Annex I

revious issues of the World Economic Outlook

have examined the consequences of asset price
inflation and defiation for private sector financial
positions and for the business cycle. Asset price
inflation has been most pronounced in Japan, the
United Kingdom, Australia, New Zealand, and the
Nordic countries, but it also occurred on a more
limited scale in the United States and some conti-
nental European countries.! Because the asset price
inflations were associated with very rapid expan-
sions of credit and, in some places, excessive
meney growth, it is important to consider the role
that monetary policy may have played in permitting
these sharp price increases to occur. There were
several factors that made it difficult for policy-
makers to judge the stance of monetary policy and
the impact of policies on asset prices and, more
generally, on the economy.

First, financial liberalization distorted the inter-
mediate targets used in the conduct of monetary
policy and altered the transmission of monetary pol-
icy to the real economy. Many analysts at the time
suggested that credit aggregates were more accurate
indicators for assessing the stance of monetary
policy than were monetary aggregates. Others sug-
gested that, in a deregulated and liberalized finan-
cial environment without credit rationing, interest
rates would tend to become more volatile and would
have to change more sharply to tighten or ease
credit conditions. In part as a result of these argu-
ments and events, by the end of the 1980s many
central banks had adopted more eclectic approaches
toward monetary policy. In retrospect, it is apparent
that earlier adjustments to the framework underly-
ing monetary policy might have provided a more
timely response to the accumulation of credit.

Second, more than in other recent inflation epi-
sodes, conventional measures of inflation in the
1980s did not adequately reflect the strong price
pressures that were building and that ultimately ted

This annex was prepared by Monica Hargraves and Garry J,
Schinasi.

'For example, residential property prices rose an average of
22 percent in Japan and 20 percent in the United Kingdom
during 1986-89. whereas they rose an average of 10 percent in
the United States. See Annex I of the October 1992 World
Economic Outlook,
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to unsustainable increases in the prices of tangible
and financial assets. For example, conventional
measures of inflation in Japan were below 2 percent
throughout the 1980s, yet money and credit growth
were excessive and asset prices scared. In the
United States, inflation rose slightly but was rela-
tively stable during this period, while there were
large price increases in commercial and residential
real estate markets.

Given the emphasis placed on conventional mea-
sures of inflation—which focus on prices of the flow
of goods and services—important information con-
tained in asset prices was not given sufficient atten-
tion during this period. This is not to suggest that
monetary policy should explicitly target asset prices
or that policymakers should react to sharp move-
ments in stock prices, for example, whenever they
occur. It is clear, however, that the indicators of
inflation used by policymakers to judge the appro-
priateness of money and credit policies did not pro-
vide a complete and accurate assessment of the
inflationary pressures that were building during the
mid- to late 1980s. Additional transaction-based
measures of prices, with broader coverage than the
production- or consumption-based measures, might
have alerted policymakers earlier.

Third, there was an initial tendency to view the
sharp asset price increases as relative price adjust-
ments associated with changes in tax policies, de-
mographic changes, and other structural changes.
This explains much of the acquiescence to the run-
up in asset prices and the related rapid growth in
credit aggregates. With the benefit of hindsight,
only a part of the increase in asset prices appears (o
have been caused by structural factors, and in most
countries—especially in Japan and the United
Kingdom—much of the relative price adjustment
was reversed as a result of the monetary tightening
that occurred in 1989-90 (Chart 25).

An exception in this regard may be the United
States, where property price changes—which were
small compared with those in other countries—were
directly related to tax reforms that provided in-
centives for real estate investment and to capital
inflows that reflected international portfolio adjust-
ments. Part of the subsequent decline in U.5. prop-
erty prices resulted from the reversal in 1986 of tax
incentives provided earlier in the decade and was
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Chart 25. Selected Countries: Property Prices
(As a ratio fo the consumer price index; 1980:Q1 = 100)
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Sources: For the United States, Data Resources, Inc. data base; for
the United Kingdom, Central Statistical Office, Financial Statistics;
and for Japan, Japan Real Estate Institute, Bulletin of Japan Land
Prices.

tUrban residential land price in six largest cities.

2Index of prices on dweilings.

3Average price of a new house.
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therefore unrelated to monetary tightening. Nev-
crtheless, there clearly were excesses in the U.S.
commercial property market, which experienced
high inflation rates and overbuilding.

This annex briefly examines the adaptation of
meonetary policy to the changing financial environ-
ment in the 1970s and 1980s. An analysis of the
relationship between monetary growth and inflation
in the mid- to late 1980s attempts to shed light on
the reasons for the concentration of inflationary
pressures in asset markets during this period. The
discussion then examines how financial deregula-
tion and liberalization in the 1980s—and the global-
ization of financial markets—made it increasingly
difficult to assess the stance of monetary policy and
changed the ways in which monetary actions af-
fected the economy. The final section draws some
lessons from the industrial countries’ experiences
with inflation for the conduct of monetary policy in

" the 1990s,

Monetary Policy and Inflation

The widespread commitment to monetary aggre-
gate targeting in the 1980s had its roots in the 1960s
and 1970s, when there were relatively strong links
between changes in the money supply and changes
in prices. The transmission of excessive money
growth to inflation was generally understood as fol-
lows: expansionary monetary policy increased bank
reserves and lowered interest rates; banks provided
more loans and issued more deposits, which ex-
panded both sides of their balance sheets; loans to
the private sector supported increased spending;
and, as monetary growth continued and production
constraints were reached, prices and price expecta-
tions rose. In the absence of a large shift in the
pattern of transactions, conventional price mea-
sures such as the consumer price index or the GDP
deflator—which measure the average price of goods
and services consumed or produced in the period—
were adequate ganges of inflationary pressures, in-
cluding those in asset markets.

Expansion of the money supply affected real eco-
nomic activity in the short term, because of rigidi-
ties in the price- and wage-setting process, but
generally led to price increases in the medium term.
Changes in monetary aggregates, which reflecied
changes on the liability side of bank balance sheets,
were useful indicators of the stance of monetary
policy. Changes in credit aggregates, which re-
flected changes on the asset side of bank balance
sheets, were also useful indicators, although mone-
tary policy was viewed as having a more direct in-
fluence on bank deposits.

In the United States, target ranges for M1 growth
were announced throughout the 1970s. The UK.
authorities set targets for broad money starting in
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1976, and the Bundesbank established targets for
central bank money in 1974; other central banks
shifted similarly. The Bank of Japan did not specifi-
cally target a monetary aggregate, but in 1978 it
began to include “projections” for the broad aggre-
gate M2 + CDs (certificates of deposit) in its policy
announcements.

By the early 1980s, control of inflation became
the primary concern of economic policy in the ma-
jor industrial countries, Determined reductions in
money growth, sharp increases in interest rates, and
a deep recession in 1981-82 brought inflation down
(Table 23). By 19835, the strong and persistent rise
of the dollar in currency markets and other external
facters became important considerations for the in-
dustrial countries and prompted greater policy coor-
dination following the Plaza Accord. Thereafter,
monetary policy eased decisively in many industrial
countries.

Concern about the effects of the stock market
crash in October 1987 led to a further easing of mon-
etary policy, but the event itself may have been an
early warning of growing financial imbalances and
latent inflationary pressures, especially in asset mar-
kets. If nothing else, the correction of stock market
prices suggested that the revaluation of corporations
that had taken place in the preceding period was not
consistent with fundamental changes in values. Asset
market developments prompted the Bank of Japan in
1987 to urge caution in bank lending practices. Infla-
tionary pressures also led to tightening in the United
Kingdom in mid-1988, and short-term interest rates
were raised significantly. By 1988, concern about
overheating in the United States led to progressive
increases in the federal funds rate. Policy was tight-
ened in 1989 in Japan, and by the end of 1990 inter-
est rates had been raised considerably, and the
grawth of broad money slowed.

During the 1980s, deregulation made monetary tar-
geting and the assessment of monetary conditions in-
creasingly difficult in many countries. As a resuit,
many countries used a broader range of economic in-
dicators to monitor monetary and financial condi-
tions.? Emphasis shifted in the United States to
broader aggregates and to the federal funds rate, and
in the United Kingdom it shifted to a narrower aggre-
gate, the exchange rate, and other financial indicators.

Measures of Potential Inflation

The practical problems of monetary targeting in
an environment of financial deregulation were evi-
dent throughout the 1980s. Less apparent were the
changes in the relationships between money and

28ee the discussion in Chapter Il of the main text and the
annex, “Assessing the Stance of Monetary Policy,” in the Janu-
ary 1993 World Economic Outlook: Interim Assessment.
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credit growth and a broader measure of inflation
that included asset transactions. At the time, it may
not have been possible to assess properly the extent
to which money and credit policies were adding to
inflationary pressures in asset markets. In retro-
spect, however, monetary and financial data suggest
that by 1985-86 both money and credit growth were
excessive in Japan and, especially, in the United
Kingdom, and credit growth was unusually high in
the United States. Overly expansionary money and
credit policies also were evident in many other
countries that experienced asset price inflation, in-
cluding Australia, New Zealand, the Nordic coun-
tries, and Switzerland.

In a monetary accounting framework, expansion
of the money supply in excess of real GDP
growth—which can be referred to as “excess money
growth”—is potentially inflationary. EX post, the
gap between this excess money growth and actual
inflation (in the GDP deflator) is usually interpreted
as a change in velocity—that is, a change in the rate
of circulation of money relative to nominal GDP.
Changes in velocity are often attributed to improve-
menis in transaction technology or to other institu-
tional factors. Policymakers regularly adjust for
velocity changes when the changes deviate signifi-
cantly from trend movements or when they are
known to be associated with special factors.

An alternative interpretation of the gap between
excess money growth and actual inflation—one that
is particularly relevant for the 1980s—is that it is a
residual that represents potential inflationary pres-
sures in markets, pressures that are not captured by
national income account measures of output and
prices. If there is a shift in the pattern of economic
transactions, for example, changes in this residual
may not be due to shifts in the demand for money,
but instead may carry important information about
inflaticnary pressures affecting other types of eco-
nomic transactions. As discussed below, this gap is
useful for examining the role that monetary policy
may have played in the asset price inflation in many
countries. By implication, broader transaction-
based price indices, although conceptually difficult
to define precisely, would have been more complete
and useful indicators and could have provided in-
formation to policymakers about the inflationary
pressures that were building at that time.

For Japan and the United Kingdom, measures of
both excess money and credit growth suggested that
inflationary pressures were building in the mid- to
late 1980s. In Japan, growth in the monetary aggre-
gates in the mid- to late 1980s was high—relative to
inflation—and variable, yet nominal GDP growth
was relatively low, and inflation measured by the
GDP deflator was fairly steady at its lowest level
in decades (Chart 26). This divergence reflected
a breakdown in the 1980s of the money-price
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Table 23. Five Major Industrial Countries: Monetary Policy Record Since 19801

(Percent change, fourth guarter to fourth quarter, unless otherwise stated)

United States Japan Germany? France United Kingdom
Money growth Money growth Money growth Money growth Money growth
Target® Actual Inflation Projection®* Actual Inflation Target® Actual Inflation Target®  Actual Inflation Target” Actual Inflation
1980 4-6.5 7.2 9.4 8 7.6 4.6 5-8 4.8 4.9 1 9.8 11.4 7-11 20.0 19.2
1681 6-8.5 5.1 10.0 10 10.4 3.7 4-7 36 4.1 10 1.4 11.3 6-10 4.6 11.3
1982 2.5-5.5 8.5 6.2 8 8.3 1.7 4-7 6.1 4.4 12.5-13.5 11.5 11.8 8-12 9.8 7.1
1983 7-10 8.5 4.0 7 6.8 1.4 4-7 7.0 3.5 9 16.2 9.7 7-11 10.0 5.4
1984 6-9 8.0 4.5 8 7.9 2.3 4-6 4.6 2.1 5.5-6.5 7.6 7.5 6-10 12.3 4.6
1985 6-9 8.8 3.7 8 2.0 1.6 3-5 4.5 2.2 4-6 7.0 5.8 5-9 13.6% 5.7
1986 6-9 9.4 2.7 8-9 8.3 1.8 3.5-55 7.7 33 3-5 4.6 5.2 11-15 20.7 3.5
1987 5.5-8.5 4.2 3.1 11-12 11.8 — 3-6 8.1 1.9 3-5 9.1 3.0 2-6 5.8 5.0
1988 4-8 5.2 3.9 10-11 10.6 0.4 3-6 6.8 1.5 4-6 3.9 2.8 I-5 6.1 6.6
1989 3-7 4.5 4.6 9-10 10.0 1.9 5 4.8 2.6 4-6 4.3 3.2 1-5 6.3 7.1
1990 3-7 3.9 43 11-12 10.0 2.2 4-5 3.5 34 3.5-5.5 0.3 3.1 1-5 2.7 6.2
1991 2.5-6.5 2.8 4.0 2-3 2.2 2.1 4-6 5.2 4.2 5-7 4.1 2.6 0-4 2.2 6.8
1992 2.5-6.5 1.9 2.6 2% —0.5 1.7 3.5-5.5 9.6 4.5 4-6 - 2.8 0-4 2.3 4.7

Sources: Bank for International Settlements, Annual Repor: (Basle, various years), Board of Governors of the Federal Reserve System; and World Economic Outlook data
base.

!Inflation is measured as the annuat percent change in the GDF deflator; “actual” refers to money growth over the target period.

2West Germany through December 1990, unified Germany thereafter.

3Targets are for M1 through 1982 and for M2 thereafter. For 1983, targets shown are for growth from a February-March 1983 base through the fourth quarter.

4The Bank of Japan publishes projections of the growth of M2 + CDs cach quarter over the corresponding quarter of the previous year, Projections above are for the fourth
quarter over preceding fourth quarter,

5Target refers to central bank moncy through 1987, and to M3 in 1988-92.

&For 1980 to 1982, December-to-December growth rate of M2; for 1983 to 1985, growth from average November-December-January to same peried of following year of M2
(in 1983) and M2 holdings of residents (1984-85); thereafter, fourth quarter to fourth quarter. Targeted aggregate is M3 for 1986-87; M2 for 1988-90; M3 for 1991-52,

“Through 1984, target periods are from February to April of the following year; then for twelve-month periods from May 1985, and from April each year thereafrer. The
targeted aggregate is M3 through 1986, MO thereafter.

8 Actual growth, December to December.

¢Second quarter to second quarter,
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relationships that had prevailed in the 1970s and was
associated with changes in the transmission of money
and credit growth to goods prices and asset prices.

Excess money and credit growth—that is, money and

credit growth in excess of growth in real economic
activity—increased and remained high during this pe-
riod (Chart 27). Moreover, the annual gaps between
excess money growth and measured inflation (GDP
deflator), and between excess credit growth and infla-
tion, averaged 3'/s percentage points and 3%/ percent-
age points, respectively. By construction, these gaps
represent either a sharp change in behavior—in the
form of a significant change in the demand for money
and credit balances—or a substantial shift in the pat-
tern of transactions toward assets and other markets
not captured in natiomal income measures of final
goods transactions. Viewed in this way, the money
and credit gaps represented inflationary pressures in
the economy that were fully consistent with the infla-
tion that occurred in asset markets.

In the United Kingdom, narrow money growth
and inflation had been closely linked in the 1970s,
and the relationship strengthened in the 1980s
(Chart 28). Growth in the broad aggregate remained
high and increased in the second half of the decade,
but changes in the GDP deflator remained relatively
low and even declined, although housing prices in-
creased sharply. Both excess money and excess
credit growth emerged in the United Kingdom in
the mid-1980s and persisted through the end of the
decade (Chart 29). The differences between these
measures at potential inflation and actual inflation
averaged 5% percentage points and 73 percentage
points, respectively, suggesting the accumulation
of strong inflationary pressures.

The case is not as clear in the United States.
There had been a fairly close relationship between
the growth of narrow money and inflation (as mea-
sured by the GDP deflator), and between money
growth and nominal GDP growth (Chart 30). After
the 1981-82 recession, however, higher growth in
both the narrow and broad monetary aggregates was
associated with lower or stable inflation and lower
growth in nominal GDP.® This apparent change in
the relationship between money growth and infla-

3These visual images are supported by econometric evidence.
Inflation (GDP deftator) was regressed on its previous value and
past values of narrow money growth (using a polynomial distrib-
uted lag) over two time petiods in the United States, J. aparn, and the
United Kingdem—1970:Q1 to 1982:Q4 and 1983:Q1 10 1992:Q2.
According 1o this specification, the relationships between money
growth and inflation were relatively sirong and statistically signifi-
cant in the 1970s, and, except for the United Kingdom, the rcla-
tionship was weak and not statistically significant in the 1980s.
Supporting evidence for Japan is reported in Guy Meredith,
“Japan—Implications of the Recent Slowdown in Broad Money
Growth” (unpublished; IMFE, 1992); and in Robert Corker,
“Wealth, Financial Liberalization, and the Demand for Money in
Japan,” Swff Papers (IMF), Vol. 37 (June 19903, pp. 418-32.
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Chart 26. Japan: Money, Incomes, and Prices
(Percent change from four guarters earlier)
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Chart 27. Japan: Money, Debt, and Inflation
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tion was in part the result of much higher real eco-
nomic growth in the United States in 1983-88.
Moreover, during this expansionary period, excess

‘money growth in the United States was generally

consistent with measured inflation; the gap between
excess money growth and inflation was a negligible
annual average of Y4 of | percentage point (Chart
31, top panel).

The growth of the monetary aggregates in the
United States, which were the primary intermediate
indicators for monetary policy, did not suggest that
general inflationary pressures might be building
elsewhere in the economy. In addition, there were
reasons 1o expect higher relative prices in real estate
markets. The expansion of credit, however, far ex-
ceeded the expansion in the real economy (see
Chart 31, bottom panel). Even though money
growth was in line with measured inflation, credit
growth would have been consistent with much
higher inflation (in the GDP deflator), providing
some indication that inflationary pressures might be
building in the economy. During the 1980s, the an-
nual gap between excess credit growth and actual
inflation (in the GDP deflator} averaged 2!/2 per-
centage points in the United States. The cumulative
effect of this excess credit growth turned out to be
considerable, especially in commercial real estate
markets.

In retrospect, it would appear that within a
broader monetary policy framework—one in which
measures of transaction prices were used as comple-
mentary indicators along with standard inflation in-
dicators for goods and factor markets—the
persistence of growth in money and credit in excess
of nominal GDP growth (in Japan and the United
Kingdom, especially) would have suggested that in-
flationary pressures were building. The need for an
adjustment, however, was not recognized until the
process of debt accumulation and asset price infla-
tion had reached a critical stage.*

Concentration of Inflation in Asset Markets

Why did the excess liquidity and credit that was
provided in the mid-1980s create excess demand for

4Traditional theories of inflation have focused on how excess
liquidity leads to an increase in the average price of the flow of
goods and services in the relevant time period. Wage develop-
ments have also plaved a central role in macroeconomic stabi-
lization strategies and policies. Economic theories have been
helpfal in monitoring and explaining inflation, ex post. but
judging from the inflation record of the postwar era, they have
not been effective in anticipating inflationary episedes. Some
economists in the early part of this century thought that prices
on all types of transactions—both stocks and flows—were im-
portant for properly measuring inflationary pressures. See
Irving Fisher, The Purchasing Power of Money (New York:
Macmillan, 1913; A M. Kelley, 1985). See also Box 2, on
price stability, in Chapter III.
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assets rather than excess demand for the flow of
goods and services? As just described, the transmis-
sion from monetary policies to inflationary pres-
sures in the late 1980s was unusual in the sense that
inflation, as conventionally measured, did not in-
crease as sharply as it had in other recent episodes
of expansionary macroeconomic policies. A possi-
ble resolution of this puzzle is that financial liberal-
ization and innovation and other structural changes
in the 1980s created an environment in which ex-
cess liquidity and credit were channeled to specific
groups active in asset markets. These included large
institutions, high-income earners, and wealthy indi-
viduals, who responded to the economic incentives
associated with the structural changes. These
groups borrowed to accumulate assets in global
markets—such as real estate, corporate equiiies,
art, and commodities such as gold and silver—
where the excess credit apparently was recycled
several times over.

In the United States, ongoing financial
innovations-—related to earlier financial deregula-
tion and liberalization—and tax reform provided
opportunities and incentives for investment, and
these opportunities were particularly significant for
the corporate sector and high income earners.> The
expansion in credit financed, for example, mergers
and acquisitions, leveraged buyouts, commercial
real estate, and residential real estate. In Japan, tax
provisions created incentives for the construction of
apartment houses and condominiums, and changes
in the capital gains tax treatment of real estate trans-
actions encouraged upgrade purchasing. Spending
in the late 1980s shifted significantly toward luxury
goods and those components of demand that are
typically financed on credit, such as business in-
vestment, home construction, and durable goods.®
By contrast, in the United Kingdom, the increase in
borrowing was more broadly based, suggesting that

the debt accumulation reflected a backlog of unsat- .

isfied demand for credit that was unleashed after
financial liberalization. Although the increase in
inflation in the United Kingdom was also more

5In the United States, much of the increase in debt between
1983 and 1989 was concentrated in families reporting the most
financial assets. The mean real home value rose much more
than the median, and the increase occurred largely in families
with incomes above $50,000. The highest income groups in-
creased the median size of their mortgage debt, while the low-
est reduced their median value. See Arihur Kennickell and
Janice Shack-Marquez, “Changes in Family Finances from
1983 to 1989: Evidence from the Survey of Consumer Fi-
nances,” Federal Reserve Bulletin, Vol. 78 (January 1992),
pp. 1-18.

68ee Masahiko Takeda and Philip Turner, “*The Liberalisa-
tion of Japan’s Financial Markets: Some Major Themes,” Eco-
nomic Papers, No. 34 (Basle: Bank for International Settle-
ments, November 1992).
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Chart 28. United Kingdom: Money,

Incomes, and Prices
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Chart 29. United Kingdom: Money, Debt, and Inflation
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broadly based, in that conventional measures of infla-
tion increased, real asset prices rose substantially.
Intense competition among financial intermedi-

- aries resulted in high-risk lending in new areas of

business, which contributed to increased asset mar-
ket activity. This increase in the supply of credit to
relatively risky asset markets can be directly related
to financial liberalization and the subsequent waves
of financial innovations, which together led to an
erosion in the franchise value of banks, an ex-
panded role for other financial institutions, greater
competition and risk taking, and a general squeeze
on profit margins.” Whereas in the 1970s there was
increased lending to developing countries, in the
1980s there was increased lending for highly le-
veraged transactions and real estate purchases. In
the United Kingdom, banks aggressively entered
the mortgage market. In Japan, the decline in
banks’ corporate business, which shified to securi-
ties markets, led city banks to lend for real estate
transactions and to small and medium-size busi-
nesses. With key safety nets still in place—most
notably deposit insurance systems—the removal of
earlier restrictions on lending practices {(as in the
U.8. savings and loan industry, for example) also
led to increased risk taking. The increased risk tak-
ing suggests that supervisory and oversight systems
were not expanded sufficiently to keep pace with
deregulation. This institutional inertia may have
contributed to an environment that encouraged ex-
cessively speculative behavior in asset markets,

There were other, nonfinancial, factors in the late
1980s that tended to restrain demand and inflation
pressures in markets for goods and services,
thereby making it more likely that excess credit and
liguidity would be concentrated in asset markets.
Structural reforms, along with a general increase in
global competition, created pressures on profit
margins and discouraged price increases. Wage
increases were restrained by high and rising
unemployment—particularly in Europe—by re-
duced expectations of inflation, and by government
wage policies.

Finally, prices for goods and services may have
adjusted more slowly to monetary growth in the
mid- to late 1980s. Because asset prices depend on
expectations of future economic developments—
unlike most goods prices, which are mainly deter-
mined as a markup over costs—and are determined
in deep active auction markets, they often respond

7See Steven R. Weisbrod, Howard Lee, and Liliana
Rojas-Suarez, “Bank Risk and the Declining Franchise Value
of the Banking Systems in the United States and Japan,” IMF
Working Paper 92/45 (June 1992). This “‘franchise value”
arises from banks” access to funds from the central bank, which
gives banks a distinct role as providers of liquidity and pay-
ments services.
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first to monetary stimulus. This was true even be-
fore deregulation, but financial liberalization ap-
pears to have strengthened the link between money
growth and asset prices. Given the expansion in
financing possibilities, spending on items that re-
quire credit rose more rapidly than spending on
other goods, and this shifted the pattern of transac-
tions away from goods and services and toward
assets.

Once the process of asset price inflation got
started, in the absence of a restrictive monetary pol-
icy, expectations of further capital gains apparently
became an important aspect of increased demand
for assets.® To the extent that past price increases
determined expectations of future price increases,
the real cost of borrowing for investment in asset
markets was often negative in the United States,
Japan, and the United Kingdom. In 1986-89, for
example, building society loan rates in the United
Kingdom stayed below 15 percent and were often
below 12 percent, while housing prices rose annu-
ally by 20 percent on average. In Japan, the average
new loan rate was below 6 percent and declined for
most of the 1985-89 period, while stock prices in-
creased at an annual rate of 27 percent.

Financial Liberalization
and Monetary Policy

Even if broader measures of inflation had been
closely monitored in the conduct of monetary policy
during the 1980s,° inflation is a lagging indicator,
and other indicators would have been necessary to
assess monetary and financial conditions. The struc-
tural factors described earlier—and the evolving re-
sponses to financial deregulation, liberalization, and
globalization—altered important relationships be-
tween monetary instruments and intermediate targets
and the impact of monetary policy on the real econ-
omy. The difliculties of quantifying the impact of
these structural changes in the daily conduct of mon-
etary policy were compounded by uncertainties cre-
ated by the fundamental changes in the behavior of
financial intermediaries, businesses, and households
in response to changes in economic incentives.

8For a detailed analysis of the tendency for persistence in
price changes in a broad array of asset markets in a number of
countries, see David M. Cutler, James M. Poterba, and Law-
rence H. Summers, “Speculative Dynamics,” NBER Working
Paper 3242 (Cambridge, Massachusetts: National Bureau of
Economic Research, January 1990),

#During the 1980s, there were several studies of likely conse-
quences of financial deregulation and liberalization for the im-
plementation of monetary policy; see Bank for International
Settlements, Financial Innovation and Monetary Policy (Basle,
March 1984), and Changes in Money-Market Instruments and
Procedures: Objectives and Implicarions (Basle, March 1986).
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Chart 30. United States: Money, Incomes, and Prices
{Percent change from four quariers earlier)
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LAverage price of a new house. In the third quarter of 1970, the
decrease was 7.5 percent.
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Chart 31. United States: Money, Debt, and Inflation
(In percent)
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Monetary Policy Transmission
Before Deregulation

Before deregulation, the conduct of monetary
policy in the major industrial countries relied
heavily on official interest rates. In the United
States, for example, the federal funds rate was a
primary policy instrument, but deposit rate ceilings
also played a major role in changing the amount of
liquidity and credit provided to the private sector.
The U.K. authorities conducted open market opera-
tions to influence the cash positions of banks and
interest rates, but they also relied heavily on
changes in the minimum lending rate. Administra-
tive policies, and control of official rates, also
played a central role in Japanese monetary policy
before the carly 1980s.

In addition to interest rate policies, quantity con-

straints played a significant role in all three finan-

cial systems, although Japanese monetary policy
was the most explicitly quantity-oriented.19 In the
United States, the tightening effect of an interest
rate increase was reinforced in periods when market
rates rose above the deposit rate ceilings. Deposit
holders shifted their funds out of banks and into
accounts carning market rates. This process of dis-
intermediation, prevalent in the 1960s and 1970s,
reinforced the contractionary effects of reserve
withdrawal on bank balance sheets and forced a
further reduction in bank lending. Some borrowers
had access to funds from nonbanks, so the initial
impact of monetary contraction fell primarily on
those sectors without such access, such as mortgage
borrowers. The disproportionate burden on the
housing loan market was mitigated somewhat by
the advent of mortgage securitization and govern-
ment mortgage assistance agencies in the early
1980s.

In the United Kingdom, where lending restric-
tions largely kept banks out of the residential mort-
gage market before 1980, quantity rationing also
played a role in the transmission of monetary pol-
icy. The market was dominated by building soci-
eties, who adopted a collective practice of
smoothing the interest rate charged on their variable
rate mortgages.'' Periods of excess demand were

19Before the official récognition of the Gensaki market—a
market for repurchase agreements for long-term securities, in-
cluding government bonds—and the deepening of a secondary
market for government securities in Japan in the late 19705 and
early 1980s, the Bank of Japan relied primarily on credit ration-
ing at the discount window, administrative guidelines on hank
loan allocation, and “window guidance,” which specified lend-
ing limits for individual banks and ensured that the Bank of
Japan had extensive influence over all major financial institu-
tions and over corporate spending.

1See John 8. Flemming, “Financial Innovation: A View
from the Bank of England,” in Monetary Policy and Financial
Innovations in Five Industrial Countries: the UK, the USA,
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handled by rationing, either in terms of delayed
granting of loans or reductions in loan size. This
system was a feature of the exclusive role that

building societies enjoyed, and it eroded rapidly”

once banks entered the market.

The real effects of monetary policy were there-
fore transmitted through two channels: through
changes in official interest rates and through
changes in the availability of credit. The magnitude
of the effects of policy changes depended critically
on the sensitivity of foreign and domestic spending
decisions to changes in interest rates and any asso-
ciated changes in the exchange rate. Interest rate
changes affect demand through a substitution effect,
by changing the relative cost of current and future
consumption; through a wealth effect, by changing
the current values of long-lived financial and real
assets; and through an income or “cash flow” effect
as the size of interest payments and receipts move
with current rates. The impact of changes in the
availability of credit through disintermediation or
rationing depended heavily on the existence of al-
ternative sources of funds, including overseas mar-
kets, and on the access that different domestic
borrowers had to these alternative sources.

Deregulation and the Monetary Policy
Transmission Process

Deregulation changed key aspects of the mone-
tary policy transmission process by changing bank
activity and behavior, by encouraging the growth of
competing nonbank intermediaries and direct secu-
rities markets, by altering the financial oppor-
tunities available to businesses and households, and
by changing international capital flows.'> One of
the most significant effects of liberalization has
been the increase in financial activity outside of
banks. The growth in commercial paper and money
market mutual funds, and declining proportions of
household and business assets and liabilities held
with banks, attest to the diminished role of tradi-
tional financial intermediaries. Because banks. are
the intermediaries most closely connected (through
reserve accounts and regulations) to central banks,
this shift in the locus of financing and saving activ-
ity changed the linkages between monetary policy
and economiic activity.

The banking sector’s response to liberalization
has been, in part, to compete more aggressively for
deposits by offering new types of accounts and more
accounts with market-determined rates of return.

West Germany, France and Japan, edited by Stephen F. Frowen
and Dietmar Kath (New York: St. Martin’s Press, 1992).

128¢e Annex I in the May and October 1992 issues of the
World Economic Qutlook for more detailed discussion of the
responses of the financial and nonfinancial sectors to
deregulation.
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The resulting flexibility of deposit interest rates in
the United States has significantly reduced the phe-
nomenon of cyclical disintermediation.'® This, in
turn, has reduced the impact of monetary tightening
on the residential housing market, The shift by cor-
porations in Japan from bank-intermediated finance
to direct securities markets has led city banks to
shift their attention to small and medium-size bor-
rowers, who previously had access only to funds at
regional banks. In both of these economies, an ad-
ditional consequence of heightened competition and
the declining franchise value of the banking system
has been an increase in off-balance-sheet activities
of banks and increased allocation of bank loans to
those sectors promising high returns. Bank real es-
tate lending, in particular, increased substantially in
the late 1980s, thereby channeling excess liquidity
to property markets. ¢

Household financial activity also changed consid-
erably in response to deregulation. Innovation in de-
posit and loan instruments led households to expand
both financial assets and labilities. As a consequence,
net wealth increased in the United States, the United
Kingdom, and Japan until the asset market downturns
eroded the value of some of the holdings. Studies have
found a significant reduction in liquidity constraints in
the United States, Japan, France, the United King-
dom, and Canada.!> Consumption decisions have thus
become more responsive to interest rate changes. That
is, the substitution effect of interest rate changes
strengthened.

Reinforcing this has been a change in the income
or “cash flow” effect of interest rate movements.
As the proportion of variable rate loans has in-
creased, adjustments in interest payments, and
hence spending patterns, have taken place more
rapidly. Although households remain net creditors
for all debt instruments, in the United Kingdom
they have become net debtors in terms of floating-
rate instruments. Thus, an increase in interest rates
requires that a larger portion of current household
income be used to meet the obligations of increased
interest payments on floating liabilities. This in-
creased effect of interest rates may be partially off-
set because with variable rate contracts, the initial
level of the interest rate plays a somewhat smaller
role in the loan screening process, 16

135e¢ Adrian W. Throop, “Financial Deregulation, Interest
Rates, and the Housing Cycle,” Federal Reserve Bark of San
Francisco, Economic Review (Summer 1986).

19For a discussion of increased real estate lending, see Annex
Tin the October 1992 World Economic Cutlook.

158e¢ Tamim Bayoumi and Pinelopi Koujianou, “The Effects
of Financial Deregulation on Consumption,” IMF Working Pa-
per 89/88 (October 1989); and Tamim Bayoumi, “Financial
Deregulation and Household Saving,” Bank of England Work-
ing Paper Series, No. 5 (London, October 1992),

¥In the United States, there is some evidence of reduced
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The increased internationalization of financial
markets has reduced the control that domestic pol-
icy authorities have over the quantity of credit; con-
trol of interest rates remains the key policy
instrument. An example is the role that foreign bank
lending played in offsetting credit shortages to U.S.
corporations in the late 1980s.'7 Japanese corpora-
tions also have increased their use of foreign finan-
cial markets: foreign bond issues as a portion of
total corporate bond issues rose from 40 percent in
1980 to 60 percent in 1991. Such increased access
to external funds reduces the contractionary effect
on domestic spending of central bank tightening, at
least among certain sectors of the economy. More-
over, the sensitivity of international capital flows to
international interest rate differentials makes it
more difficult for monetary authorities to balance
domestic and external policy objectives when these
conflict.

These changes in behavior and opportunities al-
ter, individually, some component of the monetary
policy transmission process. The net effects are
manifested in changes in historical macroeconomic
relationships. Ongoing problems in defining the
monetary aggregates, and apparent shifts in money
demand functions, have been features of monetary
policy discussions since the onset of deregulation.
There was also a change in the relationship between
the yield curve and the relative growth of broad and
narrow monetary aggregates in the 1980s. Policy-
makers have responded to these problems in part by
reducing their exclusive focus on one monetary ag-
gregate and by broadening the set of indicators used
to assess the stance of monetary policy. The U.K.
authorities suspended targeting of M3 in 1987 and
adopted a more broadly based approach that in-
cludes attention to MO, the exchange rate, and other
financial indicators.!® The Bundesbank shifted in
1987 from targeting central bank money to targeting
M3. The Federal Reserve Board reduced its em-
phasis on M1 targeting in 1982 and ceased setting
targets for M1 altogether in 1987. The Federal Re-
serve Board continues to set targets for the broader
aggregates, but in recent years it has downplayed
strict reliance on monetary aggregates and instead
considers a range of indicators. The Bank of Japan
has not changed its targeted aggregate, but it was

sensitiviey of housing starts 1o interest rate changes, due in part
to the increased use of variable rate instruments, which has
affected affordability and credit scoring constraints. See Ran-
dall J. Pezdena, “Do Interest Rates Stilt Affect Housing?™
Federal Reserve Bank of San Francisco, Economic Review,
No. 3 {Summer 1990), pp. 3-13.

17"Robert N. McCauley and Rama Seth, “Forcign Bank
Credit to U.S. Corporations: The Implications of Offshore
Loans,” Federal Reserve Bank of New York, Quarterly Review,
Vol. 17 (Spring 1992), pp. 52-65.

188e¢e “Financial Change and Broad Money,” Bank of En-
gland, Quarterly Bulietin (December 1986), pp. 499-507.
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prompted in the mid-1980s to revise substantially its
projections for M2 + CDs as deregulation changed
the behavior of the aggregate.

‘The changes go beyond measurement problems,
however, and include changes in the relationship
between monetary aggregates, inflation, and nomi-
nal GDP. Evidence from vector autoregressions of
the relations between monetary aggregates and
nominal income indicate important changes associ-

- ated with deregulation.!? In the United States, M1

and M2 broke down as predictors of income by
1978. In Japan, M1 and M2 + CDs retained a sig-
nificant relation to income in the 1970s and 1980s,
but the underlying directions of causality appear to
have shifted. In the United Kingdom, sterling M3
ceased to be a good predictor of income after 1983.
Deregulation has made it more difficult to assess
the stance of monetary policy and to forecast future
activity. The yield curve has been used increasingly
as an indicator of future nominal GNP growth and
inflation since the 1980s. In the United States,
studies have shown that the best predictor is the
spread between the commercial paper rate and the
treasury bill rate. Analysis of this relationship in
other countries found similar predictive power in
Canada and the United Kingdom, but not in Japan,
France, or Germany.2® One explanation for the pre-
dictive power of the spread between the commercial
paper rate and the treasury bill rate is that monetary
tightening curtails bank lending and leads to an in-
crease in commercial paper issuance for those firms
that can substitute between bank loans and direct
issuance markets. This increase in borrowing in the
commercial paper market drives up that interest rate
relative to other comparable maturity market rates
and signals the upcoming contraction in economic
activity induced by monetary policy.?! As deregula-
tion deepens commercial paper markets and in-
creases substitution between bank loans and market
instruments, however, this effect can be expected to
weaken. Preliminary evidence of this weakening
has already emerged in the United States and may
emerge in ather economies for similar reasons.

198ee Adrian Blundell-Wignall, Frank Browne, and Paolo
Manasse, “Monetary Policy in the Wake of Financial Liber-
alisation,” Economics and Statistics Department Working Pa-
per 77 (Paris: OECD, April 1990).

208¢e Frank Browne and Warren Tease, “'The Information
Content of Interest Rate Spreads Across Financial Systems,”
Economics and Statistics Department Working Paper 109
(Paris: DECD, 1992).

218ee Anil K. Kashyap, Jeremy C. Stein, and David W.
Wilcox, “Monetary Policy and Credit Conditions: Evidence
from the Composition of External Finance” American Eco-
nomic Review, Vol. 83 (March 1993), pp. 78-97. For an expla-
nation based on liquidity differences in these instruments, see
Peter M. Garber and Steven R. Weisbrod, The Economics of
Banking, Liguidity, and Money (Lexington, Massachusetts:
D.C. Heath, 1992), Chapter 13.
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Implications for Monetary Policy

As the preceding section indicates, a wide range
of forces has affected the monetary transmission
mechanism, and some evidence of these changes is
already apparent. This section addresses three pol-
icy issues: changes in the nature of the monetary
control mechanism, prospective shifts in the sec-
toral impact of monetary policy actions, and adjust-
ments in the set of information variables that are
monitored.

One of the most immediate effects of financial
liberalization has been a reduction in the monetary
authorities’ direct control over the quantity of
credit. Without regulated deposit rates, the authori-
ties have much less ability to influence interest rate
spreads and, thus, to induce shifts in business and
household financing and saving decisions. The ex-
tensive development of alternative sources of
funds—both domestic and foreign—has reduced the
central bank’s influence over intermediation. What
remains is the central bank’s control over certain
interest rates. The channel of monetary policy has
thus narrowed—from one in which credit supply
repercussions reinforced the effects of interest rate
changes, to one in which these rationing elements
are greatly reduced if not altogether absent.

Several relationships, therefore, have taken on
increased importance. The first concerns the ability
of central banks to affect market rates, including
those on longer-maturity instruments. As markets
deepen and innovation procéeds, arbitrage is likely
to strengthen the ties among different market rates.
At the same time, deregulation has ecliminated
sources of inflexibility in many rates, so that long-
term rates can be expected to respond more freely to
expectations of inflation. The central bank’s ability
to influence a broad array of market interest rates
will therefore depend on the state of the economy
and on expectations about future policies. In addi-
tion, international integration of capital markets has
increased the importance of the exchange rate as
part of the policy transmission mechanism.

Some aspects of deregulation have tended to di-
minish the sensitivity of components of demand to
interest rates; others have tended to amplify it. Be-
cause more {oan contracts are arranged on a variable
rate basis, borrowers have less need to worry about
being locked into high rates prevailing at a particu-
lar time, so borrowing may not be reduced as much
by an interest rate increase as it would have been
when primarily fixed-rate contracts were available.
Interest rates play a somewhat smaller role in the
loan screening process now, and there are more op-
portunities for firms to hedge against interest rate
changes. But the prevalence of floating-rate con-
tracts also means that interest rate changes are
transmitted much more rapidly to loan payments, so
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that the impact on disposable income and spending
is likely to be larger. In addition, the decreased use
of nonprice rationing in the loan market means that
borrowers will be responding more exclusively and
flexibly to interest rate changes. With respect to
consumption, a number of studies have found evi-
dence of diminished liquidity constraints in those
countries that have experienced extensive deregula-
tion. The response of exchange rates to interest rate
differentials, and the elasticities of foreign demand
for domestic goods, play a more important role in
an environment of increasingly integrated capital
and goods markets. The net effect on aggregate de-
mand remains to be determined in empirical
studies. Estimates in the United Kingdom, where
the proportion of variable rate loans is much higher
than elsewhere, have indicated that the interest rate
effect on spending is clearly stronger than in the
period preceding deregulation. 22

One consequence of the increased securitization
and integration of financial markets—particularly of
the mortgage market, but also of markets for corpo-
rate financing—is that the impact of monetary pol-
icy is likely to be spread more broadly throughout
the economy and less concentrated on certain sec-
tors. Monetary policy will continue to have differ-
ent sectoral impacts, however, because access to,
and dependence on, international capital flows dif-
fer. In addition, to the extent that central banks can
control short-term interest rates to a much greater
extent than long-term rates, the impact of policy is
likely to be felt in sectors that are sensitive to short-
term rates. These effects may be offset by the ex-
panded use of hedging devices, such as swap con-
tracts, that can insulate firms from exchange rate
and interest rate changes,

To the extent that aggregates are used as policy
guides, greater attention is likely to be paid to the
asset side of the balance sheet of financial inter-
mediarics. Changes in bank assets will continue to
be important sources of information on borrowing
and spending behavior in the household and small
business sectors, which will continue to rely
heavily on intermediated finance.?? Broader credit
aggregates that include nonbank financial institu-
tions and capture financing activity outside banks
will provide information about the financing behav-
ior of larger private sector entities with more direct
access to securities markets.

228ee “The Interest Rate Transmission Mechanism in the
United Kingdom and Overseas,” Bank of England, Quarterly
Bulletin {(May 1990), pp. 198-214.

23For a discussion of the effects of credit supply in the Cana-
dian economy, see William Lee, “Balance Sheet Risk, Credit
Supply, and Their Impact on Real Economic Activity,” IMF
Working Paper (1993, forthcoming).
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Because of the decrease in central banks’ direct
control over the volume of lending, interest rates
are likely to become more important indicators of
the stance of monetary policies. In addition, be-
cause asset prices can convey important informa-
tion about the supply of liquidity, as they did in the
late 1980s, changes in asset prices may be incorpo-
rated judgmentally into policy analyses. The U.K.
authorities, for example, have announced that they
now include asset prices among their indicator vari-
ables. The recent episode would suggest that
changes in monetary policy will continue to affect
asset prices beyond the current adjustment period.’

Lessons for the 1990s

In the past it has been sufficient for monetary
authorities to concentrate on inflation in consumer
prices—or more broadly on the prices of the flow of
goods and services—and to consider asset price in-
flation only insofar as it was a signal of future gen-
eral inflation. The recent period has demonstrated,
however, that inflation in asset prices can occur
without significant movement in standard price in-
dices. In retrospect, monetary policy in some coun-
trics inadvertently permitted an overly rapid
expansion of money and credit during the 1980s,
and there was not a full appreciation of the emerg-
ing financial imbatances in both the financial and
nonfinancial sectors. Policymakers allowed the real
cost of credit for real estate and equity purchases to
remain too low for too long.

Without the confluence of events—structural
changes in financial markets, expansionary fiscal
policies, and expansionary monetary policies—the
asset price cycle might not have occurred. Although
economic policy should not be designed to offset
regulatory and structural changes explicitly, dealing
with the effects of such changes should be a vital
part of the policy strategy. Moreover, experience in
many countries clearly suggests that there should be
greater coordination of macroeconomic and regula-
tory policies.

Some of the problems that complicated monetary
policy during the 1980s stemmed from the underap-
preciation of the innovative ability of the private
sector and of the effects of competition on the finan-
cial sector. In some cases, the speed and scope of
deregulation resulted in excessive risk taking or al-
lowed financial institutions to move into new and
unfamiliar lines of business. This placed heavy and
unexpected demands on supervisory institutions,
which were not fully prepared for the consequences
of deregulation. Thus, it would appear that super-
visory practices need to be strengthened as dereg-
ulation proceeds. Prudential regulation, oversight,
and increased capital standards are needed in order
to ensure that the gains from increased competition
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in financial markets are not offset by the systemic
weaknesses arising from the insolvency of financial
institutions. The sequencing and pace of dercgula-
tion, and the need for coordination among regula-
tors, are critical components of any deregulation
effort.

Many questions remain unanswered, but perhaps
the most important is whether the asset price infla-
tion was a temporary development, associated with
a particular combination of structural changes in
financial markets and expansionary macroeconomic
policies, or whether it can be expected to be a per-
manent feature of the transmission process of mone-
tary policy. Key features of financial liberalization
in the 1980s were the expansion of the nonbank
financial sector and the increased level of financial
activity undertaken by both businesses and house-
holds. Policymakers should have expected, as some
did, that the components of expenditure that would
be most affected would be those that are typically
financed with credit, rather than those that are fi-
nanced out of current income and profits.

Although standard price measures will continue
to be the main focus of monetary policy, it is impor-
tant to realize that these may not adequately identify
inflation pressures in all parts of the economy. Per-
haps the most dramatic example is what occurred in
Japan, where, by conventional measures, price sta-
bility was maintained throughout the 1980s, even
during the dramatic asset price inflation of 1986-
90. The flow of goods and services is only a small
part of total transactions that occur during any given
period, and focusing on consumer or producer
prices discards much of the information available
for measuring inflationary pressures. Although as-
set prices are volatile and are determined by many
factors other than monetary policy, they should not
be ignored when there is reason (o believe that ex-
cess liquidity is being channeled into asset markets
rather than flow markets.

Another question is whether monetary policy
should respond to sharp movements in asset prices. To
the extent that asset prices adjust rapidly—because of
portfolio adjustments or other fundamental changes in
the real economy, for example—monetary policy
would have little if any role except to ensure that these
adjustments occur in a stable financial environment.
To the extent that asset price changes are related to
excess liquidity or credit, however, monetary policy
should view them as inflation and respond appro-
priately. There is nothing unique about asset markets
that would suggest that asset prices can permanently
absorb overly expansionary monetary policies, with-
out ultimately leading to costly real and financial ad-
Justments. One very clear lesson of this experience is
that an excessive buildup of private debt to finance
asset accumulation in certain sectors can have signifi-
cant adverse macroeconomic consequences, including
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deep recessions, slower economic recoveries from re-
cession, and sharp and costly adjustments in many
parts of the private sector.

Although they do not yet generally exist, broadly-

defined transaction-based price indices could serve
as useful complementary indicators for economy-
wide inflation.?® If asset price changes reflect rela-
tive price adjustments, the aggregate transaction-
based price index would remain unchanged because
increases in some asset prices would be offset by
decreases in others. Increases in an agpregate
transaction-based price index that were large, per-
sistent, and not attributable to special or temporary
factors would suggest—as with other price indices
and consistent with current monetary policy
practices—the need for a tighter monetary policy.
This problem goes beyond that of inadequate
price measures, however. Policymakers regularly
review a broad set of price indices, including those
for commodities and assets. The fundamental prob-
lem is that the analytical framework used in most
countries to assess the stance of monetary policies
was not sufficientiy broad and flexible to assess de-

2]rving Fisher discussed the construction of such indices in
the Purchasing Fower of Money (New York: Macmillan, 1913;
A M. Kelley, 1985).
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velopments in key asset markets properly. In effect,
the asset price developments were not viewed as
requiring an adjustment in monetary policy. Thus,
it would appear that the conventional framework—
and more specifically, the class of models—used to
formulate monetary policies and targets needs to be
re-examined and altered in light of the experience
of the late 1980s.

Finally, although international capital flows did
not play a prominent role in recent episodes of asset
price inflation, they seem likely to become increas-
ingly important features of the global financial envi-
ronment in the coming years—as they already have
in Europe. These developments may require a fur-
ther shift in the policy framework in the future. As
has been clear from recent experience, historical
macroeconomic relationships may not be reliable
guides, and it may be necessary to evaluate devel-
opments from a microeconomic, as well as macro-
economic, perspective. In the asset price inflation
episode, for example, greater attention to shifts in
the composition of borrowing and the channels of
spending might have alerted policymakers to
changes in the way monetary policy was being
transmitted to inflation. Reliance on the historical
links between monetary policy and standard price
indices turned out to be misleading.
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The medium-term projections in the World Eco-
nomic Outlook are conditional on several tech-
nical assumptions and thus are not necessarily
forecasts of most likely outcomes. These assump-
tions include unchanged policies, except for mea-
sures already announced and likely to be
implemented; constant real effective exchange
rates, except for bilateral rates in the ERM, which
are assumed to be constant in nominal terms: and
specific projections for interest rates and world oil
prices.'

Baseline Scenario for Industrial
Countries

Annual growth in real GDP in the group of indus-
trial countries is projected to rise from 2 percent in
1993 to an average of 3 percent in the period 1995-98
(Table 24), slightly in excess of potential output
growth, allowing slack to be gradually taken up. Fur-
ther progress in reducing inflation is also expected,
owing to the current large margin of unused produc-
tive capacity in many countries and the projection of
only a modest pickup in activity, especially in Enrope
and Japan. Inflation is therefore projected to decline
gradually to 2!/> percent by 1998,

The recovery of output together with continued—
and in some cases reinvigorated—efforts toward fis-
cal consolidation are expected to lead to a signifi-
cant reduction in general government budget
deficits over the medium term. For the industrial
countries as a whole, the general government deficit
is projected to decline from 44 percent of GDP in
1993 to about 3 percent of GDP in 1995-98. Be-
cause most industrial countries are expected to be
operating near potential levels of output by 1998,
the remaining deficits would be structural and
would persist in the long term in the absence of
further policy action. Substantial deficit reduction
is projected in most major industrial countries, par-
ticularly in those having the most severe cyclical
difficulties—Canada and the United Kingdom—and

This annex was prepared by Robert P. Ford and Manmohan
S. Kumar.

"For detailed assumptions on oil prices, interest rates, and
the reference period for exchange rates, see the introduction to
the Statistical Appendix.
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Medium-Term Baseline Projections
and Alternative Scenarios

in Ttaly, Progress in deficit reduction is also pro-
Jjected for most of the smaller industrial countries,
although deficits are expected to remain relatively
high in the medivm term in Belgium, Greece, Nor-
way, and Sweden.

External imbalances in the major industrial coun-
tries narrowed significantly in 1991 and 1992. The
slowdown of activity in the United States helped to
reduce its deficit, and relatively strong growth in
Japan in 1991 narrowed its surplus, whereas the
German surplus had become 2 deficit because of the
costs of unification. These factors are expected to
unwind, however, and a renewed widening of exter-
nal imbalances is projected for several large coun-
tries in the short term. Given the fiscal policy and
the exchange rate assumptions underlying the pro-
jections, relatively large imbalances—particularly
the deficits in Canada, the United States, and the
United Kingdom, and the Japanese surplus—are
likely to persist in the medium term.

Alternative Scenario for Industrial
Countries

As discussed in Chapters I and III, the prospects
for economic recovery and subsequent growth in
the industrial countries would be enhanced by the
adoption of a strategy of coordinated policy adjust-
ments. To illustrate the possible gains from this ap-
proach, MULTIMOD, the IMF’s multicountry
macroeconometric model, has been used to simu-
late the economic effects of a cooperative policy
package involving credible efforts to reduce struc-
tural budget deficits over the medium term in coun-
tries where such deficits are projected to be
unsustainable, as well as a significant lowering of
interest rates in Europe. Policies are assumed to be
implemented in the first half of 1993, except in
Canada, where fiscal conselidation is assumed to
begin in 1994.2 Compared with a no-policy-change
scenario, in the United States the government defi-
cit is assumed to fall by twice as much over the
medium term as envisaged in the administration’s

“Because MULTIMOD is an annual model, the simulation
results were adjusted to reflect the assumption that there would
be no eifects of the policy changes in the first half of the year.
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Table 24. Industrial Countries: Selected Indicators of Economic Performance!
(Percent change unless otherwise noted)

Average
1992 1993 - 1994 1995-98

Major industrial countries
Real GDP 1.6 1.9 3.0 2.9
Real total domestic demand 1.7 1.9 3.2 2.9
GDP deflator 3.0 2.7 2.8 2.6
General government balance? -39 —4.2 -3.3 —-2.0
Current account balance? -0.2 —-0.3 0.5 —0.3
United States
Real GDP 2.1 32 3.2 2.5
Real total domestic demand 2.5 3.6 3.4 2.4
GDP defiator 2.6 2.6 2.9 2.8
General government balance? —4.6 —4.1 -3.2 -2.1
Current account balance? -1.0 —-1.6 —-2.0 —1.6
Unified deficit — current services? 4.9 5.2 4.6 4.5
Based on February plan? 4.9 5.4 4.0 3.0
Japan
Real GDP 1.3 1.3 35 4.0
Real total domestic demand 0.6 1.3 4.4 4.2
GDPF deflator 1.8 1.5 1.6 1.7
General government balance? 2.1 0.9 1.3 1.8
Current account halance? 3.2 3.4 3.0 2.7
Germany
Real GDP 2.0 —1.3 1.7 3.0
Real total domestic demand 2.6 —1.0 1.3 2.6
GDP deflator 5.2 4.7 2.8 2.6
General government balance? —2.8 =3.7 -3.0 2.7
Current account balance? -1.3 —1.4 —-1.2 —0.8
Fiscal balance: Territorial

authorities —4.0 —4.8 —4.4 —-3.4
France
Real GDP 1.8 — 2.3 31
Real total domestic demand 0.9 — 2.3 3.3
GDP deflator 2.7 2.0 2.5 2.8
General government balance? -3.8 ~5.7 -5.1 -2.9
Current account balance? 0.2 0.2 0.3 —0.1
Italy
Real GDP 0.9 0.3 1.9 23
Real total domestic demand 1.0 -1.1 1.2 2.1
GDP deflator 4.7 4.7 4.7 3.1
General government balance? —10.2 —-10.3 —~8.9 —=5.5
Current account balance? 2.1 -1.6 -1.3 -0.5
United Kingdom
Real GDP —-0.6 1.4 3.1 2.8
Real total domestic demand 0.5 1.1 3.0 2.9
GDP deflator 4.6 2.5 4.0 3.0
General government balance? —-6.2 —8.8 -7.7 —-4.9
Current account balance? -2.0 -2.8 -2.7 -3.3
Canada
Real GDP 0.9 3.2 4.4 3.9
Real total domestic demand 0.3 2.7 4.4 3.8
GDP deflator 1.0 1.1 2.0 1.8
General government balance? —6.4 —-5.9 —4.3 -2.1
Current account balance? —-4.2 -3.3 -2.4 ~1.7
Other industrial countries
Real GDP 0.8 0.6 2.1 3.1
Real total domestic demand 0.4 (.3 1.9 3.1
GDP deflator 3.8 35 3.3 2.8
General government balance? -5.0 —-5.3 —4.7 -3.2
Current account balance? —-0.1 0.1 0.3 0.1
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MEDIUM-TERM PROJECTIONS AND ALTERNATIVE SCENARIOS

Table 24 (concluded)

Average

1992 1993 1994 1995-98
Memorandum
European Community
Real GDP 1.1 0.1 2.2 3.0
Real total domestic demand 1.3 —-0.2 1.9 2.9
GDP deflator 4.6 3.6 3.5 2.9
General government balance? -5.5 ~6.6 -5.7 -3.8
Current account balance? —1.0 —-1.0 —0.8 -0.8
West Germany
Real GDP 1.5 -2.0 1.2 2.6
Reatl total domestic demand 1.6 —-1.6 1.0 2.5
GDP deflator 4.5 3.9 2.3 2.4
Developing countries
Real GDP 6.1 5.1 5.1 59
Countries in transition
Real GDP —15.5 —8.8 —1.6 4.6

!Projections are based on the assumptions of unchanged policies and constant real exchange rates

and oil prices.
2In percent of GDP on a national accounts basis.
3 Administration projections in percent of GDP for fiscal ycars.

economic plan presented in February 1993. In Ja-
pan, the government is assumed to pursue a some-
what more expansionary financial policy in the
short run (in line with the recently announced pack-
age), and then to resume progress on fiscal consol-
idation over the medium term. Fiscal consolidation
in Germany is assumed to proceed more rapidly
than envisaged in the baseline and, as a result, the
government deficit is 1 percent of GDP lower in
1994-97. In addition, the scenario assumes a faster
and slightly more pronounced reduction of interest
rates in Germany and across Europe than in the
baseline. This permits an easing of tensions in ex-
change markets and, hence, a marked narrowing of
interest differentials vis-a-vis Germany. Both Italy
and the United Kingdom, as for Germany, are as-
sumed to speed up fiscal consolidation. In Italy, this
is assumed to reduce the current risk premium by
200 basis points; in the United Kingdom, it is as-
sumed to reduce the long-term risk premium by
about 100 basis points.?

The implementation of credible fiscal consolida-
tion packages in the United States and Europe results
in an immediate decline in long-term interest rates
and a rise in investment in the industrial countries

*These coordinated policy actions include some measures
that have already been announced and, as such, are included in
the baseline projections. although not in the notional no-
policy-change scenario against which the simulated effcets of
the coordinated pelicy package are compared. Specifically, the
baseline projections take into account the budget consolidation
program announced by the U.S. administration in February
1993 and the expansionary fiscal measures in Japan announced
in April 1993, whereas these prospects arc not included in the
notional no-policy-change scenario.
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(Table 25). Real investment also rises in Japan in
direct response to the monetary and fiscal stimulus.
In the EC and Japan, output rises well above the no-
policy-change scenario by 1994, In the United
States, fiscal consolidation puts downward pressure
on interest rates, but this is attenuated by the grad-
ual nature of fiscal consolidation and is offset by the
depreciation of the dollar owing to a widening of
the risk premium.4 The depreciation of the ex-
change rate improves the external position, which
essentially offsets the direct effect of the fiscal con-
traction, leaving little change in output. There is, of
course, a marked and increasing improvement in
the government fiscal balance.® In the medium
term, potential output is slightly higher, primarily
as a result of the fiscal consolidation in the United
States and Europe and the higher investment it in-
duces. In the developing countries, output is some-
what higher owing to lower interest rates and
somewhat higher demand in the industrial
countries.

Baseline Scenario for Developing
Countries

In developing countries with IMF-supported ad-
justment programs, the medium-term projections

“Specifically, the risk premium between dollar and deutsche
mark assets is assumed to be unchanged. As the risk premium
between Germany and other European countries falls, however,
that between Europe as a whole and the United States rises.

33ee the Octaber 1992 World Economic Outlook, Annex II,
for another simulation of the effects of fiscal consolidation in
the United Stales, in that simulation, considerable progress in
deficit consolidation is made with relatively little cutput loss,
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assume that the policies underlying the programs
will be implemented.® More generally, many coun-
tries have undertaken or begun to put in place sig-
nificant structural reforms that are expected to raise
long-term growth prospects. The continued success
of these reforms underpins the projections, particu-
larly for countries in the Western Hemisphere and
Africa.

Nonfuel primary commodity prices are assumed to
increase, on average, by 3%. percent a year in 1995-
98, and exchange rates are assumed to remain un-
changed in real terms. Given projected price devel-
opments in industrial countries and in other traded
commodities, these assumptions imply little change
in the terms of trade of developing countries in
1995-98 (Table 26). Total financing flows to the net
debtor developing countries are expected to increase
in the medivm term compared with 1983-92 as pri-
vate capital inflows and commercial bank lending
continue to expand in line with recent experience.

On the basis of these assumptions and the
medium-term projections for industrial countries,
real GDP growth in net debtor developing countries
is projected to average 6 percent a year in 1995-98,
which is considerably stronger than in 1983-92. This
improvement can be traced to a marked strengthen-
ing of activity in the countries that had experienced
debt-servicing difficulties in the past. Growth in this
group is expected to rise to 4%4 percent in 1995-98,
compared with only 2 percent in the ten years to
1992, reflecting a significant easing of the debt bur-
den, an improvement in the terms of trade, and a
sharp increase in export volumes. Inflation could fall
to 11 percent, and investment ratios rise over 4 per-
centage points, compared with 1982-92 levels. In
countries without debt-servicing difficulties, growth
15 expected to be around 6% percent over the me-
dium term, about the same as during 1983-92,

In the Western Hemisphere, GDP growth is pro-
jected to rise to about 4% percent, compared with 2
percent in 1983-92 (Table 27). This would imply
annual per capita growth of over 2% percent in the
medium term, compared with a decline of s of 1
percent a year during 1983-92. Inflation is expected
to decline sharply, to just under 10 percent in the
medium term. A key factor behind this improve-
ment is the macroeconomic adjustments and the sig-
nificant structural reforms implemented in several
countries in recent years, which have prepared the
ground for sustained medium-term growth. A con-
tinuation of capital inflows is expected to comple-
ment domestic saving and will also be important for
the medium-term growth.,

oAs of the end of December 1992, 44 countries had IMF
arrangements {excluding centrat European countries). Of these,
18 bad stand-by arrangements, 5 extended arrangements,
6 SAF arrangements, and 15 ESAF arrangements.
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Table 25. Industrial Countries; Alternative
Projections Assuming Policy Coordination

{Percent deviation from no-policy-change scenario)

1993

1994

1995

All industrial countries
Real GDP

Real investment

GDP deflator

Short-tcrm interest rate!
Long-term interest rate!

Real long-terms interest rate!
Gengeral government balance?
General government debit?

United States

Real GDP

Real investment

GDP deflator

Short-term interest rate!
Long-term interest rate!
Real long-term interest rate!
Real effective exchange rate
Current account balance?
General government balance?
General government debt?

Japan

Real GDP

Real investment

GDP deflator

Short-term interest rate!
Long-term interest ratc!
Real long-term interest rate!
Real effective exchange rate
Current account balance?
General government balance?
General government debt?

EC countries

Real GDP

Real investment

GDP deflator

Short-tcrm interest rate!
Long-term interest ratet
Real long-term interest rate!
Real effective exchange rate
Current account balance3
General government balance?
General government debt2

Other industrial countries
Real GDP

Real investment

GDP deflator

Short-term interest rate!
Long-term interest rate?
Real long-term interest rate!
Real effective exchange rate
Current account balance?
General government balance?
General government debi?

Net debtor countries
Real GDP

Export volume

Debt ratio*

Debt service ratiot
Current account balance4
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Table 26. Developing Countries: Indicators of Economic Performance
{Annual averages unless otherwise noted)

1983-92 1993-94 1995-98

All developing countries
Percent change or percent of GDP

Real GDP 4.7 5.1 5.9
Real GDP per capita 2.5 3.0 3.9
Consumer prices 41.6 26.6 8.4
Investment ralio 25.0 26.7 27.6
Export volume 6.5 9.2 9.1
Import volume 4.8 8.2 8.6
Terms of trade -2.1 —-0.7 —
In billions of U. 8. dollars
Trade balance 26.3 ~21.5 —59.5
Current account balance —41.3 —-75.6 -79.8
Non-debt-creating flows, net 6.7 5.2 2.2
Official transfers 7.7 34 —54
Direct investment, net 6.3 6.0 4.8
Total net external credit 50.2 66.8 70.2
Memorandum
Net official credit! 32.1 32.7 20.2
Net bank credit? 13.1 15.1 19,2
In percent of exports of goods and services
Total external debt® 120.0 105.3 80.1
Debt-service payments 18.1 13.6 11.8
Interest payments 8.5 6.4 5.3

Net debtor countries*

Percent change or percent of GDP

Real GDP 5.1
Real GDP per capita 3.1
Consumer prices

Investment ratio
Export volume
Import volume
Terms of trade -

Trade balance -12.6 —62.5 —64.6
Current account balance —42.4 —68.4 —-77.1
Non-debt-creating flows. net 8.7 3.7 2.2
Official transfers 5.8 —-3.8 -34
Direct investment, net 10.9 1.9 53
Total net external credit 47.4 67.7 70.7
Memorandum
Net official credit! 31.2 29.7 21.3
Net bank credit? 12.6 17.1 19.3
In percent of exports of goods and services
Total external debt?® 142.0 123.0 91.6
Debt-scrvice payments 21.9 15.5 13.3
Interest payments 11.5 7.4 6.1
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‘Table 26 (concluded)

1933-92 1693-94 1995-98

Countries with debt-servicing difficalties

Percent change or percent of GDP

Real GDP 2.0 2.9 4.7
Real GDP per capita -0.3 0.7 2.4
Consumer prices 107.8 67.5 11.5
Investment ratio 19.5 21.4 23.3
Export volume 35 1.2 6.9
Import volume —0.2 6.3 6.4
Terms of trade -2.9 —-0.1 0.5

Trade balance 13.7 —15.2 -11.1
Current account balance -27.6 —44.4 -51.7
Non-debt-creating flows, net 6.2 2.7 —0.4

Official transfers 3.8 -52 —14.5

Direct investment, net ‘ 7.8 7.0 4.3
Total net external credit 23.8 27.3 28.7
Memorandum
Net official credit! 213 17.6 10.5
Net bank credit? 3.4 8.7 11.4

In percent of exports of goods and services

Total external debi? 280.5 2454 193.6
Debt-service payments 32.2 28.5 26.1

Interest payments 19.0 15.1 12.3
Countries without debt-servicing

difficulties
Percent change or percent of GDP
Real GDP 6.9 6.3 6.7
Real GDP per capita 4.9 4.5 5.0
Consumer prices 10.6 8.9 7.0
Investment ratio 295 . 30.4 30.6
Export volume 10.1 11.3 11.0
Import volume 8.8 10.9 10.3
Terms of trade -0.1 -0.6 —0.1
In billions of U. 8. dollars

Trade balance —-26.3 —47.3 —-335
Current account balance —-14.7 —24.0 —-25.5
Non-debt-creating flows, net 1.6 4.5 4.3

Official transfers 7.9 —-2.5 0.3

Direct investment, net 14.9 8.7 6.1
Total net external credit 23.6 40.4 42.0
Memorandum
Net official credit! 9.9 12.1 10.8
Net bank credit? 9.2 8.4 8.0

In percent of exports of goods and services

Total external debt? 83.0 714 55.1
Debt-service payments 15.4 10.1 8.5

Interest payments 6.7 4.2 3.8

'Estimate of long-term borrowing from official creditors. See footnotes to Table A32 in the
Statistical Appendix.

Estimate of net lending from commercial banks, See footnotes to Table A32 in the Statistical
Appendix.

3End of period, excluding liabilities to the IMF.

*Excludes eight net creditor countries from all developing countties. See the introduction to the
Statistical Appendix for definition of net creditor countries.

101



ANNEX Il MEDIUM-TERM PROJECTIONS AND ALTERNATIVE SCENARIOS

Table 27. Net Debtor Developing Countries: Indicators of Economic
Performance
{Annual averages uniess otherwise noted)

1983-92 1993-94 1995-98
Africa
Percent change or percent of GDP

Real GDP 2.1 33 4.4
Real GDP per capita —0.8 0.5 1.6
Consumer prices 21.2 13.3 8.8
Investment ratio 21.2 22.2 23.5
Export volume 3.4 3.5 3.7
Import volume -1.5 33 4.7
Terms of trade -3.7 —-1.8 0.4

In billions of U. 8. dollars

Trade balance 5.4 0.7 —1.1
Current account balance —6.3 -7.7 —-8.2
Non-debt-creating flows, net 6.8 23 3.6
Official transfers 9.5 0.3 2.6
Direct investment, net - —{.6 10.8 7.4
Total net external credit 7.5 9.0 9.5
Memorandum
Net official credit! 7.2 10.5 8.1
Net bank credit? 0.6 -1.9 0.1
In percent of exports of goods and services
Total external debt? 228.9 226.1 199.8
Debt-service payments 25.2 29.3 21.8
Interest payments 10.7 12.8 9.1
Asiat
Percent change or percent of GDP
Real GDP 7.2 6.6 7.0
Real GDP per capita 53 4.9 3.3
Consumer prices 9.0 7.1 53
Investment ratio 30.0 30.9 31.2
Export volume 10.7 11.9 11.6
Import volume 9.9 11.8 10.8
Terms of trade 0.3 —-0.6 -0.2
In billions of U. 8. dollars
Trade balance —17.4 -34.9 —39.0
Current account balanca —14.5 —24.7 —27.2
Non-debi-creating flows, net 12.8 7.3 4.9
Official transfers 4.7 —1.8 —6.3
Direct investment, net 16.4 9.3 6.7
Total net external credit 22.0 36.5 38.0
Memorandum
Net official credit! 9.2 8.7 8.2
Net bank credit? 7.8 R.7 7.7
in percent of exports of goods and services
Total external debi? 76.2 66.8 49.5
Debt-service payments 12.7 8.0 7.0
Interest payments 5.7 3.5 3.1
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Table 27 (concluded)

1983-92 1993-94 1995-9§8
Middle East and Europes
Percent change or percent of GDP
Real GDP 3.7 4.2 4.5
Real GDP per capita 1.2 1.7 2.0
Consumer prices 338 31.9 31.0
Investment ratio 21.4 20.7 21.2
Export volume 3.3 14.5 8.9
Import volume —1.2 9.7 6.4
Terms of trade -2.1 0.8 0.5
In billions of U.8. doliars

Trade balance —21.7 —-23.3 —-22.6
Current account balance —8.9 -1.1 -0.9
Non-debt-creating flows, net 4.0 -12.0 -24.8

Official transfers 3.7 —15.1 -41.6

Drirect investment, net 6.2 4.7 2.8
Total net external credit 5.0 7.3 4.1
Memorandum
Net official credit! 5.0 2.7 0.3
Net bank credit? 1.5 0.9 0.7

In percent of exports of goods and services

Total external debt?® 260.3 211.9 153.4
Debt-service payments 26.6 19.7 16.3

Interest payments 14.0 1G.4 8.9

Western Hemisphere

Percent change or percent of GDP

Real GDP 2.0 2.5 4.8
Real GDP per capita -0.1 0.5 2.8
Consumer prices 176.3 105.3 9.8
Investment ratio 19.6 22.4 24.6
Export volume 4.4 5.9 6.9
Import volume 3.0 3.2 6.7
Terms of trade 2.6 0.3 0.5
In billions of U.S. dollars
Trade balance 21.1 -4.9 -2.0
Current account balance —-12.6 —-34.9 —40.8
Non-debt-creating flows, net 3.8 7.6 4.2
Official transfers 4.4 253 11.2
Direct investment, net 9.2 6.0 34
TFotal net external credit 13.0 14.9 18.9
Memorandum
Net official credit! 9.8 7.9 4.6
Net bank credit? 4.0 9.3 10.8
In percent of exports of goods and services
Total external debt? 249.6 2203 178.6
Debt-service payments 38.1 31.2 31.3
Interest payments 23.2 16.4 14.5

'Estimate of long-term borrowing from official creditors. Sce footnotes to Table A32 in the
Statistical Appendix.

ZEstimate of net lending from commercial banks. See footnotes to Table A32 in the Statistical
Appendix.

3End of period, excluding liabilities to the IMF.

4Excludes Taiwan Province of China.

SExcludes I[slamic Republic of Iran, Kuwait, Libya, Oman, Qatar, Saudi Arabia, and the United
Arab Emirates.
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Table 28. Developing Countries: Alternative Projections Assuming Policy Slippages!

{Annual percent change unless otherwise noted)

Growth of Total Growth of Growth of Total
Inflation Investment Ratio? Factor Productivity Export Volume Potential Output
Baseline Alternative Baseline Alternative Baseline Alternative Baseline Alternative Baseline Alternative
Net debtor countries’ 7.6 39.7 25.0 24.7 3.0 1.5 7.2 6.5 4.9 3.4
By region
Africa 3.7 13.2 24.1 24.0 3.7 2.2 4.1 3.6 5.5 4.0
Asia 4.3 8.0 259 25.5 2.8 1.4 9.5 3.0 6.0 4.5
Middle East and Europe 4.7 17.1 221 22.0 1.9 0.9 0.6 0.4 3.6 2.7
Western Hemisphere 9.0 337 24.9 24.7 3.0 1.5 7.1 6.3 4.6 3.0
By analytical criteria
Countries with recent
debt-servicing problems 8.4 48.3 24.9 24.6 3.0 1.6 6.8 6.1 4.6 3.0
Countries without recent
debt-servicing problems 4.4 7.6 25.4 25.1 2.8 1.5 8.6 8.0 6.2 4.7
Fifteen heavily indebted
countries 8.8 51.6 25.3 25.0 3.1 1.6 7.4 6.7 4.6 3.0

The alternative scenario assumes that adjustment programs and structural reforms are not fully implemented in a number of countries.

2Percent of GDP.

3Based on the developing country scenario and adjustment models for the 44 countries with IMF programs at the ¢ of 1992,
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Developing Countries: Alternative Scenario

Growth in Africa is projected to increase to 4'/4
percent in 1995-98, assuming success in siructural
reforms in many countries, reductions in civil
strife, and a small improvement in the region’s
terms of trade. As noted in Chapter IV, projections
for Africa are subject to higher downside risks than
those for other regions. A decisive improvement in
prospects will require continuation of reform poli-
cies accompanied by political stability, institution
building, and adequate financial and technical assis-
tance. In the net debtor developing countries of the
Middle East and Furope region, medium-term
growth is expected to average around 4!/ percent,
somewhat higher than in the recent past. Several
countries are likely to benefit from significant struc-
tural reforms and stabilization programs. Real out-
put in Asia is projected to increase by about 7
percent on average in 1995-98, somewhat higher
than in 1993-94. The high growth rates in Asia
reflect the successful implementation of policies to
liberalize trade and the financial system and the
continuation of macroeconomic stability and very
high investment rates.

The combined current account deficit of the net
debtor countries is projected to average $77 billion
a year in 1995-98, about $8/2 billion higher than
the average during 1993-94. The deficit of coun-
tries with recent debt-servicing difficulties would
increase by about $7 billion, reflecting some in-
crease in capital flows, and there would be an in-
crease of around $1': billion in countries without
debt-servicing difficulties. These trends imply a
marked decline in the deficit as a percentage of ex-
port receipts and suggest some tapering off of the
rapid rate of growth of capital goods imports into
Asia and Latin America in recent years.

The aggregate debt-export ratio of the net debtor
developing countries is projected to decline to an
average of about 92 percent in 1998, about half its
1986 peak, because of debt restructurings and better
export performance. Debt-service payments—
including interest payments on total debt plus amor-
tization payments on long-term debt—are expected
to decline to around 13 percent of export receipts,
the lowest since the start of the debt crisis in 1982.
This reduction in debt and debt-service ratios would
support increased macroeconomic stability and
stronger growth in debtor countries.

Alternative Scenario for Developing
Countries

As emphasized above, the medium-term projec-
tions for the developing countries assume that
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reform efforts and adjustment policies remain on
track. If the momentum for structural reforms is not
sustained and policy slippages emerge, however,
fiscal deficits and monetary growth would be higher
than envisaged under the adjustment programs.
This would mean that inflation would fall more
slowly than in the baseline, with detrimental effects
on investment and growth, To illustrate how such
policy slippages might affect the medium-term pro-
jections, it is assumed that, in countries with IMF
programs and very high inflation during 1989-91,
higher fiscal deficits would result in inflation falling
only to its 1986-90 level, rather than to the much
lower levels projected in the baseline. For countries
that had relatively low inflation over the 1989-91
period, inflation is assumed to remain at the average
during the two years before program implementa-
tion, which is about 5 percentage points higher than
in the baseline. It is also assumed that higher infla-
tion and slippages in other aspects of IMF programs
result in an increase in investment ratios and total
factor productivity between 1988-91 and 1995-98
that is only half as large as in the baseline.

The consequences of policy slippages for the
medium-term outlook are illustrated in Table 28.7
For net debtor countries with adjustment programs,
average inflation in 1995-98 would be about 30 per-
centage points higher than in the baseline, with par-
ticularly sharp differences in the Western
Hemisphere and in the 15 heavily indebted coun-
tries. Investment ratios would be only marginally
lower than in the baseline (in part because the de-
nominator would now be lower, reflecting weaker
activity), but annoal total factor productivity
growth in 1995-98 would fall from 3 percent to 11/
percent for the net debtor program countries as a
group. The annual average growth of potential out-
put would fall from 4% percent to about 3'/4 percent
for these countries. These results probably under-
state the effect of policy slippages on growth be-
cause indirect effects of lower investment on
aggregate demand are not taken into account.

"The policy-slippage scenario was carried out using a disag-
gregated model system for developing countries. For a descrip-
tion, see Charles Adams and Claire Hughes Adams, “A
Scenaric and Forecast Adjustment Model for Developing
Countries,” Staff Studies for the World Economic Outlook,
World Economic and Financial Survey (IMF, August 1989).



Annex II1

T he growth of regional trading arrangements in
the postwar period, on balance, has been ac-
companied by multilateral and unilateral reductions
in trade barriers, which may have helped pave the
way for global trade liberalization. But such ar-
rangements also could lead to trading blocs that
might pose a threat to multilateral trading relations
and jeopardize global free trade. The stakes have
increased with regionalization in developing coun-
tries, the creation of the EC single market, the for-
mation of the Canada-United States Free Trade
Area (CUSTA), which may now be extended to in-
clude Mexico in the North American Free Trade
Agreement (NAFTA), and the uncertainty over the
Uruguay Round. Empirical evidence suggests that
regional trading arrangements in industrial coun-
tries have generally increased members’ welfare,
although the record with regard to developing coun-
trics has been less encouraging. The longer-term
effect of regional trade arrangements on global
muliilateral trade relations remains to be seen.!

Evolution of Regional Arrangements

From the time of its establishment in 1947 until
end-1992, over 20 regional arrangements have been
notified to the GATT, mainly in Africa, the Amer-
icas, and Europe (Table 29).2 There are four types
of regional trading arrangements: free trade areas,
where member countries reduce or abolish intra-
area restrictions on trade while maintaining differ-
ential protection against nonmembers; customs

This annex was prepared by Manmohan S. Kumar.

!For a detailed discussion of the experience of regional imte-
gration in industrial and developing countries, and its implica-
tions for the multilateral systems, see Angusto de la Torre and
Margaret R. Kelly, Regional Trade Arrangements, QOccasional
Paper 93 (IMF, March 1992).

?In addition, over 60 preference schemes and association
agreements have been notified to the GATT. Preference
schemes are nonreciprocal arrangements, ustally providing for
a reduction in tariff rates, and arc available only 10 developing
countries. Association agreements are usually reciprocal, but
are limited in commodity coverage and are available to all
countries. The GATT is based on the principle of non-
discrimination among the Contracting Parties, but Article 24
allows for regional trade arrangements provided that they do
not restrict trade with other countries.
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unions, where, in addition to liberalizing intra-area
trade, the members also establish a common exter-
nai tariff; common markets, where the customs
union is extended to factor movements; and eco-
nomic union, where in a common market national
economic policies are also harmonized.

The first major regional trading arrangement was
the European Economic Community, established by
the Treaty of Rome (1957) and initially comprising
six members.? The EEC began as a customs union,
with a gradual elimination of all tariffs among mem-
bers, and included a common agricultural policy. It
was first enlarged in 1973, with the addition of Ire-
land, Denmark, and the United Kingdom, and again
in the 1980s, with the addition of Greece in 1981
and Portugal and Spain in 1986, and now is known
as the European Community (EC). The single mar-
ket program (“Europe 1992”), launched in 1983,
set out to remove all remaining obstacles to the free
movement of goods, services, capital, and labor by
January 1, 1993; that is, to complete a common
market. Indeed, with the harmonization of product
standards, competition policies, and indirect taxes,
the EC has moved toward economic and monetary
union (EMU) and surpasses by far the integration
achieved by other regional trading arrangements.

The European Free Trade Association (EFTA)
was formed in 1960 and, unlike the EC, is a free
trade area.* In recent years, despite their own ar-
rangements and bilateral agreements with the EC,
there had been a concern among EFTA members
that the abolition of remaining barriers within the
EC could lead to a deterioration in EFTA members’
competitive positions because of greater efficiency
of EC firms following an increase in the size of the
market.® Moreover, there were fears in some quar-
ters that for certain products or services, the EC
single market would result in increased barriers to

3Belgium, France, Ttaly, Luxembourg, the Netherlands, and
west Germany.

4The original seven members of EFTA were Austria, Den-
mark, Norway, Portugal, Sweden, Switzerland, and the United
Kingdom. Denmark, Portugal, and the United Kingdom subse-
quently joined the EC.

3See Paul R. Krugtnan, “EFTA and 1992 EFTA Qccasion-
al Paper 23 (Geneva: European Free Trade Association, June
1988).



Evolution of Regional Arrangements

Table 29. Membership of Selected Regional Trade Arrangements

Date Signed Description and Membership
Africa
CEAO 1973 Communanté Economique de I’ Afrique de 1’Ouest
(West African Economic Community)
Members (7):  Bénin, Burkina Faso, Cote d’Ivoire, Mali, Mauritania, Niger, and Sénégal -
CEPGL 1976 Communanté Economique des Pays des Grands Lacs
(Economic Community of the Great Lakes Countries)
Members (3):  Burundi, Rwanda, and Zaire
EAEC! 1967 East African Economic Community
Members (3):  Tanzania, Kenya, and Uganda
ECOWAS 1975 Economic Community of West African States
Members (16}:  Bénin, Burkina Faso, Cape Verde, Céte d*Ivoire, The Gambia, Ghana,
Guinea, Guinea-Bissau, Liberia, Mali, Mauritania, Niger, Nigeria,
Sénégal, Sierra Leone, and Togo
(Integrates the members of the CEAQ, MRU, Gabon, The Gambia,
Ghana, Guinea-Bissau, Nigeria, and Togo)
10C 1982 Indian Ocean Commission
Members (5):  Comoros, France, Madagascar, Mauritius, and Seychelles
MRU 1973 Mano River Union
Members (3):  Guinea {1980), Liberia, and Sierra Leone
PTA 1981 Preferential Trade Area for Eastern and Southern Africa
Members (19):  Angola, Burundi, Comoros, Djibouti, Ethiopia, Kenya, Lesotho, Malawi,
Mauritius, Mezambique, Namibia (1993), Rwanda, Somalia, Sudan,
Swaziland, Tanzania, Uganda, Zambia, and Zimbabwe
SACU 1910 Southern African Customs Union
Members (4):  Botswana, Lesotho, South Africa, and Swaziland
UDEAC 1964 Union Douaniere et Economique de 1’ Afrique Centrale
{Central African Customs and Economic Union}
Members (6):  Camercon, Central African Republic, Congo, Gabon, Chad, and
Equatorial Guinea
Asia and the Pacific
ANZCERTA 1983 Australia-New Zealand Closer Economic Relations Trade Agreement
(Free Trade Area formed in 1965)
Members (2):  Australia and New Zealand
ASEAN 1967 Association of South East Asian Nations
Members (6):  Brunei (1988), Indonesia, Malaysia, the Philippines, Singapore, and
Thailand
Enrope
Benelux Union 1948 Belgium-Netherlands-Luxembourg Economic Union
Members (3):  Belgium, the Netherlands, and Luxembourg
EC 1957 The European Communities
Members (12):  Belgium, Denmark (1973), France, Germany, Greece (1981), Ireland
{1973), Italy, Luxembourg, the Netherlands, Portugal (1986), Spain
{1986), and the United Kingdom (1973)
EFTA 1960 European Free Trade Association

Members (7):  Austria, Finland (1961), Iceland (1970), Liechtenstein (1991), Norway,

Sweden, and Switzerland
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Table 29 (concluded)

Date Signed Description and Membership
Middle East
ACM 1964 The Arab Common Market
Members (7):  Egypt, Iraq, Jordan, Libya, Mauritania, Syria, and Yemen
ECO 1985 Economic Cooperation Organization (formerly the Regional Cooperation for
Development)
Members (3):  Islamic Republic of Iran, Pakistan, and Turkey; recently several states of
the former Soviet Union and Afghanistan have become members (1992)
GCC 1981 Cooperation Council for the Arab States of the Gulf (also known as the Gulf Cooperation
Council)
Members (6):  Bahrain, Kuwait, Oman, Qatar, Saudi Arabia, and the United Arab

Emirates

Western Hemisphere

Bolivia, Ecuador, Colombia, Peru, and Venezuela (Chile withdrew in

Costa Rica (1962), El Salvador, Guatemala, Honduras, and Nicaragua

Antigua and Barbuda, The Bahamas (1983), Barbados, Belize (1974),

Dominica (1974}, Grenada (1974), Guyana, Jamaica, Montserrat (1974),
St. Kitts and Nevis, St. Lucia (1974), St. Vincent and the Grenadines
(1974), and Trinidad and Tobago

Latin American Integration Association (superseded Latin American Free Trade

Mexico and all South American countries, except Guyana, French Guiana,

United States-Canada Free Trade Agreement (also known as Canada-1].S. Free Trade

The United States and Canada

Andean Pact 1969 Andean Subregional Integration Agreement
Members (5):
1976)
CACM 1960 Central American Common Market
Members (5):
CARICOM 1973 Caribbean Community
Members (13):
LAIA 1980
Association, LAFTA, signed in 1960)
Members (11};
and Suriname
U.S.-Canada FTA? 1988
Agreement, CUSTA)
Members (2):
U.S.-Israel FTA 1975

Members (2):

United States-Israel Free Trade Agreement
The United States and Israel

Sonrce: Augusto de la Torre and Margaret R. Kelly, Regional Trude Arrangements, Occasional Paper 93 (IMF, March 1992); and

IMF staff.

1Stopped operating in 1977, but some of the institutions established by it, such as the East African Development Bank, are still

functional.

2May be extended to include Mexico in the North American Free Trade Agreement (NAFTA).

nonmembers, resulting in part from administrative
mechanisms. These factors led to negotiations for a
closer relationship with the EC, culminating in the
agreement on the European Economic Area (or
EEA) in 1991, This agreement extends most of the
benefits and some major obligations of the EC to
EFTA members (except Switzerland, where voters
rejected the agreement in late 1992) but excludes
monetary and political union.® Notwithstanding
these benefits, the EFTA countries would have little
influence on EC policies; four EFTA countries have

88ce Miranda Xafa, Roger P Kronenberg, and Joslin
Landell-Mills, “The European Community’s Trade and
Trade-Related Industrial Policies,”” IMF Working Paper 92/94
(November 1992).
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applied for full EC membership, and two others are
seriously considering doing so.”

The Australia-New Zealand Free Trade Area
(ANZCERTA) was formed in 1965. It was suc-
ceeded in 1983 by the “Closer Economic Rela-
tions™ agreement, under which all tariffs between
the two countries were to be removed by January 1,
1988, and all nontariff barriers by 1995. Other
trade-distorting practices, such as government pro-
curement preferences and export incentives, were
also addressed. In 1988 a new set of agreements,
including those concerning macroeconomic policy

TIn addition, the EC has association agreements with a num-
ber of countries, including Cyprus and Turkey.
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harmonization, brought forward the elimination of
all quantitative restrictions to July 1990,

The Canada-United States Free Trade Agreement
(CUSTA), ratified in 1989, formed a free trade area
entailing bilateral elimination of tariffs in several
industrial sectors over ten years, a specific set of
agreements concerning trade in agricultural prod-
ucts and automobiles, and procedures for settling
disputes concerning antidumping policies and coun-
tervailing duties.® NAFTA, the recently negotiated
North American Free Trade Agreement, would
cover Canada, the United States, and Mexico. It
amends some of the provisions of CUSTA and pro-
vides for separate agreements on agriculture.
NAFTA would entail the eventual elimination of
both tariff barriers—which are already low between
the United States and Mexico—and the high non-
tariff barriers between its members. If ratified,
NAFTA will represent the first major regional ar-
rangement to include a combination of industrial
and developing countries in the Americas.

During the past three decades there have been
many regional agreements among developing coun-
tries. In sub-Saharan Africa, all couniries after in-
dependence entered into one or more regional
agreements from the late 1960s to the early 1980s.
Very few of these were fully implemented, how-
ever, and in general they have not attained their
original goals. One of the most extensive agree-
ments in West Africa is the Economic Community
of Western African States (ECOWAS)—formed in
1975—with 16 members, the largest being Nigeria.
It envisaged the creation of 2 commen market with
a phased reduction of trade barriers and their com-
plete elimination by 1989, the establishment of a
common external tariff by 1994, and fiscal and
monetary harmonization. Because of significant
economic and political differences, however, even
basic trade liberalization has not occurred. A sec-
ond arrangement in West Africa, the Communauié
Economique de L'Afrique de 1’Ouest (CEAO, or
West African Economic Community), was negoti-
ated in 1973 to maintain the monetary and eco-
nomic cooperation already established. A unique
feature of this arrangement was a community devel-
opment fund created to compensate members for
the loss of tariff revenues arising from tariff prefer-
ences among members. The CEAO made only
limited headway in removing restrictions on intra-
regional trade, although the members continued to
operate under the CFA franc zone monetary
arrangement.

5These are extensively discussed in John Whalley, “Re-
gional Trade Arrangements in North America: CUSTA and
NAFTA,” in New Dimensions in Regional Integration, edited
by Jaime de Melo and Arvind Panagariya (Cambridge and New
York: Cambridge University Press, 1993, forthcoming).
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In central Africa, the Central African Customs and
Economic Union (UDEAC) was created in 1964 and
modified in 1974. It envisaged an economic union
with a common external tariff and no intra-union
trade barriers. The effectiveness of the union has
been reduced, however, by the persistence of
country-specific levies and by the proliferation of
measures that have effectively increased tariff differ-
entiation, In East and southern Africa, the most im-
portant arrangement is the Preferential Trade Area
for Eastern and Southern African States (PTA),
which was founded in 1981 and now comprises 19
countries. Its original goal was the ultimate estab-
lishment of an economic union, with the creation of a
preferential trade area by 1992 as a first step toward
that goal. The negotiations, however, stalled owing
to lack of agreement about products to be selected for
preferential treatment, rules of origin, and other is-
sues. As a result, the target date for effective liberal-
ization has been shifted to the year 2000.

Finally, the Southern African Customs Union
(SACU), comprising South Africa, Botswana,
Lesotho, Swaziland, and Namibia, is the oldest and
broadest customs union in Africa. Goods and factor
markets are well integrated within SACU, and there
is a common external tariff. All SACU members,
except Botswana, are also members of the Rand
Moenetary Area, with the South African central bank
acting as the central bank for the whole area.

In Latin America, the Latin American Free Trade
Association {LAFTA) and the Central American
Common Market (CACM) were both initiated in
1960. LAFTAs goal of establishing a free trade
arca within twelve years was not achieved, mainly
because the then import-substitution model of de-
velopment was not conducive to the regional trade
arrangement’s goals. In 1980 LAFTA was super-
seded by the Latin American Integration Associa-
tion (LAIA), which provided for a greater
possibility of partial agreements among some of the
members; there have been several of these in recent
years (Table 30). The CACM had among its objec-
tives the establishment of a common external tariff
within five years, followed by convergence to a
common market ‘and, eventually, cooperation in
monetary and fiscal policies. Only very limited
progress was made in this direction because of
problems associated with different economic condi-
tions in the member countries, leading in 1980 to
the organization becoming a political rather than an
economic forum. The Andean Pact in 1969 and the
Caribbean Common Market (CARICOM) in 1973°
also envisaged the eventual elimination of

9The CARICOM agreement was signed by Antigua and Bar-
buda, The Bahamas, Barbados, Belize, Dominica, Grenada,
Guyana, Jamaica, Monserrat, St. Kitts and Nevis, St. Lucia,
St. Vincent and the Grenadines, and Trinidad and Tobago.
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Table 30. Recent Initiatives in Regional Trade Arrangements

Objectives

EC Single Market Program (1986)
EC Maastricht Treaty (1991)

European Economic Area (1992)

Turkey-EFTA {1992}
Chile-Mexico (1991)

Argentina-Brazil-Paraguay-Uruguay
(MERCOSUR, 1991)

Mexico-Central America (1991)
Colombia-Mexico-Venezuela (1991)

Southern African Development Community
(1992)

EFTA-Czech Republic (1992)
-Slovak Republic (1992)
-Poland (1992)

Comman market by January 1993

Closer economic integration and eventual
monetary and political union

To extend most provisions of EC single
market to EFTA by summer 1993

Free trade area by 1995; subject to discussion
Free trade area by 1996
Common market by 1995

Free trade area by 1996
Free trade area by 1995

Free trade area and sector cooperation;
protocol for cooperation to be finalized

Bilateral free trade agreements providing for
progressive trade liberalization during the
next decade

-Romania (1992)
-Hungary (1993}

EC-Czech Republic (1991)
-Slovak Republic (1991)
-Hungary (1991)
-Poland (1991)
-Romania (1993)
-Bulgaria (1993)

Czech Republic-Slovak Republic-
Hungary-Poland (1992)

Bilateral association agreements providing for
trade liberalization during the next decade

Free trade area by 2001

Source: OECD, “Regional Trade Agreements,” Annex to The Implications of Growing Regional

Integration (Paris: September 1992); and IMF staff.

tariff barriers, the harmonization of economic poli-
cies, and, in the case of CARICOM, the establish-
ment of a common market. The implementation of
the requisite measures was modest, and—like the
LAFTA and CACM—these agreements were sub-
stantially revised in the 1980s.1°

In 1991, two agreements were reached in Latin
America that promise more substantial trade liberal-
ization than has occurred under previous regional
trading arrangements. These are the Southern Cone
Common Market (MERCOSUR), comprising Ar-
gentina, Brazil, Paraguay, and Uruguay, and the
renewal of the Andean Pact. MERCOSUR’s main
goal is to establish a common market by the end of
1994. The reduction of intraregional tariffs has

19See Julio Nogues and Rosalinda Quintanilla, “Latin Amer-
ica’s Integration and the Multilateral Trading System,” in New
Dimensions in Regional Integration, edited by Jaime de Melo
and Arvind Panagariya (Cambridge and New York: Cambridge
University Press, 1993, forthcoming).
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progressed as planned, although the structure of ex-
ternal tariffs has not yet been defined. The revival
of the Andean Pact started with a free trade area
among Bolivia, Colombia, and Venezuela and was
later expanded to include Ecuador and Peru. It has
since been extended to a customs union.

The only formal arrangement in the Asian region
is the Association of South East Asian Nations
(ASEAN), originally (1967) comprising Indonesia,
Malaysia, the Philippines, Singapore, and Thai-
land, and later extended to Brunei. Some preferen-
tial tariffs were implemented, but considerable
trade barriers stil} remain because of limited con-
cessions by its member countries, and intra-
ASEAN trade as a share of the total trade of its
members has remained virtually constant, although
recently intra-trade has been a growing factor in
total ASEAN trade. A number of other arrange-
ments, including the East Asian Economic Group,
have been proposed in recent years, but there have
been no formal agreements.
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Economic Effects of Regional
Arrangements

The formation of a regional trading arrangement
alters tariffs and trade preferences and thereby
changes relative prices and patterns of consumption
and production. There are two main effects of such
an arrangement.!! The lowering of barriers among
members leads to the substitution of inefficient do-
mestic production by efficient (regional) partner
country production; this “trade creation™ raises the
welfare of the members and of the world as a whaole.
However, lowering intraregional barriers leaves rela-
tively high barriers on nonmembers, which leads to a
substitution of efficient third-party production by in-
efficient (regional) partner country production; this
“trade diversion” reduces the welfare of members
and nonmembers.'> Whether the net effect is a gain
ot loss depends on the size of trade creation relative
to trade diversion. Trade creation can in general be
expected 1o be high when the regional trade arrange-
ment is characterized by members at similar levels of
development, low transport costs, an already high
share of intraregional trade, and low common exter-
nal protection. '3

Regional arrangements can also improve welfare
by increasing the size of the market, which allows
economies of scale to be exploited and increases
competition. There may also be welfare gains from
terms of trade improvements arising from increased
market power vis-i-vis nonmembers. The cost re-
ductions among member countries can, however,
aggravate the diversion of trade from nonmember
countries.* There is also the possibility of initially
higher unemployment during trade liberalization as
resources are reallocated.

In addition to the above static effects, such ar-
rangements can also have important dynamic effects
on the growth of output.’ These arise from the
expansion of investment, increased expenditures
on research and development, and technological

Li8ee the classic study by Jacob Viner, The Customs Union
Issue (New York: Carnegie Endowment for International
Peace, 1950).

12Welfare is also adversely affected by arrangements that en-
able the protection of uncompetitive sectors (agriculture, steel)
under the guise of industry harmonization, by guaranteeing
markets, and by allocating resources for subsidies and other
suppott.

13For a detailed discnssion of the economic costs and bene-
fits, see de la Torre and Kelly, Regional Trade Arrangements.
See also Andre Sapir, “Regional Iniegration in Europe,” Eco-
romic Journal, Vol. 102 (November 1992), pp. 1491-1506.

148ee W. Max Corden, “Economies of Scale and Customs
Union Theory,” Journal of Political Economy, Vol. 80 (1972),
who refers to this as trade suppression.

5Richard E. Baldwin, “Measurable Dynamic Gains from
Trade,” Journal of Political Economy, Vol. 100 (February
1592), pp. 162-74.
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innovations that follow increased trade flows. Higher
capital investment also boosts the returns to skilled
labor by improving productivity, which in turn in-
creases accumulation of human capital, thus raising
growth further. In common markets, labor mobility
also increases productivity and growth. Regional ar-
rangements between developing and industrial coun-
tries may benefit the former by improving the
credibility of policies, thereby fostering a more sta-
ble macroeconomic environment, as well as by en-
couraging reforms that would be politically difficult
to carry out unilaterally. These factors would both
enhance the growth prospects of developing coun-
tries and aid development efforts more generally.

Performance of Regional Trade
Arrangements

A large number of studies have attempted to esti-
mate the economic effects of major regienal trading
arrangements. For the EC, trade creation—as mea-
sured by the decline in the share of consumption
from domestic production and the rise in that from
partner country production—has been significant.
Intra-EC exports relative to total EC exports rose
from 35 percent in 1960 to 60 percent in 1990 (Ta-
ble 31), whereas the share for imports rose from 35
percent to 59 percent. This was partially offset by a
decline in the share of imperts from nonmember
countries: the share of developing countries de-
clined from 19 percent to 8 percent in 1990, and the
share of other industrial countries dropped from 22
percent to 15 percent. Of course, only part of this is
the result of the growing integration of EC econ-
omies; a significant part was the result of the re-
establishment of pre-World War II European
trading patterns. With this proviso, the extent of ex-
ternal trade barriers seems to have been important
in this regard—the sectors in which barriers to
nonmembers were lowered the most—chiefly
manufacturing—were also those in which trade cre-
ation was most apparent. However, protected sec-
tors have experienced trade diversion. (Marked
regionalization of trade can occur, however, even
without any formal regional arrangement, as shown
by the rapid growth of trade in East Asia in the
1980s; Table 32.)16 In the case of agriculture, intra-
EC prices have been set far above world prices,
imposing costs on domestic consumers. In addition,

¥6Japan hay served as an important market for East Asian
exports, especially from the four newly industrializing econ-
omies (NIEs; Korea, Taiwan Province of China, Hong Kong,
and Singapore) and China, and has increased its exports to
them. The NIEs, in turn, have sharply increased their trade
with China; production has shifted from Japan and the NIEs to
other Bast Asian countries and China to take advantage of low
labor costs.
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Table 31. Intraregional Exports and Share in World Exports

of Regional Trade Arrangements!

{in percent)
Founded 1960 1970 1975 - 1980 1985 1990
ANZCERTA 1983 5.7 6.1 6.2 . 6.4 7.0 7.6
24 @20 (1D (1.4 (1.6) (1.5)
EC 1957 34.5 51.0 50.0 54.0 54.5 60.4
(24.9) (39.0) (359 (349 (356 (@1.4
EFTA 1960 21.1 28.0 35.2 326 31.2 28.2
(14.9)  (14.9) (6.3) (6.1} (6.3) (6.8)
Canada-U.S. FTA (CUSTA) 1989 26.5 32.8 30.6 26.5 38.0 34.0
(21.9) €20.5) (16.8) (15.1) (16.7) (I5.8)
ASEAN 1967 4.4 20.7 15.9 16.9 18.4 18.4
(2.6) 2.1y (2.6} 3.7 (3.9 (4.3)
Andean Pact 1969 0.7 2.0 3.7 3.8 3.4 4.6
(2.9) (1.6) (1.6) (1.6) (1.2) (0.9)
CACM 1961 7.0 25.7 233 24.1 14.7 14.8
(0.4) (0.4) (0.3) {0.2) (0.2) 0.1
LAFTA/LAIA 1960/1980 7.9 9.9 13.6 13.7 8.3 10.6
6.0 4.4 (3.5) (4.2) {4.7) {(3.4)
ECOWAS 1975 3.0 4.2 3.5 5.3 6.0
{L.0) (1.4) (1.7 (1.1) (0.6
PTA 1987 8.4 94 . 89 7.0 8.5
(1.1) (0.5) {0.4) (0.3) (0.2)

Source: Jaime de Melo and Arvind Panagariya, The New Regionalism in Trade Policy (Washing-
ton: World Bank and Centre for Economic Policy Research, December 1992),
!Share of intrategional exports in total regional exports; share of regional exports in total world

exports is shown in parentheses.

the heavy subsidization of exports under the com-
mon agricultural policy has depressed world prices
and driven efficient producers (including those in
developing countries) out of business.

The consensus is that, overall, trade creation ef-
fects have been much greater than trade diversion
effects.!'” Integration has led to significant econ-
omies of scale, an improvement in the rate of in-
vestment, greater capital and labor productivity,
and some terms of trade gains. With the static and
dynamic effects taken into account, it has been esti-
mated that during 1961-72 EC integration contrib-
uted to higher growth in nearly all member
countries—particularly in Belgium, Luxembourg,
and the Netherlands, where integration may have
accounted for nearly half the growth during this
period. During the 1970s, these effects continued to
be substantial and positive and may have boosted
growth by over 'z of 1 percentage point a year in
several EC countries. These estimates imply that,

17See Bela Balassa, “Trade Creation and Diversion in the
European Common Market,” in European Economic Integra-
tion, edited by Bela Belassa (Amsterdam and New York:
North-Holland, 1975); and A. Jacquemin and A. Sapir, “Eu-
ropean Integration or World Integration?” Weltwirtschafi-
liches Archiv, Vol. 124, No. 1 (1988), pp. 127-39.

for the EC as a whole, the level of real GDP was
around 6 percent higher in 1981 than it would have
been without integration.'® The completion of the
single market may further raise growth in the me-
dium term, by between /s of 1 percentage point and
1 percentage point a year according to one esti-
mate.'® These benefits are broadly consistent with
the Ceechini Report, which estimated that, in the
medium term, increased integration might raise
GDP in the EC by nearly 5 percent and boost em-
ployment by about 1.8 million jobs.2?

18These estimates are drawn from A.J. Marques Mendes,
Economic Integration and Growth in Europe (London and
Wolfeboro, New Hampshire: Croom Helm, 1987).

Richard E. Baldwin, “The Growth Effects of 1992 Eco-
nomic Policy, Vol. 4 (October 1989), pp. 248-81; see also
David T. Coe and Thomas Krueger, “Why Is Unemployment
5o High at Full Capacity? The Persistence of Unemployment,
the Natural Rate, and Potential Output in the Federal Republic
of Germany,” IMF Working Paper 50/101 (CGctober 1990); and
David T. Coe and Reza Moghadam, “Capital and Trade as
Engines of Growth in France: An Application of Johansen’s
Cointegration Methedology,” IMF Working Paper 93/11 (Feb-
Tuary 1993).

20Pablo Cecchini, with Michel Catinat and Alexis Jac-
quemin, The European Challenge, 1992: The Benefits of a Sin-
gle Marker (Aldershot, Hants, England and Brookfield, Ver-
mont: Wildwood House, 1988).
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Table 32. East Asia: Intraregional Trade

{In percent)

Exports as a Share Total to
of Total Exports Japan NIEs! ASEAN China East Asia

From/to

Japan

1980 11.9 14. 3.9 30.5
1990 2 11.2 2.1 29.5

" NIEs

1980 10.7 5.8 8.6 2.2 27.3
1990 12.2 8.5 8.0 9.7 38.4

ASEAN

1980 29.6 7.0 18.2 - 54.8
1990 19.6 10.5 19.9 — 50.0

China

1980 239 24.3 0.1 48.3
1690 14.0 39.5 0.1 53.6

Total East Asia '

1980 1.4 10.2 11.8 2.6 36.0
1990 8.8 15.0 11.4 4.1 39.3

Imports as a Share Total from
of Total Imnports Japan NIEst ASEAN China EBast Asia

To/from

Japan

1980 4.4 15.0 31 22.5
1990 10.9 11.5 4.0 26.4

NIEs

1980 24.2 5.2 7.8 6.9 441
1990 22.7 8.7 7.1 12.8 51.3

ASEAN

1980 29.9 7.9 20.3 2.7 60.6
1990 201 10.5 17.3 2.2 50.1

China

1980 4 6.3 35 — 352
1990 11.1 36.7 4.1 — 51.9

Total East Asia

1980 11.7 5.4 13.8 3.6 34.5
1990 12.9 9.2 10.9 6.0 42.1

Source: Ippei Yamazawa, “On Pacific Economic Integration,” Economic Journal, Vol. 102

(November 1992), pp. 1519-29,
'Newly industrializing economies (excluding Singapore).

In the case of EFTA, there was a dramatic in-
crease in intra-area trade between 1963 and 1972,
reflecting the removal both of impediments to trade
between members and of the barriers on exports o
the EC.2! The positive welfare effects of trade cre-
ation in this period, however, may have been sub-
stantially attenuated by the negative effects of trade
diversion (mainly affecting trade with the EC). In

21Emil Ems, “The Role of EFTA in European Economic
Imegration,” EFTA Occasional Paper 40 (Geneva: European
Free Trade Association, 1992), These conclusions are, how-
ever, sensitive to the precise data used. For instance, IMF
World Trade System data seggest no significant trade creation
or diversion effects from integration.
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the period between 1975 and 1990, with changed
EFTA membership, there was a significant decline
in the intra-EFTA trade share (see Table 31). Al-
though the share of imports from the EC also con-
tinued to decline in all EFTA countries, there was a
sharp expansion in exports to the EC. While the
formal trade barriers on EFTA-EC trade are quite
low already, the move to the European Economic
Area may considerably enhance competitive forces.
It has been suggested that this could lead to a one-
time gain of around % of 1 percent of 1992 GDP.22

22Jan 1. Haaland and Victor D. Norman, “Global Production
Effects of European Integration,” CEPR Discussion Paper 669
{London: Centre for Economic Policy Research, March 1992).



ANNEX 11

REGIONAL TRADING ARRANGEMENTS

In the case of CUSTA, estimates had suggested
that Canada’s real GDP might rise by as much as 9
percent in the long run, in part because of sharp
productivity gains arising from economies of
scale.?* This is now regarded as optimistic, given
the already low tariffs on U.S.-Canadian trade and
the exclusion of some key sectors. Growth of U.S.-
Canadian trade and investment actually slowed
since completion of the CUSTA negotiations in
1987, because the Canadian economy was more
strongly affected by macroeconomic fluctuations
than by bilateral tariff removal.2* The liberalization
of trade under NAFTA will probably confer net
welfare gains on all three members, although the
main beneficiary is likely to be Mexico, which is
expected to gain by about 3'/: percentage points of
GNP in the medium term (allowing for capital in-
flows, this gain may rise to over 5 percent).2s

Regional arrangements among developing coun-
tries have generally been less successful, in part
because the promised liberalizations were not car-
ried out. Even when they were, trading arrange-
ments often involved relatively undiversified
economies dominated by resource-based produc-
tion, limited intraregional trade before the forma-
tion of the trade agreement, and high external
protection. These factors led to limited trade cre-
ation and high trade diversion, resulting in small
welfare gains or even losses. It is therefore not sur-
prising that the agreements were often abandoned,
although cultural and political differences between
members also played a role.

In Africa, none of the arrangements except
SACU has achieved any noticeable degree of trade
integration; the share of intragroup trade in almost
all groupings has been both very small and either
stagnant or actually falling between 1970 and 1990,
There were several reasons why trade barriers
proved so difficult to remove. First, there was a
reliance on import substitution policies, which of-
ten led to the creation of inefficient industries be-
hind high protective barriers and overvalued
exchange rates. Since adoption of realistic ex-
change rates was resisted because of potential short-
term inflationary effects, trade liberalization, in-
cluding intraregional trade liberalization, appeared
even less viable. Second, tariff revenues formed an
important part of government budgets in Africa,
and, in general, it was considered difficult to re-
place them. Third, given that the costs and benefits

#3Richard G. Haris, Trade, Industrial Policy, and Canadian
Manufacturing {Toronto and Buffalo, New York: University of
Toronto Press, 1984).

24Canada, Department of Finance, “The Canada-1.S. Free
Trade Agreement: An Economic Assessment™ {Ottawa, 1988).

2*Drusilla K. Brown, Alan V. Deardorff, and Robert M.
Stern, *“North American Integration,” Economic Journal, Vol,
102 (November 1992), pp. 1507-18.
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of regional integration differed markedly for differ-
ent member countries, successful schemes required
a satisfactory compensation mechanism, which
proved difficult to negotiate.

The experience in Latin America has been
broadly similar. The original Andean Pact pursued
a strategy of import substitution, and industrics
were allocated to different members in an effort to
exploit economies of scale. However, intraregional
trade did not grow appreciably and, in common
with the CACM, disagreements over the broad ori-
entation of the organization led to its abandonment.
Chile withdrew in 1976 largely because of political
factors. (Chile’s liberalization started in 1973.)

Despite these failures,. many developing coun-
tries remain interested in forming regional trading
arrangements or in joining existing ones. For in-
stance, there is considerable enthusiasm for further
regional integration in Africa. Properly structured,
and in conjunction with supportive domestic eco-
nomic policies, such initiatives could prove benefi-
cial, given the problem of small and fragmented
domestic markets and the need to promote efficient
industrialization. But, in part because of differing
economic conditions among members and disagree-
ments about objectives, regionalism remains an at-
tractive, albeit elusive, option for many countries.

In Latin America the circumstances appear to be
somewhat different. As the United States was nego-
tiating the NAFTA with Mexico, it signaled its
readiness to negotiate a similar agreement with
Chile. The United States also sent a strong signal to
other countries in the region that it would prefer to
enter free trade agreements with groups of countries
already organized to remove trade barriers among
themselves. This position implies encouragement
for those countries to enter outward-oriented ar-
rangements with other countries in the region.

In East Asia, which has benefited far more from
an open global trading system than it could have
done from a world divided into regional blocs, there
is a concern that, as NAFTA and the EC continue to
enlarge, countries in the region may be adversely
affected through terms of trade deterioration and a
loss of markets. This concern has led to suggestions
of an Asian regional trading bloc, based in part on
existing agreements among some of the countries,
but most of the countries in the region continue to
emphasize their commitment to a nondiscriminatory
multilateral trading system.

Regional Arrangements
and Multilateral Trade

Regardless of the benefits and costs of regional
trading arrangements to their members, it is clear
that, from a global perspective, full multilateral
free trade would be preferable. This raises the



Regional and Multilateral Trade

longer-term issue of how the establishment of re-
gional arrangements is likely to affect progress to-
ward global trade liberalization. On the one hand,
regional arrangements may prove to be a step-
pingstone to global free trade. By reducing trade
barriers among members, successful trade arrange-
ments have already generated the sort of structural
change that would follow from multilateral free
trade. Indeed, some regional agreements have gone
well beyond the tariff-cutting exercises of multi-
lateral negotiations, incorporating agreements in
other areas, such as product standards that may also
improve chances of a global agreement,

On the other hand, there is a distinct risk that
regional trading blocs may imperil multilateral free
trade. They may cause a shift in priorities from mul-
tilateralism to narrower regional concerns, divert
skills and resources, and are likely to harm smaller
countries outside the regional agreements. The eco-
nomic gains already captured from regional arrange-
ments may be deemed sufficient, reducing the
incentive to negotiate with members of other trading
blocs and increasing the danger of trade frictions.
This prospect seems all the more likely during a pe-
riod of sluggish growth and rising unemployment,
and to the extent that regional arrangements are
viewed by their members as increasing their coliec-
tive clout in world economic affairs. Moreover, spe-
cial interest groups (in agriculture and textiles, for
instance) may find it easier to justify protection in the
context of a regional arrangement than they would
under multilateral rules of the sort promoted by the
GATT. Historical experience with the beggar-thy-
neighbor policies of the 1930s and the import substi-
tution strategy of regional arrangements in Latin
America in the 1960s suggests precedents for re-
gional blocs to become inward looking.

A number of mechanisms have been suggested to
ensure that regionalism complements rather than
substitutes for multilateralism.26 First, there have

268ze Jaime de Melo, Arvind Panagariya, and Dani Redrik,
“The New Regionalism in Trade Policy: A Country Perspec-
tive,” in New Dimensions in Regional Integration, edited by
Jaime de Melo and Arvind Panagariya (Cambridge and New
York: Cambridge University Press, 1993, forthcoming).
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been suggestions that Article 24 of the GATT,
which sets the rules for the creation of regional
arrangements, could be modified to allow only
customs unions, which require a common external
tariff, and to rnile out free trade areas, which allow
countries to retain national tariffs vis-a-vis outside
countries. Because many tariffs are “bound” in the
GATT—that is, they are locked in, and cannot be
raised without offsetting compensation—this could
mean that if more liberal members can force others
to lower their tariffs, all tariffs could come down to
the lowest level prevailing in the union at the time
of its formation and, if then bound, create a greater
presumption that there will be net trade creation
upon formation of the customs union.2” A lowering
of tariffs, in fact, occurred when Greece, Portugal,
and Spain joined the EC. There is, however, the
risk that liberal members would be forced to raised
tariffs, leading to trade diversion, A common exter-
nal tariff also eliminates the need for rules of origin,
which are often complex and can become instru-
ments of protection, Moreover, under a customs
union, special interests would have to appeal to the
union as a whole, rather than to national authorities.

A second mechanism that has been suggested to
ensure the outward orientation of regional trade ar-
rangements is to strengthen GATT Article 6 and
Article 19 to minimize the risk of recourse to
nontariff barriers, including antidumping actions
and voluntary export restraints, against countries
outside the regional arrangement. Finally, the
contribution of regional trade arrangements to
multilateral liberalization will be considerably
enhanced if multilateral rules are strengthened, es-
pecially in new areas such as investment and ser-
vices, to anchor regional arrangements and minimize
their incompatibility with open, nondiscriminatory
trade.

271t could be argued, however, that as long as enforcement is
less than perfect, imports into a free trade area are hikely to
come through the country with the lowest tariff level, thus ex-
erting pressure on countries with higher tariffs to lower their
tariffs.



Annex IV

he weights used in the World Ecoromic Out-

look to aggrepgate output growth and other eco-
nomic indicators for individual countries into
regional or group aggregates are the individual
country’s GDP as a share of world, regional, or
group GDP.! To calculate these weights, it is neces-
sary first to convert each country’s GDP into a com-
mon currency. In the past, market exchange rates
have been used to convert individual country GDPs
into U.S. dollars. But because market exchange
rates may deviate significantly from their purchas-
ing power parity (PPP) equivalents—and there is
considerable evidence that this is the case?—these
weights may not be accurate measures of the rela-
tive economic size of countries.

Market-Exchange-Rate-Based Weights
Versus PPP-Based Weights

Market exchange rates may not reflect their PPP
equivalents for a variety of reasons. For example,
market rates may be distorted by speculative bub-
bles, exchange market intervention, asymmetric
speed of adjustment in goods and asset markets, or
macroeconomic shocks. These factors can explain
why currencies may exhibit short deviations or long
swings away from their PPP values. In the case of
developing countries, market exchange rates may
deviate from their PPP values because of differ-
ences in the relative price of traded versus non-
traded output.* For example, the price of services in

This annex was prepared by David T. Coe.

1Except for unemployment rates and employment growth,
which use labor force weights. The weighting conventions arc
described in the introduction to the Statistical Appendix.

28ee, for example, Jacob A. Frenkel and Michael L. Mussa,
“The Efficiency of Foreign Exchange Markets and Measures of
Turbulence,” American Economic Review, Vol. 70 (May
1980}, pp. 374-81; and Ronald MacDonald, “Floating Ex-
change Rates,” in The New Palgrave Dictionary of Money and
Finance, edited by Peter Newman, Murray Milgate, and John
Eatwell {London: Macmillan, 1992; New York: Stockton,
1992),

3This is the Balassa-Samuelson thesis of biased productivity
growth, which states that developing countries—because of
productivity differences in the tradables and nontradables sec-
tors, and because of larger nontradable sectors compared with
industrial countrics—tend to have exchange rates that are
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Chart 32. Exchange-Rate-Based

and PPP-Based Weights
(In percent of world GDIP)
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Implications of PPP-Based Waights

developing countries is typically very low in for-
eign currency terms, and this implies a negative
bias in exchange-rate-based estimates of living
standards. In some countries, of course, market-
determined exchange rates may not even exist.

To the extent that market exchange rates deviate
from PPPs, estimates of regional and world growth
calculated with exchange-rate-based weights can be
misleading. The difference between exchange-rate-
based weighis and PPP-based weights for the
United States and China is shown in Chart 32, As a
result of the large changes in exchange rates during
the 1980s, the exchange-rate-based weight for the
United States increases from about 25 percent in
1981 to 31 percent in 1985 and then falls back to 25
percent in 1990. The PPP-based weight, by con-
trast, shows a slight decline because average
growth in the United States was slightly less than in
the rest of the world over this period. For China,
despite the fact that average real growth in China
during 1970-90 was more than double average
growth of the world economy—7'/2 percent com-
pared with 3'/s percent—the 1990 exchange-rate-
based weight is smaller than it was in 1970 because
of the substantial depreciation of the yuan over this
period.* The estimated PPP-based weight, how-
ever, shows a steady increase in China’s weight,
reflecting China’s relatively rapid growth.

Implications of PPP-Based Weights

To obtain a more accurate measure of the relative
sizes of economies, it has been decided to adopt
PPP-based weights for the purpose of aggregating
individual country data in the World Economic Out-
look.> The exchange-rate-based weights and the

undervalued relative to their PPP equivalents. See Paul Hall-
wood and Ronald MacDonald, fnrernational Money: Theory,
Evidence, and Institutions (Oxford and New York: Blackwell,
1986); and Annc-Marie Gulde and Marianne Schultze-Ghattas,
“Aggregation of Economic Indicators Across Countries: Ex-
change Rate Versus PPP-Based GDP Weights,” IMF Working
Paper 92/36 (May 1992).

4This point was noted in a November 28, 1992 survey of
China in The Economist.

SThe PPP-based weights are derived from PPP estimates of
GDP from the International Comparison Program (ICP), sup-
plemented by World Bank and IMF staff estimates for the coun-
tries not covered by the ICP. The PPP weight for China is not
taken from the ICP but is based on the estimate by J.S. Taylor,
*“Dollar GNP Estimates for China,” (unpublished; Washington:
United States Bureau of the Census, Center for International
Research, 1990). The ICP is coordinated by the United Nations
and is supperted by the World Bank, the OECD, and other
international agencies; estimates of PPP estimates of per capita
GDP are regularly published in the World Bank’s World Devel-
opment Report (New York: Oxford University Press). Pro-
fessors Robert Summers and Alan Heston have been associated
with the ICP for nearly two decades; see their paper, “The
Penn World Tables (Mark 5): An Expanded Set of International
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Table 33. Comparison of Exchange-Rate-Based
Weights and PPP-Based Weights!
fin percent of world GDP)

Exchange-Rate-

Based Weights
World 100.00
Industrial countries 73.21
Major industrial
countries 63.06
United States 26.07
Japan 14.61
Germany? 6.23
France 4.99
Italy 4.38
United Kingdom 4.19
Canada 2.58
QOther industrizl
countries 10.15
Memaorandum
European Community 24.81
Developing countries 17.71
By region
Africa 1.72
Asia 7.20
Middle East
and Europe 4.28
Western Hemisphere 4.42
Memorandum
Four newly
industrializing
Asian economies
{NIEs) 2.00
By analytical group
Fuel exporters 5.26
Nonfuel exporters 12.45
Net creditors 3.33
Net debtors 14.38
Countries in transition 9.07
Former Soviet Union3 7.53
Central Europe 1.53

'The exchange-rate-based GDP weights are a three-year
moving average for 1987-89; the PPP-based weights are for
1990,

?Exchange-rate-based weights for west Germany only; PPP-
based weights are for unified Germany,

*The exchange-rate-based weights are derived from esti-
mates of approximate PPP exchange rates,

PPP-based weights are compared in Table 33. The
most important difference is the substantial increase
in the weight of the developing countries as a group
and the corresponding adjustment in the weight of
the industrial countries.® Given that the developing

Comparisons, 1950-88." Quarterly Journal of Economics,
Vol. 106 {May 1991), pp. 327-63.

¢The relatively small change in the weight for the countries
in transition reflects the fact that, because it was not possible to
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Table 34. Differences Between Aggregate Real GDP Growth Rates: PPP-Based Weights
Versus Exchange-Rate-Based Weights

{in percentage points)
Average
1983-92 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992
World 0.4 0.3 0.3 0.3 0.5 0.5 0.4 0.1 —0.1 0.5

Industrial countries -0.1 0.1 —_— — —_ — —-0.1 —0.1 -0.3 -0.3 —
Seven major industrial countries -0.1 a.1 — — — — -0.1 -0.2 -0.3 -0.3
Other industrial countries 0.1 -0.1 -0.2 — 0.1 0.1 0.1 0.1 — o1 a1
European Community — — — — — 0.1 — — -0.1 — —
Developing countries 0.8 0.9 1.0 0.7 1.1 0.9 1.5 0.3 - 1.0 0.4
Africa 0.3 0.9 0.9 —0.5 0.1 0.5 0.5 0.2 0.7 0.1 -0.2
Asia 0.1 -0.3 -0.1 (.3 —0.1 —0.1 0.1 -0.1 —0.t - 1.1
Middle East and Europe 1.4 1.4 1.7 1.0 32 2.7 2.6 -0.4 -1.2 1.6 0.9
Western Hemisphere 0.4 -0.2 0.2 ¢4 0.3 0.3 0.2 0.6 0.6 0.2 0.5
Four NIEs — 0.1 — — — — 0.2 -0.1 0.2 — -0.1
Fuel exporters 1.0 0.7 1.6 0.4 1.6 1.0 2.1 0.5 -0.8 2.6 -0.7
Nonfuel exporters 0.4 0.4 0.2 0.4 0.1 0. 0.6 0.3 0.4 0.2 1.2
Net creditors 0.5 1.9 1.7 G4 2.9 1.2 2.9 0.5 -1.3 0.7 3.8
Net debtors 0.6 0.9 6.5 0.4 0.2 0.4 0.8 0.4 0.8 1.4 0.5
Countries in transition 0.1 — — — — — -0.3 —-0.2 —0.5 -0.3 1.5
Former Soviet Union 0.1 — — — — — — — — 0.1 0.6
Central Europe 0.6 0.2 — — — 0.1 0.2 0.4 -0.2 0.4 4.0

countries account for about 77 percent of world
population, the exchange-rate-based weights imply
a tremendous inequality in the distribution of world
per capita income.” The PPP estimates of per capita
income, and hence the PPP-based weights, more
accurately measure the true distribution of real
world income, in part because they incorporate a
more realistic valuation of nontraded output.
Among the industrial countries, the countries in
transition, and each of the developing country re-
gions, the rankings of the exchange-rate-based
weights and the PPP-based weights are broadly
similar.

The implications for the growth of world output,
regional output, and the output of other groups of
countries are shown in Table 34. In general, the
PPP-based weights imply somewhat stronger
growth of the world economy-—an average of al-
most '2 of 1 percent a year over the 1983-92
period—reflecting generally faster growth in the de-
veloping countries than in the industrial countries.
Growth in the Middle East and Europe region is
markedly higher with the PPP-based weights
mainly because the weight of Turkey, which has
grown rapidly, increases. The stronger growth in

calculate credible exchange-rate-based weights for the former
Soviet Union, the previous weight was already based on ap-
proximate estimates of PPP exchange rates.

7Robert Lucas has argued that this inequality is “literally too
great to be believed,” see “On The Mechanics of Economic
Development,” Journal of Monetary Economics, Vol. 22 (July
1988), pp. 3-42.
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Asia in 1992 mainly reflects a substantially higher
PPP-based weight for China.®

Although there is broad consensus in the eco-
nomic profession about the appropriateness of using
PPP-based weights to aggregate individual country
estimates for growth and some other economic indi-
cators, there are clearly purposes for which PPP-
based weights or PPP exchange rates would not
necessarily be appropriate.® It would not be appro-
priate, for example, to use PPP-based weights to
aggregate measures of international trade and capi-
tal movements, which are transacted at market ex-
change rates, or data for external debt and debt
service. Similarly, because of currency substitu-
tion, the growth of monetary aggregates and other
financial variables will continue to be aggregated
across  countries using exchange-rate-based
weights.1? No single method of aggregating data to
construct economic indicators across countries will
be appropriate in all circumstances. There may
be some types of economic analyses for which

8The substantial changes in the growth of the countries in
transition in 1992 reflect the very large differences in growth
rather than large changes in weights. '

®A number of international organizations, including the
OECD, use PPP-bascd weights in thelr statistical publications;
although as yet none uses PPP-based weights in forecasting
work, several organizations are considering doing so.

1°The weighting conventions discussed in the introduction to
the Statistical Appendix indicate which weights are used for
specific variables.
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aggregation of world income based on market ex-
change rates is appropriate.

One drawback to using PPP-based weights is that
PPP surveys are done only every three to five years
and do not cover all developing countries.!! It is
therefore necessary to extend the available PPP es-
timates over time, which is a fairly straightforward
procedure, and also to estimate approximate PPP
values for nonsurvey countries. Because PPP-based
weights are derived from estimates of PPP rather
than from data for exchange rates, currently avail-
able estimates—although acceptable for purposes of
aggregation—may not necessarily be appropriate
for country-specific operational purposes of, for ex-
ample, the IMF or World Bank. Although the avail-
able PPP estimates can, inevitably, be criticized on
a number of technical grounds, this is not an argu-

UCurrent plans envisage the inclusion in the 1993 ICP sur-
vey of more developing countries, including those in central
Europe and some in the former Soviet Union,

ment for continuing to use the highly volatile and
potentially misleading exchange-rate-based weights.
On the basis of considerable research and discus-
sion, the IMF staff considers that any bias imparted
by using the available estimates of PPP-based
weights for the purposes of the World Economic
Outlook is less than the bias resulting from using
exchange-rate-based weights.!? As better and more
complete PPP estimates become available, they
will, of course, be incorporated in the PPP-based
weights used in the World Economic Outlook.

12V arious research projects have been undertaken, starting in
1989, 10 examine these issues: see Anne-Marie Gulde and Mar-
ianne Schulze-Ghattas, “Aggregation of Economic Indica-
tors,” and a forthcoming update of that paper in Staff Srudies
for the World Economic Outleok, World Economic and Finan-
cial Survey (IME 1993, forthcoming), which will present a
detailed discussion of the weights nsed in the World Economic
Outlook. See also Sultan Ahmad, “Regression Estimates of Per
Capita GDP Based on Purchasing Power Parities,” Policy Re-
search Working Paper WPS 956 (Washington: World Bank,
August 1992).

119



	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

