CHAPTER |

ince the publication of the October 2000
World Economic Outlook, the prospects for
global growth have weakened significantly,
led by a marked slowdown in the United
States, a stalling recovery in Japan, and moderat-
ing growth in Europe and in a number of
emerging market countries. Some slowdown
from the rapid rates of global growth of late
1999 and early 2000 was both desirable and ex-
pected, especially in those countries most ad-
vanced in the cycle, but the downturn is proving
to be steeper than earlier thought. Given the
rapid policy response by the U.S. Federal
Reserve and a number of other central banks,
and with most advanced countries—with the im-
portant exception of Japan—having consider-
able room for policy maneuver, there is a reason-
able prospect that the slowdown will be
short-lived. However, the outlook remains sub-
ject to considerable uncertainty and a deeper
and more prolonged downturn is clearly possi-
ble. Against this background, macroeconomic
policies—particularly on the monetary side—will
need to be proactive to guard against the possi-
bility of a steeper than expected downturn.
Given the strength of activity in early 2000,
and with the signs of greater than expected
weakening coming late in the year, global output
in 2000 grew an estimated 4.8 percent, very close
to the projection in the last World Economic
Outlook (Table 1.1 and Figure 1.1). However, ac-
tivity in 2001 will slow markedly, with global
growth now projected at 3.2 percent, 1 percent-
age point lower than earlier expected. Within
this, GDP growth in the United States has been
revised downward by 1.7 percentage points to
1.5 percent, the lowest level for a decade.
Growth projections have also been marked down
significantly in the other major currency areas.
Activity in Europe should nonetheless remain
reasonably robust, but in Japan growth is pro-
jected to fall to 0.6 percent. In emerging mar-
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kets, the revisions to the outlook vary, depend-
ing in part on the closeness of linkages with the
United States. Growth has been marked down
substantially in emerging Asia and Latin
America—although activity in China and India is
expected to remain relatively well sustained, pro-
viding an important source of stability. In con-
trast, most countries in the Middle East, Cenitral
and Eastern Europe, the Commonwealth of
Independent States and Africa have been less af-
fected, although growth in Turkey is likely to de-
cline sharply as a result of the recent crisis.
Some slowdown in global growth from the
very high rates of late 1999 and early 2000 had
been long anticipated by most forecasters. By the
end of 2000, activity—particularly in the United
States—was clearly weakening significantly (Box
1.1). This was in part the result of the appropri-
ate earlier tightening of monetary policy in the
United States to address rising demand pres-
sures; and during most of the second half of the
year policies appeared broadly on track to
achieve this through a moderation in the pace
of economic advance. As experience over the
past several decades has shown, however, soft
landings are not easy to achieve. In the event, a
series of shocks—including higher energy prices;
a reassessment of corporate earnings prospects,
accompanied by a sharp fall in equity markets,
particularly of technology stocks, and slowing
growth in the technology sector; and a tighten-
ing of credit conditions—appear to have com-
bined to generate a marked slowdown in domes-
tic demand growth, and a sharp weakening in
consumer and business confidence (Figure 1.2).
The further setback to the already fragile re-
covery in Japan is an additional source of con-
cern. Following very strong growth in the first
quarter of 2000 (partly due to temporary fac-
tors), activity appears to have stagnated, weighed
down by weak consumer confidence, slowing
business investment, and weakening external de-
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Table 1.1. Overview of the World Economic Outlook Projections

(Annual percent change unless otherwise noted)

Difference from

October 2000
Current Projections Projections?
1999 2000 2001 2002 2000 2001
World output 35 4.8 3.2 3.9 — -1.0
Advanced economies 34 41 1.9 2.7 -0.1 -1.3
Major advanced economies 3.0 3.8 1.6 2.4 -0.1 -1.3
United States 42 5.0 1.5 2.5 -0.2 -1.7
Japan 0.8 1.7 0.6 1.5 0.3 -1.2
Germany 1.6 3.0 1.9 2.6 0.1 -14
France 3.2 3.2 2.6 2.6 -0.3 -0.9
Italy 1.6 2.9 2.0 2.5 -0.2 -1.0
United Kingdom 2.3 3.0 2.6 2.8 0.1 -0.2
Canada 45 4.7 2.3 2.4 — -0.5
Other advanced economies 4.8 52 3.0 3.8 0.1 -1.2
Memorandum
European Union 2.6 3.4 2.4 2.8 = -0.9
Euro area 2.6 3.4 2.4 2.8 -0.1 -1.0
Newly industrialized Asian economies 7.9 8.2 3.8 55 0.3 2.3
Developing countries 3.8 5.8 5.0 5.6 0.1 0.7
Africa 2.3 3.0 4.2 4.4 —0.5 -0.2
Developing Asia 6.1 6.9 59 6.3 0.2 -0.7
China 71 8.0 7.0 71 0.5 -0.3
India 6.6 6.4 5.6 6.1 -0.3 -0.9
ASEAN-42 2.8 5.0 3.4 4.7 0.5 -1.6
Middle East, Malta, and Turkey 0.8 54 2.9 4.6 0.5 -1.2
Western Hemisphere 0.2 41 3.7 4.4 -0.2 -0.8
Brazil 0.8 4.2 45 45 0.2 —
Countries in transition 2.6 5.8 4.0 42 0.6 -0.2
Central and eastern Europe 1.8 3.8 3.9 4.4 — -0.7
Commonwealth of Independent
States and Mongolia 3.1 71 41 41 1.1 0.1
Russia 3.2 7.5 4.0 4.0 0.5 —
Excluding Russia 2.7 6.3 4.2 4.4 2.4 0.3
World trade volume (goods and services) 5.3 12.4 6.7 6.5 24 -1.1
Imports
Advanced economies 7.9 11.4 6.7 6.5 1.1 -1.2
Developing countries 1.6 16.9 8.8 79 6.9 -0.3
Countries in transition -7.3 13.3 8.6 6.9 0.9 0.2
Exports
Advanced economies 5.0 11.4 6.2 6.2 1.5 -1.4
Developing countries 41 15.7 71 7.0 6.8 —
Countries in transition 0.6 14.9 4.6 51 4.8 -1.4
Commodity prices
ol
In SDRs 36.5 62.6 -1.7 -11.9 10.6 5.3
In U.S. dollars 375 56.9 -9.6 -11.8 9.4 3.7
Nonfuel (average based on world commodity export weights)
In SDRs -7.8 55 2.6 4.4 -0.9 —2.2
In U.S. dollars 7.1 1.8 0.5 45 -1.4 -4.0
Consumer prices
Advanced economies 1.4 2.3 2.1 1.8 — —
Developing countries 6.7 6.1 5.7 4.8 — 0.6
Countries in transition 43.9 20.1 15.3 10.0 1.6 2.5
Six-month London interbank offered rate (LIBOR, percent)
On U.S. dollar deposits 5.5 6.7 45 43 -0.2 -2.9
On Japanese yen deposits 0.2 0.3 0.3 0.5 0.1 -0.1
On euro deposits 3.0 4.6 4.4 41 — 0.7

Note: Real effective exchange rates are assumed to remain constant at the levels prevailing during February 19-March 16, 2001.
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 $28.21 in 2000; the assumed price is $25.50 in 2001 and $22.50 in 2002.



mand, while deflation has persisted. Activity in
2001 will be helped by policy initiatives, includ-
ing the November 2000 fiscal stimulus package
and the recent shift to a new monetary frame-
work, as well as the depreciation of the yen since
late 2000, but business investment and exports
appear to be weakening and there is as yet little
sign of a pickup in consumer confidence, which
is essential to underpin a sustained recovery, or
in bank lending. Moreover, with limited room
for policy maneuver and continued fragilities in
the financial and corporate sectors, the economy
remains vulnerable to additional shocks.

In an environment of slowing global growth,
commodity prices are expected to weaken
(Appendix I). Oil prices have retreated from their
late 2000 high, and—while their continued volatil-
ity remains a concern and much continues to de-
pend on the production decisions of the
Organization of the Petroleum Exporting Coun-
tries (OPEC) in coming months—the risks may
now be on the downside. Nonfuel prices are ex-
pected to remain broadly unchanged, in part re-
flecting the continued strength of the dollar; how-
ever, if global demand slows more than expected,
prices would likely weaken, adversely affecting
commodity producers, including many poor
countries. As oil prices fall back, headline infla-
tion in most industrial countries has begun to sta-
bilize and—with wage increases moderate—un-
derlying inflation remains generally subdued.
Inflation remains a concern in some faster grow-
ing European countries and in a number of devel-
oping and transition countries, but, in general, in-
flationary risks do not materially circumscribe
policymakers’ freedom of action at this stage.

In financial markets, after a respite in January
2001 the fall in U.S. equity markets accelerated
through early April in the face of continued
weak earnings reports, with additional sharp de-
clines in the technology sector and in broader
market indices, although sentiment has since sta-
bilized and, as the World Economic Outlook went to
press, equity prices rebounded in the initial af-
termath of the latest cut in U.S. interest rates.
Weakness in U.S. equity markets has been mir-
rored in other mature markets, and broader eq-
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Figure 1.2. Selected European Union Counliries,
Japan, and United States: Indicators of Consumer
and Business Confidencea’
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uity indices have fallen back significantly from
earlier peaks (Figure 1.3). Increased expecta-
tions of a U.S. slowdown, along with tightening
bank lending standards, falling corporate profits,
the global downgrading of the technology sector,
and a pickup in default rates, have also reduced
investors’ appetite for risk taking. Although long
term government bond yields have fallen—in
part also reflecting buybacks and expected
Federal Reserve interest rate easing—corporate
credit spreads have widened since last summer,
and there is much greater differentiation in
spreads between risk classes, notably in the high
yield market (although high yield rates have
fallen back somewhat following the cuts in U.S.
interest rates). In currency markets, the euro has
strengthened only modestly against the U.S. dol-
lar since its low in October 2000, and still ap-
pears undervalued in terms of medium-term
economic fundamentals (see Chapter II). As
concerns about the sustainability of the Japanese
recovery have intensified, the yen has weakened
significantly to about its mid-1999 level.

As a result of developments in mature markets,
the environment faced by emerging markets has
changed for the worse.! As technology valuations
in mature markets declined, emerging equity
markets fell back sharply, in a number of cases
also reflecting increased investor concerns about
domestic and external risks. In tandem with de-
velopments in U.S. high yield paper—widely re-
garded as a competing asset class—spreads on
emerging market bonds widened in the last quar-
ter of 2000, and financing conditions tightened
markedly, exacerbated by crises in Argentina and
Turkey. Following the cuts in U.S. interest rates
in January, emerging equity markets initially
strengthened and financing conditions im-
proved, permitting a number of countries to
cover a substantial proportion of their annual
public sector external financing requirement.
However, in parallel with developments in ma-
ture markets, equity prices subsequently fell back

ISee the IMF’s February 2001 Quarterly Emerging Markets
Financial Report (hitp://www.imf.org/external/pubs/fl/emf/
index.htm) for a more detailed discussion.



and financing conditions deteriorated (although
both have stabilized recently). Spillover effects
from the renewed financial crisis in Turkey, cul-
minating in the floating of the Turkish lira in
mid-February, have so far been limited, but eco-
nomic difficulties in Argentina appear to have
had more of an impact, particularly on spreads
in neighboring countries.

To date, the effects of the global economic
slowdown have been seen primarily in those
countries with close trade ties to the United
States, including Canada and Mexico, and
emerging Asia. In Canada and Mexico, the effect
will be partly cushioned by solid domestic de-
mand growth; in emerging Asia, where confi-
dence had already been weakened by a variety of
domestic and external factors, the impact may
be more substantial and would be compounded
by a larger-than-expected deterioration in Japan.
In other countries, where a key concern is the
impact through financial markets and the knock
on effects through consumer and business confi-
dence, the effects have as yet been more moder-
ate, although important risks remain. However,
looking forward to the remainder of 2001, much
will depend on how deep and prolonged the
slowdown in the United States proves to be. This
remains subject to considerable uncertainty.
However, there are a number of reasons to be-
lieve that the slowdown may be relatively moder-
ate and shortlived:

¢ First, long-term interest rates in the United

States have fallen during 2000 and, more re-
cently, short-term rates have been cut signif-
icantly. This should begin to have a direct
effect on U.S. activity in the second half of
the year, providing support to the global
economy, although the pace of this recovery
may be slowed by the recent further decline
in equity prices. Lower oil prices will also be
helpful.

¢ Second, with inflationary risks receding,

policymakers in most advanced economies
have substantial room to maneuver, which
some countries, most notably the United
States, but also including Australia, Canada,
and the United Kingdom, have begun to
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Figure 1.3. Financial Markei Developments
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Box 1.1. How Well Do Forecasters Predict Turning Points?

The rapid change in the U.S. economic out-
look has taken most people by surprise, with the
Consensus forecast for real GDP growth in 2001
falling from 3.7 percent in September 2000 to
1.7 percent in April 2001, the most rapid adjust-
ment in expectations since the early 1990s when
the United States entered its last recession (see
the first figure). As much previous work has in-
dicated, the failure to predict major slowdowns
or contractions in activity has been a notable
feature of forecasts of the U.S. economy for
many years.! A recent paper reviews the experi-
ence with forecasts of a broad sample of ad-
vanced and emerging economies during the
1990s, based on the projections published in the
private sector Consensus Forecasts.? It finds that,
in April of the year before a recession year (de-
fined as a year of negative real GDP growth),
the Consensus mean forecast—averaged across
the 60 episodes of recessions—was for 3 percent
growth (see the second figure). By October, the
mean forecast had been trimmed to about 2
percent, with a further trimming down to zero
by April of the year of the recession. These
downward revisions suggest that forecasters were
clearly aware a slowdown was in progress. By
October, the forecasts catch up with the reality
of a recession, but still underestimate the actual
decline.? A similar pattern is observed around
business cycle troughs—forecasters are initially
slow to adjust their projections, but then steadily

ISee for example, Victor Zarnowitz, “The Record
and Improvability of Economic Forecasting,” NBER
Working Paper No. 2099 (Cambridge, Mass.: National
Bureau of Economic Research, July 1987); and David
Fintzen and H.O. Stekler, “Why Did Forecasters Fail to
Predict the 1990 Recession,” International Journal of
Forecasting, Vol. 15 (July 1999), pp. 309-23.

2Prakash Loungani, “How Accurate Are Private
Sector Forecasts? Cross Country Evidence from
Consensus Forecasts of Output Growth,” International
Journal of Forecasting (forthcoming).

3The “actual” values used here are initial estimates,
taken wherever possible from the May World Economic
Outlook of the following year. These initial estimates
are used in preference to final GDP data, which often
reflect data revisions, re-benchmarking, and other
such unforecastable changes.
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adjust their forecasts upward to catch up to the
reality of an upturn. As the paper also notes,
since errors in official and the Consensus fore-
casts are highly correlated, such problems are
not confined to the private sector.*

This evidence on the difficulties forecasters
experience in predicting recessions highlights
several points. First, identifying recessions is a
complex task, even when they are occurring.
This is why most recessions are determined to
be such after the event, not during it. Even
more important, the upward bias in projections
is what would be expected if one focuses only on
periods of recession. A forecaster needs to assess
the probability of an outright recession against

4An earlier study of World Economic Outlook forecasts
also found that they had substantially the same errors
as private sector forecasts. See Michael Artis, “How
Accurate are the IMF’s Short-Term Forecasts? Another
Examination of the World Economic Outlook,” in Staff
Studies for the World Economic Outlook (Washington:
International Monetary Fund, December 1997).
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that of a more mild slowing of activity. Hence,
one would expect growth over episodes of reces-
sion to be systematically over predicted—essen-
tially, a worse-than-expected outcome does in-
deed occur when an economy moves into a
recession.

However, the fact that forecasters tend to
make steady upward or downward revisions to
their projections—not just over recessions, but
more generally—raises the question of whether
forecasts themselves are efficient. As noted co-
gently by William Nordhaus:

If I could look at your most recent forecasts
and accurately say, “Your next forecast will
s »

be 2 percent lower than today’s,” then you
can surely improve your forecast.”

5William D. Nordhaus, “Forecasting Efficiency:
Concepts and Applications,” The Review of Economics
and Statistics, Vol. 69 (November 1987), pp 667-74.
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Why might forecasters violate notions of fore-
cast efficiency and prefer to adjust their fore-
casts in a smooth manner toward the actual?
Nordhaus suggests two reasons: fear that
“jumpy” or “jagged” forecasts will be treated as
signs of inconsistency; and that forecasters tend
to stay away from issuing “outlier” forecasts—a
strategy that works well in most years since out-
liers are, by definition, rare events.® In addition,
reported headline forecasts may not capture
shifts in the weights the forecaster attaches to
different scenarios, which could change signifi-
cantly. To the extent that this is the case, such
behavior can make the revisions in the
Consensus forecast smooth and also guide it
away from outlying values and indeed in some
instances toward convergence to a forecast value
that is far from the actual value.

While this is difficult to test for, in particular
because Consensus forecasts by their nature con-
tain a degree of serial correlation, preliminary
evidence suggests forecasts may indeed contain
a degree of inefficiency.” Hence there may be
room to improve the Consensus forecasts by ad-
justing for the degree of serial correlation in
forecast revisions in the past (on the other
hand, preliminary analysis indicates that the dis-
persion of forecasts tends to rise only when the
level of the forecast has started to fall signifi-
cantly). For example, a simple correction ap-
plied to U.S. growth projections from the
Consensus forecasts over the period 1990 to
2000 would reduce the mean absolute error of

SIndeed, a recent study finds that individual fore-
casters tend to conform to the mean (consensus) fore-
casts; in particular, an individual’s forecast is strongly
influenced by the consensus forecast of the previous
month. See Giampiero Gallo, Clive Granger, and
Yongil Jeon, “The Impact of the Use of Forecasts in
Information Sets,” Working Paper No. 99-18 (San
Diego: University of California at San Diego,
Department of Economics, August 1999).

7Serial correlation is particularly likely in averages
of forecasts, because the individual projections may
have been made at different times. Even if the indi-
vidual forecasts do not contain serial correlation, av-
eraging forecasts of different vintages will cause serial
correlation.
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Box 1.1 (concluded)

the forecast by nearly 10 percent, and similar ef-
fects appear to be true of other major
economies.® As forecasters become more aware

8For this illustration, the corrected forecast is ob-
tained by adding to the recent forecast a multiple of
the revision in the forecast made six months ago. The
multiple depends on the relationship between past
forecast errors and past forecast revisions. For details,
see Oliver Kim, Steve C. Lim and Kenneth W. Shaw,

use; Japan, where the scope for adjustment
is much less, has also moved to ease mone-
tary policy in the context of its new mone-
tary framework. Moreover, given the sub-
stantial strengthening in fiscal positions in
recent years (see Chapter III), most coun-
tries have room for fiscal easing as a second
line of defense, or have already moved to
somewhat easier fiscal stances.

e Third, while a number of countries con-
tinue to face serious difficulties, external
and financial vulnerabilities in emerging
markets have been generally reduced since
the 1997-98 crises, and the shift away from
soft exchange rate pegs has improved their
ability to manage external shocks (Figure
1.4). (See Chapter IV.)

Against this background, the World Economic
Outlook’s baseline scenario projects that activity
in the United States picks up during the second
half of the year, while growth in Europe remains
reasonably robust, and the recovery in Japan re-
sumes in 2002. In emerging markets, external fi-
nancing conditions would gradually improve
during the remainder of the year, consistent with
a modest pickup in private capital flows. While
global growth in 2001 would still slow signifi-
cantly, it would remain well above earlier
troughs and return to close to trend in 2002.

This scenario is certainly plausible, but it is far
from assured. On the positive side, if confidence
were to rebound quickly, it is possible that the
pickup in the United States—and therefore in

of this bias, it is to be hoped that forecasts them-
selves will become more efficient and this serial
correlation will be eliminated.

“The Use of Forecast Revision in Reducing Built-in
Biases in Mean Analyst Forecasts,” Journal of Accounting
Research (forthcoming). The procedure could in prin-
ciple be generalized to account for more than two
forecasts and possible differences in the adjustment
factor depending on the stage of the business cycle.

the global economy—could be more rapid than
presently projected. However, with equity mar-
kets weak, the risks of a less favorable outcome
are clearly significant. Experience suggests that
when turning points are reached, the shift in
momentum is often more pronounced than pre-
viously expected. As has been highlighted in
many previous editions of the World Economic
Outlook, this may be particularly the case given
the substantial imbalances that have developed
during the expansion, including the high cur-
rent account deficit and the apparent overvalua-
tion of the U.S. dollar, the negative personal sav-
ing rate, and—despite recent declines—equity
markets that are still richly valued by historical
standards. These imbalances are closely linked
to expectations of continued strong productivity
growth in the United States relative to other
countries; and the extent, manner, and speed
with which they unwind will depend on how
those expectations evolve in a climate of slowing
growth. In this connection, one risk is that the
virtuous “new economy” circle of rising produc-
tivity, rising stock prices, increased access to
funding, and rising technology investment that
contributed to the strong growth in the 1990s
(see Chapter II) could go into reverse.

If the slowdown in the United States were to
prove deeper and more prolonged, this would
pose several interlinked risks for the global out-
look that would significantly increase the chance
of a more synchronized and self-reinforcing
downturn developing:



¢ First, over the past several years, the strong
expansion in the U.S. economy has been in-
strumental in stabilizing global activity in
the face of weak demand elsewhere.
Unfortunately, with the recovery in Japan
stalling, and potential growth in Europe still
modest, the present slowdown in the United
States is unlikely to be offset by higher de-
mand growth elsewhere. In these circum-
stances there would be a greater risk of
spillovers to other countries through finan-
cial market and confidence effects. The
global economy would also become more
vulnerable to adverse shocks, such as a
sharper-than-expected weakening of activity
in Japan.

® Second, as discussed extensively in recent is-
sues of the World Economic Outlook, there
would be a greater risk that the current ac-
count imbalances in the major currency ar-
eas, and the apparent misalignments among
the major currencies, could unwind in a dis-
orderly fashion. Historical experience sug-
gests that current account deficits of the
size that presently exists in the United States
have not been sustained for long, and that
adjustment is generally accompanied by a
significant depreciation. Since the projec-
tions in the World Economic Outlook, like
those of many other forecasters, assume
constant real exchange rates, the baseline
scenario shows relatively little change in
global current account imbalances. As dis-
cussed in Appendix II, in a scenario allow-
ing for a gradual adjustment in exchange
rates—as has most often been the case in
past episodes—these imbalances could ad-
just in a relatively manageable and nondis-
ruptive fashion, especially if accompanied
by stronger growth in Europe and Japan.
However, in an environment where U.S.
growth slows sharply, the portfolio and di-
rect investment flows that have been financ-
ing the U.S. current account deficit could
adjust more abruptly. This would heighten
the risk of a more rapid and disorderly ad-
justment, possibly accompanied by financial
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Figure 1.4. External Vulnerabilities in
Developing Countrias
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market turbulence in both mature and
emerging markets. Large swings in ex-
change rates could also limit the room for
policy maneuver.

¢ Third, given that financial risks often tend

to be underestimated in periods of rapid ex-
pansion, lower growth could expose fragili-
ties in financial markets. Further downward
revisions to expectations of corporate profit
growth could intensify pressures on equity
markets in the United States and elsewhere,
with adverse effects on wealth, investment,
confidence, and risk aversion—which would
also directly affect demand for emerging
market assets. Slower growth would also add
to pressures on financial and corporate sec-
tors, particularly in those countries where
significant weaknesses remain.

To illustrate these risks, the World Economic
Outlook also includes a “harder landing” scenario,
based on the assumption of a further significant
fall in U.S. equity valuations and in consumer
and investor confidence in the United States and
Japan, associated with a substantial and abrupt
depreciation of the U.S. dollar against other cur-
rencies. As a result of the abrupt changes in fi-
nancial market valuations and loss of confidence,
the rebalancing of global demand is accompa-
nied by a significant, generalized slowdown in
output. Compared to the baseline scenario,
global output falls by slightly over 1 percentage
point through 2001 and 2002, with the impact
varying from 1Y percentage points in the United
States to 1 percentage point in other advanced
countries. In developing countries, the impact is
about one-half of that for the global economy,
largely reflecting the fall in demand for net ex-
ports, but could be significantly larger if external
financing conditions deteriorated sharply.
Overall, this would result in a global slowdown
broadly comparable to that experienced in 1998.
Were the financial weakness to occur but the U.S.
dollar depreciation to be delayed, the output loss
would be larger in the United States as the in-
crease in net exports would be more limited, and
conversely the output losses in other advanced
economies would be smaller.

Recent issues of the World Economic Outlook have
called for policies in the main currency areas to
be consistent with a rebalancing of growth and
demand among the three main currency areas,
supportive of an orderly resolution of global im-
balances. This process is now clearly under way;
however, it is taking place entirely through lower
growth in the United States, with activity else-
where doing little to offset this decline. With in-
flationary pressures easing, and downside risks to
activity more pronounced, a proactive approach
to macroeconomic policies is required, aimed at
supporting a reasonably smooth transition to
more sustainable growth rates in the United
States; strengthening the expansion in Europe;
and reenergizing the stalling recovery in Japan:

¢ In the United States, the aggressive reduc-

tion in interest rates that began in January
has been appropriate. Monetary policy
should remain the first line of defense, and
further interest rate cuts may be needed in
coming months. Moderate and relatively
front loaded tax cuts could also provide use-
ful support to activity, while minimizing the
adverse impact on savings and the current
account over the medium term.

¢ In Japan, the new monetary framework in-

troduced in March, including the commit-
ment to maintain it until inflation turns
positive, is welcome and should be aggres-
sively implemented. Given the very high
level of public debt, the gradual fiscal con-
solidation under way should be maintained,
with fiscal easing a last resort to forestall
outright recession. However, the main pol-
icy requirement is to vigorously address un-
derlying structural weaknesses, particularly
in the financial sector, while seeking, to the
extent possible, to minimize the adverse
short-term impact on growth. The recently
announced package of structural measures
is a welcome step forward, but it will need
to be implemented forcefully and supple-
mented with other steps.

¢ In the euro area, with increasing signs that ac-

tivity is slowing, and underlying inflationary
pressures expected to ease looking forward,



there is scope for a moderate downward ad-
justment in interest rates; and the European
Central Bank (ECB) will need to move rap-
idly if signs of weakness become more accen-
tuated or the euro appreciates sharply.
Recent tax cuts, fortuitously timed from a
cyclical perspective, will also help support ac-
tivity in some countries and at this point no
additional fiscal stimulus appears necessary
beyond the automatic stabilizers. A more
ambitious approach to structural reform, no-
tably in labor markets, pensions, and health,
is needed to raise potential growth and to
ensure long-run fiscal sustainability.

® In emerging markets, prospects depend criti-

cally on maintaining investor confidence.
External financing conditions have recently
deteriorated and, given the uncertain global
outlook and continued economic difficulties
in some emerging market countries, are
likely to remain volatile in the period ahead.
This underscores the need to maintain pru-
dent macroeconomic policies and to press
ahead with corporate, financial, and—espe-
cially in the transition economies—institu-
tional reforms, particularly in those coun-
tries that lag in this process.

The slowdown in global growth will clearly
hurt the poor, both directly and through lower
commodity prices, although the impact may be
mitigated by the fact that two-thirds of the poor-
est live in south Asia and China, where activity is
expected to remain relatively strong. In a num-
ber of the poorer countries, debt relief under the
Enhanced Heavily Indebted Poor Country
(HIPC) Initiative will release substantial re-
sources to finance anti-poverty measures; pro-
vided those resources are used efficiently and are
supported by comprehensive reform programs,
this will help reduce poverty and boost growth
over the medium term. To assist these efforts, the
advanced economies have a special responsibility
to increase aid flows, which are well below the
United Nations’ target of 0.7 percent of GDP; to
promote peace and political stability, particularly
in the war-torn regions of Africa; and to provide
further assistance to fight the spread of the

HOW HARD A LANDING IN THE UNITED STATES?

HIV/AIDS epidemic, which has become the most
serious threat to human welfare and economic
development on the African continent.

A major barrier to the progress of poorer de-
veloping countries remains the trade regimes in
the advanced economies, which generally dis-
criminate against the goods that poor countries
produce most efficiently, in particular food and
textiles and clothing (although quotas under the
Multifiber Arrangement are due to be phased
out by 2005). With a new round of multilateral
trade liberalization on the horizon, it is impor-
tant to recall that open trade is a major route for
providing the benefits of globalization to poor
countries. While developing countries also need
to improve their trade systems (the case of Africa
is discussed in more detail in Chapter II), it is es-
sential for the advanced countries to recognize
the substantial benefits that open export mar-
kets can provide to developing countries in gen-
eral and to poor countries in particular. In this
regard, the recent decision by the European
Union to provide the poorest nations with im-
mediate free access for most products is very wel-
come, particularly given the importance of the
EU market for such countries. In addition, re-
cent measures providing for significant market
opening for the poorest nations have also been
taken or announced by Canada, Japan, Korea,
New Zealand, Norway, and the United States.
Still more can and should be done by these and
other countries to eliminate remaining barriers

to the exports of the poorest countries.

How Hard a Landing in the
United States?

After a strong start, economic growth in the
United States slowed sharply during the course of
2000 (Figure 1.5). Real GDP expanded at a 5%
percent annual rate in the first half of 2000, out-
pacing even the most optimistic projections of
potential growth, and the Federal Reserve ap-
propriately raised interest rates in response to in-
creasing inflationary risks. Growth slowed to an
annual rate of just 1 percent in the fourth quar-
ter, reflecting mainly the surge in energy prices
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Figura 1.5. United States: Sharp Slowdown
and Persistent Imbalances
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and the tightening of financial conditions, in-
cluding the drop in the NASDAQ and U.S. dol-
lar appreciation. During the course of the year,
warnings of slower sales and earnings growth re-
sulted in substantial markdowns in the valua-
tions of many leading high-tech companies, and
the U.S. dollar retreated modestly from its peak.
At the turn of the year, business and consumer
confidence dropped sharply. The downturn in
activity has been most severe in manufacturing.
While personal spending growth is decelerating,
consumer demand and residential construction
appear to have provided moderate support to
real activity in the first quarter of 2001.

More than the usual amount of uncertainty
surrounds the outlook at the current juncture.
The World Economic Outlook’s baseline forecast en-
visages weak growth in the first half of 2001, re-
flecting rapid inventory adjustment and a slow-
down in investment spending. This is followed
by a pickup in activity, supported by lower short-
and long-term interest rates, but slowed by the
lagged effects of recent declines in equity prices
on investment and consumption. This yields
growth of 12 percent for 2001 as a whole and
24 percent for 2002. An upside risk is the stimu-
lative impact of tax cuts, which have not yet been
legislated. However, there is a significant down-
side risk that the imbalances built up during the
long expansion—including equities that have re-
mained richly valued by historical standards,
high levels of corporate and household debt,
and possible overinvestment in some sectors (no-
tably telecommunications)—could unwind in a
less orderly fashion, exacerbated by further de-
clines in confidence and increases in risk aver-
sion in financial markets.

The strength of domestic demand relative to
output growth in 2000 led for the third consecu-
tive year to a substantial widening of the external
current account deficit. The gap was 4%2 percent
of GDP in 2000—significantly larger than in
other major advanced economies (Table 1.2).
With the fiscal surplus increasing, the widening
deficit entirely reflected increasing private invest-
ment and declining household saving.
Substantial capital inflows, partly in response to



Table 1.2. Selected Economies: Current
Account Positions

(Percent of GDP)
1999 2000 2001 2002
Advanced economies -0.5 -1.0 -11 1.0
Major advanced economies  —1.1 -1.6 -16 -15
United States -3.6 —4.4 43 4.1
Japan 2.4 2.5 2.7 2.8
Germany -0.9 -1.1 -12 1.0
France 2.6 2.1 2.1 2.3
Italy 0.5 -0.6 0.2 0.1
United Kingdom -1.1 -1.7 -18 22
Canada 0.4 1.8 1.3 0.8
Other advanced economies 2.0 2.0 1.8 1.6
Spain 21 -3.2 -3.0 -3.0
Netherlands 43 3.7 3.7 3.4
Belgium 4.2 4.1 43 45
Sweden 3.5 2.6 2.4 2.3
Austria -2.8 -3.0 28 23
Denmark 1.6 2.6 2.5 2.5
Finland 5.9 7.7 73 7.6
Greece -41 -6.9 7.3 7.1
Portugal -87 -104 97 93
Ireland 0.6 -0.5 21 26
Switzerland 11.6 12.8 115 113
Norway 3.9 13.9 134 10.9
Israel -1.9 -1.7 23 24
Iceland -70 -103 -106 82
Cyprus -4.5 -8.0 53 46
Korea 6.0 2.4 2.3 1.2
Australia 5.8 —4.0 -33 32
Taiwan Province of China 2.9 3.0 2.4 2.5
Hong Kong SAR 6.6 5.8 3.0 4.1
Singapore 259 23.6 210 202
New Zealand —6.6 5.4 -48 42
Memorandum
European Union 0.3 -0.3 -03 02
Euro area! 0.4 -0.2 0.1 —

1Calculated as the sum of the balances of individual euro area
countries.

the perceived increase in trend productivity
growth in the United States, led to further appre-
ciation of the U.S. dollar. Past experience sug-
gests that current account deficits of this magni-
tude are not usually sustained for very long (see
Box 1.2), and that adjustment usually involves
slower real income growth and gradual but sig-
nificant real depreciation over a few years.2
Although core CPI inflation has edged up to
about 2% percent, the slowdown has diminished

2Caroline L. Freund, “Current Account Adjustment in
Industrialized Countries,” International Finance Discus-
sion Paper No. 692 (Washington: Board of Governors of
the Federal Reserve System, December 2000).
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inflationary risks. If activity continues to grow at
below-potential rates, as expected, pressures on
resource utilization should ease, albeit with a
lag. At the same time, however, labor markets re-
main tight by historical standards, and the
growth rate of unit labor costs is rising. Also, a
sharp depreciation of the U.S. dollar could boost
import prices. The balance of these factors will
depend crucially on the evolution of labor pro-
ductivity. At the present stage, the risk of an
abrupt acceleration in inflation appears modest,
allowing policymakers breathing room to re-
assess the underlying inflation situation as the
extent of the slowdown in real activity becomes
more clear. With the balance of risks shifting in-
creasingly to slower growth, the timely and sig-
nificant interest rate cuts in the first four months
of 2001 were welcome. Some further easing
would be called for if economic and financial
conditions remain weak. In the financial system,
there has been a slight increase in nonperform-
ing loans and in defaults on corporate paper,
partly attributable to the kinds of overreaching
typically experienced during strong economic
periods. Nevertheless, banks remain quite prof-
itable by historical standards and have an aver-
age capital ratio of 12 percent, more than two
percentage points above the minimum level re-
quired to be considered well capitalized.

At this stage, monetary policy remains the pre-
ferred response to cyclical developments. But un-
like the situation that prevailed at the time of the
October 2000 World Economic Outlook, moderate
and relatively frontloaded tax cuts guided by
structural considerations could now be useful
from a cyclical perspective, while minimizing the
adverse impact on savings and the external cur-
rent account balance over the medium term. A
multiyear tax plan enacted in phases would be
preferable, with each phase put in place only
once it is clear that sufficient budgetary resources
will be available to finance it. The surpluses of the
Social Security and Medicare Health Insurance
trust funds should be preserved to help meet fu-
ture pension and health care costs.

In Canada, the U.S. slowdown is an important
factor behind the projected moderation of

13
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Box 1.2. Sustainability of the U.S. External Current Account

The rise in the U.S. external current account
deficit to high levels in recent years has raised
doubts about its sustainability and concerns re-
garding the potential impact that a rapid and
disorderly correction of this imbalance might
have. The deficit rose from 1%z percent of GDP
in 1995 to nearly 45 percent in 2000 (compared
with its average during the previous two decades
of 1% percent). The financing of the deficit in
2000 absorbed an estimated 7% percent of the
savings of the rest of the world, in contrast to
the 2' percent absorbed on average during
most of the last two decades. Rapid U.S. GDP
growth and relatively weaker growth in other
parts of the world, notably Europe and Japan, as
well as a sharp increase in the real foreign ex-
change value of the U.S. dollar driven in large
part by capital inflows, contributed to the rise in
the deficit (see the figure). The domestic coun-
terpart has been a significant rise in investment.

A number of observers have argued that such
high levels of the deficit cannot persist.! If they
were to continue for an extended period, U.S.
net external liabilities would rise to an ex-
tremely high level and U.S. assets would repre-
sent a growing portion of world portfolios that
foreign investors might, at some point, become
unwilling to hold. This situation would run the
risk of large adjustments in the current account
and the external value of the dollar, potentially
leading to substantial dislocations in the global
economy and disruptions in U.S. and world
financial markets. Indeed, some observers
argue that the risks arise not so much from the
size of the U.S. deficit or the outstanding U.S.
net liability position as from the suddenness of
any adjustment.2 While the experience of

ISee, for example, Catherine Mann, “Is the U.S.
Current Account Deficit Sustainable?” in Finance and
Development (March 2000), pp. 42—45; and Francis
Schott, “Is the U.S. Current Account Deficit Sustain-
able?” in Business Economics (July 2000), pp. 72-73.

2Maurice Obstfeld and Kenneth Rogoff,
“Perspectives on OECD Economic Integration:
Implications for U.S. Current Account Adjustment,”
paper presented at the Federal Reserve Bank of
Kansas City symposium (August 2000).
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recent decades suggests that external adjust-
ment has typically been gradual, there was a
sharp fall in the real value of the dollar associ-
ated with the current account adjustment of the
late 1980s.

Conventional trade equations imply that trade
depends upon economic activity and real ex-
change rates. Accordingly, mechanisms that
might lead to significant external adjustment on
the trade side include:
® Changes in cyclical positions. After the robust

growth in output of the last few years, the U.S.

economy in 2000 was probably in a more cycli-

cally advanced state than the euro area and

(especially) Japan. While uncertainties about

the levels and the underlying growth rates of

potential complicate any assessment of the



size of this effect, current staff estimates sug-
gest that “cyclical” factors might currently be
adding around "2 percent of GDP to the U.S.
current account deficit.

Changes in underlying growth performance. The
recent expansion of the U.S. current account
deficit has coincided with increases in the esti-
mated potential growth rate of the U.S. econ-
omy, and downgrades in the euro area and
Japan. Clearly, an increase in potential growth
rates in the euro area and Japan could help to
reduce the U.S. current account deficit. In
addition, even if current potential growth
trends continue, the U.S. deficit may not dete-
riorate as much as implied by conventional
trade models, as one of the predictions from
these models—that faster growing countries
have trend depreciations in their real ex-
change rates or their external positions—is
not consistent with the historical experience.*

3See the discussion of alternative scenarios in
Appendix II of this Chapter for more on this issue.

4Rather, income elasticities for exports appear to
vary systematically with long-term growth perform-
ance. See Paul Krugman, “Differences in Trade
Elasticities and Trends in Real Exchange Rates,”
European Economic Review, Vol. 33 (May 1989), pp.
1031-54. The case of the United States is analyzed in
Martin Cerisola, Hamid Faruqgee, and Alex Keenan,
“Long-Term Sustainability of the U.S. Current
Account Balance,” in United States: Selected Issues,
IMF Staff Country Report No. 99/101 (Washington:
International Monetary Fund, September 1999).

growth from 4% percent in 2000 to 2% percent
in 2001. The economy is very open to trade, with
86 percent of exports (which amount to 37 per-
cent of GDP) destined for the United States, and
it produces non-energy commodities, whose
prices are expected to remain weak. While previ-
ous interest rate increases will dampen demand
for durable goods, housing, and business invest-
ment, activity should be supported by the buoy-
ant labor market, income tax reductions, and
solid consumer and business confidence. The
main downside risk is a deeper and more pro-

HOW HARD A LANDING IN THE UNITED STATES?

However, this effect is unlikely to imply a
long-term improvement in the U.S. current
account deficit.

® Exchange rate adjustment. A depreciation of the
real value of the U.S. dollar from current lev-
els (which may partly reflect capital inflows as-
sociated with robust U.S. growth—see Chapter

II) is likely to be the main mechanism by

which the U.S. current account deficit is re-

duced over the medium term. This would pre-

sumably be associated with a slowing of U.S.

domestic demand, in particular investment.

Given the size of the U.S. current account

deficit, and the relatively small share of trade

in the economy, the implied exchange rate
adjustment could be significant.

Appendix II of this Chapter reports a scenario
in which the U.S. dollar gradually depreciates
against other advanced economies. Over the
medium term this generates a significant im-
provement in the external position of the
United States, as domestic demand (in particu-
lar, investment) falls and external demand rises.
From the historical record, such a gradual ad-
justment in underlying imbalances remains the
most likely outcome.> However, a more abrupt
adjustment remains a possibility.

5See Caroline L. Freund, “Current Account
Adjustment in Industrial Countries,” International
Finance Discussion Paper No. 692 (Washington: Board
of Governors of the Federal Reserve System,
December 2000).

longed downturn south of the border. Given the
downside risk to growth, and with core inflation
remaining around the middle of the 1-3 percent
official target range, the interest rate cuts in
January, March, and April were welcome. The
Bank of Canada will need to remain alert to the
possibility that activity slows faster than ex-
pected. Recently enacted income tax cuts have
been fortunately timed, and the fiscal position
remains sound. To further reduce the govern-
ment debt-to-GDP ratio over time, the govern-
ment should dedicate the bulk of any projected
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Figure 1.6. Japan: Recovery Faltering
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budget surpluses to debt reduction. To enhance
labor market flexibility and lower structural un-
employment, new measures are needed to re-
duce the frequency of employment insurance
use and eliminate regional extended benefits.

Will Japan’s Fragile Recovery Continue?

In Japan, the recovery is stalling, reflecting in
part the global slowdown but also the continuing
weakness of consumer confidence and underly-
ing problems with the financial system. The 1%
percent increase in economic activity in 2000
was driven mainly by a strong first quarter,
boosted by one-time factors, including a delay in
wage bonuses from December to January and a
shift in imports associated with Y2K concerns
(Figure 1.6). Thereafter, private consumption
was weighed down by uncertainties regarding fu-
ture economic prospects, and industrial activity
was dampened by the slowdown in foreign de-
mand and the downturn in the information
technology cycle. Bank lending continued to
contract, reflecting weak credit demand and on-
going financial system weaknesses. Public invest-
ment and external demand are estimated to
have made negative contributions to growth af-
ter midyear, reflecting the waning of the
November 1999 fiscal stimulus package and the
slowdown in partner countries.

The growth forecast for 2001 has been
marked down to ¥ percent, reflecting the econ-
omy’s vulnerability to the global electronics cycle
as well as the impact of sharp declines in equity
prices on confidence. Concerns over unemploy-
ment are likely to restrain household spending,
and slowing world demand for electronic equip-
ment threatens to dampen business investment.
Indeed, the recent Tankan survey showed a sig-
nificant drop in business confidence. Fiscal pol-
icy should give a temporary boost to public in-
vestment around the second quarter, as the
November 2000 stimulus package comes on
stream, and the impact of the global slowdown
should be cushioned by the depreciation of the
yen. An important downside risk is the effect of
falling stock prices and deteriorating economic



conditions on the financial system. Market ana-
lysts are concerned that, at current stock prices,
banks and life insurance companies face latent
losses on their equity portfolios, which will di-
rectly reduce their capital once mark-to-market
accounting comes into effect in April 2001, and
doubts remain about the extent to which they
have recognized and provisioned against prob-
lem loans. A sharper-than-expected slowdown in
Japan would have a significant adverse impact
on the rest of the world, especially Asia.

The faltering recovery is particularly regrettable
after a decade of disappointing performance,
punctuated by repeated recessions, and character-
ized by a series of adverse macroeconomic shocks
and failures to decisively resolve important struc-
tural reform challenges. In particular, current
weak growth reflects slow adjustment to the sharp
fall in asset prices in the early 1990s, as well as the
slow adaptation to globalization and technological
change.3 The prolonged slump in business invest-
ment reflects mainly excessive fixed assets and
debt in the corporate sector, while lending was
undermined by financial system weaknesses, in-
cluding persistent bad loans and low core prof-
itability, as financial institutions clung to low-mar-
gin corporate lending and were slow to expand
fee-generating activities. Sluggish performance
also reflects the slow shift in the main engines of
growth from capital accumulation and exports to
innovation and productivity gains.

Weak growth in the 1990s persisted despite ex-
pansionary macroeconomic policies. Monetary
policy was progressively eased, with the
overnight call rate falling from more than 8 per-
cent in 1991 to effectively zero in 1999, but on-
going financial sector problems—which under-
mined bank lending—Ilargely offset easier
monetary policy. Fiscal policy was loosened
through a series of stimulus packages, which
raised the structural general government deficit
by more than 6 percentage points of GDP be-
tween 1991-99. However, in practice the impact

3Tamim Bayoumi and Charles Collyns, eds., Post-Bubble
Blues: How Japan Responded to Asset Price Collapse (Washing-
ton: International Monetary Fund, 2000).

WILL JAPAN'S FRAGILE RECOVERY CONTINUE?

was relatively small, reflecting in part the lack of
fiscal transparency and increasing concerns
about growing fiscal imbalances.

In light of the deteriorating outlook and con-
tinued deflation, the introduction of a new mon-
etary policy framework in March was welcome
and it should be aggressively implemented (Box
1.3). Given the high level of public debt, the very
gradual fiscal consolidation currently under way
is appropriate for now, and fiscal easing should
only be considered as a last resort in the event
that stimulus is needed to forestall an outright re-
cession (Table 1.3). To prepare for the lengthy
period of fiscal consolidation that will eventually
be needed, the authorities need to take immedi-
ate steps to elaborate their medium-term fiscal
framework. Key elements of the strategy will need
to include the production of consolidated fiscal
accounts on a timely basis, the implementation
of rigorous cost-benefit vetting of public works,
the introduction of taxpayer identification num-
bers to widen the personal income tax net, and
reform of public health care spending.

While macroeconomic policy can play some
role, the prospects for a return to sustained
growth in the medium term depend most criti-
cally on the implementation of fundamental re-
forms in the banking and corporate sectors. To
aid this process, the government recently an-
nounced a package of measures—including the
accelerated disposal of nonperforming loans by
the major banks, measures to reduce banks’ eg-
uity holdings, and guidelines to aid corporate re-
structuring and debt forgiveness—which are de-
signed to accelerate the pace of bank and
corporate sector restructuring (see Box 1.3). To
minimize the adverse short-run impact of these
needed structural reforms, the government also
announced plans to enhance the social safety
net. These new reforms are a welcome step for-
ward, but they will need to be supplemented
with other measures. Further, the regulatory and
supervisory framework needs to be vigorously
applied, particularly in light of the scheduled
reimposition of limited deposit insurance in
April 2002, including through enforcing more
rigorous loan classification standards and more
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Table 1.3. Major Advanced Economies: General Government Fiscal Balances and Debt!

(Percent of GDP)
1984-94 1995 1996 1997 1998 1999 2000 2001 2002 2006
Major advanced economies
Actual balance -3.8 —4.1 -34 -1.9 -1.3 -1.0 0.1 -04 0.7 0.2
Output gap -0.7 -2.2 2.1 -15 -1.4 -1.0 0.2 -0.8 -1.1 -0.1
Structural balance -3.4 -3.2 -2.6 -1.2 -0.7 -0.6 0.4 -0.2 -0.3 0.2
United States
Actual balance —4.9 -3.3 —2.4 -1.3 — 0.7 1.7 1.6 0.8 1.1
Output gap -1.9 -3.2 -2.9 -1.8 0.7 0.3 2.0 0.2 -0.5 0.1
Structural balance —4.3 —2.2 -1.5 0.7 0.2 0.6 1.0 1.5 1.0 1.1
Net debt 48.3 59.6 59.2 571 53.4 48.8 439 40.8 38.1 26.6
Gross debt 62.5 729 72.8 70.3 66.6 63.2 57.3 53.8 50.6 36.6
Japan
Actual balance 0.2 -3.5 4.2 -3.2 -4.5 -7.0 -8.2 -6.8 -5.9 -2.1
Output gap 0.8 -14 0.1 — -2.9 -3.7 -3.3 -3.8 -3.8 -0.2
Structural balance 0.3 -3.1 —4.2 -3.3 -34 5.7 —7.2 -5.6 -4.8 —2.2
Net debt 16.3 12.7 16.0 17.5 29.5 359 434 49.7 54.4 58.7
Gross debt 68.9 87.1 92.5 96.8 110.2 1203 1304 1395 1452 1476
Memorandum
Actual balance excluding
social security -2.8 -6.3 6.7 -5.8 -6.5 -8.8 -95 1.7 —6.6 -3.3
Structural balance excluding
social security -3.3 -60 68 58 -59 =80 90 =71 -61 -34
Germany?
Actual balance3 -2.0 -3.3 -34 2.7 -2.1 -14 15 -2.0 -1.5 -1.3
Output gap -0.9 0.2 0.9 -1.4 -1.2 -17 -0.9 -1.3 -1.0 —
Structural balance -1.2 -3.3 2.7 -1.6 -1.1 0.4 -0.5 -1.3 -1.0 -1.3
Net debt 22.3 494 511 52.2 52.0 52.3 51.5 50.3 495 46.6
Gross debt 426 58.3 59.8 60.9 60.7 61.0 60.2 59.0 58.2 55.3
France
Actual balance3 -3.0 -5.5 -4.1 -3.0 2.7 -1.6 -1.3 -0.6 —0.8 —
Output gap -0.1 -2.7 -3.3 -3.1 -2.0 -1.2 -0.5 -0.4 -0.4 —
Structural balance -2.9 -4.0 2.3 -1.4 -1.7 -0.8 -0.9 -0.9 —0.6 —
Net debt 24.8 45.8 481 49.6 50.0 49.2 48.6 48.6 47.4 37.7
Gross debt 344 54.5 571 59.3 59.7 58.9 58.3 57.9 55.9 49.0
Italy
Actual balance3 -10.7 7.6 71 2.7 -2.8 -1.8 0.3 -1.3 -1.2 0.8
Output gap -0.2 -1.1 -2.0 -2.3 -2.4 2.7 -1.8 -1.8 -1.4 —
Structural balance -10.7 -7.0 -6.2 =17 -1.8 -0.6 -0.7 -0.5 -0.6 0.9
Net debt 85.4 116.6 116.0 113.7 11041 1084 1044  101.8 99.7 87.3
Gross debt 92.5 1232 1226 1201  116.2 1145 1102 1075 105.3 92.2
United Kingdom
Actual balance3 -2.9 5.4 -41 -15 0.3 15 59 1.3 0.3 0.4
Output gap 0.1 -1.1 -0.9 —0.4 — -0.1 0.1 -0.2 -0.1 —
Structural balance -2.0 -4.4 -3.4 -1.0 0.5 1.5 3.4 1.3 0.4 0.4
Net debt 29.5 37.0 46.5 45.0 42.3 39.5 36.5 33.7 31.6 27.4
Gross debt 44.4 52.0 52.2 499 47.0 44.4 413 38.3 36.0 311
Canada
Actual balance 7.1 5.4 2.8 0.2 0.2 2.2 3.4 2.7 2.5 1.8
Output gap -2.0 -4.4 -5.3 -3.6 -3.3 -1.6 0.2 -0.3 0.6 =
Structural balance 5.7 -2.9 0.1 2.2 1.9 3.0 3.3 2.9 2.9 1.8
Net debt 60.5 88.5 88.2 834 814 75.3 66.9 61.0 56.0 38.8
Gross debt 92.6 1206 1209 1174 116.2 1116  101.6 94.3 87.8 65.2

Note: The methodology and specific assumptions for each country are discussed in Box A1.

1Debt data refer to end of year; for the United Kingdom they refer to end of March.
2Data before 1990 refer to west Germany. For net debt, the first column refers to 1988-94. 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 "4 to 1 percent of GDP.

3Includes one-off receipts from the sale of mobile telephone licenses equivalent to 2.5 percent of GDP in 2000 for Germany, 0.6 percent of
GDP in 2001 for France, 1.2 percent of GDP in 2000 for Italy, and 2.4 percent of GDP in 2000 for the United Kingdom.



WILL JAPAN'S FRAGILE RECOVERY CONTINUE?

Box 1.3. Japan’s Recent Monetary and Structural Policy Initiatives

The Japanese authorities have recently taken
a number of welcome steps to enhance the
monetary policy framework and to accelerate
the pace of bank and corporate sector restruc-
turing. These policy decisions were taken with
the aim of ending the current period of defla-
tion and bringing about the fundamental re-
forms necessary in the banking and corporate
sectors to underpin strong, sustained growth
over the medium term.

Monetary Policy Framework

On March 19, in response to mounting evi-
dence that the economic recovery had stalled,
the Bank of Japan announced that it was adopt-
ing a new framework for monetary policy based
on:

* A quantitative target for outstanding current
account balances at the central bank (mainly
consisting of central bank reserves), rather
than a target for the overnight interbank call
rate. The current target for banks’” balances
held at the central bank is ¥5 trillion, about
¥1 trillion above the average balance held in
the months prior to the policy change.

¢ Stepped-up outright purchases of long-term
government bonds, if needed, to achieve the
reserves target. In a significant departure from
its earlier policy of purchasing a fixed amount
of government bonds in the secondary mar-
kets each month, the Bank of Japan signaled
its willingness to step up outright purchases of
long-term government bonds in the secondary
market (rinban operations), if necessary, to en-
sure the smooth provision of liquidity.!

¢ A commitment to maintain this new policy un-
til year-on-year CPI inflation (excluding per-
ishables) has stably reached zero or above.
Following the announcement, the overnight

call rate, which is now market-determined, de-

clined to effectively zero. Moreover, the Bank of

Japan’s increased commitment to combat defla-

tion has underpinned market expectations that

'However, long-term government bonds effectively
held at the central bank cannot rise above the out-
standing issue of bank notes.

short-term interest rates will stay near zero at
least through mid-2002.

The Bank of Japan’s willingness to tread new
ground and its stated commitment to at least
stabilize consumer prices are welcome signs of
greater flexibility in dealing with the current de-
flationary environment. This new approach goes
further than merely returning to the zero inter-
est rate policy and provides scope for the Bank
of Japan to inject further stimulus to the econ-
omy if needed in the future. It also improves
policy transparency—the objective of stabilizing
consumer prices is more clearly defined than
the previous zero-interest rate policy that sought
to maintain zero interest rates until “deflation-
ary concerns were dispelled”—and should help
to reduce deflationary expectations. However, to
be most effective the Bank of Japan will need to
follow through in using the scope provided by
the framework to clearly demonstrate its deter-
mination to combat deflation.

Financial and Corporate Restructuring

On April 6, in response to concerns about the
pace of bank and corporate restructuring, the
government announced a package of measures
designed to accelerate the pace of such restruc-
turing. The main elements of the package were:
¢ Accelerated disposal of nonperforming loans

by the major banks. The plan calls for the ma-

jor banks to dispose of existing nonperform-
ing loans (NPLs) already classified as “in dan-
ger of bankruptcy” and below over a two-year
period and new NPLs within three years of
their being classified as such. Banks will peri-
odically be required to disclose their progress
toward loan disposal, and the situation will be
monitored by the Financial Services Agency.

Measures to reduce banks’ equity holdings. To
reduce banks’ exposure to market risk and cur-
tail cross shareholdings, the plan calls for a yet-
to-be-determined limit on banks’ equity hold-
ings relative to capital. As a temporary
measure, a Bank Shareholdings Acquisition
Corporation (BASAC) will be established, with
public sector financial support, to buy the
banks’ excess equity holdings at market prices.
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Box 1.3 (concluded)

¢ The promotion of corporate restructuring.

Guidelines are to be established to guide the

process of corporate restructuring and debt

forgiveness, with the participation of the au-
thorities along the lines of the London

Approach.
¢ Other measures to support restructuring.

These include steps to enhance the social

safety net and to improve liquidity in the real

estate market. Tax reform measures are also
under consideration for inclusion in the pack-
age at a later date.

While the new emphasis on banking and cor-
porate issues is welcome, the package will need
to be implemented vigorously and comple-
mented by additional measures to maximize its
impact. One important way to enhance the
package would be to broaden coverage to in-
clude disposal of NPLs by the regional banks
(given that the major banks make up less than
half of the assets of deposit taking institutions).
In addition, supervision should continue to be
strengthened, including to ensure appropriate
classification of the large stock of loans to watch

aggressive provisioning against problem loans.
To improve the environment for corporate re-
structuring as banks and firms agree on debt for-
giveness in exchange for restructuring plans, a
number of complementary reforms are also
needed, including to land regulations and to rel-
evant parts of the tax and legal system. Other
priority areas for reform include: the deregula-
tion of the telecommunications, power, trans-
portation, and housing sectors; strengthening
the role of outside auditors and directors on cor-
porate boards to improve governance; and en-
couraging private defined-contribution pensions
to enhance labor mobility across firms.

Can Domestic Demand Sustain
European Growth?

Growth in the euro area is expected to be
cushioned by domestic demand, although the

list borrowers a significant part of which—
according to market analysts—may in fact be im-
paired, with appropriate levels of provisioning to
reflect a realistic forward looking assessment of
prospects of loan recovery. The need to provi-
sion against newly downgraded loans may well
result in some banks becoming undercapital-
ized, which could require a further injection of
public capital, with appropriately strict condi-
tionality to address moral hazard concerns. The
equity purchase scheme in the package needs to
be designed to minimize distortions, ensure
transparency, and limit the amount of public
funds at risk. Finally, it will be essential to ensure
that corporate restructuring agreements under
the scheme involve sufficiently deep adjustment
to restore the long term viability of firms being
restructured.

Thus, while the new proposals make a wel-
come step forward, they will need to be imple-
mented with vigor, and supplemented with
other steps to encourage the broad-based bank
and corporate restructuring needed to lay the
basis for sustained recovery in Japan.

global slowdown and financial market weakness
are having an adverse impact on activity (Table
1.4). Real GDP growth eased during the course
of 2000, mostly reflecting the negative effect of
higher oil prices on purchasing power, particu-
larly in Germany (Figure 1.7). In recent months,
business confidence has weakened and signs of
slowing industrial activity have intensified.
Looking ahead, growth in 2001 is expected to re-
main relatively well sustained at about 2% per-
cent, exceeding growth in the United States for
the first time since 1991. Household spending is
expected to be underpinned by expanding dis-
posable income, reflecting both continued em-
ployment growth and personal income tax cuts
in some countries. While business sentiment has
declined markedly in some countries, the vulner-
ability of business investment is likely to be lim-
ited by high levels of capacity utilization and full
order books, the fall in long-term interest rates,



CAN DOMESTIC DEMAND SUSTAIN EUROPEAN GROWTH?

Table 1.4. Advanced Economies: Real GDP, Consumer Prices, and Unemployment
(Annual percent change and percent of labor force)

Real GDP Consumer Prices Unemployment
1999 2000 2001 2002 1999 2000 2001 2002 1999 2000 2001 2002
Advanced economies 34 41 19 2.7 14 23 2.1 1.8 6.4 5.9 5.9 5.9
Major advanced economies 3.0 3.8 1.6 2.4 1.4 2.3 1.9 1.7 6.1 5.7 5.9 6.0
United States 4.2 5.0 15 2.5 2.2 3.4 2.6 22 4.2 4.0 4.4 5.0
Japan 0.8 1.7 0.6 15 -03 -06 -07 — 47 4.7 5.3 5.2
Germany 1.6 3.0 1.9 2.6 0.7 21 2.0 1.3 8.3 7.8 7.6 7.4
France 3.2 3.2 2.6 2.6 0.6 1.8 1.5 14 11.3 9.7 8.8 8.2
Italy 1.6 2.9 2.0 2.5 1.7 2.6 2.2 1.6 114 10.6 9.9 9.5
United Kingdom? 2.3 3.0 2.6 2.8 2.3 2.1 2.2 2.4 6.0 5.6 5.3 5.4
Canada 45 4.7 2.3 2.4 1.7 2.7 3.0 22 7.6 6.8 7.2 71
Other advanced economies 4.8 52 3.0 3.8 1.3 2.4 2.8 2.3 7.3 6.3 6.1 5.7
Spain 4.0 4.1 2.9 3.2 2.2 3.4 2.9 2.3 15.9 1441 127 117
Netherlands 3.9 3.9 2.9 2.7 2.0 2.3 3.9 2.4 3.2 2.8 3.0 3.0
Belgium 2.7 3.9 2.4 2.4 11 2.9 2.2 1.3 8.8 7.0 7.0 7.0
Sweden 4.1 3.6 2.6 2.8 0.5 1.0 1.8 1.9 5.6 4.7 41 4.0
Austria 2.8 3.2 2.2 2.6 0.5 2.0 1.7 1.6 3.8 3.3 3.4 3.3
Denmark 21 2.9 2.1 2.3 2.6 3.1 2.5 2.1 5.6 5.2 53 53
Finland 4.2 57 4.2 4.0 1.3 3.0 2.6 2.4 10.3 9.8 9.2 8.8
Greece 3.4 4.0 3.8 3.8 2.2 2.9 3.4 3.3 1.7 111 109 107
Portugal 2.8 3.0 2.4 2.8 2.2 2.8 3.8 2.3 4.4 4.1 4.0 4.0
Ireland 9.8 10.7 7.0 6.2 2.5 5.3 4.0 3.3 5.6 43 3.7 3.7
Luxembourg 7.3 8.5 4.2 43 1.0 3.2 15 1.3 2.9 2.6 2.7 2.6
Switzerland 15 3.4 2.0 2.0 0.8 1.6 14 15 2.7 1.9 1.9 1.8
Norway 0.9 2.2 1.9 2.3 2.3 3.0 2.8 2.5 3.2 3.4 85 3.5
Israel 2.3 6.0 1.8 43 52 1.1 0.9 25 8.9 8.8 9.4 8.6
Iceland 44 3.6 1.9 2.1 3.4 5.0 4.6 35 1.9 1.3 1.8 21
Cyprus 45 5.0 45 4.0 1.8 4.1 2.7 2.7 3.6 35 3.6 3.8
Korea 10.9 8.8 3.5 55 0.8 2.2 4.3 3.0 6.3 41 4.2 3.5
Australia? 4.7 3.7 1.9 3.5 15 4.5 3.7 2.4 7.2 6.6 7.0 6.7
Taiwan Province of China 54 6.0 4.1 5.6 0.2 1.3 14 1.5 2.7 3.2 3.4 3.2
Hong Kong SAR 3.1 10.5 3.5 48 40 37 0.5 2.0 6.3 5.0 4.7 41
Singapore 59 9.9 5.0 5.8 0.1 1.4 1.9 1.9 3.5 3.1 2.7 2.5
New Zealand? 3.9 3.5 2.6 2.7 1.1 2.7 2.8 2.1 6.8 6.0 5.8 59
Memorandum
European Union 2.6 3.4 2.4 2.8 14 2.3 2.3 1.8 9.1 8.2 7.8 7.5
Euro area 2.6 3.4 2.4 2.8 1.2 2.4 2.3 1.7 9.9 9.0 8.4 8.1

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.

and the relative importance of bank lending consumption during 2001. Weakening external
(rather than market-based finance). Among the demand will help reduce overheating pressures
major economies, growth has the greatest mo- in the countries on the periphery, especially
mentum in France, driven by relatively strong fi- Ireland, which receives substantial U.S. foreign
nal domestic demand. In addition, France has direct investment and whose economy is rela-
more limited vulnerability to external develop- tively technology intensive, but may exacerbate
ments, reflecting a lower share of manufacturing already large current account deficits, including
in value added, a smaller proportion of capital in Portugal and—to a lesser extent— Greece.
goods in exports, and weaker trade linkages with Monetary policy has been on hold since the Y4
the United States and Asia. In Germany and percentage point tightening in October 2000.
Italy, final domestic demand has been much Underlying inflation is expected to remain
weaker, although in both countries (particularly steady in 2001 at 1% percent, with little evidence

in Germany) tax cuts should support private thus far of pass-through effects from last year’s
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Figure 1.7. Euro Area: Growth Moderating,
but Still Reasonably Robust
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higher energy prices or the weaker euro to
wages, though inflation is higher in countries on
the periphery. The moderation of broad money
growth and indicators of underlying inflation—
including unit labor costs, profit margins, serv-
ices price inflation, and core inflation purged of
indirect energy effects—point to muted domes-
tic price pressures. At the same time, the fall in
external demand has become more pro-
nounced. Given the shift in the balance of infla-
tion risks, a moderate cut in interest rates is now
appropriate, with a larger one being in order if
the exchange rate were to appreciate sharply or
indications of the impact of the global slowdown
were to mount.

At this stage fiscal policy is not needed to sup-
port activity, given the flexibility to use monetary
policy to provide stimulus, though fiscal execu-
tion should allow the full play of automatic stabi-
lizers. The structural fiscal balance in the euro
area as a whole is expected to remain broadly
unchanged in 2001, with a deterioration in
Germany (% percent of GDP) offset by improve-
ments elsewhere, including in France and Spain.
Reductions in personal and corporate income
taxes in Germany, France, Italy, and the
Netherlands are expected to improve labor supply
incentives, reduce investment distortions, and in-
crease these countries’ attractiveness to foreign
investors. Tax cuts need to be accompanied by
spending restraint in the future to allow
medium-term budget targets to be met. In most
countries, structural spending cuts should be tar-
geted mainly on subsidies, social transfer pro-
grams, and public employment. Countries with
overheating pressures should avoid loosening fis-
cal policies, even if they have a significant fiscal
surplus, as in Ireland, and—if monetary policy is
eased during the year—may need to consider
offsetting fiscal measures.

While the near-term growth outlook in the
euro area is still quite favorable relative to North
America and Japan, policymakers should not be
satisfied with a potential growth rate estimated at
24 percent. Although important progress has
been made in some areas of structural reform,
unemployment remains high and a deepening



and acceleration of market-oriented reforms are
needed, especially of pension systems, labor mar-
kets, and product markets. Rising pension and
health care costs remain serious medium-term
challenges (see Chapter III). In Germany, pen-
sion reform that will lay the foundation for a
funded “second pillar” to supplement the public
pension pillar is moving through the legislative
process, albeit with some compromises. In many
other euro area countries as well, the establish-
ment of a similar funded “second pillar” will be
essential to reduce the burden of aging popula-
tions on public pensions and diminish the need
for further increases in social contribution rates
that could harm labor market performance.
Cuts in benefits provided under public pen-
sions—through, among other actions, increases
in the retirement age—beyond levels currently
envisaged will also be needed in the longer run.
Controlling public health care costs will depend
on measures to improve cost-sharing and admin-
istrative capacity.

Further reductions in unemployment over the
medium term will depend largely on additional
progress in addressing labor market rigidities.
Germany shows signs of greater flexibility in de
Jacto working conditions and wages, but legal
changes are needed to allow employers and
workers to reach wage agreements more in line
with firm-level conditions. In France, the 35-
hour work week initiative has proceeded rela-
tively smoothly to date, but with the legislation
being extended to small firms, flexible imple-
mentation—including the relaxation of restric-
tions on allowable annual overtime hours—will
be needed as the labor market tightens. In Italy,
the main challenge is to raise employment in the
south by linking wages to productivity to achieve
greater geographic wage differentiation. In
Spain, the priorities are fostering part-time work,
reducing dismissal costs to stimulate the growth
of employment, and increasing flexibility in
wage bargaining.

Additional product market reforms will also
be important to increase potential growth rates.
Germany has recently implemented impressive
reforms in the telecommunications and energy

CAN DOMESTIC DEMAND SUSTAIN EUROPEAN GROWTH?

sectors, but further actions are needed, includ-
ing the liberalization of shop opening hours,
and privatization of financial institutions and of
the remaining state holdings in public utility
companies. Similarly, in France, the recent
progress in privatization is welcome, although
there is further scope for liberalization of the fi-
nancial system, especially with regard to adminis-
tered interest rates, and of the telecommunica-
tions and energy sectors. In Italy, the large
privatization program in recent years provides a
good basis for additional measures, including
further liberalization of the energy sector, re-
form of the legal framework governing nonlisted
companies, and vigorous implementation of the
simplifications in public administration and li-
censing procedures.

With its greater openness to trade and finan-
cial flows, the United Kingdom is more vulnerable
than the euro area to external developments.
Growth is showing signs of moderating and the
forecast for 2001 is now at 2%2 percent, with the
balance of risks tilted downward. Domestic de-
mand growth is projected to moderate, despite a
strong pickup in public spending, and the exter-
nal balance is expected to continue to make a
negative contribution to growth. Notwith-
standing high levels of resource utilization, core
inflation has been below target, hovering around
2 percent, reflecting the strength of sterling
against the euro, wage moderation, and—more
recently—softening economic activity. As infla-
tionary pressures remain subdued, the Bank of
England’s interest rate cuts in February and
April were appropriate, and there remains room
for further easing if the growth outlook were to
deteriorate further. The March 2001 budget en-
visages a reduction of the public sector surplus
from 1% percent of GDP in 2000/01 to /2 per-
cent of GDP in 2001/02. While this expansion
most likely can be accommodated without
overheating, it could contribute to a policy mix
that may tend to keep sterling elevated. Over
the medium term, the large planned increase
in public investment in infrastructure and hu-
man capital should help to raise productivity
growth. However, it would be better to avoid
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Table 1.5. Selected Asian Countries: Real GDP, Consumer Prices, and Current Account Balance

(Annual percent change unless otherwise noted)

Real GDP

Consumer Prices? Current Account Balances?

1999 2000 2001 2002

1999 2000 2001 2002 1999 2000 2001 2002

Emerging Asia3 6.3 71 5.6 6.2
Newly industrialized Asian
economies 7.9 8.2 3.8 55
Hong Kong SAR 3.1 10.5 315) 4.8
Korea 10.9 8.8 3.5 55
Singapore 59 9.9 5.0 5.8
Taiwan Province of China 5.4 6.0 4.1 5.6
ASEAN-4 2.8 5.0 34 4.7
Indonesia 0.8 4.8 315) 4.6
Malaysia 58 8.5 45 6.0
Philippines 33 3.9 3.3 45
Thailand 4.2 43 3.0 4.5
South Asia4 6.2 6.2 5.4 59
Bangladesh 5.2 5.0 45 45
India 6.6 6.4 5.6 6.1
Pakistan 43 5.1 44 5.0
Formerly centrally
planned economies® 7.1 8.0 7.0 71
China 7.1 8.0 7.0 71
Vietnam 42 55 5.0 6.0

21 1.8 2.8 3.2 3.7 2.7 1.9 1.5

— 1.1 2.8 23 7.0 5.1 4.2 3.9
-40 37 0.5 2.0 6.6 5.8 3.0 41
0.8 2.2 4.3 3.0 6.0 24 2.3 1.2
0.1 1.4 1.9 19 259 236 210 202
0.2 1.3 1.4 15 2.9 3.0 24 25

10.2 3.0 5.7 4.7 9.2 1.7 6.1 4.9
20.7 3.8 8.9 5.7 41 4.2 35 2.0
2.8 15 2.0 24 159 9.7 6.3 5.6
6.6 43 6.1 58 100 124 121 115
0.3 15 2.1 36 102 7.6 5.9 45

4.8 41 41 58 -10 -12 -13 -15
6.3 4.7 5.8 63 -17 -16 -18 -21
4.7 4.0 3.8 59 -06 -10 -12 -13
41 44 49 46 -27 -16 -14 -09

-14 04 1.0 1.5 1.6 1.2 0.6 0.2
-14 04 1.0 15 1.6 12 0.6 0.2
41 17 4.0 4.2 45 21 03 42

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 during the year, as is the practice in some countries.

2Percent of GDP.

3Developing Asia, newly industrialized Asian economies, and Mongolia.

4Bangladesh, India, Maldives, Nepal, Pakistan, and Sri Lanka.

5Cambodia, China, Lao People’s Dem. Rep., Mongolia, and Vietnam.

returning to a budget deficit, so as not to reduce
the pool of national savings available for private
investment.

Other advanced European economies are
even more open than the United Kingdom and
thus more vulnerable to external developments.
Growth in Switzerland is expected to slow sharply
from 3% percent in 2000 to 2 percent in 2001,
because of the relatively high importance of the
U.S. export market. Growth in Sweden is pro-
jected to decline from 3% percent to 2% per-
cent, reflecting mainly lower external demand
but also the impact of declining stock prices,
particularly in the technology sector, on domes-
tic demand. At the same time, low unemploy-
ment in both countries, as well as in Denmark
and Norway, is expected to support both con-
sumption and investment in 2001, as firms seek
ways around skill shortages. On the whole, mon-
etary policy in these countries is well positioned
to react quickly and aggressively to sharper-than-

envisaged weakness in activity. In Iceland, where
the current account deficit has widened sharply,
fiscal policy needs to play a supporting role in
addressing domestic and external imbalances,
accompanied by early measures to strengthen
the financial system; the recent floating of the
currency, together with the adoption of inflation
targeting, is welcome and will help promote
long-term financial stability.

How Will the Global Slowdown
Affect Asia?

In emerging Asia, GDP growth rose to 7.1 per-
cent in 2000, buoyed by the continuing recovery
from the 1997-98 crisis (Table 1.5). However,
following rapid growth in the first half of the
year, the pace of activity has since fallen back
markedly, and in 2001 regional growth is ex-
pected to decline to 5.7 percent. While a slow-
down from the high growth rates during the re-



covery period was expected, this also reflected a
series of shocks, including higher oil prices;
slowing growth in the United States, the fall in
the NASDAQ), and the downturn in the global
electronics cycle; political uncertainties; and in a
number of countries, concerns over the lagging
pace of corporate and financial restructuring.
The slowdown was accompanied—and exacer-
bated—by a sharp decline in regional equity
markets, declining portfolio inflows, and in
some cases downward pressure on exchange
rates.

The impact of these shocks has varied across
the region. In China and India, which account
for three-quarters of regional output (excluding
Japan), exposure to external developments is
moderate and growth in activity is expected to
be relatively well maintained. Elsewhere, while
activity will in most cases be cushioned by lower
U.S. interest rates and to a modest degree by
lower oil prices, the effect will be significantly
greater. Growth is expected to slow sharply in a
number of the newly industrialized and ASEAN
countries, with the extent of the slowdown de-
pending on their cyclical positions; vulnerability
to external shocks (Figure 1.8); and country-spe-
cific factors, such as political uncertainties.
Given the improvement in macroeconomic fun-
damentals over the past three years, combined
with more flexible exchange rate management,
these countries are in general better placed to
manage external shocks than in the past.
Nonetheless, the impact of the global slowdown
will still be substantial, and would be signifi-
cantly exacerbated in the event of a harder land-
ing in the United States, a deeper-than-expected
slowdown in Japan, or a sharp depreciation of
the yen.

In China, the largest economy in the region,
activity remained robust during 2000, propelled
by rising exports, recovering private consump-
tion, and higher public spending; inflation
turned modestly positive as deflationary pres-
sures receded. Given the deterioration in the ex-
ternal environment, GDP growth is expected to
moderate to 7 percent in 2001 while inflation re-
mains subdued. The fiscal deficit in the 2001

HOW WILL THE GLOBAL SLOWDOWN AFFECT ASIA?

Flgure 1.8. Selected Aslan Countries:
The Impact of Weakening External Demand
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budget reflects an appropriately expansionary
policy stance, although a modest mid-year
spending package may be required if the height-
ened downside risks to growth materialize. Over
the medium term, the scope for further stimulus
will be constrained by the need to tackle the sub-
stantial off-budget liabilities relating to bank and
SOE restructuring, and pension liabilities. As
elsewhere, financial and enterprise reforms re-
main the central priority. Asset Management
Companies have now taken over a substantial
proportion of nonperforming loans, but need
additional powers and political support to move
forward with enterprise restructuring. Given the
ongoing structural changes in the economy, in-
cluding those associated with accession to the
World Trade Organization (WTO), greater ex-
change rate flexibility will also be desirable at
the appropriate time. In Hong Kong SAR, after a
strong “V-shaped” recovery, growth is expected
to slow markedly to 3.5 percent in 2001, in part
reflecting slowing export growth in the
Mainland, the weakening regional situation, and
falling retail sales. Activity in Taiwan Province of
China is also expected to weaken, mainly reflect-
ing the downturn in the global electronics cycle,
as well as financial sector problems.

Turning to South Asia, GDP growth in India
slowed to 6.4 percent in 2000, owing to a second
consecutive year of below average monsoons and
a weakening of industrial output. Overall activity
is expected to slow further to about 5.6 percent
in 2001, as a rebound in agricultural production
is offset by continued sluggishness in manufac-
turing and the effect of the devastating earth-
quake in Gujarat. Inflation increased sharply in
2000 and early 2001, but this appears to have
mainly reflected the effects of adjustments in ad-
ministered fuel prices, and price pressures have
recently begun to ease. Despite India’s heavy re-
liance on imported oil, the impact of higher
world prices on the current account deficit has
been largely offset by buoyant exports and slug-
gish non-oil imports. The weakness of the rupee
and the downward pressure on international re-
serves that emerged in 2000 have eased, aided
by higher remittances from expatriate Indians,

and the Reserve Bank of India was able to lower
its Bank rate in February and March 2001. The
central challenge for India’s policymakers re-
mains to sustain—and indeed improve upon—
the economy’s strong growth during the 1990s
to support meaningful poverty reduction. This
will require major structural reforms that im-
prove the environment for private investment
and a substantial reduction in the overall public
sector deficit, which—at 10-11 percent of
GDP—consumed one-half of overall gross do-
mestic saving in 2000/01. The government’s
2001/02 budget suggests that the fiscal deficit
may remain high, especially once privatization
receipts are excluded from the calculation and
taking into account the possibility that activity
may be slower than expected. Nonetheless, the
budget included welcome signs that the commit-
ment to structural reform has been reinvigo-
rated, and proposed fiscal responsibility legisla-
tion also signals an encouraging willingness to
take the steps necessary to achieve medium-term
fiscal consolidation. In Pakistan, the depreciation
of the rupee and the tightening of monetary
policy in the second half of 2000 helped reverse
the decline in official reserves, which had
reached dangerously low levels. After bumper
harvests of major crops last year, manufacturing
output has started to pick up, but a severe
drought is now casting a shadow over growth
prospects for 2001-2002. The recent resolution
of tariff disputes with independent power pro-
ducers will boost investor confidence, but an en-
during improvement in consumer and investor
sentiment will require accelerated structural re-
forms to strengthen private sector activity and
improve fiscal performance.

Turning to the remaining newly industrialized
and ASEAN economies, activity is expected to
slow most markedly in those countries where the
recovery is furthest advanced; while this is ex-
pected, in a number of cases the slowdown has
been exacerbated by domestic and external de-
velopments. This is particularly the case in Korea,
where domestic confidence and demand have
been weakened by concerns about the pace of
corporate restructuring, and exports—



particularly of electronics goods—have slowed
sharply. In Singapore and Malaysia, which are also
advanced in the recovery, domestic demand re-
mains relatively strong—notwithstanding some
weakening in confidence in Malaysia on account
of concerns over corporate restructuring—but
slowing external demand is a serious concern.
Elsewhere, the recovery has been much slower,
and is in danger of weakening further. In the
Philippines, while recent political uncertainties
have now been resolved, they have been accom-
panied by substantial fiscal slippages. In
Thailand, the recovery has been held back by
weak consumer and investor sentiment, as well
as by policy uncertainty and the slow pace of
debt restructuring. Despite a pickup in activity in
2000, the economic and political situation in
Indonesia remains very fragile, with deteriorating
market sentiment reflected in continued down-
ward pressure on the rupiah. Debt restructuring
and asset recovery remain key to maintaining a
sound macroeconomic framework, supported by
safeguards to minimize the risks associated with
ongoing fiscal decentralization. In a number of
these countries, where inflation and fiscal sus-
tainability are not a concern, there has been
scope for moderate interest rate reductions, and,
in some cases, for easing the pace of fiscal con-
solidation. However, the central challenge
throughout the region remains to accelerate the
pace of reform in the financial and corporate
sectors. Although further restructuring could
hamper activity in the short run, it is critical to
boost domestic and external confidence (the
gains from which would partly offset the short
term negative impact), reduce financial risks,
and to provide a basis for a sustained recovery in
investment.

In Australia and New Zealand, strong export
growth has continued, underpinned by strong
external demand and highly competitive ex-
change rates, which continued to depreciate
during much of 2000.# This provided strong sup-
port to activity—although in both cases the im-

4See Chapter II, Box 2.1, for a discussion of develop-
ments in the Australian and New Zealand dollars.

HOW WILL THE GLOBAL SLOWDOWN AFFECT LATIN AMERICA?

pact was offset by weakening domestic demand
during the year—and also contributed to a sig-
nificant reduction in current account deficits,
which have been quite high by international
standards. While activity in New Zealand has re-
mained robust, domestic demand in Australia
slowed sharply in the fourth quarter of 2000, al-
though this largely reflected the impact of the
mid-2000 changes in the tax regime on housing
investment. In both countries, activity in 2001
will be adversely affected by the weakening ex-
ternal environment. With underlying inflation-
ary pressures easing, both countries have re-
duced interest rates, and there is room for
additional cuts if activity were to weaken further.
On the structural side, Australia has successfully
completed a major tax reform, recently enacted
measures aimed at fostering innovation, and is
preparing to tackle welfare reform (although
less progress is being made on labor market
deregulation). In New Zealand, despite some ev-
idence of a pickup in productivity growth in the
1990s, the growth dividend from 15 years of re-
form appears to have been less than might have
been expected. While the new government’s fo-
cus on human capital development is appropri-
ate, the authorities need to monitor closely the
effects of recent measures that could reduce la-
bor and product market flexibility.

How Will the Global Slowdown Affect
Latin America?

In Latin America and the Caribbean, GDP
growth picked up to 4.1 percent in 2000, aided
by buoyant U.S. demand, higher oil prices, and a
recovery in domestic demand from the de-
pressed levels of 1999 (Table 1.6). Within this,
performance differed markedly across the re-
gion, with the strongest growth rates experi-
enced in Mexico, Chile, and Brazil, under-
pinned by generally sound macroeconomic
policy frameworks. Modest expansions are under
way in the Andean region, with activity hampered
in some cases by political uncertainties, while
Argentina continues to struggle to escape reces-
sion. Notwithstanding the positive impact of
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Table 1.6. Selected Western Hemisphere Countries: Real GDP, Consumer Prices,

and Current Account Balance
(Annual percent change unless otherwise noted)

Real GDP Consumer Prices? Current Account Balances?
1999 2000 2001 2002 1999 2000 2001 2002 1999 2000 2001 2002
Western Hemisphere 0.2 41 3.7 44 8.8 8.1 6.3 4.8 -3.2 -2.5 -3.3 -3.2
South America -14 3.2 3.7 43 6.7 1.1 6.0 44 -3.0 -1.9 -29 -28
Argentina -34 -0.5 2.0 3.8 -12 07 0.6 0.6 -4.4 -34 -34 =30
Brazil 0.8 4.2 45 45 49 7.0 55 3.7 -4.7 -4.2 -45 44
Chile -1.1 5.4 4.8 515 3.3 3.8 3.5 3.2 -0.1 -14 -1.7 =21
Colombia -4.3 2.8 3.2 3.8 10.9 9.2 8.8 6.9 0.1 0.2 -1.8 -27
Ecuador -7.3 2.3 3.4 3.0 52.2 96.2 406 119 6.9 53 -12 -26
Peru 14 3.6 2.5 5.0 35 3.8 3.3 2.4 -35 -3.0 24 24
Uruguay -3.2 -1.0 2.0 4.0 57 4.8 49 4.4 2.5 -2.9 25 -21
Venezuela —6.1 3.2 3.3 2.8 23.6 16.2 12,5 13.6 3.6 10.8 43 43
Central America and
Caribbean 3.8 6.2 3.7 4.6 13.6 8.8 7.0 5.6 -3.4 -34 -39 -38
Dominican Republic 8.0 7.8 6.5 6.4 6.5 77 10.9 4.4 -2.5 -6.3 -33 -3.1
Guatemala 3.5 3.6 3.0 2.9 53 7.0 76 1041 -5.6 -4.7 -44 -43
Mexico 3.8 6.9 35 4.7 16.6 95 6.9 55 -2.9 -3.1 -39 -38

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 during the year, as is the practice in some countries.

2Percent of GDP.

higher oil prices for many countries, the re-
gional current account deficit improved only
slightly, partly reflecting a strong rebound in do-
mestic demand from the depressed levels of
1999. While vulnerability indicators have gener-
ally improved, the regional external financing
requirement is the highest among developing
country groups (Figure 1.3 and Table 1.7).
Looking to 2001, GDP growth is projected at
3.7 percent, with losses from the slowdown in
the United States and somewhat lower oil prices
partly offset by the positive impact of lower U.S.
interest rates. While the situation differs across
countries, the direct impact of the global slow-
down on activity will be largest in Mexico
(Figure 1.9) and in a number of countries in the
Andean region and in Central America, but
more moderate in those countries—such as
Brazil and Argentina—that are less open and
where trade links with the United States are less
important. Given the still large external financ-
ing requirements across the region, the implica-
tions of the U.S. slowdown for financial markets
is critical. While external financing conditions
improved following the cut in U.S. interest rates
in early 2001—allowing a number of countries
to cover a substantial proportion of their exter-

nal public sector financing requirements—they
have deteriorated following the renewed eco-
nomic difficulties in Argentina. If a hard landing
in the United States were to be accompanied by
greater financial market turbulence and a rise in
investor risk aversion, or a slowdown in inward
foreign direct investment (which finances the
bulk of the regional current account deficit), the
risks would correspondingly increase. With fiscal
sustainability remaining a central concern in
many countries, it will be important to maintain
prudent fiscal policies, along with structural re-
forms—particularly in financial and corporate
sectors, privatization, and labor markets—to re-
tain the confidence of international investors, in-
crease investment, and reduce the very high un-
employment rates across much of the region.
During the latter part of 2000, developments
in the hemisphere were overshadowed by the cri-
sis in Argentina. Having withstood the Asian crisis
relatively well, the economy came under increas-
ing pressure during 1999 and 2000 from the
combined impact of large terms of trade losses,
the floating of the Brazilian real, the strength of
the U.S. dollar (which hurt trade with Europe
and Brazil, Argentina’s two largest trading part-
ners), and rising international interest rates.
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Table 1.7. Emerging Market Economies: Net Capital Flows!

(Billions of U.S. dollars)

1993 1994 1995 1996 1997 1998 1999 2000 2001 2002
Total
Private capital flows, net2 1245 1413 189.0 2242 1203 53.0 69.8 32.6 56.5 106.2

Private direct investment, net 56.6 80.9 96.8 1202 1449 151.0 150.3 1439 1505 155.8

Private portfolio investment, net 81.7 110.2 42.8 85.2 429 0.7 21.5 25.0 20.2 26.2

Other private capital flows, net -139 4938 49.5 187 -675 -98.7 -1019 -136.2 -1142 -7538

Official flows, net 541 8.2 31.3 0.9 56.8 62.1 10.6 4.8 5.9 7.4
Change in reserves? -645 -69.0 -1189 -1096 624 -348 855 -1199 857 -96.0
Memorandum

Current account4 -1169 -742 -922 961 -71.0 -57.3 325 112.9 489 338

Africa

Private capital flows, net? 3.2 11.4 12.3 12.3 16.8 10.9 12.7 8.6 147 140
Private direct investment, net 2.2 2.4 2.9 47 8.1 7.0 8.9 6.8 10.3 8.4
Private portfolio investment, net 09 3.5 3.1 2.8 7.0 3.7 8.7 43 3.9 44
Other private capital flows, net 0.0 55 6.4 49 1.6 0.1 —4.9 2.4 0.5 1.2

Official flows, net 45 5.0 3.9 -2.1 -1.8 2.7 14 -4.4 -15 2.6

Change in reservesd 32 54 -2.0 -91 106 1.9 -35 144 137 -11.0

Memorandum

Current account4 -123 -123 -16.9 -63 8.0 -205 -155 1.3 -37 55

Developing Asias
Crisis countriest
Private capital flows, net? 20.7 334 38.9 640 90 -327 -9.1 -10.2 -16.8 0.2

Private direct investment, net 6.7 6.5 8.8 9.8 10.5 10.9 7.8 8.6 10.0 11.8
Private portfolio investment, net 171 11.3 17.7 23.6 72 93 3.6 4.0 -0.6 1.9
Other private capital flows, net =31 15.5 12.4 305 -26.7 -343 -205 —22.7 261 -13.6
Official flows, net 33 0.9 14.9 -3.9 14.6 17.8 -5.6 2.5 -04 33
Change in reserves3 -20.6 -6.1  -19.0 54 394 469 -393 —22.9 -9.1 -212
Memorandum
Current account? -135 -232 -391 530 -255 69.9 62.9 44.8 383 304
Other Asian emerging markets
Private capital flows, net? 20.9 33.7 35.6 50.0 224 143 9.6 8.4 34 1341
Private direct investment, net 26.4 38.2 39.7 457 49.7 48.5 42.8 38.5 39.7 43.1
Private portfolio investment, net 0.9 7.6 2.0 3.5 -0.1 -6.3 0.7 8.7 3.1 3.9
Other private capital flows, net -6.3 -12.1 -6.1 08 -271 564 -33.9 -388 -394 -34.0
Official flows, net 8.2 2.3 -3.6 -79 -73 0.4 341 -5.9 0.9 1.4
Change in reserves3 -16.7 -515 -254 -#17 -469 -17.0 -387 -258 -19.7 -252
Memorandum
Current account? 7.2 18.3 8.1 14.9 51.0 415 38.3 33.3 22.3 16.6

Middle East, Malta, and Turkey?

Private capital flows, net? 25.1 15.1 11.1 14.6 194 8.1 37 162 -108 0.2
Private direct investment, net 3.3 5.3 7.4 8.3 7.3 7.9 5.0 9.0 8.6 10.5
Private portfolio investment, net 6.9 8.1 3.0 2.7 1.7 -114 4.2 -2.1 -2.5 0.6
Other private capital flows, net 14.9 1.7 0.8 3.5 10.4 11.6 29 231 -169 -10.9

Official flows, net 5.6 2.3 3.2 47 2.0 8.5 5.0 -5.3 -3.3 0.4

Change in reserves? 1.2 -47 -113 -220 -2038 10.3 -6.5 230 187 -129

Memorandum

Current account4 -29.9 7.1 -5.9 42 19 -295 42 54.8 451 19.8

With domestic demand weakening, Argentina

became mired in a circle of near stagnation, de-

clining business and consumer confidence, and

rising interest rates. As emerging market spreads

widened from late September, political uncer-
tainties triggered a sharp deterioration in the
country’s financing conditions, with investor at-
tention focusing increasingly on the large gross
public financing requirement in 2001 and be-

(continued)

yond. This was accompanied by signs of conta-
gion to other countries in the region.

In response, the authorities moved quickly to
strengthen the policy framework. Key elements
included a fiscal pact with the provinces, to en-
sure that budget balance is achieved by 2005; im-
proving product and labor flexibility to facilitate
adjustment under the currency board system; re-
ducing fiscal impediments to investment; a re-
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Table 1.7 (concluded)

PROSPECTS AND POLICY CHALLENGES

1993 1994 1995 1996 1997 1998 1999 2000 2001 2002

Western Hemisphere

Private capital flows, net? 37.3 42.8 41.6 62.8 68.1 61.8 40.4 39.2 60.6  70.7
Private direct investment, net 12.2 2341 249 39.3 53.8 56.3 64.2 56.9 539 535
Private portfolio investment, net 47.2 62.4 2.5 38.0 19.0 19.9 104 4.7 10.7 116
Other private capital flows, net -221 426 142 144 4.7 -145 342 —22.3 4.1 5.6

Official flows, net 30.5 7.8 17.5 6.1 16.2 15.4 7.4 17.1 9.1 8.4

Change in reserves? -20.7 40 234 294 138 19.0 9.3 -12.9 -50 -11.5

Memorandum

Current account4 -459 520 -369 -389 -66.8 -902 557 479 664 -68.7

Countries in transition

Private capital flows, net? 17.4 4.8 49.6 20.5 2.5 19.2 12.5 2.8 5.4 8.2
Private direct investment, net 6.0 5.3 131 12.4 15.5 20.5 21.6 24.2 28.1 28.4
Private portfolio investment, net 8.7 17.3 14.6 14.6 8.0 4.0 2.2 53 5.5 3.9
Other private capital flows, net 27 -17.8 21.9 -6.5 -20.9 52 -11.2 —26.7 283 -241

Official flows, net 21 -10.1 -4.5 4.0 3341 17.3 -0.8 0.8 1.0 3.0

Change in reserves? -10.8 -53 -37.8 -20 98 -21 6.7 210 195 -142

Memorandum

Current account4 -8.1 2.2 -15 -16.8 -23.7 -284 -1.7 26.7 13.5 3.6

Net capital flows comprise net direct investment, net portfolio investment, and other long- and short-term net investment flows, including of-
ficial and private borrowing. Emerging markets include developing countries, countries in transition, Korea, Singapore, Taiwan Province of China,

and Israel. No data for Hong Kong SAR are available.

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

3A minus sign indicates an increase.

4The sum of the current account balance, net private capital flows, net official flows, and the change in reserves equals, with the opposite

sign, the sum of the capital account and errors and omissions.

SIncludes Korea, Singapore, and Taiwan Province of China. No data for Hong Kong SAR are available.

6lndonesia, Korea, Malaysia, the Philippines, and Thailand.
7Includes Israel.

form of the health and pension systems; and
substantial additional financing from the IMF,
other multilateral and bilateral creditors, and
the private sector to ease the government’s fi-
nancing needs in 2001 and beyond. The
strengthened economic program was well re-
ceived by financial markets, with an initial sharp
decline in spreads. However, spreads have since
rebounded as a result of evidence of difficulties
in the fiscal area and renewed concerns on ex-
ternal financing issues, and as yet, there is no
clear indication of a turning point in economic
activity. The authorities’ most recent initiatives
to strengthen the policy framework are welcome;
but with very limited room for policy maneuver
it will be critical that fiscal restraint is main-
tained, and that the authorities at all levels of
government adhere to the economic program.
In Mexico, activity remained very strong during
most of 2000, buoyed by rising exports to the
United States and rapid consumption and invest-
ment growth. In response to rising demand pres-
sures, monetary policy was tightened steadily dur-

ing the year; inflation was held within the author-
ities’ 10 percent target, but the external current
account widened to 3.1 percent of GDP (notwith-
standing significantly higher oil revenues). From
late 2000, industrial production growth deceler-
ated sharply, particularly in those sectors most
closely linked to the United States. With oil
prices also declining modestly, GDP growth is ex-
pected to fall back to 3.5 percent in 2001, and
the current account balance to widen to 4 per-
cent of GDP, increasing vulnerability to external
shocks. Against this background, Mexico should
maintain—and if possible strengthen—the pru-
dent fiscal stance incorporated in the new admin-
istration’s 2001 budget. On the structural side,
the authorities’ plans to reform the budgetary
process, simplify the tax system, and move toward
international standards for fiscal accounting are
welcome. Further measures to strengthen banks’
capital base are also a priority, building on the
significant progress of recent years.

In Brazil, output growth has remained robust,
despite concern about potential for contagion



from the Argentine crisis. GDP growth averaged
4.5 percent in 2000, and is projected to reach a
similar level in 2001, as slowing export growth
is offset by robust domestic demand. With con-
sumer price inflation of 6 percent, inflation
was held in line with the target for the second
year in a row, which helped the inflation target-
ing framework to gain substantial credibility.
While Brazil remains vulnerable to adverse
developments in the external environment,
given the sizable current account deficit and
external financing requirement, the economy
is now in stronger shape to withstand such
shocks. The recent tightening of monetary
policy underlined the central bank’s full com-
mitment to the inflation targeting regime and
was appropriate considering, among other
factors, the weakening of the real against the
U.S. dollar since the beginning of the year.
Monetary policy should continue to respond
swiftly to developments that could threaten the
inflation target. Similarly, the government’s
proposal to strengthen its fiscal position for
2002-04, and maintain the primary surplus tar-
get of the consolidated public sector at 3 per-
cent of GDP, will help to contain the adverse ef-
fect of higher interest rates on the budget and
put the debt-to-GDP ratio firmly on a downward
path. In view of current uncertainties, the au-
thorities should stand ready to take additional
action if necessary.

In Chile, activity rebounded in 2000 aided by
rising exports and investment, although both in-
dustrial production and exports have weakened
recently and unemployment remains stubbornly
high. Given its relatively open economy—and
substantial share of exports to the United States
and emerging Asia—growth is expected to de-
cline in 2001, although vulnerability to external
financial market developments is more modest.
Over the medium term, the structural fiscal bal-
ance target of 1 percent of GDP may help avoid
the procyclical fiscal policy stance that has af-
flicted many countries in the region.

In the Andean region, GDP growth was gener-
ally stronger than expected in 2000, and—
notwithstanding lower oil prices—is expected in

HOW WILL THE GLOBAL SLOWDOWN AFFECT LATIN AMERICA?
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Table 1.8. Selected African Countries: Real GDP, Consumer Prices, and Current Account Balance

(Annual percent change unless otherwise noted)

Consumer Prices?

Current Account Balances?

2000 2001 2002 1999 2000 2001 2002

Real GDP
1999 2000 2001 2002 1999
Africa 2.3 3.0 4.2 44 115
Maghreb 2.5 2.6 5.2 3.7 2.0
Algeria 3.2 3.0 3.1 3.1 2.6
Morocco 0.7 0.8 7.8 8.8 0.7
Tunisia 6.2 5.0 6.2 6.1 2.7
Sub-Sahara3 2.4 3.0 4.0 5.0 19.1
Cameroon 4.4 4.2 54 5.7 29
Cote d’lvoire 1.6 -2.0 0.3 3.6 0.7
Ghana 4.4 3.7 5.0 8.5 12.4
Kenya 2.0 0.4 2.1 2.8 3.5
Nigeria 1.1 2.8 1.7 2.5 6.6
Tanzania 4.8 5.1 54 57 6.3
Uganda 7.6 4.6 5.0 7.2 -0.2
South Africa 19 3.2 3.8 3.8 5.2
Memorandum
Oil importers 2.3 3.0 4.7 47 11.0
Qil exporters 2.0 3.0 2.8 3.2 13.2

13.5 9.6 5.7 -3.6 0.3 -0.8 -1.2

14 3.4 3.4 -0.6 1.5 5.8 3.6
0.3 4.0 45 0.0 17.3 13.8 94
2.0 2.8 2.3 -0.5 -1.7 -1.4 -1.0

3.0 2.9 2.7 2.1 =3.7 -3.0 2.7
23.3 14.5 7.3 -7.5 -3.3 -5.3 -4.4
0.8 2.0 2.0 -4.1 -1.7 2.7 -2.4

2.5 2.0 2.0 4.2 -4.6 -4.3 =-3.7
25.0 30.0 17.8 -9.9 -6.6 -3.6 2.7
6.2 5.0 45 -2.4 -2.9 -9.3 =51
6.9 12.5 7.8 -9.5 49 -2.1 -0.9
6.2 5.0 4.2 -3.9 -2.4 -3.5 -3.3
6.3 5.0 5.0 -7.2 -8.1 -84 -103

5.4 5.2 4.5 -0.4 -01 0.2 -0.3

13.4 8.7 5.1 -3.0 -3.0 -3.0 -2.9
13.7 12.8 7.9 -5.8 9.6 5.6 4.4

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 during the year, as is the practice in some countries.

2Percent of GDP.
3Excluding South Africa.

most cases to pick up further in 2001, aided by
strengthening domestic demand. In Venezuela,
activity has been boosted by a sharp increase in
government spending. While the authorities
have set aside part of the windfall gain in oil
prices, with the non-oil balance in large deficit,
the fiscal position remains very vulnerable to de-
velopments in oil prices. The fiscal position also
remains a challenge in Colombia, especially given
the potential costs of bank restructuring and
pension reform. In Ecuador, dollarization contin-
ues to proceed satisfactorily, and macroeco-
nomic stability has improved. However, further
progress is needed to strengthen the banking
system, while the recent defeat of the authori-
ties’ proposed tax reform in the congress will set
back the needed strengthening of the fiscal pol-
icy framework unless the partial presidential
veto, which seeks to maintain key elements of
the tax reform, is sustained.

In Central America, GDP growth slowed in
most countries in 2000, as the cost of oil imports
rose and world coffee prices remained de-
pressed, although Honduras and Nicaragua con-
tinued to register robust growth as they recov-

ered from the effects of Hurricane Mitch. With
the region heavily exposed to developments in
the United States, economic growth may be
slower than expected, although the impact may
be offset by the expansion in access to U.S. mar-
kets following the Caribbean Basin Initiative in
October 2000 (involving El Salvador, Guatemala,
and Honduras); and debt relief under the
Enhanced HIPC Initiative (Nicaragua and
Honduras). The region will need to continue to
strengthen fiscal policy, with an emphasis on
raising tax revenues, which tend to be low in re-
lation to GDP. On January 1, 2001, El Salvador
introduced the U.S. dollar as legal tender, with a
view to strengthening the country’s integration
with the world economy. The other countries in
the region, apart from Panama, do not intend to
dollarize.

Can Africa Achieve Sustained
Higher Growth?

In Africa, after two decades of economic stag-
nation, GDP growth picked up substantially in
the second half of the 1990s, underpinned by a



renewed commitment to sound economic poli-
cies and more open and better managed
economies. This was accompanied by improved
macroeconomic performance, notably lower in-
flation and a reduction in fiscal and current ac-
count deficits (although, given Africa’s still high
debt burden, the latter generally remain substan-
tial—see Table 1.8).> However, particularly in
sub-Saharan Africa, the rate of improvement fell
back significantly later in the decade (Figure
1.10). In large part, this deterioration can be
traced to the rising incidence of war and civil
conflict, and to a lesser extent terms of trade
losses from weak commodity prices and latterly
from high oil prices. Countries that maintained
sound economic policies and political stability
(see Figure 1.10) were able to maintain relatively
strong rates of growth—notwithstanding, in
some cases, sizable commodity price shocks.
Growth in Africa is projected to rise to 4.2 per-
cent in 2001 and somewhat further in 2002, with
activity picking up fastest in those countries that
suffered most from domestic or external shocks.
This pickup will, however, depend on the imple-
mentation of sound macroeconomic and struc-
tural policies, as well as a significant improve-
ment in the security situation in many
countries.® Recent improvements remain fragile
(the experience of Zimbabwe shows how quickly
macroeconomic gains can be lost); in addition,
Africa would suffer from a steeper than ex-
pected global slowdown, particularly as a result
of falling commodity prices. Nonetheless, the re-
cent strengthening of economic policies—sup-
ported by debt relief through the enhanced
HIPC initiative and the IMF’s Poverty Reduction
and Growth Facility (Box 1.4)—has helped to
improve the environment to achieve sustained
growth. This is an important beginning, but

5See Chapter IV for a detailed discussion of the factors
underlying the improvement in inflation in developing
countries.

60ver the past decade, partly because these conditions
have not been satisfied, the IMF’s forecasts for growth in
Africa have been consistently over optimistic; growth pro-
jections made at the beginning of the forecast year have
averaged about 1 percentage point higher than the actual
outcome.

CAN AFRICA ACHIEVE SUSTAINED HIGHER GROWTH?
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African countries continue to face enormous de-
velopment challenges. Strong domestic policies,
undertaken in an environment of peace and rea-
sonable political stability, additional interna-
tional assistance, and more open markets in in-
dustrial countries, will all be needed in order to
raise growth to the levels necessary to support a
meaningful reduction in poverty.

In South Africa, activity is recovering well from a
series of adverse shocks, including higher oil
prices, unfavorable weather conditions, and con-
tagion from the crisis in Zimbabwe. GDP growth
is estimated at 3.2 percent in 2000, and should
rise to 3.8 percent in 2001. However, with global
demand slowing, and consumer and business con-
fidence still quite weak, there are downside risks
to the outlook. Moreover, while the current ac-
count deficit is modest, persistent capital out-
flows—linked in part to the Zimbabwe crisis—
have contributed to a steady weakening in the
rand. With inflation having peaked at about 8
percent, the Reserve Bank appears on track to
meet its target of 3 to 6 percent in 2002; with di-
rect inflationary pressures easing, there may be
scope to ease interest rates later in the year, once
it is clear that second round effects from rand
weakness and oil price hikes are dissipating. Over
the medium term, to address high unemploy-
ment, poverty, and extreme income inequality,
the challenge is to increase growth to above 6
percent through accelerated structural reforms,
particularly in the labor market and privatization.

Elsewhere in Africa, developments continue to
depend importantly on commodity prices. The
oil exporting countries of north and west Africa
have experienced a large improvement in their
terms of trade, resulting in much stronger fiscal
and external balances. However, GDP growth
has generally increased only modestly, con-
strained by structural weaknesses in non-oil sec-
tors and in some cases war and political uncer-
tainty. In Nigeria, the democratically elected
government that took office in May 1999 initially
took important measures to address macroeco-
nomic imbalances and began to tackle corrup-
tion. However, signs of sustained economic re-
covery remain elusive; federal government

spending has risen sharply, primarily due to
higher wages; reserve money growth has acceler-
ated, leading to rising inflation and pressures on
the naira; and structural reforms have fallen be-
hind schedule. Higher oil prices temporarily
boosted the current account, but the medium
term external situation remains difficult. To re-
store macroeconomic stability, strict financial dis-
cipline—through limiting expenditure by fed-
eral government—remains critical, supported by
market-based reforms—especially in the conduct
of monetary and exchange rate policies, privati-
zation, trade policy, and governance—and addi-
tional debt relief. In Algeria, where unemploy-
ment is estimated at 30 percent, the main
challenge is to achieve a sustained increase in
growth, without jeopardizing the hard won
progress toward macroeconomic stability in re-
cent years. While the fiscal position remains in
strong surplus, recent substantial increases in
the minimum wage and civil service salaries may
increase vulnerability to developments in oil
prices (as well as exacerbate labor market imbal-
ances). It will also be important to accelerate the
pace of structural reform, particularly in the ar-
eas of banking and privatization.

In much of the rest of Africa, the terms of
trade have deteriorated substantially in recent
years. While this has been partly offset by rising
export volumes—particularly in the Horn of
Africa and eastern and southern Africa—much
of the impact has been absorbed through lower
domestic demand and growth. In 2001-02, non-
fuel commodity prices are projected to remain
weak, albeit offset to some extent by lower oil
prices. Macroeconomic stability has in general
improved, but remains a concern in some coun-
tries, particularly in southern and eastern Africa.
In a number of these—notably Angola, the
Democratic Republic of the Congo, and Zimbabwe—
conflicts or domestic political turmoil have con-
tributed to a substantial weakening in macroeco-
nomic policies, and in some cases—especially
Zimbabwe—have had adverse effects on neigh-
boring countries.

For the region as a whole, the central policy
challenge remains to improve the environment



Box 1.4. The Enhanced HIPC Initiative in Africa

To address the problem of unsustainable debt
burdens in poor countries, mainly in Africa, the
IMF and the World Bank launched the Initiative
for the Heavily Indebted Poor Countries (HIPC
Initiative) in 1996. This was enhanced in the fall
of 1999 in the context of strengthening the links
between debt relief and poverty reduction by
providing faster, deeper, and broader debt re-
lief, supported by country-owned and participa-
tory strategies designed to help these countries
reach the International Development Goals for
poverty reduction and other key social indica-
tors.! The main goals are reducing the propor-
tion of people living in extreme poverty by at
least one half by 2015 (from the 1990 level);
achieving universal primary education in all
countries by 2015; eliminating gender disparity
in primary and secondary education by 2005;
and reducing child mortality by two-thirds and
maternal mortality by three-fourths by 2015
(from the 1990 level).

For Africa, the enhancements to the HIPC
Initiative resulted in a broadening of the number
of countries that could qualify for debt relief to
33.2 So far, 18 African countries reached the
point where they qualify for and can start to re-
ceive HIPC debt relief—their so-called decision
points—and will receive total debt service relief
amounting to $25 billion in nominal terms ($15
billion in net present value terms). On average,

ISee “The New Approach to Poverty Reduction”,
Chapter IV in the May 2000 World Economic Outlook for
a detailed description of the Enhanced HIPC
Initiative. See also http://www.imf.org/external/
np/HIPC.

20f these, 18 have reached the point at which they
qualify for debt relief (Benin, Burkina Faso,
Cameroon, The Gambia, Guinea, Guinea-Bissau,
Madagascar, Malawi, Mali, Mauritania, Mozambique,
Niger, Rwanda, Sao Tomé and Principe, Senegal,
Tanzania, Uganda, and Zambia), 12 have still to qual-
ify (Burundi, Central African Republic, Chad,
Republic of Congo, Democratic Republic of Congo,
Cote d’Ivoire, Ethiopia, Liberia, Sierra Leone,
Somalia, Sudan, and Togo), and two are expected not
to require assistance (Angola and Kenya). Ghana de-
cided in 1999 not to seek debt relief under the
Initiative.

CAN AFRICA ACHIEVE SUSTAINED HIGHER GROWTH?

Enhanced HIPC Initiative: Comparative Deabil

Reduction and Debt Relief for 22 Decision
Paoint Countrias, December 2000
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HIPC relief combined with existing debt relief
mechanisms will reduce countries’ debt service
by two-thirds (see the figure), equivalent to be-
tween 1 and 2% percent of GDP per year. The
debt relief allows significant increases in pro-poor
expenditure, in particular, in education and
health, for which today’s public spending levels
in sub-Saharan Africa average about 6 percent of
GDP (compared with 6.5 percent for the average
of all IMF-supported program countries).

All African countries that have reached their
decision points are significantly increasing the
budget allocations for social and other program
spending, in several countries by more than the
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Box 1.4 (concluded)

HIPC debt relief through a reallocation of re-
sources from lower-priority uses. But it is equally,
if not more, important to ensure that such
spending is efficient and reaches the poor. This
involves major efforts to strengthen the budget
process, including through the introduction or
strengthening of medium-term expenditure
frameworks (such as in Uganda, Malawi, and
Zambia). It also involves the systematic tracking
of government expenditure to the intended pro-
grams and their beneficiaries (for example, spe-
cial surveys are being undertaken with donor
support in Cameroon, The Gambia, and
Madagascar). And more generally, it involves
steps to enhance accountability in the use of
public resources (including HIPC relief)
through the establishment or strengthening of
the general accountant’s office (like in The
Gambia, Niger, Rwanda, and Sao Tomé and
Principe) or the introduction or strengthening
of financial management systems (like in
Zambia and Malawi).

A critical element in the HIPC Initiative is
that every country prepares an Interim Poverty
Reduction Strategy Paper (IPRSP) and then a
Poverty Reduction Strategy Paper (PRSP) through a
consultative process. These papers focus on:

* Maintenance of macroeconomic stability and
achievement of equitable growth, both essen-
tial for sustainable poverty reduction.

¢ Greater specification of measurable targets for
poverty reduction and social indicators and
incorporation of the costs of reaching these
targets in the budget.

¢ Increases in the level and efficiency of pro-
poor spending. HIPC relief permits countries
to continue the upward trend in such spend-
ing shown in recent years, while maintaining
overall fiscal balances consistent with debt sus-
tainability.

¢ Clearer identification of pro-poor spending in
the budget and improvements in monitoring.
This typically involves adopting new budget
classifications, introducing medium-term ex-
penditure frameworks, undertaking regular
public expenditure reviews, decentralizing so-
cial services provision to local governments,

and holding regular beneficiary “tracking”

surveys.

The focus on poverty reduction and safe-
guarding the efficient use of debt relief are also
reflected in triggers for reaching the point at
which HIPC debt relief becomes fully and irrev-
ocably available to the country—the so-called
completion point. The triggers for African
HIPCs have typically covered:?
® Governance. Measurable progress in public ex-

penditure management, accountability, anti-

corruption safeguards, and tracking of expen-
ditures to beneficiaries.

¢ FEducation. Measurable progress in public
spending levels/ efficiency; number of teach-
ers and classrooms; improved incentives for
rural teachers; and enrollment rates.

® Health. Measurable progress in public spend-
ing levels/efficiency; number of health work-
ers and equipped health centers; provision of
drugs; immunization rates, mortality, and
morbidity rates.

¢ Other reforms essential for poverty reduction,
such as the implementation of AIDS action
plans; rural road maintenance: improvements
in micro finance institutions; and privatization
of essential public enterprises.

In the period ahead, the critical issue for
countries that have reached the decision point is
to ensure that poverty reduction strategies are
fully implemented. They need also to improve
their expenditure systems to ensure that avail-
able resources (including HIPC relief) are used
efficiently and reach the poor. Assistance from
countries’ external partners for the PRSP
process and expenditure management is essen-
tial. For the 12 HIPC-eligible African countries
that still have to qualify for HIPC relief, how-
ever, there are many obstacles to overcome.
Nine of these countries are affected by ongoing
or past armed conflicts, many have poor eco-

3For reaching their completion points, it is neces-
sary that countries have maintained macroeconomic
stability, as evidenced by satisfactory implementation
of the PRGF-program, and have prepared, and imple-
mented satisfactorily for one year, a full PRSP.



nomic performance linked to weak governance,
and several have large and protracted arrears,
including to the World Bank, IMF, and African
Development Bank. Through technical assis-
tance and policy advice, often under staff-moni-
tored programs, the IMF is helping these coun-
tries, where possible, to establish a minimum
track record of good economic policies and to
regain access to financing from multilateral in-

for private investment, which remains very low
compared with other developing country re-
gions. The priorities are to strengthen public
service delivery, including education and poverty
relief, financed by debt relief and improved tax
administration; to improve infrastructure (in-
cluding through privatization); and to continue
to open up to the outside world. There is also a
pressing need to improve governance, which re-
mains a pervasive problem, including through
greater transparency in public sector resource
management (under way in Kenya and
Mozambique); developing sound and efficient
civil services and legal frameworks (in progress
in Cameroon and Zambia); and attacking corrup-
tion (where Senegal, Tanzania, and Uganda have
taken important steps).

For many countries, AIDS has become a major
threat to sustainable development, with between
20 and 36 percent of the adult population of
countries in southern Africa now infected with
the virus. Since combination therapies to pro-
long life are generally not available, due to the
high cost of anti-retroviral drugs and weak med-
ical infrastructure (particularly in rural areas),
deaths in the adult population will rise sharply
over the next 10 years, with severe social and
economic consequences.” Prevention efforts—
which are relatively inexpensive and have proved
quite effective in some countries, including

7See Box 1.4 of the October 2000 World Economic
Outlook for a discussion of the macroeconomic conse-
quences of AIDS in Africa.

THE MIDDLE EAST: MANAGING TERMS OF TRADE VOLATILITY

stitutions and bilateral donors. In all of the
HIPC countries, however, debt relief by itself is
not enough. As stressed in Chapter I of this
World Economic Outlook, additional foreign aid is
needed, and, even more important, advanced
economies must provide these countries greater
access to their markets to ensure that the poor-
est countries can begin to share more fully in
global prosperity.

Uganda and Senegal—have been stepped up in
many countries, but only a few countries—in-
cluding South Africa recently—provide drug
treatments to pregnant women to reduce trans-
mission to unborn children. While budgetary re-
sources are generally very limited, every effort
will need to be made to reduce nonproductive
outlays to finance additional health-related ex-
penditures. Given the scale of the problem, sub-
stantial external support will also be essential.

The Middle East: Managing Terms of
Trade Volatility

In the Middle East, oil price fluctuations con-
tinue to dominate economic developments, re-
sulting in sharp terms of trade volatility. After
falling by 20 percent in 1998, the terms of trade
for the region soared by some 50 percent in
1999-2000, as oil prices rebounded. Higher oil
revenues have largely been saved, leading to a
substantial improvement in fiscal and external
imbalances in many countries (Figure 1.11 and
Table 1.9). The strengthening terms of trade,
and several increases in OPEC oil production
quotas during 2000, also boosted activity, with
GDP growth rising by 2.1 percentage points to
4.8 percent in 2000, the highest since the early
1990s.

While oil prices have fallen back somewhat
from their peaks in late 2000, they are expected
to remain relatively high in historical terms in
2001. Since the windfall gains from higher oil
prices have in general been prudently used, the
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Figure 1.11. Middle East. Responding to
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impact of somewhat lower prices in most coun-
tries is expected to remain manageable. Thus,
growth is projected to remain reasonably robust
in 2001 and 2002, and in most cases fiscal and
external positions would be able to absorb the
bulk of the oil price fall. However, given the con-
tinued volatility in oil prices and recent produc-
tion cuts, there may be downside risks to the out-
look. Hence, a prudent approach to fiscal policy
remains desirable, especially in those coun-
tries—such as Saudi Arabia—that need to reduce
government debt.

More generally, recent oil price volatility con-
tinues to underscore the need for reforms to
promote economic diversification and growth.
In the Gulf Cooperation Council countries
(Bahrain, Kuwait, Oman, Qatar, Saudi Arabia, and
United Arab Emirates), efforts should continue to
focus on encouraging the expansion of the non-
oil private sector, including through removing
impediments to foreign direct investment;
strengthening labor markets; and accelerating
privatization. In other countries, where growth
and employment are constrained by dominant
state sectors and widespread controls, the chal-
lenge is more wide ranging. fran, in a clear
break with the past, is enacting a welcome pro-
gram of reforms, although in some areas—no-
tably price and trade liberalization, privatization,
and the development of a social safety net—a
bolder approach could pay dividends.

Turning to other countries in the region, GDP
growth in the Mashreq (comprising Egypt,
Jordan, Lebanon, Syria, and the West Bank and
Gaza Strip) increased to 4.2 percent, while infla-
tion remained well under control. Growth in the
region has been the strongest in Egypt, spurred
by broad-based economic reform in the mid-
1990s. However, from late 1997, external shocks,
including the appreciation of the U.S. dollar,
combined with relatively expansionary fiscal and
monetary policies and a slowdown in structural
reforms, resulted in a deterioration in the exter-
nal position, and a decline in international re-
serves. After allowing the currency to depreciate
by about 12 percent in 2000, the authorities
adopted an adjustable band (of +/-1 percent)



REBALANCING THE POLICY MIX IN EUROPE'S EMERGING MARKETS

Table 1.9. Selected Middle Eastern Countries: Real GDP, Consumer Prices, and Current Account Balance

(Annual percent change unless otherwise noted)

Real GDP Consumer Prices! Current Account Balances?

1999 2000 2001 2002 1999 2000 2001 2002 1999 2000 2001 2002

Middle East3 2.7 4.8 4.8 45 12.0 11.2 9.8 8.9 14 11.0 7.8 3.8
0il exporters4 21 5.0 5.0 4.4 15.7 14.6 12.4 11.0 3.0 15.2 115 6.5
Saudi Arabia -1.0 41 4.8 3.0 -1.2 -0.6 — 0.8 -1.2 8.6 7.3 1.3
Iran, Islamic Rep. of 25 3.6 4.0 45 20.4 18.5 15.5 13.0 4.7 14.8 7.2 3.0
Kuwait -2.4 3.6 1.9 2.0 1.8 1.5 2.5 25 16.7 297 259 220
Mashreq5 41 4.2 41 4.9 2.0 2.2 2.6 3.1 -3.6 -30 43 -49
Egypt 6.0 51 45 5.8 3.8 2.8 2.8 3.0 -2.0 -12 18 =22
Jordan 3.1 4.0 3.0 45 0.6 0.7 1.8 2.3 5.0 16 -22 -7

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 during the year, as is the pratice in some countries.

2Percent of GDP.

3Middle East, Malta and Turkey World Economic Outlook grouping excluding Malta and Turkey.
4Bahrain, Iran, Islamic Rep. of, Irag, Kuwait, Libya, Oman, Qatar, Saudi Arabia, and United Arab Emirates.

SEgypt, Jordan, Lebanon, and Syrian Arab Republic.

against the U.S. dollar from February 2001; this
new regime should be operated in an appropri-
ately flexible manner. Credit to the private sec-
tor has slowed substantially, which, along with
the depreciation of the Egyptian pound, is help-
ing to strengthen the balance of payments posi-
tion. In addition, somewhat tighter fiscal policies
would be desirable. After what appears to have
been a temporary slowdown in growth in early
2000, some modest signs of recovery have
emerged, although much will depend on the
speed with which investor confidence strength-
ens and on developments in the region. In both
Egypt and other countries in the Mashreq, which
have yet to share fully in the benefits of global-
ization, further reform of trade and investment
regimes remains a priority. Recent regional trade
initiatives—including the negotiation of
Association Agreements with the European
Union, so far completed with Jordan and Egypt—
are encouraging, and, along with entry into the
WTO, could provide external anchors to under-
pin reform efforts more generally. In Lebanon,
the very high fiscal deficit and public debt ratios
remain a serious concern.

In Israel, activity rebounded strongly in 2000,
led by buoyant technology sector exports.
However, the economic impact of the deteriora-
tion in the security situation, as well as the politi-
cal uncertainties in the run up to the recent

elections, contributed to a sharp decline in GDP
growth in the fourth quarter of 2000, and activ-
ity is expected to slow sharply in 2001. Domestic
demand is weakening, and tourism bookings
have dropped; in addition, export growth is
slowing due to weakening external demand and
the turndown in the global electronics cycle.
With inflation running below the 3-4 percent
target band, the Bank of Israel has room to con-
tinue with cautious interest rates cuts, while
monitoring the possible repercussions in cur-
rency markets. Continued budgetary consolida-
tion remains important given Israel’s very high
public debt.

Rebalancing the Policy Mix in Europe’s
Emerging Markets

Growth surged in Europe’s emerging markets
in 2000, but in many countries high inflation
persisted and external current account deficits
remained wide, reflecting strong domestic de-
mand and higher world oil prices (Table 1.10).
Current account deficits were largely financed
by foreign direct investment, which in turn was
supported by the prospect in many countries of
eventual accession to the European Union (see
Box 1.5 and Chapter III in the October 2000
World Economic Outlook). In late 2000, the
European Commission presented a detailed
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Table 1.10. European Union Accession Candidates: Real GDP, Consumer Prices, and Current

Account Balance
(Annual percent change unless otherwise noted)

Real GDP

Consumer Prices? Current Account Balances?

1999 2000 2001 2002 1999 2000 2001 2002 1999 2000 2001 2002

European Union
accession candidates -0.1 4.8 19 45 25.3 24.4 205 127 -4.1 -b.1 -2.9 =27
Turkey -4.7 72 26 4.9 649 549 484 284 -0.7 -4.8 0.4 0.1
Excluding Turkey 1.9 3.8 3.9 4.3 1.2 13.1 9.9 6.4 -5.8 -52 50 438
Bulgaria 2.4 5.0 5.0 5.0 2.6 10.4 8.5 3.2 -5.5 -55 44 -39
Cyprus 45 5.0 45 4.0 1.8 41 2.7 2.7 -4.5 -80 -53 -46
Czech Republic -0.8 3.1 3.0 315) 2.1 3.9 4.2 4.4 -3.0 -48 47 43
Estonia -1.1 6.4 55 55 3.3 4.0 5.0 2.8 -5.8 -67 72 -6.7
Hungary 45 5.3 49 4.7 10.0 9.8 8.5 6.4 -4.3 -35 =51 5.1
Latvia 1.1 55 6.0 6.0 2.4 2.7 2.1 3.0 -9.7 -72 66 -55
Lithuania -4.2 2.7 3.2 3.8 0.8 1.0 1.3 26 -11.2 -69 -67 -6.3
Malta 35 3.2 4.3 3.3 2.5 2.5 2.5 2.5 -3.7 -39 37 341
Poland 41 41 4.0 45 7.3 10.1 7.0 5.0 -7.5 -6.1 -54 =50
Romania -3.2 2.0 3.0 4.0 458 457 34.2 16.4 -3.8 -37 44 48
Slovak Republic 1.9 2.2 3.1 4.4 10.7 12.0 6.9 6.0 -5.7 -36 -48 49
Slovenia 5.2 49 45 4.0 6.2 8.9 7.0 5.0 -3.9 -32 27 24

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 during the year as is the practice in some countries.

2Percent of GDP.

timetable for accession, which aims at conclud-
ing the negotiations on all chapters of the acquis
communautaire’ by mid-2002, and EU heads of
state agreed to internal reforms that set the
stage for admitting new members in the coming
years. Turkey experienced two financial and cur-
rency crises in late 2000 and early 2001, but the
spillovers to other countries appear to have been
relatively limited thus far.

In most countries, growth is expected to re-
main relatively well sustained in 2001, although
activity is vulnerable to a faster-than-projected
slowdown in western Europe and external cur-
rent account deficits are forecast to remain
large. A rebalancing of the policy mix toward a
relatively tighter fiscal policy would help restrain
domestic demand while limiting upward pres-
sures on interest rates and exchange rates, which
would adversely affect net exports and private in-
vestment. To promote sustainable growth in the
medium term and ensure continued progress to-
ward EU accession, further structural and insti-

8The detailed body of laws and regulations that under-
pins the European Union.

tutional reforms are needed, notably in privatiza-
tion, enterprise restructuring, financial regula-
tion and supervision, labor market reform, and
pension and health care systems.?

In Turkey, growing problems in the banking
system and the widening external current ac-
count deficit led to a financial and currency cri-
sis in late 2000. Under the economic program
adopted in 1999, good progress was made in
strengthening public finances, lowering infla-
tion, and reviving growth. However, the current
account deficit grew from % percent of GDP in
1999 to an estimated 4% percent of GDP in
2000, reflecting a combination of policy, domes-
tic, and external factors. The introduction of a
preannounced exchange rate path helped re-
duce nominal interest rates, but the effect on in-
flation expectations was not as strong, and the
resulting sharp decline in real interest rates
spurred domestic demand, which—combined
with the rise in world energy prices and the
global slowdown—contributed to the drop in

9These issues were discussed in Chapter IV of the
October 2000 World Economic Outlook.
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Box 1.5. Large Current Account Deficits in Transition Countries Seeking Membership

in the European Union

Most Central and Eastern European (CEE)
transition countries have in recent years regis-
tered current account deficits of magnitudes
that have often been associated with balance of
payments crises both within the region and else-
where (see the figure).! While in most countries
these current account deficits have more re-
cently narrowed, owing to a mixture of policy
adjustment, slower domestic activity, and strong
export performance, with few exceptions they
remain at relatively high levels—with a median
deficit of just under 5 percent in 2000. This box
examines the factors behind the current ac-
count deficits, their financing, and policies to
mitigate vulnerability.

In general, the composition of financing (pre-
dominantly inward foreign direct investment or
FDI) and exchange rate regimes (primarily hard
pegs or relatively free floats) suggest that the
vulnerability of the CEE countries to a full-
fledged balance of payments crisis may be lim-
ited. Indeed, the resilience of these countries to
the fallout from the Russia crisis is testament to
this. However, as inward foreign direct invest-
ment is partly linked to prospects of early EU ac-
cession, changes to those expectations could af-
fect the financing of current account deficits.
Continued strengthening of both financial sys-
tems and, in most cases, fiscal positions will be
necessary in the coming years. Policymakers will
also need to be alert to a possible shift in the
composition of financing toward more liquid
and thus readily reversible flows.

Some Facts

With the exception of Slovenia and Bulgaria,
current account deficits as a ratio to GDP in the
other eight countries seeking EU membership
peaked at more than 7 percent in the mid- to

IFor example, the Czech Republic experienced a
balance of payments crisis in 1997, Hungary in
1993-94, and the Slovak Republic in 1998. The
European Union has accepted 10 CEE countries as
candidates for accession: Bulgaria, Czech Republic,
Estonia, Hungary, Latvia, Lithuania, Poland, Romania,
Slovak Republic, and Slovenia.
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late 1990s. By and large, this reflected rising in-
vestment to GDP ratios and to a lesser extent
greater consumption (see the figure). Large
general government deficits, especially in
Lithuania, Romania, and Slovakia, also con-
tributed to wide current account deficits.

The current account deficits of the CEE coun-
tries have generally been financed without much
difficulty, and largely through private resources.
In the 1995-99 period, the median net private
capital flow to the 10 countries in the process of
accession (6% percent of GDP) was considerably
higher than to other emerging and transition
countries (some 3 percent of GDP). In addition,
FDI—a large part of which was related to privati-
zation—has been a major component (about
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Box 1.5 (concluded)

half) of the inflows to the CEE countries, again
more than recorded to other transition and
emerging market countries.

Factors Behind the Large Capital Flows

The role of policy. The CEE countries have with
few exceptions coped well with the massive up-
heaval entailed by the transition process, secur-
ing in less than a decade macroeconomic stabil-
ity while transforming themselves into investor
friendly locations. And indeed the rewards to
resolute policy implementation have been evi-
dent among the CEE countries, with the strong
reformers (among them Estonia, Hungary, and
Poland) receiving significantly more capital in-
flows than weak reformers (Romania).

Proximity to the European Union and capital accu-
mulation. The proximity of the CEE countries to
the European Union and their eligibility for
membership have made these countries an at-
tractive location for investment.2 The large and
persistent differences in output per worker be-
tween the European Union and the CEE coun-
tries are partly due to differences in capital
stocks. Thus, the potential magnitude of flows
necessary to equalize the rate of return on capi-
tal can be estimated using a Cobb-Douglas pro-
duction function framework. On this basis, cu-
mulative capital flows in the range of 147
percent of GDP (Slovenia) to 825 percent of
GDP (Latvia) would have been required to
equalize output per worker between Germany
(representing the European Union) and the
CEE countries at the start of the transition pe-
riod.? The actual level of capital flows has, of
course, been considerably less. Nevertheless, the
fact that most of the inflows appear to have fi-
nanced rising investment is consistent with this
story.

2See Stanley Fischer, Ratna Sahay and Carlos Végh,
“How Far is Eastern Europe from Brussels?” IMF
Working Paper 98/53, (Washington: International
Monetary Fund, April 1998).

3See Leslie Lipschitz, Timothy Lane, and Alex
Mourmouras, “Capital Flows to Transition Economies:
Servant or Master?” IMF Working Paper (Washington:
International Monetary Fund, forthcoming).

Country size. Another distinguishing feature of
the CEE countries is the fact that half are partic-
ularly small, with populations of less than or
close to five million. Small countries tend to
show greater volatility in their external balances,
reflecting their higher degree of openness. Even
modest capital flows from the perspective of
creditors can generate large capital flows from
the perspective of small countries, inducing
large changes in their current account balances.
Recently, current account deficits in the smaller
CEE countries have been markedly high.

Mitigating Vulnerability

With a median current account deficit of 5
percent of GDP and the possibility that con-
sumption and investment ratios may rise in the
coming years, the CEE countries should attempt
to mitigate their vulnerability by adopting ap-
propriate policies. In terms of exchange rate
policy, the picture is broadly appropriate.* The
CEE countries have over time moved toward ei-
ther strong fixes (Bulgaria, Estonia, and
Lithuania have currency boards) or relatively
free floating regimes (Czech Republic, Poland,
Romania, Slovakia, and Slovenia). Latvia has a
conventional peg but for all intents and pur-
poses follows quasi-currency board rules, while
Hungary has a crawling peg. The countries with
pegged exchange rates have relatively flexible
product and labor markets.

A stronger fiscal position will be necessary to
avoid rising imbalances and to cope with the de-
mands of accession. Most CEE countries will
need considerable investment to bring their in-
frastructure to EU standards. To the extent that
private saving will be broadly stable, public sav-
ings will need to rise to facilitate the potentially
higher public and private investment needs. At
the same time, fiscal policy has to be ready to re-

4See Robert Corker, Craig Beaumont, Rachel van
Elkan, and Dora Iakova, “Exchange Rate Regimes in
Selected Advanced Transition Economies—Coping
with Transition, Capital Inflows, and EU Accession,”
IMF Policy Discussion Paper 00/3 (Washington:
International Monetary Fund, April 2000).



spond to and manage shocks that the CEE coun-
tries will inevitably encounter.

Finally, the composition of financing may shift
away from FDI (in part as privatization is com-
pleted) to more liquid flows intermediated by
local financial institutions in the coming years.
Vulnerability to speculative attacks and conta-

net exports. In November 2000, the worsening
external position and weakening confidence led
to growing liquidity problems in the banking sys-
tem, which were exacerbated by asset/liability
maturity mismatches. The central bank’s provi-
sion of liquidity supported increased purchases
of foreign currency, which—given the prean-
nounced exchange rate—led to declining offi-
cial foreign reserves.

In response, the Turkish government an-
nounced in December 2000 a revised economic
program, supported by additional financing
from the IMF. The revised program included
tighter macroeconomic policy settings and accel-
erated structural reform. While the program
elicited a positive initial response from financial
markets, a combination of events in late January
and early February 2001, including delays in pri-
vatizing key telecommunications and energy
companies, the implications of these delays for
the government budget, increased political un-
certainty, and a worsening of external financing
conditions, undermined investor confidence. In
response to rapidly declining official foreign re-
serves, the authorities allowed the currency to
float. The situation remains difficult, with a con-
traction in activity likely in the aftermath of the
crisis.

Contagion from the crises in Turkey to other
emerging markets through trade and financial
links has so far been modest. Turkey’s imports
from trading partners are expected to fall and
the real depreciation of Turkish lira will make
Turkey’s exports more competitive, possibly re-
ducing other countries’ exports to third mar-
kets. However, both of these trade effects are

REBALANCING THE POLICY MIX IN EUROPE'S EMERGING MARKETS

gion can be mitigated by strengthening financial
systems in the CEE countries. While the finan-
cial sectors in many CEE countries have im-
proved considerably over the years, strengthen-
ing their health and the manner in which they
are supervised remains a challenge.

likely to be small, as Turkey is not a major ex-
port market for any other country, and Turkey’s
second largest export is tourism (after textiles).
The crises in Turkey hurt investors’ perceptions
of emerging market borrowers in general, put
upward pressure on the spreads of large borrow-
ers, and reinforced concerns about the vulnera-
bility of pegged exchange rate regimes.
However, international investors and leveraged
players are believed to be less involved in Turkey
than in the Asian or Russian crises, partly be-
cause some investors have been unwinding posi-
tions since last fall, and investors are seen as dis-
criminating more between different
fundamentals among emerging market borrow-
ers. Finally, Turkish-owned banks’ lending in
other markets, particularly in the
Commonwealth of Independent States (CIS),
could be reduced, but such banks do not ac-
count for large shares of those banking systems.
In Romania and Bulgaria sovereign bond
spreads rose moderately and temporarily in re-
sponse to the crises in Turkey. Romania has
close business and financial ties with Turkey, and
some investors may have perceived a parallel be-
tween the currency board arrangements in
Bulgaria and Argentina. Other external develop-
ments strongly influenced both countries in
2000: expanding exports to the European Union
and the improved security situation in Kosovo
boosted growth, while the oil shock fueled infla-
tion and put pressure on the external current
account deficit. In Bulgaria, important progress
in stabilization and structural reform since
1997—including the currency board arrange-

ment, wage restraint in state enterprises, enter-
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prise restructuring, and privatization—provide
the basis for solid growth, declining inflation,
and a narrowing current account deficit over the
next few years. By contrast, in Romania, the mo-
mentum of economic reform was interrupted in
2000; durable growth, disinflation, and an im-
proved external position require fiscal consolida-
tion, prudent monetary policy, wage and finan-
cial discipline in state-owned enterprises, and
accelerated restructuring of the enterprise and
banking sectors.

In Central Europe, current account deficits
are expected to remain substantial in 2001, rang-
ing from 4% percent of GDP in the Czech
Republic to 5% percent of GDP in Poland. To sup-
port growth in the near term, restrain inflation,
and help narrow the current account deficit, the
macroeconomic policy mix in most countries
needs to be rebalanced toward relatively tighter
fiscal policy (Figure 1.12). In the Czech
Republic, which has an inflation targeting frame-
work, additional fiscal consolidation would allow
interest rates to decline, helping to alleviate up-
ward pressures on exchange rates. In Hungary,
which has a crawling exchange rate, tighter fiscal
policy would help reduce inflationary pressures
and contain the current account deficit. In
Poland, given falling inflation and inflationary
expectations, the recent interest rate cut was wel-
come, though real interest rates remain at re-
gional and historical highs.

In the Baltic countries, growth accelerated
sharply and inflation remained moderate in
2000, with cross-country variation determined in
part by different hard currency pegs. The depre-
ciation of the euro against other major curren-
cies boosted inflation in Estonia, which pegs to
the euro, but had little effect on inflation in
Latvia, which pegs to the IMF’s special drawing
right or SDR, or Lithuania, which pegs to the
U.S. dollar. While current account deficits re-
mained large in all three countries, they were
mostly financed by non-debt creating capital
flows. Fiscal positions improved substantially and
important progress on structural reform contin-
ued to support a conducive environment for for-
eign direct investment. Prospects for 2001 are fa-



vorable, in part because oil prices have declined
from last year’s highs, though a sharper slow-
down in the advanced economies of Europe
could curb net exports and harm confidence.
An appreciation of the euro against other major
currencies would improve competitiveness in
Latvia and Lithuania and have only a limited ad-
verse effect on Estonia, as the euro area is the
main export market. Notwithstanding recent
progress, further fiscal consolidation is under
way in all three countries to allow for the gov-
ernment spending needed in connection with
EU accession, and in light of looming pension li-
abilities.

In the Federal Republic of Yugoslavia, the econ-
omy is devastated after years of regional con-
flicts, international isolation, and economic mis-
management. In 2000, economic activity stood at
less than half of its 1989 level, end-year inflation
exceeded 100 percent, and the ratio of external
debt to GDP was about 140 percent. The key
source of inflationary pressures was the mone-
tary financing of quasi-fiscal deficits of state-
owned enterprises. The immediate macroeco-
nomic strategy aims to bring inflation under
control by limiting the growth of credit,
strengthening the underlying fiscal position, and
preventing a further accumulation of expendi-
ture arrears. Achieving a viable balance of pay-
ments position will require, in addition to pru-
dent macroeconomic policies and bold
structural reforms, a restructuring of external
debt. Peace and economic stability will provide
the foundation for economic growth in
Yugoslavia, which will have important spillover
effects on other countries in the region, includ-
ing Albania, Bosnia and Herzegovina, and FYR
Macedonia.

Commonwealth of Independent States:
Qil Prices Are Key

Strong economic performance in Russia in
2000, reflecting a combination of higher world
energy prices and the real exchange rate depre-
ciation following the 1998 crisis, helped to boost
growth and external positions in most CIS coun-

COMMONWEALTH OF INDEPENDENT STATES: OIL PRICES ARE KEY

tries (Table 1.11). In addition, robust foreign de-
mand contributed to these favorable outcomes,
while spillovers from the crises in Turkey were
limited. However, some oil-importing countries
were adversely affected by the rise in oil prices.10
Also, the record on inflation was mixed: there
was a sharp decline in Russia, but it rose in
Ukraine. In line with the decline in oil prices
from their recent highs and slowing growth in
partner countries (mainly Europe), growth and
external positions in many CIS countries are
projected to be lower in 2001. In most countries,
a substantial structural reform agenda remains,
and many countries appear to be stuck in a re-
form trap, with further progress blocked by
vested interests that benefit from a situation of
partial reform (see Chapter III of the October
2000 World Economic Outlook). In Russia, the rise
in world energy prices and the depreciated cur-
rency spurred growth and generated exception-
ally large current account and fiscal surpluses in
2000 (Figure 1.13). Prudently, most of the oil
windfall appears to have been saved, with the
rise in the current account surplus being almost
as large as the increase in energy exports. About
two-thirds of these savings were captured in offi-
cial foreign reserves—gross reserves more than
doubled during the year—though private capital
outflows remained high. Foreign exchange pur-
chases were partly sterilized through a combina-
tion of the central bank deposit facility and a
buildup of government deposits at the central
bank. Notwithstanding these efforts, the strong
balance of payments position led to rapid mone-
tary expansion, which added to inflationary
pressures.

Lower oil prices, the global slowdown, and
the real appreciation of the ruble during the
course of last year are expected to reduce
growth in Russia to 4 percent in 2001. The gen-
eral government surplus is expected to decline
sharply though remain in overall surplus, re-
flecting lower oil tax receipts, the revenue loss

10See the IMF Research Department’s “The Impact of
Higher Oil Prices on the Global Economy,” available at
http://www.imf.org/external/pubs/ft/oil/2000/index. htm.
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Table 1.11. Commonwealth of Independent States: Real GDP, Consumer Prices,

and Current Account Balance
(Annual percent change unless otherwise noted)

Real GDP

Consumer Prices? Current Account Balances?

1999 2000 2001 2002 1999 2000 2001 2002 1999 2000 2001 2002

Commonwealth of
Independent States 31 71 41 41 706  25.0 19.1 12.5 7.8 14.0 9.0 6.2
Russia 3.2 7.5 4.0 4.0 85.7 208 176 123 12.4 18.4 12.0 8.2
Excluding Russia 2.7 6.3 4.2 44 418 346 222 1238 -15 19 03 -03
Armenia 3.3 6.0 6.5 6.0 07 -08 45 30 -16.6 -145 -141 -121
Azerbaijan 74 10.3 8.5 8.0 -85 1.8 2.5 25 -13.0 -03 -147 -196
Belarus 34 6.0 2.5 31 2937 1690 750 237 -22 26 29 -40
Georgia 2.9 15 3.8 5.0 19.1 4.0 7.6 4.0 -8.0 8.1 -71  -6.2
Kazakhstan 2.8 94 5.0 5.0 84 134 9.2 5.8 1.0 74 3.3 4.9
Kyrgyz Republic 3.7 5.0 5.0 5.2 36.8 187 9.1 72 -163 -122 93 -45
Moldova -3.4 1.9 5.0 6.0 393 313 127 100 -26 56 70 49
Tajikistan 3.7 8.3 5.0 5.0 276 340  39.6 8.8 -34 64 60 -62
Turkmenistan 16.0 176  10.0 6.0 23.5 80 150 150 -16.0 2.7 2.0 2.0
Ukraine -0.4 4.2 4.0 4.5 227 282 151 12.1 2.7 4.8 2.3 21
Uzbekistan 4.3 4.0 1.0 1.0 29.1 254 355 247 -1.0 0.6 2.4 3.5

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 during the year as is the practice in some countries.

2Percent of GDP.

associated with the implementation of desirable
tax reform, and additional expenditures that
are appropriate in light of the strong expendi-
ture compression in recent years. The external
position is expected to remain strong, so the
central bank will have to actively sterilize its for-
eign exchange interventions to help contain in-
flationary risks.

The present favorable macroeconomic envi-
ronment offers the opportunity to move ahead
with structural and institutional reform, where
progress has been modest. In July 2000, the gov-
ernment adopted a long-term reform program
covering the period through 2010, but the pro-
gram remains to be fully developed in a number
of key areas, including the banking sector and
measures to reduce arrears. Major tax code revi-
sions included in the government’s program
were approved by the Duma in August 2000,
while the remainder—including revisions to the
profit tax and amendments to strengthen tax ad-
ministration—are still under preparation. There
is a need to ensure that the cost of tax reforms
does not become too high. There has been back-
tracking in the energy sector, with export restric-
tions reintroduced in August.

In Ukraine, the economy grew in 2000 for the
first time since independence, as net exports
were boosted by rapid growth in Russia—the
main export market—and the substantial real
depreciation of the hryvnia in 1998-99. The fis-
cal position improved markedly, as strong eco-
nomic growth boosted tax revenue, and govern-
ment expenditure was kept in check. Extensive
unsterilized foreign exchange intervention
stemmed the appreciation of the currency and
contributed to the acceleration of inflation.
Growth is expected to remain strong in 2001,
with domestic demand boosted by improved
consumer and business confidence, and the cur-
rent account surplus should narrow, as slower
growth in Russia and elsewhere dampen exports.
The targeted reduction in inflation will depend
on prudent fiscal policy, including the use of pri-
vatization proceeds primarily for debt reduction,
and greater exchange rate flexibility. Further
progress on structural reform, especially in the
banking system, privatization, and payment ar-
rears, is needed to bolster private investment.

In other CIS countries, exports to Russia also
grew rapidly in 2000, though economic perform-
ance differed depending largely on the role of



oil. In energy-exporting countries, including
Kazakhstan, Azerbaijan, and Turkmenistan, growth
was supported by the increase in oil and natural
gas prices, with the exceptional growth in
Turkmenistan reflecting primarily greater suc-
cess in securing payment for its energy exports.
Conversely, the direct effect of the oil shock on
energy-importing countries, including Armenia,
Georgia, the Kyrgyz Republic, Moldova, and
Tajikistan, was negative. Growth in 2001 will be
influenced mainly by the moderation of energy
prices since 2000 and the prospect of somewhat
weaker but still robust growth of exports to
Russia.

Sustainable growth in the medium term de-
pends on structural and institutional reform, es-
pecially deregulating small and medium-sized
enterprises, hardening budget constraints, im-
proving corporate governance, introducing
greater competition, developing financial sys-
tems, and transforming the role of the state.
Inflation has moderated somewhat, but it re-
mains high in many countries, reflecting mainly
fiscal problems. Although government expendi-
tures have generally been trimmed, quite exten-
sively in some countries, revenue collection re-
mains weak. Directed credit continues to
undermine monetary policy in Belarus,
Turkmenistan, and Uzbekistan. External debt bur-
dens are especially high in Armenia, Georgia,
the Kyrgyz Republic, Moldova, and Tajikistan.

Appendix I: The Global Slowdown and
Commodity Prices

The volatility in the spot price of oil and the
associated uncertainty about its future price path
continue to constitute a major issue for the
global forecast. This volatility has shown no sign
of abating and prices remain high despite slow-
ing global growth. Developments in other com-
modity markets generally receive less attention,
although a prolonged period of comparatively
weak prices for most nonfuel prices has hurt
many developing countries (as discussed in
Chapter II of the October 2000 World Economic
Outlook). The projected slowing of global

APPENDIX I: THE GLOBAL SLOWDOWN AND COMMODITY PRICES

Figure 1.13. Russia: Recovery Driven by Exchange
Rate Depreciation and Ol Prices 1
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Figure 1.14. Primary Commaodity Prices and
Selecled Economic Indicalors
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growth, and hence demand for commodities,
could further harm economic prospects of many
poorer nations, as well as producers of computer
chips, which have many of the attributes of “tra-
ditional” commodities.

Prices of both oil and other commodities were
strong in the mid 1990s, in part because of the
strength of world growth (Figure 1.14). For met-
als (which are the most cyclically sensitive com-
modities) the stock overhang was all but elimi-
nated. In addition, rapidly increasing incomes in
Asia led to higher demand for meat, contribut-
ing to a buoyant market for livestock and associ-
ated feed stuffs. Subsequently, the economic
problems associated with the 1997-98 financial
and economic crises led to a fall in demand
growth for most commodities and a slump in
commodity prices. By the end of 1998 oil prices
had fallen by nearly one-half to around $11 per
barrel—their lowest nominal levels since the
early 1970s, and in real terms even lower—while
prices of nonfuel commodities were about 25
percent below their peaks only two years earlier,
and stocks accumulated.

Since 1998, however, the price of oil and natu-
ral gas has soared while prices for most other
commodities have remained in a slump. The
turn around in energy prices has been led by oil,
with natural gas prices following with a brief lag
(gas prices are often linked to past oil prices).!!
Rapid oil price increases were largely the result
of supply constraints, although demand growth
and low levels of oil stocks were also contribut-
ing factors. After some false starts in 1998, in
early 1999 members of Organization of the
Petroleum Exporting Countries (OPEC) and a
few non-OPEC cooperating countries reached
an effective agreement to restrain production.
During 2000, however, against a background of
growing energy demand associated with acceler-
ating global economic growth, oil producing
countries increased production targets on four
occasions. Despite these actions, in September
2000 oil prices moved well above the $22 to $28
reference price range that OPEC views as consis-

HCoal has recently also risen in price.



tent with long-term market stability, in part be-
cause stocks of crude oil and petroleum prod-
ucts remained low.

In December 2000, the upward movement in
petroleum prices was reversed. Increases in pro-
duction appeared to offer consumers some relief
and there were worries about a slowdown in the
rate of growth of the world economy, in particu-
lar in the United States. OPEC countries re-
sponded by announcing plans to lower produc-
tion targets early in 2001. Despite weakening
demand, these announcements, a marked slow-
ing in Iraqi exports, and political uncertainties
in the Middle East pushed oil prices up in late
January and early February, although not back
to levels seen between September and November
2000 (Figure 1.15). Given the large moves in
spot oil prices over the last few months, the
likely path for oil prices over the future remains
highly uncertain. The futures market indicates a
gradual reduction in prices, but further signifi-
cant movements in spot prices (particularly
downward as the world economy slows) cannot
be ruled out.

Unlike energy, prices of other commodities
have regained little of their mid-1990s luster
since the Asian crisis. By the beginning of 1999,
the IMF’s price index of industrial inputs—
mainly metals, timber, and fibers—had fallen 25
percent below its 1995-97 average. A 10 percent
increase during 1999 was mostly erased during
2000 and early 2001 in U.S. dollar terms. The
largest price changes have been in the prices of
metals and timber. Prices of metals have weak-
ened despite lower levels of stocks, apparently
reflecting pessimistic expectations of demand.
Food prices, comprising cereals, edible oils,
meat, sugar, coffee, cocoa, and tea, saw a small
upturn at the end of 1999, which was more than
offset in U.S. dollar terms by a decrease in 2000,
mostly attributable to declines in coffee prices.!2
Stocks of coffee have accumulated and prices
have fallen as a result of a series of good har-

12See Chapter II of the October 2000 World Economic
Outlook for a discussion of the impact of these price
changes on poorer countries.

APPENDIX I: THE GLOBAL SLOWDOWN AND COMMODITY PRICES

Figure 1.15. West Texas Ol: Spot Price

and Futures Contacts

fLLE colans ey baveall
- - 40
Fufunes an

- Apr 10,2000

. | B}
[ h 0

) Spat prica ..'ql| ’ .
N =

. [ [l Futunes on B}

Py i Mow. 27, 2000

ALY | : 2

; -nl Jw | ™ I'. | R

| L%

- L WA | — 5

. " - .
- Fab 11, 1959 -0
- -5
L 1 1 1 1 1 1 1 L n

Taaz2 21 -1 Hy 2000 o2 DE

Sowrop Bloomibgeg Financial Markais, LF

49



50

CHAPTER | PROSPECTS AND POLICY CHALLENGES

vests. Consumption of beef has also been ad-
versely affected by health concerns, particularly
in Europe, and stocks of cereals (while generally
declining) remain high relative to consumption.
At the same time, some of this weakness in com-
modity prices reflects the strength of the U.S.
dollar. Prices of many commodities have re-
mained relatively buoyant in terms of euros.
This has cushioned the impact of recent U.S.
dollar price declines, particularly in countries
whose main trading ties are with Europe (which
is often true of African nations).

Toward the end of 2000 and increasingly in
the first months of 2001, concerns about the
slowing of global economic growth have be-
come more central to assessments of prospects
for non-energy commodity prices, particularly
metals. Estimates of U.S. demand for a number
of metals—steel, aluminum, copper, nickel, and
zinc—in the first quarter of 2001 are about 5
percent lower than the first quarter of 2000,
and slowing growth elsewhere will exacerbate
this situation. For other commodities, which
are typically less cyclically sensitive than metals,
the signals are less clear, as commodity-specific
factors tend to dominate the near term
prospects (the most visible example of this be-
ing the oil markets, discussed earlier).13
Nevertheless, weakening global demand can be
expected to put generalized downward pressure
on prices, exacerbating the problems of many
poor nations.

Finally, the slowdown in activity also negatively
affects another market with many features in
common with “traditional” commodities, namely
computer chips. In mid-2000 the market for
chips for use in personal computers, cell
phones, and digital cameras appeared very
strong. Prices for the dynamic random access
memory chips (DRAMs), often described as

13Unexpected and often large movements in prices
generally based on supply factors remain an important
feature of world commodity markets. Over the past 30
years, the average annual change has varied between 9
percent (for bananas) to 37 percent (for sugar in the
“free market”), and this variability has not decreased in
recent years.

“workhorse” memory chips, and the modules
made from these chips had increased by about
50 percent from March to July 2000 on rising de-
mand (Figure 1.16). The five leading Japanese
chip producers were in the process of increasing
investment by more than two-thirds over the pre-
vious year.

By October, however, slowing growth in the
U.S. information technology market was becom-
ing evident. Production targets for personal
computers were reduced and there was a
buildup of DRAM inventories. The leading
Japanese microchip companies were cutting by
half their forecasts of operating profits on semi-
conductor sales. By January 2001 DRAM prices
were one-third the level six months earlier. In re-
sponse, chip manufacturers have been cutting
back on investment in new capacity and are re-
portedly trying to shift their production away
from chips for personal computers to chips for
cell phones and digital cameras, markets where
rapid rates of growth are expected to continue.
However, the fall in both price and slowing in
demand for chips is significantly affecting eco-
nomic prospects in several countries, most no-

tably in Asia.

Appendix ll: Reducing External Imbalances

The baseline forecast in this World Economic
Outlook contains a scenario in which, after a sig-
nificant slowdown in global activity in 2001,
growth rebounds back to close to its underlying
potential in 2002 and is broadly stable subse-
quently (Figure 1.1). However, the accompany-
ing path for domestic demand implies that exist-
ing trade and exchange rate imbalances across
the major currency regions continue to remain
large over the future (see Statistical Appendix
Table 44). An important reason for the limited
progress in addressing existing trade imbalances
is that the World Economic Outlook forecasts are
predicated on the assumption that real ex-
change rate is fixed over the future. This con-
vention, which is also used by other forecasting
publications, such as the OECD’s Economic
Outlook, follows existing evidence on short-term



exchange rate dynamics.!'# However, when ex-
change rates across the world’s currency areas—
particularly the United States and the euro
area—appear significantly different from the val-
ues implied by medium-term fundamentals, it is
useful to explore the consequences of a gradual
movement in exchange rates that leads to a re-
duction in international trade imbalances.!®
This appendix describes two simulations using
MULTIMOD, the IMF’s international macroeco-
nomic model, to examine alternative paths by
which these imbalances are reduced at a faster
rate. The first is a “soft landing with imbalance
adjustment” scenario, illustrating the conse-
quences of a resolution of these imbalances
through a gradual change in the values of major
currencies and equity markets over the next
three years. Next comes a “harder landing” sce-
nario, in which existing tensions associated with
imbalances in currency and stock markets lead
to these changes in exchange rates occurring
abruptly, with associated reductions in confi-
dence and equity market valuations.16
These simulations should be taken as only il-
lustrative for a number of reasons. In addition to
the obvious fact that the future is inherently un-
certain, it should also be recognized that the
changes in external balances contained in these
scenarios, while significant, are in all probability
not large enough to fully address the trade im-
balances that are currently present in the world

14The difficulties of forecasting short-run exchange rate
dynamics was highlighted in a seminal paper by Richard
Meese and Kenneth Rogoff, “Empirical Exchange Rate
Models of the Seventies: Do They Fit Out of Sample,”
Journal of International Economics, Vol. 14 (1983), pp. 3-24.
More recent work has found evidence for some reversion
to underlying values over time, but at a relatively slow rate
(see Ronald MacDonald, “Long Run Exchange Rate
Modeling: A Survey of the Evidence,” IMIF Staff Papers,
International Monetary Fund, Vol. 42 (1995), pp. 437-89).

15The IMF’s approach to calculating exchange rate mis-
alignments is discussed in Peter Isard and Hamid
Faruqee, eds., Exchange Rate Assessment: Extensions of the
Macroeconomic Balance Approach, IMF Occasional Paper No.
167 (Washington: International Monetary Fund, 1998).

16This has been a recurring theme in previous editions
of the World Economic Outlook. See, for example,
“Alternative Scenarios,” Appendix I, Chapter I of the
October 2000 edition.
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Figure 1.17. Global Imbalances
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economy. Other factors, in addition to exchange
rate movements, could also contribute to resolv-
ing these imbalances. In particular, faster growth
in potential output in the euro area and Japan
brought about by more rigorous structural re-
forms can help. A MULTIMOD simulation in
which potential growth rate in these regions was
raised by ¥ percent a year indicates that this
could have a significant impact on trade imbal-
ances, reducing the deficit in the United States
by some $50 billion after five years (see
Appendix I of Chapter I of the October 2000
World Economic Outlook). Finally, the increase in
potential growth in the United States may also
imply some change in underlying trade elastici-
ties (see Box 1.2, which discusses the sustainabil-
ity of the U.S. current account deficit).

The results of the “imbalance adjustment” sce-
nario are reported in Table 1.12 and Figure
1.17. The real value of the U.S. dollar is assumed
to steadily depreciate over the next three years
by a cumulative total of 20 percent against the
euro and the yen, and 15 percent against the
other industrial countries (reflecting the fact
that exchange rates of these countries tend to be
linked more directly with the U.S. dollar).!7 This
leads to a gradual adjustment in international
imbalances, and in 2005 (by which time this ad-
justment is relatively complete) the U.S. trade
balance has improved by over $85 billion, the
main counterpart being a reduction in the trade
balances of the euro area (slightly over $45 bil-
lion) and Japan (about $30 billion). By contrast,
there is relatively little impact on the trade bal-
ance of the other industrial countries group, as
the real effective exchange rate remains rela-
tively unchanged, with the depreciation against
the U.S. dollar being counterbalanced by appre-
ciations against the euro and yen.

The adjustment in trade balances occurs pri-
marily through a gradual rebalancing of world
demand. Focusing initially on the United States,
real exports rise and real imports fall compared

17The largest four members of the other industrial
country group are Australia, Canada, Sweden, and the
United Kingdom.
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Table 1.12. Alternative Scenario: Soft Landing with Imbalance Adjustment

(Percent deviation from baseline unless otherwise specified)

2001 2002 2003 2004 2005
World Real GDP -0.1 -0.2 -0.3 -0.3 -0.3
United States
Real GDP 0.2 0.2 0.1 -0.3 -0.5
Real Domestic Demand -0.2 0.5 -1.0 -1.2 -1.2
Real Investment -0.5 2.0 =35 4.1 -4.3
Real Effective Exchange Rate 6.1 -11.4 -15.1 -14.5 -14.4
Trade Balance ($billion) 3.1 16.4 429 67.0 85.2
CPI Inflation (percentage points) 0.5 0.7 0.7 0.3 0.3
Short-term interest rate (percentage points) 0.3 0.8 1.2 1.2 1.2
Equity Prices -3.4 7.4 -9.5 -9.6 -9.8
Euro Area
Real GDP -0.2 0.4 0.4 -0.2 0.1
Real Domestic Demand 0.1 0.3 0.5 0.8 0.9
Real Investment 0.3 1.0 1.8 2.3 2.3
Real Effective Exchange Rate 3.2 6.0 8.3 8.5 94
Real U.S. Dollar Exchange Rate 7.5 14.9 20.5 20.4 21.0
Trade Balance ($billion) -3.7 -12.1 -25.5 -37.2 -47.9
CP!I Inflation (percentage points) -0.3 0.5 —0.6 -0.5 0.5
Short-term interest rate (percentage points) -0.6 -1.3 -1.9 -2.1 2.2
Equity Prices 1.8 41 57 6.2 6.0
Japan
Real GDP -0.2 -0.3 -0.3 -0.2 —
Real Domestic Demand — 0.2 0.4 0.6 0.6
Real Investment 0.2 0.7 1.2 1.4 15
Real Effective Exchange Rate 4.5 8.9 11.4 101 9.8
Real U.S. Dollar Exchange Rate 7.7 15.4 20.5 19.0 18.8
Trade Balance ($billion) 1.4 -1.0 -10.2 -21.6 -27.9
CPl inflation (percentage points) -0.2 0.2 —0.2 -0.1 0.2
Short-term Interest Rates (percentage points) -0.2 -0.6 -0.9 -1.1 -1.2
Equity Prices 1.3 2.4 3.4 35 3.6
Other Industrial Economies
Real GDP -0.2 -0.3 -0.5 -0.5 -0.3
Real Domestic Demand — — 0.1 -0.2 0.4
Trade Balance ($billion) -3.7 -8.3 -14.0 -15.0 -13.9
Industrial Countries
Real GDP -0.1 -0.1 -0.2 -0.3 -0.3
Real Domestic Demand — 0.1 0.1 -0.2 0.1
Trade Balance ($billion) -2.8 -5.0 —6.8 -6.8 -4.5
Developing Countries
Real GDP -0.1 -0.2 -0.3 -0.4 -0.4
Real Domestic Demand -0.2 0.4 —0.6 -0.7 0.8
Trade Balance ($billion) 3.4 6.0 8.0 11.4 7.8

to baseline through 2005, as trade responds to
current and lagged exchange rate movements.
The impact on real GDP is relatively small. It ini-
tially rises slightly above baseline values and sub-
sequently falls below them. This is because the
main counterpart to the change in real net ex-
ports is a reduction in real domestic demand
compared to baseline. This comprises a fall in
both real investment and, to a rather lesser ex-

tent, real consumption, resulting from a mone-

tary policy tightening (to counteract imported
inflationary pressures) and an erosion in equity
prices (as lower investment reduces potential
output and hence future expected profits). The
opposite adjustment mechanism can be seen in
the euro area and Japan. Real exports fall, real
imports rise, and real domestic demand is
boosted by a loosening of monetary policy and a
rise in equity prices, while real GDP falls slightly
below baseline.
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Elsewhere, the other industrial country group
experiences fewer benefits than the euro area
and Japan, reflecting its closer trade and finan-
cial links with the United States. Both real GDP
and real domestic demand fall compared to
baseline. Developing countries see a medium-
term reduction in real GDP and domestic de-
mand compared to baseline, both because
higher U.S. dollar interest rates reduce access to
borrowing (and lead to a small improvement in
the current account) and because the demand
for exports falls as demand is switched from the
United States, which trades relatively heavily with
developing Asia and Latin America, to other
countries that are mainly in Europe, whose trade
is more directed to other advanced economies,
the countries in transition, and Africa. For the
world as a whole, the overall impact is to margin-
ally reduce global growth, as reductions in U.S.
investment are not fully offset by higher capital
spending elsewhere.

The “harder landing” scenario assumes that
these exchange rate adjustments (a fall in the
real value of the dollar of 20 percent against the
euro and yen, and 15 percent against currencies
of other industrial countries) occur precipitately
some time in early to mid-2001,18 and are ac-
companied by:

¢ A fall in global equity values as investor confi-

dence declines, with the United States be-
ing hit the hardest (a 20 percent fall in val-
ues), and the euro area and Japan the least.

* An accompanying erosion of consumer and

investor confidence in the United States (due
to the fall in equity prices) and in Japan
(as weakness in global demand does fur-
ther damage to an already weak economic
situation).

18No particular event is postulated as starting this ad-
justment, as significant asset price movements can, and of-
ten do, occur without such a trigger once underlying im-
balances have built up. For example, the recent global
correction in equity valuations in the technology sector
(discussed further in Chapter II) does not appear to have
been driven by a significant specific macroeconomic
event—nor were the 1929 and 1987 U.S. stock market
crashes.

¢ A gradual appreciation in equity values over
the next three years as investor confidence
is gradually restored, with this effect being
again most pronounced in the United
States.

The results from this scenario, reported in
Table 1.13 and Figure 1.17, indicate that the ad-
justment of international imbalances and global
demand is achieved more rapidly than in the
“soft landing,” but at the cost of significant short-
term reductions in global growth.1® World output
falls by slightly over 1 percentage point com-
pared to baseline in 2001 and stays at this level in
2002, after which it slowly recovers to baseline
values by 2005. Although the larger falls in equity
market values and confidence lead to a some-
what larger short-term reduction in real GDP
compared to baseline in the United States than
elsewhere in the advanced countries, the short-
term losses in output are relatively similar across
the advanced country regions, as the rapid de-
preciation of the U.S. dollar leads to largely off-
setting movements in real net exports. Weaker
output leads to a generalized fall in core infla-
tion, and monetary policy is loosened through-
out the advanced world. It is also possible that
the decline in the U.S. dollar will be delayed,
however, as capital continues to flow into the
United States based on future growth prospects.
In this case, the reduction in output and real de-
mand in the United States would be larger in the
short term as the benefits to real activity from a
depreciation in the currency are delayed.
Correspondingly, the real effects on other ad-
vanced country regions would be smaller.

Returning to the main “harder landing” sce-
nario, the loss of confidence in the United States
translates into more rapid divergence in relative

levels of real domestic demand than in the “soft

19The impact on global growth is somewhat smaller
than in the harder landing reported in the last World
Economic Outlook, particularly in the United States, reflect-
ing the significant slowing of global growth and reduction
in equity values already seen. Adjusted for the lower un-
derlying forecast, the current simulation implies signifi-
cantly weaker growth in 2001 than was implied by the ear-
lier scenario.
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Table 1.13. Alternative Scenario: Harder Landing
(Percent deviation from baseline unless otherwise specified)

2001 2002 2003 2004 2005
World Real Growth =11 -1.1 -0.8 -0.3 —
United States
Real GDP -1.4 -1.6 -1.2 -0.6 0.4
Real Domestic Demand -2.5 2.7 2.3 -1.6 -1.3
Real Investment -9.8 -9.9 -1.7 -6.0 4.7
Real Effective Exchange Rate -14.0 -15.2 -15.6 -154 -15.4
Trade Balance ($billion) 6.6 33.9 54.0 701 85.4
CPI Inflation (percentage points) 0.9 0.5 -1.0 -1.2 -1.1
Short-term interest rate (percentage points) -2.8 -3.0 -3.0 -2.3 -1.5
Equity Prices -19.1 -14.9 -12.1 -10.5 -10.0
Euro Area
Real GDP -1.1 -1.2 0.9 -0.3 0.3
Real Domestic Demand — 0.1 0.4 0.9 1.4
Real Investment -0.1 — 0.5 1.3 2.3
Real Effective Exchange Rate 8.5 9.7 10.1 9.7 9.2
Real U.S. Dollar Exchange Rate 20.0 22.0 22.3 21.6 21.3
Trade Balance ($billion) -18.4 -30.3 -38.0 -46.6 -58.6
CP!I Inflation (percentage points) -1.1 0.8 —0.5 -0.2 0.1
Short-term interest rate (percentage points) -2.9 -3.0 -3.0 -2.8 2.7
Equity Prices -0.4 0.3 2.6 5.0 74
Japan
Real GDP -1.1 -1.1 0.5 — 0.4
Real Domestic Demand -0.7 -0.6 0.1 0.5 0.8
Real Investment -4.0 -2.6 0.2 1.0 1.7
Real Effective Exchange Rate 6.3 9.1 9.9 9.2 9.0
Real U.S. Dollar Exchange Rate 14.9 18.5 19.4 18.5 18.2
Trade Balance ($billion) 0.8 -1.0 7.4 -13.3 -18.8
CPl inflation (percentage points) -0.3 0.4 0.4 -04 04
Short-term Interest Rates (percentage points) -05 0.7 -0.9 -1.4 -1.6
Equity Prices -0.1 2.8 3.2 4.0 3.9
Other Industrial Economies
Real GDP -1.1 -1.2 -0.8 -0.3 0.1
Real Domestic Demand -0.4 -1.0 -0.9 -0.6 -0.2
Trade Balance ($billion) -6.0 6.4 11.5 13.3 8.1
Industrial Countries
Real GDP -1.2 -1.3 -0.9 -0.3 —
Real Domestic Demand =141 -1.3 -0.9 -0.3 —
Trade Balance ($billion) -16.9 9.0 201 23.5 16.1
Developing Countries
Real GDP -0.5 -0.5 -0.4 -0.3 -0.2
Real Domestic Demand -0.8 -0.8 -0.6 -0.4 -0.3
Trade Balance ($billion) 18.5 -5.4 -14.1 -14.7 -5.2
landing” scenario, and by 2002 the adjustment nificant differences are also apparent in the path
in trade balances is twice as large. However by of real activity. Compared to baseline, real out-
2005, when the process of trade balance adjust- put recovers much more slowly in the United
ment is essentially complete, the differences be- States than elsewhere, particularly in the euro
tween the two scenarios have been largely area and Japan, as differential movements in
erased. The U.S. trade balance improves by $85 real investment translate into changes in the
billion compared to baseline (almost identical to level of potential output.
the other scenario), with the main counterparts There is also a significant fall in real GDP and
again being the euro area (almost $60 billion) real domestic demand in developing countries,

and Japan (almost $20 billion). By this time, sig- although it is only about half of that in the ad-
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vanced world. Compared to the results in the
“soft landing” scenario, the fall in real GDP and
(in particular) real domestic demand is larger
initially but smaller over the medium term. This
reflects two competing forces. The larger initial
fall in output in the advanced countries reduces
demand for exports from developing countries,
lowers commodity prices, and reduces capital
flows. Over several years, however, the loosening

of global monetary conditions coming from
weakness in activity provides a boost to the devel-
oping world, particularly to regions that are
heavily dependent on foreign borrowing, such as
Latin America. The decline in output, however,
could be significantly greater if the hard landing
in the United States was accompanied by a sub-
stantial deterioration in financing conditions for

emerging markets.



