly by 4!/4 per-
cent in 1999, and even in Indonesia—the hardest
hit economy in the region—real activity was
broadly stable for the year as a whole, a notable
turnaround from the 13 percent contraction in
1998 and the Consensus Forecast at the begin-
ning of 1999 of a further 3 to 4 percent decline
in output. This recovery is projected to continue
in 2000 and to become more evenly balanced
across most of the advanced and developing
countries of the region. Growth in Korea is ex-
pected to moderate somewhat to around 7 per-
cent, roughly the same as in Hong Kong SAR,
Malaysia, Singapore, and Taiwan Province of China,
while the economies of Indonesia, the
Philippines, and Thailand are projected to
strengthen by 3 to 5 percent.

The driving forces of recovery have been gen-
erally similar among the crisis-affected
economies. With initial support provided by fis-
cal stimulus and a rebuilding of inventories, the
upturn has been driven more recently by a
faster-than-expected improvement in the volume
and value of exports. This has been supported
by real devaluations compared with pre-crisis val-
ues and export market growth, the latter reflect-
ing continued strength in the United States
along with recoveries in Europe and, to a lesser
degree, in Japan. A significant sectoral trend has
been the rebound in the electronics industry—
an important sector for the Philippines,
Singapore, and Taiwan Province of China, and
also of growing significance in Malaysia and
Thailand. In response to this stronger external
performance, the severe import compression
and destocking that followed the financial crisis
came to an end in 1999. For example, import

volumes last year surged upwards by around 30
percent in Korea and over 25 percent in
Thailand; similarly, a strong pickup in import
growth is projected for Indonesia in 2000 as the
economy gathers strength.

As reflected in the import surge, final domes-
tic demand has also played an important role in
the recovery. Public consumption and invest-
ment continued to support economic activity in
all the crisis-affected economies in 1999, and this
is projected to continue in 2000. Private con-
sumption has also increased, particularly in the
countries more advanced in recovery, as incomes
and wealth pick up and household confidence
returns. The contribution from private fixed in-
vestment to recent and projected growth has
been less buoyant, as might be expected given
the over-investment that preceded the recent
economic crisis and subsequent excess capacity.
Nevertheless, investment has picked up more
rapidly than expected in Korea as business activ-
ity increases and profitability improves.
Influenced by the same trends, a steady increase
in investment is also expected in other countries
in the region.

Fiscal policy has, as noted, provided important
support for the recovery in Asia, and should
continue to do so where necessary until growth
is firmly established. As recoveries strengthen,
however, some tightening of fiscal and monetary
policies will clearly be required to reduce risks of
overheating. These pressures may be apparent
relatively soon in Korea, where the process of fis-
cal consolidation has begun in 2000, but may be
some distance away in Thailand and other re-
gional economies where output gaps still appear
to be large. When firmer policies do become
necessary, relatively rapid progress with fiscal
consolidation would help to reverse unfavorable
public debt dynamics and reduce the extent of
adjustment required in interest rates. Low rates
of consumer inflation—under 3 percent in most
of the crisis-hit economies in 1999—have helped
to hold down interest rates, and hence have low-
ered debt servicing costs arising from the exten-
sive bank recapitalization and corporate debt
rescheduling. But, with inflation expected to
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pick up over the medium term as spare capacity
is absorbed, interest rate pressures may raise sub-
stantially the financial costs of restructuring, es-
pecially in Indonesia and Thailand, where short-
term or floating-rate debt has been widely used
for this purpose.

The strong export-led expansions and result-
ing current account surpluses in Asia have al-
lowed the crisis-hit countries to rebuild official
foreign exchange reserves that were depleted
during the crisis period. In Korea, for example,
usable gross reserves have increased from $9 bil-
lion at the end of 1997 to $83 billion at the end
of March 2000. With economic recovery now
well under way, there is scope for further appre-
ciation of some regional currencies—a trend
that would help to moderate risks of overheating
and consequent inflation pressures.

While major steps have been taken regarding
financial and corporate sector restructuring,
progress remains mixed and much remains to be
done (see Chapter II). In Korea, for example,
the restructuring of Daewoo has provided an im-
portant signal of the authorities’ resolve to pur-
sue far-reaching changes in traditional business
arrangements, and the other large chaebol (in-
dustrial conglomerates) have made substantial
progress in reducing their debt–equity ratios.
However, further efforts are needed to
strengthen management and operations among
all the chaebol. More rapid progress with bank
and corporate restructuring is needed in
Thailand, supported by improved bankruptcy
and foreclosure procedures. Indonesia faces the
most severe challenges regarding economic re-
structuring, and full implementation of the new
government’s ambitious and wide-ranging pro-
gram of reforms is needed. Policy priorities are
to complete the bank recapitalization program
and to step up the recovery and restructuring of
corporate debt, including strengthening the
state institutions involved in the reform process.

Turning to the largest economy in developing
Asia, China grew by 7 percent in 1999. Economic
activity has been supported by a sharp pickup in
exports, reflecting in part the rebound in the re-
gional economy, and by an additional fiscal stim-

ulus package that took effect late in the year.
These influences helped to offset continued
weakness in private domestic demand during
1999 and, together with some recovery of private
investment spending, are expected to underpin
growth of around 7 percent again in 2000. While
consumer prices fell by a further 1!/2 percent in
1999 as a whole, deflation pressures appeared to
be abating in the second half of the year and
prices may increase marginally in 2000. The au-
thorities’ emphasis on interest rate liberalization
and broader financial market reforms is appro-
priate, given that there is limited scope for fur-
ther interest rate reductions to support activity.

Recent developments suggest a decline in the
external vulnerability of China during 1999. The
real effective exchange rate has continued to de-
preciate from its peak reached in early 1998 as a
result of domestic price deflation and recoveries
in other regional currencies, reducing short-
term pressures for a nominal depreciation and
supporting export growth. And net capital in-
flows have resumed (mainly reflecting a reduc-
tion in outflows), offsetting a decline in the cur-
rent account surplus and contributing to a
further increase in official reserves to almost
$160 billion.

China’s prospective membership in the World
Trade Organization is likely to add momentum
to the structural reform process. Anti-smuggling
efforts in 1999 produced a notable rise in
recorded imports, as well as a welcome boost to
customs revenues. Nevertheless, given China’s
emerging medium-term fiscal sustainability prob-
lems, growth cannot be sustained through fiscal
stimulus indefinitely. Rather, continued financial
and operational restructuring of state-owned en-
terprises needs to be pursued vigorously through,
among other moves, active participation of the
new asset management companies in the reor-
ganization of businesses in which they have be-
come owners or creditors. Closely related to this
and the associated financial market reforms, the
scope for private sector initiative and enterprise
needs to expand, and the authorities’ reiteration
in January 2000 of their intention to strengthen
the role of the private sector is encouraging.

RECOVERY IN ASIA-PACIFIC: THE MOMENTUM INCREASES

29



Growth in India accelerated to an estimated
6#/4 percent in 1999, as a pickup in industrial
production that began during 1999 helped off-
set the slowdown of agricultural output in mid-
year, and growth is projected to continue at over
6 percent in 2000. Wholesale price inflation has
fallen sharply with easier agricultural supply con-
ditions, but is projected to rebound to around
5!/2 percent in 2000. Exports also have strength-
ened, and continued robust export growth over
the medium term is expected to help contain
the current account deficit to under 2 percent
of GDP.

However, even stronger economic growth is
needed over the longer run for meaningful
progress to be made in addressing India’s
poverty problem, and sustaining current growth
rates may be difficult without significant policy
action (see Chapter IV, Box 4.2). The foremost
challenge is to make prompt and credible
progress in reducing the fiscal deficit. With
budgetary slippages having occurred at both
central and state government levels, the consoli-
dated public sector deficit is now expected to
have risen to around 11 percent of GDP in the
1999/2000 fiscal year, over 2 percentage points
higher than initially budgeted. India’s large fis-
cal imbalances have pushed public debt up to 80
percent of GDP, are crowding out private invest-
ment, and are constraining the scope for the
monetary authorities to ease interest rates—
which are high in real terms—without jeopardiz-
ing recent gains on the inflation front. Although
the central government budget for 2000/2001
contains some commendable structural meas-
ures, it envisages disappointingly modest fiscal
adjustment in the coming year, and fiscal sustain-
ability remains a serious concern. Moreover,
while the new government has signaled its inten-
tion to reestablish the momentum of structural
reforms, important challenges still need to be
addressed, including further deregulation and
privatization, measures to increase labor market
flexibility, and reform of the agricultural sector.

Despite political instability, economic growth
in Pakistan reached over 3 percent in 1999, sup-
ported by good cotton and wheat crops and a

pickup in manufacturing output. Also contribut-
ing to recent improvements in macroeconomic
performance and confidence have been a fall in
inflation, a rebound of exports to east Asia, a
much greater degree of exchange rate stability
following the rapid depreciation in previous
years, and the substantial progress made in re-
structuring Pakistan’s foreign debt. Implementa-
tion of a range of reforms would consolidate
and extend recent gains. These include fiscal
measures designed to broaden the tax base and
improve the targeting of social expenditures on
poverty alleviation; increased private sector par-
ticipation in the energy sector, along with finan-
cial restructuring and privatization among other
public enterprises and banks; and further price
deregulation in the energy and agricultural sec-
tors. A similar reform agenda needs to be pur-
sued vigorously in Bangladesh to sustain higher
growth than the 4 to 6 percent achieved during
most of the 1990s. As in India and Pakistan, a
stronger performance is necessary if substantial
inroads are to be made on poverty.

Growth in Australia is projected to slow slightly
to just under 4 percent in 2000, and New
Zealand, gaining further strength after the brief
downturn in 1998, is also expected to grow at
around this rate. An important contribution to
recent and projected growth is coming from a
continuing recovery of export volumes and
some commodity prices as markets strengthen
following the economic crisis in east Asia. The
rather strong pickup expected in the “headline”
inflation rate in Australia, to over 4 percent, is
associated in part with the introduction of the
new goods and services tax (GST); excluding
GST, inflation is projected to rise to around 2!/2

percent, as in New Zealand, compared with 1!/2

percent in each case in 1999. Both countries
continue to experience high current account
deficits that, while projected to decline from
their 1999 levels, are expected to be 5 percent of
GDP in Australia and 6!/4 percent in New
Zealand in 2000 as a whole. As discussed in the
October 1999 World Economic Outlook, the risks
surrounding these imbalances are mitigated by
the sources and structure of capital inflows and
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by each country’s highly credible macroeco-
nomic policies. Nevertheless, to reduce longer-
term vulnerabilities, policies need to be directed
at maintaining public sector surpluses and fos-
tering higher levels of private saving.

Russia and the Commonwealth of
Independent States (CIS): Growth,
But Uncertain Prospects for
Sustained Recovery

Following widespread weakening in the wake
of the Russian crisis, growth in the transition
economies generally improved in 1999 and is ex-
pected to strengthen further in 2000 (Table 1.6).

But economic performance and prospects vary
widely among these countries, depending cru-
cially on the extent of stabilization and restruc-
turing. Overall, reform efforts in Russia and
most other countries of the former Soviet Union
continue to lag significantly behind those in the
better-performing transition economies that
have been accepted for the European Union
(EU) accession process. The divergence in out-
comes between these two groups appears likely
to widen in the period ahead.

Russia’s macroeconomic performance in 1999
was, in many dimensions, substantially better
than had been anticipated. Compared with pro-
jections in the previous World Economic Outlook,
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Table 1.6. Countries in Transition: Real GDP and Consumer Prices
(Annual percent change)

Real GDP Consumer Prices_____________________________________ ___________________________________
1998 1999 2000 2001 1998 1999 2000 2001

Countries in transition –0.7 2.4 2.6 3.0 22 44 20 14

Median 3.7 2.7 4.0 4.2 10 8 8 5

Central and eastern Europe 1.8 1.4 3.0 4.2 19 21 19 12
Excluding Belarus and Ukraine 2.0 1.5 3.6 4.6 17 11 11 7

Albania 8.0 8.0 8.0 8.0 21 — 3 2
Belarus 8.3 3.0 — 2.0 73 294 250 148
Bosnia and Herzegovina 18.0 8.0 14.0 14.0 10 5 3 3
Bulgaria 3.5 2.5 4.0 4.5 22 — 7 3
Croatia 2.3 –2.0 2.5 3.5 6 4 3 3

Czech Republic –2.3 –0.5 1.6 2.7 11 2 4 5
Estonia 4.0 –1.3 4.0 6.0 8 3 5 3
Hungary 4.9 4.1 4.5 4.6 14 10 8 5
Latvia 3.6 0.8 4.0 6.0 5 3 3 3
Lithuania 5.1 –3.3 2.1 4.0 5 1 2 2

Macedonia, former Yugoslav Rep. of 2.9 2.5 6.0 5.0 –1 — 3 2
Moldova –8.6 –5.0 2.0 4.0 8 39 29 10
Poland 4.8 4.1 5.2 5.5 12 7 8 6
Romania –5.4 –3.9 1.3 4.0 59 46 39 20
Slovak Republic 4.4 1.0 2.0 3.9 7 11 10 6

Slovenia 3.9 3.8 4.0 4.6 8 6 6 4
Ukraine –1.7 –0.4 0.5 3.0 11 23 23 10

Russia –4.5 3.2 1.5 1.4 28 86 20 16

Transcaucasus and central Asia 2.3 4.4 4.9 3.7 13 15 16 18
Armenia 7.2 4.0 6.0 6.0 9 1 3 3
Azerbaijan 10.0 7.4 4.6 7.9 –1 –9 2 3
Georgia 2.9 3.0 4.0 5.0 4 19 8 5
Kazakhstan –2.5 1.7 3.0 3.5 7 8 12 9
Kyrgyz Republic 2.3 2.2 2.4 3.2 12 37 28 12

Mongolia 3.5 3.5 4.2 4.5 9 8 6 4
Tajikistan 5.3 3.7 5.0 6.5 43 28 15 7
Turkmenistan 5.0 16.0 18.9 2.2 17 23 24 55
Uzbekistan 4.4 4.1 3.0 2.0 29 29 30 39



for example, GDP picked up more rapidly—in-
creasing by over 3 percent rather than remain-
ing flat; and the fiscal position was stronger, in-
flation lower, and the current account surplus
larger than expected. These improvements, how-
ever, have been built on a narrow and not neces-
sarily sustainable base including higher prices of
energy exports, ongoing import compression,
and, associated with this, increases in industrial
production driven mainly by import substitution.
Unlike in Asia and Latin America, export vol-
umes have yet to show a sustained increase in re-
sponse to the fall in the real exchange rate since
1998, and export values even declined in 1999.
Furthermore, the current account surplus of $18
billion was largely offset by continuing high out-
flows of private capital, reflecting an ongoing
lack of confidence in economic policies and
prospects. Hence, gross reserves increased by
only $1.6 billion in 1999. The effects of military
operations in Chechnya and of the eventual re-
construction efforts on the fiscal position and
outlook are unclear.

Looking ahead, the scope for further eco-
nomic expansion through import compression
and substitution is declining, and prospects for a
broader-based pickup in private sector activity
depend on a recovery of domestic demand.
While there are some signs of a revival in con-
sumption and investment, accompanied by con-
tinued vigorous growth in industrial output,
prospects remain uncertain as to whether
growth can be sustained at the same level as in
1999.

For a durable recovery to emerge, significant
progress would need to be made in tackling the
fiscal and structural difficulties that have under-
mined growth prospects since the start of transi-
tion. Some improvements have been apparent
over the past year—for example, public revenues
have increased as a share of GDP, partly because
of better tax compliance, and a higher propor-
tion of taxes is being paid in cash. Further re-
forms in the tax structure and administration
are now needed to consolidate and extend these
gains. Robust fiscal progress would also reduce
pressures for central bank financing of the

deficit and would thereby contribute to further
disinflation and stronger confidence in the ru-
ble. Determined progress is also needed with
banking sector reforms, supported by the imple-
mentation of a stronger legal framework to facil-
itate public intervention in troubled banks and,
if necessary, their closure. Particular attention
needs to be given to determining the future role
and structure of state-owned banks. More gener-
ally, much remains to be done to develop the in-
stitutional and legal underpinnings of a market
economy and hence to provide a reliable frame-
work for improving governance, strengthening
the rule of law, reducing corruption, and attract-
ing the long-term capital needed for deep re-
structuring and sustained growth.

In other countries of the CIS, there are mixed
prospects for durable recoveries. In Ukraine, de-
spite the slowdown in the contraction of GDP in
1999 and growth in early 2000, the economic sit-
uation remains difficult, although prospects for
restructuring a substantial portion of the heavy
debt service payments due in 2000 and 2001 ap-
pear to be good. Further adjustment efforts and
progress in structural reforms in the area of pri-
vatization, public administration, and restructur-
ing the key agriculture and energy sectors are
needed to ensure a sustainable output recovery.
In Belarus, economic conditions remained diffi-
cult in 1999, undermined by a rapid rate of
monetary growth and, correspondingly, by accel-
erating inflation and rapid depreciation of the
exchange rate in all segments of the foreign ex-
change market. Firm commitment to significant
monetary and fiscal tightening, together with ex-
tensive liberalization and restructuring, would
be needed to turn economic prospects around.
In contrast, the outlook has strengthened in
Kazakhstan, with growth of 3 percent projected
for 2000. While higher agricultural output and
oil prices are contributing to this recovery,
growth prospects are underpinned by what ap-
pears to be a clear commitment of the authori-
ties to ongoing stabilization and adjustment
measures. These include a medium-term strategy
of fiscal consolidation; monetary policy clearly
focused on lowering inflation; and further struc-
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tural reforms directed at promoting private-sec-
tor-led growth, strengthening the social safety
net, and securing macroeconomic objectives
(e.g., through improvements in tax policy and
administration).

Countries on the European Union
Accession Track

The decision at the European Union’s
Helsinki summit in December 1999 to widen the
accession process to 13 applicant countries pro-
vided a significant incentive and challenge for
the countries concerned to push ahead with the
economic, legislative, and other adjustments re-
quired to prepare them for full European Union
membership. For example, progress in many ar-
eas of structural reform, including financial sec-
tor development, business restructuring, and pri-
vatization, is still quite mixed among these
economies. Even the countries most advanced in
the reform process have a legacy of problematic
sectors and regions that so far have been largely
left behind in the adjustment to modern market-
based economies. Specific policy attention in
this regard needs to be given to improving the
climate for the creation and growth of small-
and medium-sized enterprises, allowing support
for nonviable businesses to be steadily with-
drawn; and assisting labor market adjustment
both through housing and infrastructure devel-
opment and through well-targeted social support
and training programs.

Economic activity in the more advanced tran-
sition economies of central Europe and the
Baltics is generally expected to strengthen in
2000. In Hungary and Poland, GDP growth is pro-
jected to pick up to 4!/2 to 5 percent in 2000 fol-
lowing mild slowdowns in 1999. Hungary’s fiscal
and current account deficits declined in 1999,
despite signs of weakening early in the year.
Supported by continued firm macroeconomic
policies, a further decline in the fiscal deficit is
projected for 2000. In Poland, a particular
source of concern has been the significant in-
crease in the current account deficit, which
reached over 7!/2 percent of GDP in 1999 and

contributed to a period of downward pressure
on the currency. A modest decline in the exter-
nal deficit, to around 7 percent of GDP, is ex-
pected in 2000, together with a fall in the fiscal
deficit. A long-awaited recovery is expected in
the Czech Republic after three years of very weak
economic performance, and stronger growth of
around 2 percent is also projected for the Slovak
Republic. The economic vulnerability of these two
countries appears to have declined as a result of
substantial reductions in their current account
deficits and renewed, but overdue, efforts to re-
structure the bank and enterprise sectors, al-
though a great deal of structural adjustment still
lies ahead. Activity in the Baltic countries is also
picking up again following sharper-than-ex-
pected slowdowns in the wake of the Russian cri-
sis, which led to a significant deterioration in
their fiscal positions and higher unemployment.
Estonia and Latvia appear to be recovering quite
rapidly while a more muted pickup is projected
for Lithuania, which experienced particularly se-
vere economic and fiscal difficulties in 1999.

A key contribution to the stronger outlook
for these countries is coming from an upswing
in exports to western Europe as growth in this
area also strengthens. But also important is a re-
covery in the investment climate and in overall
confidence following the uncertainties brought
on by the financial crisis in Russia. Sustaining
these improvements will require prudent policy
management on a number of fronts. In almost
all of the advanced transition economies, some
rebalancing of the macroeconomic policy mix
would be desirable, and this is already under
way in some countries (notably the Baltics).
This rebalancing would generally involve a
faster rate of fiscal consolidation to contain
pressures on inflation and interest rates that
could arise from the projected pickup in eco-
nomic activity. Such an approach would help to
hold down the costs of bank and enterprise re-
structuring, encourage investment, and lower
the risk that strong capital inflows could resume
and put pressure on exchange rates and com-
petitiveness. In most countries, fiscal restraint
over the medium-term needs to be supported by
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measures to improve the efficiency of the tax
regime, including broadening the tax base, low-
ering direct tax rates, and placing relatively
more emphasis on indirect taxes. And further
support would come from reforms to the fund-
ing and delivery of health care, pensions, and
other social services to improve the quality and
sustainability of these programs, where public
spending pressures have tended to be the great-
est. Wage moderation, in both public and pri-
vate sectors, would also contribute to improving
fiscal positions, lowering inflation and interest
rates, enhancing competitiveness, and raising
employment.

Growth in Bulgaria slowed to 2!/2 percent in
1999 under the impact of poorer external trad-
ing conditions and rapid domestic restructuring
but, with activity already picking up, the econ-
omy is expected to grow by 4 percent in 2000.
Bulgaria’s relatively robust performance since
its financial crisis in 1997 is attributable to a
prudent fiscal stance and low inflation, under-
pinned by the currency board and comple-
mented by widespread structural reforms—
including further privatization, enterprise re-
structuring, and firm wage restraint imposed on
poorly performing state enterprises and monop-
olies. These reform efforts need to be main-
tained to consolidate recent economic progress.
In Romania, large corrections in the fiscal ac-
counts and the exchange rate brought about
massive external adjustment in 1999, but at the
cost of a further decline in output and higher
inflation. The current account deficit more
than halved and official reserves were replen-
ished following large debt repayments at mid-
year, while real GDP contracted by an estimated
4 percent in 1999 (implying a decline of about
15 percent since 1996). A modest turnaround
to around 1!/2 percent growth, together with
lower inflation, is projected for 2000, but the
outlook is fragile and ongoing international
financial support will be required. Sustained
recovery will need to be supported by a lasting
commitment to fiscal reforms and lower defi-
cits, underpinned by wage restraint, rapid
progress with bank restructuring, and much

stronger financial discipline in public and pri-
vate enterprises.

Following the 4!/2 percent contraction in
GDP in 1999, Turkey is projected to rebound in
2000. Contributing to this turnaround are an
expected recovery in exports and tourism re-
ceipts, post-earthquake reconstruction, lower
real interest rates, and a general improvement
in confidence. But underpinning the strong
medium-term outlook is an ambitious IMF-
supported program of reforms that should
lead to sustainable improvements in the fiscal
position, a more credible exchange rate
regime, and a rapid reduction in inflation to
rates not seen since the 1970s (see Chapter II,
Box 2.1). Fiscal measures, most of which have
already been enacted, include a significant
strengthening in the pension system, reforms
to contain the cost of agricultural support
programs, and privatization of public utilities
and other state enterprises. Anchoring the
expected reduction in wage and price inflation
is a firm, pre-announced crawling peg for the
exchange rate, backed by strict rules regard-
ing domestic base money creation. With
Turkey now accepted for the EU accession
process, full implementation and consolida-
tion of the reform agenda is now required to
secure the improvements in economic strength
and stability that such membership would
demand.

Middle East and Africa: Stronger But
Narrowly Based Growth

The economic prospects of most countries
in the Middle East, and several of the larger
countries in Africa, have improved significantly
over the past year, particularly as a result of
higher international oil prices. Although
OPEC production quotas have restrained
growth in oil output and export volumes, the
rapid increase in prices has made a major
contribution toward reducing fiscal and cur-
rent account imbalances in oil-producing coun-
tries and has supported a general strengthening
of domestic confidence, asset prices, and de-
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mand.3 At the same time, the fluctuations in
economic conditions over recent years have
again highlighted the need to push ahead with
reforms for economic diversification and liberal-
ization in order to promote private-sector-led
growth in non-oil areas of their economies. The
same reforms are required in non-oil producing
countries, many of which are being hit not just
by higher prices of oil imports but also by con-
tinued weaknesses in export prices of primary
goods and other non-fuel commodities.

In the Middle East, relatively strong growth is
expected in Egypt, underpinned by an environ-
ment of low inflation. The external accounts have,
however, been under pressure over the past year,
reflecting, in part, rapid growth of domestic
credit. A tightening of macroeconomic policies,
combined with an expected further strengthening
of tourism receipts, would help ease these pres-
sures. For Egypt’s high rate of growth to be sus-
tained over the medium term, the structural re-
form effort needs to be reinvigorated. Key
reforms should include wide-ranging privatization,
trade liberalization (partly under the impetus of
the EU partnership agreement and World Trade
Organization commitments), tax reform, and a
range of measures to improve the business and in-
vestment climate. The government of the Islamic
Republic of Iran has announced a further five-year
program of structural reforms, including meas-
ures to diversify the economy, support private
sector activity, and strengthen the social safety
net. Though politically difficult, such reforms are
required to reduce macroeconomic imbalances
and increase growth to the much higher rates
needed to substantially boost living standards and
reduce unemployment. Saudi Arabia and Kuwait
are expected to grow by 1–2 percent in 2000, as
the recent fiscal and external pressures brought
on by low oil prices dissipate. In these countries
also, stronger and more robust growth over the
medium term would need to be underpinned by
measures to boost the non-oil sectors of the econ-

omy, especially by expanding the scope for pri-
vate initiative and investment. Implementation of
privatization plans in each country would be an
important step in this regard.

Economic growth in Africa is projected to re-
cover to over 4 percent in 2000 after slowing to
under 2!/2 percent in 1999. A rebound of activity
in three of the largest economies, Algeria, Nigeria,
and South Africa, is expected to lead this recovery,
but also significant is the continuing strong per-
formance projected for many of the smaller
countries (including Ghana, Tanzania, Tunisia,
and Uganda). Although past experience points to
the risk of policy slippages, several positive fac-
tors account for the improved regional prospects.
The stronger growth projected for Europe—the
major market for many African countries—and
for the global economy more broadly is expected
to support growth in the volume and prices of
African exports. Oil-producing states such as
Algeria and Nigeria are benefiting from higher
oil prices, while rising non-fuel commodity prices
are also helping to reduce imbalances and sup-
port activity in a number of countries. Higher
metals prices, for example, are contributing to
stronger growth in South Africa. However, not all
commodity prices are increasing. For example,
prices of coffee, tea, and cotton are expected to
remain relatively weak, limiting export earnings
and growth in many countries, including Kenya
and Uganda. Agricultural activity in these two
countries and others in sub-Saharan Africa was
also affected by poor rainfall in 1999, and the
torrential rains and flooding that hit Mozambique
in early 2000 appear likely to lead to slower
growth after several years of very strong eco-
nomic performance.

Underpinning the improved economic
prospects for many African economies is the
progress that has been made with macroeco-
nomic stabilization, structural adjustment, and
political reforms. In South Africa, for example,
the fiscal deficit has declined more rapidly than
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expected, monetary risks have been reduced,
and interest rates have fallen, providing a favor-
able context for the introduction of the planned
inflation targeting framework. More broadly,
many African countries—with the exception of
the conflict-affected regions in the sub-Sahara—
have had notable success over recent years in
lowering inflation and improving public sector
finances. For example, inflation in 2000 is pro-
jected to be around 6 percent or less in many
countries in the region (see Table 1.5), and only
2 to 3 percent in Cameroon, Côte d’Ivoire, Morocco,
and Tunisia. Most of the countries listed in
Table 1.5 have also adopted wide-ranging struc-
tural adjustment programs, with support from
the IMF, World Bank, and regional institutions.
These programs typically include the privatiza-
tion of public enterprises; reductions in subsi-
dies and price liberalization more generally; and
the opening up of international trade, including
reforms introduced under a range of recent bi-
lateral and multilateral trade agreements (see
the October 1999 World Economic Outlook).
Encouraging political developments include the
restoration of a democratically elected govern-
ment in Nigeria, the consolidation of democratic
reforms in South Africa, and the government’s
efforts in restoring stability in Algeria.

However, with many African economies still
facing significant institutional and structural im-
pediments to growth, and continuing to be heav-
ily dependent on agriculture and/or single-com-
modity exports, reform efforts need to be
sustained and expanded in order to broaden the
base of economic development and promote pri-
vate sector initiative and investment. Continued
conflicts in the Democratic Republic of the
Congo, Angola, and other countries in sub-
Saharan Africa, and political uncertainty else-
where, add to the difficulties of these coun-
tries—and probably of the region as a whole—in
attracting capital and laying the groundwork for
stronger growth. The economic and political
challenges facing Africa, particularly to reduce

persistently high levels of unemployment and
poverty, are discussed further in the following
section on Poverty and Globalization, and in
Chapter IV on “How Can the Poor Catch Up?”
Illustrating these challenges, in South Africa—
the largest and arguably the strongest econ-
omy—unemployment is currently close to 40
percent (including “discouraged” workers, who
have given up looking for work); in Algeria, the
second largest economy, it is nearly 30 percent.

Poverty and Globalization
The arrival of the year 2000 is an appropriate

time to reflect both on the successes and failures
of the past century and on the main challenges
lying ahead. Somewhat unusually for a World
Economic Outlook, Chapter V provides such a long-
term view of past and prospective economic de-
velopments. A core issue in this regard—and per-
haps the most striking exception to the otherwise
remarkable economic achievements of the twen-
tieth century—has been the persistent failure to
break the cycle of stagnation and poverty in the
poorest countries. The global income distribu-
tion across countries is somewhat less skewed to-
day than 25 years ago when weighted by popula-
tion, largely on account of rapid growth in
China, as well as in India. But this is no consola-
tion for the large number of very poor (living on
a dollar or less per day) that has remained stub-
bornly high in the range of 1.2 to 1.3 billion—
about one-fifth of the world’s population.
Moreover, per capita incomes have been regress-
ing in absolute terms in a large number of coun-
tries during the past 25–30 years. As a result, the
world is entering the twenty-first century with the
largest divergence ever recorded between rich
and poor. The widening income gaps within
many countries and the gulf between the most af-
fluent and most impoverished nations are, in the
words of the then Managing Director of the IMF,
morally outrageous, economically wasteful, and
potentially socially explosive.4
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The reasons for poverty are complex and dif-
fer from country to country. However, common
and often mutually reinforcing causes found in
many cases include misguided economic poli-
cies, weak institutions, political instability, and
recurrent civil unrest and armed conflicts.
External factors often contribute to the problem
through frequent negative terms-of-trade shocks
in commodity exporting countries and a short-
age of foreign capital. Also important has been
the legacy of support provided during the Cold
War era to nonreformist, unaccountable, and of-
ten corrupt political leaders. The applications of
medical advances, including vaccinations and
improvements in water supplies and hygiene,
made possible partly through foreign assistance,
have played key roles in raising life expectancy
in even the poorest countries, although the
AIDS pandemic is rapidly reversing these gains
in some. In too many cases, however, even gener-
ous levels of foreign aid have been unable to put
the recipients on a sustainable growth path.
Indeed, in some cases aid may even have been
counterproductive, to the extent that it may
have reduced the incentives for the recipient
countries to deal with their problems effectively
and allowed governments to divert scarce re-
sources into unproductive areas.

At the same time, experience has shown that
flows of foreign aid (including concessional
lending) into countries with weak supportive
policies often fail to produce positive results.
This may be due to a lack of complementary re-
forms to help make investment projects viable, a
propensity of donor countries to favor projects
that benefited their own exporters of goods and
services more than they met the needs of the re-
cipients, or a propensity of recipient countries to
spend on prestigious “white elephant” projects.
As a result of the large scale of unprofitable in-
vestments as well as loans for unproductive pur-
poses—for example, to finance military pur-
chases—many of the poorest countries have
accumulated large debt burdens to official credi-
tors, which they are unable to service. Even with
recurrent debt restructurings, these countries
have therefore been caught in an unsustainable

debt spiral, which has become an obstacle to re-
form and a barrier to private capital inflows.

On the other hand, where the policy environ-
ment is strong, reforms are consistently imple-
mented, and there is a sense of domestic owner-
ship of the reform process, foreign assistance
does often play a key supporting role in enhanc-
ing growth and reducing poverty and human
misery.

The virtual absence of foreign direct invest-
ment and other private capital flows into the
poorest countries and their apparent inability to
compete in increasingly contested world export
markets might be interpreted as indications that
these countries are casualties of the process of
globalization that has marked the final quarter
of the twentieth century. The globalized econ-
omy has the potential to penalize policy short-
comings very strongly, and this aspect of global-
ization increases the risk that a poor country
becomes (or feels) excluded from the global
economic system. As a result, a country’s leaders
might stop trying to create the domestic precon-
ditions for economic takeoff, ensnaring the
country in a spiral of decline or stagnation. The
growing income gap has probably also con-
tributed to cultural and nationalistic backlashes
against globalization and the “western” values
that are often perceived to be the ideology be-
hind it. Countries that choose to turn their back
on the outside world may also consider that they
are victims of globalization.

Such rejections of globalization principles are
quite rare at a national level, however. These
views are not shared, for example, by the many
emerging market countries in east Asia and else-
where that have successfully integrated their
economies into the global trading system. Even
among countries that are less well integrated,
the overall trend in most cases is toward a
greater rather than lesser degree of trade and fi-
nancial liberalization. Rather, the most vocal crit-
ics of globalization are often found among advo-
cates of developing countries who come from
the advanced countries.

Retreats from globalization are very costly and
are especially harmful for the poor. This is
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clearly suggested by the experience of the twen-
tieth century. When world trade and cross-bor-
der investments spiraled downward in the 1930s,
all regions, including those comprising develop-
ing countries, suffered badly. Similarly, in the
1970s and 1980s, much of Latin America and
Africa paid a high price through resource misal-
location, hyperinflation, financial instability, and
mediocre growth as a result of inward-oriented,
protectionist economic policies. In contrast, dur-
ing the past 40 years, outward-oriented, growth-
oriented policies have transformed much of east
Asia from one of the poorest areas in the world
to the most dynamic. This success would have
been unthinkable without access to, and progres-
sive integration with, world markets. The recent
financial crises in no way change this conclusion;
they have only underscored that globalization
both increases a country’s economic opportuni-
ties and adds to demands on its economic poli-
cies and institutions to contain the risk and im-
pact of external shocks.

Rather than being a problem, globalization—
through the opportunities it offers—is an indis-
pensable part of the solution. Indeed, when
poor countries do begin to seriously tackle their
institutional and policy deficiencies they, too,
have the potential to benefit from foreign direct
investment, higher export growth, and from an
easing of financing constraints that will allow
them to grow at higher and more robust rates.
Recent examples of poor countries that bucked
the trend, at least for a period, include
Botswana, Côte d’Ivoire, Mauritius,
Mozambique, Senegal, Uganda, and Vietnam.

Sustained progress has, however, eluded many
countries, and much stronger efforts are re-
quired by the poorest countries themselves and
also by the international community. The policy
priorities among the poorest countries include
the mutually reinforcing objectives of:

• Fostering macroeconomic stability through
prudent fiscal and monetary policies and
the adoption of sustainable exchange rate
regimes;

• Harnessing market forces for development
by liberalizing external trade and payments;

removing price controls, subsidies, and
other distortions in domestic markets; sub-
jecting public enterprises to market disci-
pline; strengthening financial and legal sys-
tems; and combating corruption;

• Improving the quality of government by re-
ducing wasteful public sector outlays; raising
expenditures on basic education, health
care, and essential infrastructure; putting in
place tax and transfer systems that are effi-
cient and equitable; and promoting trans-
parency and accountability in government
operations; and

• Promoting domestic ownership of the re-
form agenda through closer involvement of
unions, employers’ organizations, and other
representatives of civil society in the design
of reforms.

For the international community, a priority
task is to address the debilitating debt problem
with greater resolve. Moreover it is essential to
quickly reverse the downward trend in some ad-
vanced countries’ official development assistance
and to ensure that development aid is used
more effectively—for example, by strengthening
incentives for reform in the recipient countries.

The advanced countries also need to reform
their trade policies in areas that discriminate
against the poorest countries. This particularly
concerns import restrictions on agricultural
products and textiles, and agricultural subsidies
in various forms that lead to recurrent problems
of overproduction. These production distortions
have added to the downward pressure on world
food prices, eroded the competitiveness of many
farmers in the poorest countries, reduced the
scope of these countries for exporting food, and
made many of them excessively dependent on
food imports. A solution to these distortions is
long overdue, with the advanced countries need-
ing to introduce new ways to support agricul-
tural incomes at home that do not jeopardize
the global fight against poverty. Similar consider-
ations apply to trade in textiles and other prod-
ucts in which poor countries often have a com-
parative advantage but where trade liberalization
remains incomplete and market access limited.
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As part of its contribution to the global anti-
poverty effort, the IMF has replaced its conces-
sional facility, the ESAF, with a broader focused
Poverty Reduction and Growth Facility (PRGF).
The new facility seeks to strengthen the mutually
reinforcing relationship between macroeco-
nomic stability and structural reform on the one
hand, and growth and reduction of poverty and
inequality on the other. It emphasizes the need
for the poorest countries to assume ownership of
their poverty reduction strategies. At the same
time, the enhanced initiative for the Heavily
Indebted Poor Countries (HIPCs) will provide
large-scale debt relief to eligible countries that
adopt the needed reforms. The new approach is
based on the closest possible collaboration be-
tween the IMF and the World Bank.

It is encouraging that eliminating the excess
debt burden of the poorest countries is now
widely acknowledged to be a necessary condition
to strengthen prospects for robust growth and to
alleviate poverty. However, it would be a serious
mistake to believe that this would be a cure-all
for these countries’ problems. And it would be
particularly dangerous to think that simply re-
moving the debt burden would automatically en-
sure that social needs, such as improving health
care, education, and social safety nets, will be
much better met. Rather, if these improvements
are to be realized, comprehensive reforms still
need to be adopted, as emphasized above, com-

bined with adequate flows of well-targeted for-
eign aid. The crucial difference is that with
meaningful debt reduction, undertaken in a
strong policy framework with the support of civil
society, these reforms and higher levels of for-
eign aid stand a better chance of success.

Moreover, many elements of the reform strat-
egy that needs to be pursued in the poorest
countries are also relevant for other emerging
economies—for example, in south Asia and
Latin America—where per capita incomes are
higher on average, but where a sizable propor-
tion of the population is still enmeshed in
poverty. While these countries may not be eligi-
ble for the latest debt reduction initiative, they
would nevertheless benefit substantially from
other forms of support from advanced countries,
notably reductions in trade protection and in-
creased development assistance. But, as in the
poorest countries, the key conditions that are
needed to make significant and sustainable in-
roads on poverty lie within the ambit of domestic
policies. These include macroeconomic stability,
trade liberalization, removal of distortions in do-
mestic markets, improvements in the quality of
government, and measures directly aiming at im-
proving income distribution. In strengthening
the economic foundations needed for sustained
growth, such measures would also provide these
countries with greater scope for meeting social
needs and alleviating extreme poverty.
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