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Assumptions and Conventions

A number of assumptions have been adopted for the projections presented in the World
Economic Outlook. It has been assumed that real effective exchange rates will remain constant
at their average levels during February 9-March 4, 1998 except for the bilateral rates among
the European exchange rate mechanism (ERM) currencies, which are assumed to remain con-
stant in nominal terms; that established policies of national authorities will be maintained (for
specific assumptions about fiscal and monetary policesin industrial countries, see Box 4); that
the average price of il will be $14.59 abarrel in 1998 and $15.94 a barrel in 1999, and remain
unchanged in real terms over the medium term; and that the six-month London interbank of-
fered rate (LIBOR) on U.S. dollar deposits will average 6.1 percent in both 1998 and 1999.
These are, of course, working hypotheses rather than forecasts, and the uncertainties sur-
rounding them add to the margin of error that would in any event be involved in the projec-
tions. The estimates and projections are based on statistical information available at the end of
March 1998.

The following conventions have been used throughout the World Economic Outlook:
to indicate that data are not available or not applicable;

— toindicate that the figure is zero or negligible;

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

/ between years or months (for example, 1997/98) to indicate a fiscal or financial year.
“Billion” means a thousand million; “trillion” means a thousand billion.

“Basis points’ refer to hundredths of 1 percentage point (for example, 25 basis points are
equivalent to ' of 1 percentage point).

In figures and tables, shaded areas indicate IMF staff projections.
Minor discrepancies between sums of constituent figures and totals shown are due to rounding.

Asused in thisreport, the term “country” does not in all casesrefer to aterritorial entity that
is a state as understood by international law and practice. As used here, the term aso covers
some territorial entities that are not states but for which statistical data are maintained on a
separate and independent basis.

* % %

Inquiries about the content of the World Economic Outlook, including questions relating to
the World Economic Outlook database and requests for additional data, should be sent by mail,
electronic mail, or telefax (telephone inquiries cannot be accepted) to:

World Economic Studies Division
Research Department
International Monetary Fund
700 19th Street, N.W., Washington, D.C. 20431, U.SA.
E-mail: weo@imf.org Telefax: (202) 623-6343
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Preface

The projections and analysis contained in the World Economic Outlook are an integral ele-
ment of the IMF s ongoing surveillance of economic developments and policies in its member
countries and of the global economic system. The IMF has published the World Economic
Outlook annually from 1980 through 1983 and biannually since 1984.

The survey of prospects and policiesisthe product of acomprehensive interdepartmental re-
view of world economic developments, which draws primarily on information the IMF staff
gathers through its consultations with member countries. These consultations are carried out in
particular by the IMF's area departments together with the Policy Development and Review
Department and the Fiscal Affairs Department.

The country projections are prepared by the IMF's area departments on the basis of interna-
tionally consistent assumptions about world activity, exchange rates, and conditions in inter-
national financial and commodity markets. For approximately 50 of the largest economies—
accounting for 90 percent of world output—the projections are updated for each World
Economic Outlook exercise. For smaller countries, the projections are based on those prepared
at the time of the IMF s regular Article IV consultations with those countries or in connection
with the use of IMF resources; for these countries, the projections used in the World Economic
Outlook are incrementally adjusted to reflect changes in assumptions and global economic
conditions.

The analysis in the World Economic Outlook draws extensively on the ongoing work of the
IMF's area and specialized departments, and is coordinated in the Research Department under
the general direction of Michael Mussa, Economic Counsellor and Director of Research. The
World Economic Outlook project is directed by Flemming Larsen, Deputy Director of the
Research Department, together with Graham Hacche, Assistant Director for the World
Economic Studies Division.

Primary contributors to the current issue include Francesco Caramazza, John H. Green,
Staffan Gorne, Mark De Broeck, Paula De Masi, Jahangir Aziz, Ramana Ramaswamy, Ranil
Salgado, Phillip Swagel, and Cathy Wright. Other contributors include Susan J. Adams, Barry
Eichengreen, Peter Isard, George Kopits, Thomas Krueger, Douglas Laxton, Donogh
McDonald, Guy Meredith, Gian MariaMilesi-Ferretti, Ceyla Pazarbasioglu, Blair Rourke, and
Andrew Tweedie. The Fiscal Analysis Division of the Fiscal Affairs Department computed the
structural budget and fiscal impulse measures. Sungcha Hong Cha, Jeffrey Gable, Gretchen
Gallik, Mandy Hemmati, and Anthony G. Turner provided research assistance. Allen Cobler,
Nicholas Dopuch, Isabella Dymarskaia, Yasoma Liyanarachchi, and Olga Plagie processed
the data and managed the computer systems. Susan Duff, Caroline Bagworth, Margaret
Dapaah, and Lisa Marie Scott-Hill were responsible for word processing. James McEuen of
the External Relations Department edited the manuscript and coordinated production of the
publication.

The analysis has benefited from comments and suggestions by staff from other IMF depart-
ments, as well as by Executive Directors following their discussion of the World Economic
Outlook on March 25 and 27, 1998. However, both projections and policy considerations are
those of the IMF staff and should not be attributed to Executive Directors or to their national
authorities.
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he financia turmoil in Asia that erupted in mid-

1997 has abated since January, and markets have
partially recovered from their troughs. Nevertheless,
currency and asset values in the countries involved
have been left far below precrisislevels, and consider-
able uncertainty remains about the resolution of the
crisis and its global repercussions. It is already appar-
ent that the crisisand its likely effects are more severe
than they initially appeared and that some of the
downsiderisksidentified in the December 1997 World
Economic Outlook: Interim Assessment have material-
ized. It still seems, however, that the global outcome
will be a slowdown in economic growth that will be
much less pronounced than the slowdowns of
1974-75, 198083, and 1990-91 (Figure 1). Important
reasons why the projected global slowdown is rela-
tively mild include the solid prospective growth of do-
mestic demand in most industrial countries and the
limited spillover effects of the Asian crisisin other re-
gions. In the medium term, global economic growth is
still projected to exceed the average rate seen since
1970, reflecting a continued strengthening of growth
in the countries in transition and maintenance of the
relatively strong performance of the developing world
in the early and mid-1990s.

This issue of the World Economic Outlook projects
world output growth in 1998 at just over 3 percent,
compared with projections of 3% percent in the
December Interim Assessment and 44 percent in the
October 1997 World Economic Outlook (see Table 2 in
Chapter 11). The largest downward revisions have been
for the three economies most affected by the crisis—
Indonesia, Korea, and Thailand—where the drying up
of private foreign financing, together with the large
currency depreciations and declinesin asset prices that
have occurred, is causing sharp contractions of do-
mestic demand, which will be only partially counter-
balanced by increased net exports. Similar forces, but
on a smaler scale, have also lowered near-term
growth prospects for Malaysia, the Philippines, and a
number of other countriesin east Asia. All these coun-
tries will experience sharp slowdowns of domestic de-
mand and imports in 1998, with real GDP likely to
decline in the countries worst hit. In Indonesia, con-
tinuing uncertainties about the course of policies have
hindered a decisive turnaround in financial markets,
but elsewhere among the countries worst affected
there appears aready to have been some improvement

Global Economic Prospects
and Policy Considerations

Figure 1. World Output and I nflation!
(Annual percent change)

TheAsian crisis is expected to result in only a moderate and
short-lived slowdown in world growth.

- -8
Growth of World Real GDP

- -6
Average, 1970-97

'_ \ ?

- -2
1970 75 80 85 90 95 98 2002
- - 20
Inflation
- Developing countries -15
(consumer prices, median) i
- -10
N Advanced economies -5
(GDP deflator) )
| ST T T T S T T T N T N T N T Y N T T Y [N T O N S S S 0
1970 75 80 85 90 95 98 2002
- -8
_ World Real Long-Term i
_ Interest Rate -6
- -4
- -2
0
- -2
- -4
Lo b b b e b b by -. -6
1970 75 80 85 90 95 98 2002

1Shaded areas indicate IMF staff projections. Aggregates are com-
puted on the basis of purchasing power parity (PPP) weights unless
otherwise indicated.



| GLOBAL ECONOMIC PROSPECTS AND POLICY CONSIDERATIONS

in sentiment. Although there are painful adjustments
yet to come, there are grounds for expecting a contin-
uing recovery of confidence in these economiesin the
year ahead, followed by a moderate pickup in activity
in 1999. These expectations are based on increasing
evidence of the commitment of the authorities of these
countries to the implementation of needed stabiliza-
tion and reform measures, and on the economies
strong underlying growth potential, which should re-
assert itself once earlier excesses have been corrected,
critical weaknesses have been addressed, especially in
the financial sector, and confidence has been restored.

Contagion and spillover effects have altered the out-
look for other emerging market countries. Reduced
availability of foreign financing, increased interest
spreads on foreign borrowing, lower stock market
prices, and policy tightenings to reduce vulnerability
to disruptive changes in market sentiment have weak-
ened near-term growth prospects widely, including in
some of the transition countries. In general, the ad-
verse effects seem likely to be moderate, with growth
remaining positive, but there are risks of a sharper
slowdown if the crisisin Asiawere to deepen. The ef-
fects of the crisis are also being felt through weaker
commodity prices, including for oil. For developing
and transition countries that are net importers of these
products, there will be helpful terms of trade gains, but
for many net exporters there will be negative effects
on growth, and on current account and fiscal positions,
that will be significant in some cases.

Among the advanced economies, the near-term out-
look for Japan has deteriorated further. Though exac-
erbated by the difficulties of many of itsAsian trading
partners, the faltering of Japan’s recovery last year can
be largely attributed to homegrown problems, includ-
ing financial sector weaknesses and bad-loan difficul-
ties, delaysin the implementation of structural reforms
needed to reinvigorate the economy, and a large with-
drawal of fiscal stimulus in 1997 when the recovery
was dtill fragile. In spite of measures that have been
taken to address financial sector problems and to sup-
port domestic demand, overall activity is now pro-
jected to stagnate in 1998. Further measures are ur-
gently needed to bring about an early resumption of
growth.

Fortunately, growth in North America and western
Europe has been well sustained and appears likely to
remain so in the period ahead. Domestic demand con-
ditions—robust in the United States, Canada, and the
United Kingdom, and strengthening in much of conti-
nental western Europe—will facilitate the adjustment
of current account positionsthat is needed in the Asian
emerging market countries because of the sharp de-
clinesin capital inflows. The adjustment processin the
emerging market countries will reduce net exports
from North America and Europe, and also reduce in-
ward foreign direct investment (from Asian companies
in difficulty) in some cases. But on the other hand, the

redirection of financial investments toward mature
markets has helped to reduce real interest rates, while
terms of trade gains will also help to support domestic
demand. It remains to be seen how confidence will be
affected as export orders from Asia and other emerg-
ing markets decline, and as some financial institutions
feel the effects of difficulties experienced by Asian
borrowers. On balance, the Asian crisis is likely to
exert amoderate contractionary and disinflationary ef-
fect on the industrial, as on other, economies, thus re-
ducing the risk of overheating in those countries oper-
ating at high levels of resource utilization, in particular
the United States.

Although the threat to global growth from the Asian
crisis still appears to be limited, there are clearly down-
siderisks. Policy dippages in the crisis economies may
further undermine confidence, unsettle financial mar-
kets, and delay recovery. The crisis, together with
recent commodity price movements (particularly the
decline in oil prices) will bring about some large ad-
justments in external positions, with painful conse-
guences for some countries, and it is important that
countries whose external balances deteriorate do not
impose barriers to trade or allow competitive currency
depreciations. Such defensive reactions would be coun-
terproductive, slowing the adjustment process of the
countries in crisis and impairing growth worldwide.

There are aso risks arising from developments in
foreign exchange and financial markets in the indus-
trial countries. Equity markets in many countries have
recently risen to new highs, and the U.S. dollar has
strengthened further. The redirection of financial flows
toward mature markets may have contributed to these
developments. But with the current account deficit of
the United States expected to widen substantially this
year, thereisthe potential for achange in sentiment to-
ward the dollar at some future stage, which would re-
verse one of the temporary factors that has been help-
ing to hold down U.S. inflation. If world commodity
prices were to recover at the same time and labor mar-
ket pressures continued to push up wage growth, the
Federal Reserve could face the need for a significant
tightening of monetary conditions, and both bond and
stock markets might be subject to significant correc-
tions. The strength of sterling points to similar con-
cerns in the case of the United Kingdom. Thus, while
the Asian crisis suggests a need for monetary condi-
tions in the industrial countries to be somewhat easier
in the period ahead than would otherwise have been
warranted, policymakers will need to remain vigilant
to prospective changes in inflationary pressure, in-
cluding those arising from financial market develop-
ments. Further risks arise from the financial sector dif-
ficulties and fragilities being experienced in many
emerging market countries and in some advanced
economies, especially Japan.

This report extends and updates (in Chapter 11) the
analysisin the Interim Assessment of the global ramifi-



The Asian Crisis

cations of the Asian crisis. Whereas the Interim
Assessment discussed the factors contributing to the
buildup to the crisis and examined the unfolding of the
episode, this issue of the World Economic Outlook
draws lessons (in Chapter 1V) more broadly, from the
most recent and earlier financial crises; one of the
major policy questions in this context—the choice of
exchange rate regime in emerging market economies—
was considered in depth in the October 1997 World
Economic Outlook. This issue of the World Economic
Outlook also examines (in Chapter 111) how exchange
rate developments, particularly among the major cur-
rencies, arerelated to international divergencesin busi-
ness cycles—a question relevant to the assessment of
the recent configuration of exchange rates among the
major currencies. The most important development in
foreign exchange markets in the coming year is likely
to be the scheduled start of Stage 3 of European
Economic and Monetary Union (EMU), which was
treated extensively in the October 1997 Werld
Economic Outlook; an appendix to this chapter exam-
ines some aspects of recent progress in this venture.
Finaly, this issue (in Chapter V) examines progress
with fiscal reform in transition countries—an area
where some of these countries greatest policy chal-
lengeslie.

TheAsian Crisis

The economies of east Asia at the center of the re-
cent crisis have been some of the most successful
emerging market countries in terms of growth and
gainsin living standards. With generally prudent fiscal
policies and high private saving rates, these countries
had become a model for many others. That this region
might become embroiled in one of the worst financia
crises in the postwar period was hardly ever consid-
ered—within or outside the region—a realistic possi-
bility. What went wrong? Part of the answer seems to
be that these countries became victims of their own
success. This success had led domestic and foreign in-
vestors to underestimate the countries economic
weaknesses. It had also, partly because of the large-
scale financia inflows that it encouraged, increased
the demands on policies and institutions, especialy
but not only in the financial sector; and policies and
institutions had not kept pace. The fundamental policy
shortcomings and their ramifications were fully re-
vealed only as the crisis deepened. Past success may
also have contributed to a tendency by policymakers
to deny the need for action when problems first be-
came apparent.

Several factors—mainly domestic but also external,
operating to different degrees in different countries,
and exacerbated by contagion and spillovers among
the countries involved—seem to have contributed to
the dramatic deterioration in sentiment by foreign and

domestic investors. As discussed in the Interim
Assessment, the key factors appear to have been, first,
the buildup of overheating pressures, which had man-
ifested themselves in large external deficits and in-
flated property and stock market values; second, the
maintenance for too long of pegged exchange rate
regimes, which complicated the response of monetary
policy to overheating pressures, and which came to be
viewed as implicit guarantees of exchange value, en-
couraging external borrowing—often at short maturi-
ties—and leading to excessive exposure to foreign ex-
changerisk in both the financial and corporate sectors;
third, in financial systems, weak management and
poor control of risks, lax enforcement of prudentia
rules and inadequate supervision, and associated rela-
tionship and government-directed lending practices
that had led to a sharp deterioration in the quality of
banks' loan portfolios; fourth, problems of data avail-
ability and lack of transparency, which hindered mar-
ket participants from maintaining a realistic view of
economic fundamental s, and at the same time added to
uncertainty; and finaly, problems of governance and
political uncertainties, which exacerbated the crisis of
confidence, the reluctance of foreign creditors to roll
over short-term loans, and the downward pressure on
currencies and stock markets.

External factors also played a role. Large private
capital flows to emerging markets were driven, to an
important degree, by an underestimation of risks by
international investors, as they searched for higher
yields during a period when investment opportunities
appeared less profitable in Japan and Europe owing to
sluggish economic growth that necessitated low inter-
est rates. With exchange rates pegged to the U.S. dol-
lar in severa cases, the wide swings in the yen/dollar
exchange rate between 1994 and 1997 al so contributed
to the buildup to the crisis through shifts in interna-
tional competitiveness that proved unsustainable. In
particular, losses in competitiveness associated with
the dollar’s appreciation, particularly against the yen,
from mid-1995, contributed to the export slowdown
experienced by a number of countries in the region
in 1996-97. Finally, international investors—mainly
commercial and investment banks—may in some
cases have contributed significantly to the downward
pressure on the currencies in crisis, alongside domes-
tic investors and residents seeking to hedge their for-
eign currency exposures; but hedge funds appear to
have played a significant role only in the case of the
Thai bhat (Box 1). Many foreign investors have taken
substantial |osses.

To contain the economic damage caused by the cri-
sis, the countries directly affected have needed to im-
plement corrective measures, and the international
community led by the IMF has provided financial
support for policy programs in the countries worst
hit—Indonesia, Korea, and Thailand. Unfortunately,
in these cases the authorities' initial hesitation in the
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Box 1. The Role of Hedge Fundsin Financial Markets

Bouts of turbulence in international financial markets
in recent years have drawn attention to the role played by
institutional investors, especially hedge funds. Following
both the 1992 crisisin the European exchange rate mech-
anism (ERM) and the turbulence in international bond
markets in 1994, and again in the wake of the turmoil in
financial markets in east Asia in mid-1997, it was sug-
gested that hedge funds precipitated major movementsin
asset prices either directly through their own transactions
or indirectly viathe tendency of other market participants
to follow their lead. Because information on hedge funds’
activities is limited, IMF staff undertook a study of their
role in recent market developments.l This box summa-
rizes the main findings.

What Are Hedge Funds?

Hedge funds are private investment pools, often domi-
ciled offshore to capitalize on tax and regulatory advan-
tages. In the United States, they typicaly offer their
shares in private placements and have fewer than 100
high-net-worth investors in order to make use of exemp-
tions to regulations under the Securities Act of 1933, the
Securities Exchange Act of 1934, and the Investment
Company Act of 1940. They are managed on a fee-for-
performance basis; typically, management is rewarded
by a 1 percent management fee and 20 percent of prof-
its, although management and investment fees vary.
Most funds require shareholders to provide advance no-
tification if they wish to withdraw funds: notice can vary
from 30 days for funds with more liquid investments to
three years for other funds.

Practices, however, vary enormously. Market partici-
pants distinguish two main classes of funds: macro hedge
funds, which take large directional (unhedged) positions
in national markets based on analyses of macroeconomic
and financial conditions; and relative value funds, which
make bets on the relative prices of closely related securi-
ties (treasury bills and bonds, for example) and are less
exposed to macroeconomic fluctuations. Relative value
funds tend to be more highly leveraged than macro funds
because the amount of capital needed to establish a posi-
tion is relatively small on the instruments they hold.

One problem with defining and describing hedge funds
is that other investors engage in many of the same prac-
tices. Individual investors and their institutional investor
counterparts (such as investment banks) buy stocks on

1Barry Eichengreen, Donald Mathieson, and others, “Hedge
Funds and Financial Market Dynamics,” Occasional Paper 166
(Washington: IMF, 1998).

margin. Commercial banks use leverage in the sense that
in a fractional-reserve banking system their total assets
and liabilities are several times their capital. The propri-
etary trading desks of commercial and investment banks
take positions, buy and sell derivatives, and alter their
portfolios in the same manner as hedge funds. A signifi-
cant number of mutual funds, pension funds, insurance
companies, and university endowments engage in some
of these same practices and are among the most important
investors in hedge funds.

Several commercial services do gather information
specifically on hedge funds. Excluding “funds of funds”
(hedge funds that invest only in other hedge funds), such
data suggest that hedge fund capital was in the neighbor-
hood of $100 hillion as of the third quarter of 1997. Of
that, some $25 billion was in the hands of the macro
funds, which typically leverage their capital by borrow-
ing by four to seven times. Although these numbers are
large, they palein comparison with the capital of other in-
stitutional investors such as pension funds, mutual funds,
insurance companies, and investment and commercial
banks, which, in the mature markets aone, exceeds $20
trillion. These other institutional investors are increas-
ingly active in international markets.

What Are the Characteristics of Hedge Funds’
I nvestment Strategies?

Although global macro hedge funds pursue a diversity
of investment strategies, it is possible to point to several
common characteristics.

First, global macro funds seek to identify countries
where macroeconomic variables are far out of line with
sustainable values, so that changes in asset prices (and
the associated profits) will be large when they finally
occur. Other investors are aware that global macro funds
assume considerable risk, in return for which they expect
considerable returns.

Second, managers are especially attracted to invest-
ments where the risk of large capital losses is effectively
nil—for example, to an exchange rate that may be deval-
ued but under no conceivable circumstances in the fore-
seeable future will be revalued.

Third, hedge funds are most likely to take large posi-
tions when the cost of funding is low. Cheap funding al-
lows them to take and hold a position even when they are
uncertain about the timing of events. For example, they
may expect a country to devalue with significant proba-
bility but be uncertain about the date.

Fourth, hedge fund managers are attracted to liquid
markets, where they can do large trades at low cost. In
emerging markets, in particular, limited liquidity and the

implementation of appropriate reforms and other con- assessment of economic fundamentals, even in the
fidence-repairing measures worsened the crisis by light of the crisis. This overshooting in financia
causing currency and stock markets to decline well markets exacerbated the panic and added to the diffi-
beyond what was justified by any reasonable re- culties in both the corporate and financial sectors,
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limited size of accepted deals can constrain hedge funds
and other investors who attempt to build up positions.
Capital controls or restrictions on domestic banks doing
business with offshore counterparties make it difficult for
hedge funds to put on positions relative to commercial
and investment banks that operate both offshore and on-
shore. Managers are also wary of being identified as
being on the other side of the government’s or central
bank’s transactions, and anonymity is particularly diffi-
cult to maintain in smaller, less liquid markets.

Do Hedge Funds Lead Other | nvestors?

One popular generalization is that hedge funds are nim-
ble and quick off the mark. Their managers have a reputa-
tion for astuteness. The rumor that hedge funds are taking
aposition may thus encourage other investors to follow.

Systematic evidence on these relationships is scanty.
An analysis of data reported to the U.S. Commodity
Futures Trading Commission by broker-dealers, commer-
cial banks, foreign banks, hedge funds, insurance compa-
nies, mutual funds, pension funds, and savings and loans
who take large positions in futures markets found that
hedge funds herd among themselves in the Standard and
Poor’s 500 index contract and the three-month Eurodol lar
contract. Smaller funds were detected as herding with
larger ones in the Japanese yen contract and the Standard
and Poor’s 500 Index contract.?

An extension of the analysis to test whether there was
a significant tendency for hedge funds to lead other cate-
gories of investors obtained mixed results. Thereisaneg-
ative correlation between the positions of hedge funds
and the positions of other institutional tradersin the same
period, and there is little correlation between the posi-
tions of hedge funds in the immediate past period and the
current positions of other traders.

Should Hedge Funds Be Subject to Greater Regulatory
and Disclosure Requirements?

Regulators in the United States and the United
Kingdom, where the most important hedge funds oper-
ate, see little need for a specialized policy response to
regulate and limit the funds’ activities in order to in-
crease financial market stability. In particular, in this
prevailing view, hedge funds that take short positions
against foreign currencies do so in response to evidence
of inconsistent policies likely to render currency pegs

2laura E. Kodres and Matthew Pritsker, “Directionally
Similar Position Taking and Herding by Large Futures Market
Participants” (unpublished; Washington: IMF and Board of
Governors of the Federal Reserve System, 1997).

unsustainable. However, insofar as hedge funds buy
sharply depreciated currencies in the wake of a specula-
tive crisis, they are sources of liquidity and stabilizing
speculation that dampen market fluctuations.

Nevertheless, limited measures to strengthen supervi-
sion, regulation, and market transparency might be con-
sidered. For instance, it might be possible to strengthen
and replicate the large-trader and position-reporting
mechanisms in placein countries like the United States as
away of rendering hedge fund operations more transpar-
ent. Any system of detailed portfolio and position report-
ing, to convey useful information, would have to encom-
pass, among others, commercia banks, investment banks,
insurance companies, and pension funds as well. Report-
ing requirements would have to be applied by all coun-
tries; otherwise, market participants who regarded report-
ing as onerous could book their transactions offshore.

The ability of hedge funds to take positionsin financial
markets could also be limited by requirements that banks
and brokers raise margin and collateral requirements.
Similarly, it would be possible to limit the ability of
hedge funds to take short positions in currency markets
by restricting the ability of financial institutions to lend
domestic assets to nonresidents. Again, however, for such
requirements to affect the operation of the markets, they
would have to apply aso to banks, pension funds, insur-
ance companies, and other participants.

Strong limits on position-taking, however, could pre-
vent hedge funds and other international investors from
acting as contrarians. While hedge funds may be among
the first institutional investors to short a currency when
there is evidence of inconsistent macroeconomic funda-
mentals and unsustainable currency pegs, they may also
be among the first buyersto go back into the market after
acrisisin which a depreciating currency overshoots. It is
not clear, therefore, that discouraging position-taking by
hedge funds would reduce volatility in currency or other
asset markets.

The most important action policymakers can take to
protect their economies against uncomfortable market
movements is to avoid offering one-way bets in the form
of inconsistent policies and indefensible currency pegs.
They can aso strengthen the ability of clearance, settle-
ment, and payments systems to withstand asset-price
volatility. And they can provide better information about
government policy and private sector financial conditions
in order to weaken the tendency for inadequately in-
formed investors to “follow the herd” and thereby mag-
nify the repercussions of the positions taken by large in-
stitutional investors, among which hedge funds are only
one category.

especially by swelling the domestic currency value of
foreign debt. More recently, however, while uncer-
tainties have persisted in Indonesia, it is clear that
elsewhere commitments to implement the necessary

reforms and adjustment measures have strengthened

substantially.

The strategies needed to restore confidence and sup-
port a resumption of growth include a broad range of
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measures, which have to be tailored to address the spe-
cific weaknesses of each country. These are the basic
ingredients of the IMF-supported programs in Indo-
nesia, Korea, and Thailand:

¢ Monetary policy must be kept sufficiently firm to
resist excessive currency depreciation, with its
damaging consequences not only for domestic in-
flation but also for the balance sheets of domestic
financial institutions and nonfinancial enterprises
with large foreign currency exposures.! Excessive
depreciation, by weakening the competitiveness
of partner countries’ currencies and contributing
to downward pressure on them, also adds to the
risk of adownward spiral of competitive depreci-
ations, which bring no benefit to any country and
monetary instability to all. As fundamental policy
weaknesses are addressed and confidence is re-
stored, interest rates can be allowed to return to
more normal levels. Indeed, in Korea and
Thailand some easing of monetary conditions has
already been possible. But experience—including
in the Asian crisis—shows that premature easing
can be costly.

¢ Weaknesses in the financial sector are at the root
of the Asian crisis and require particularly urgent
attention, including a clearly announced reform
agenda in each case. These weaknesses have
arisen partly as aresult of a variety of explicit or
implicit government guarantees that encouraged
excessive exposure to foreign exchange and other
risks by financial institutions and their customers,
and contributed to reckless lending. (These prob-
lems are not confined to Asia; they are widespread
globally.) In many cases, weak but viable finan-
cia ingtitutions will need to be restructured and
recapitalized. Insolvent institutions will need to
be closed or absorbed by stronger institutions to
facilitate the restoration of confidence. Public sec-
tor rescue operations should be carried out in the
context of comprehensive restructuring strategies
that contain costs to taxpayers—partly by ensur-
ing that equity holders, bond holders, and other
lenders share losses appropriately—and tighten
prudential regulations and oversight.

¢ Improvements in public and corporate gover-
nance and a strengthening of transparency and ac-
countability are also essential. Recent difficulties
in part reflect extensive government intervention
in the economy and widespread political patron-
age, nepotism, and lax accounting practices.
Strong and unambiguous signals from political

1For a discussion of the experience of countries that have pursued
firm monetary policies in response to exchange market pressures,
compared with countriesthat did not pursue such policies, see*Policy
Responses to Exchange Market Crises,” Box 5 in the World Economic
Outlook: Interim Assessment (December 1997), pp. 42—43.

leaders that such practices will no longer be toler-
ated, and the adoption of appropriate reforms, are
critical to restoring confidence.

 Fiscal policies need to contribute to reductionsin
countries’ reliance on external saving and to take
into account the significant costs of restructuring
and recapitalizing banking systems. While fiscal
discipline is maintained, resources will need to
be reallocated from unproductive public expen-
ditures to spending that can help to minimize the
social costs of the crisis, including the strength-
ening of social safety nets. The required degree
and composition of fiscal adjustment will vary
depending on circumstances in individual coun-
tries, and in the IMF-supported programs fiscal
targets have been adjusted as circumstances have
changed and been reassessed. A balance has to be
struck between the need to restore macroeco-
nomic stability (and to reassure domestic and
foreign investors on that count) and the need to
ensure that domestic demand is not unduly
compressed.

Theinternational financial institutions are providing
unprecedented assistance to contain the damaging
consequences of the crisis for the economies directly
affected and for the global economy while seeking to
limit the risk of moral hazard (Box 2). Substantia
loans by the IMF to Indonesia, Korea, and Thailand
are being supplemented by contributions from other
multilateral agencies. Given the scale of the short-term
debt of several of the crisis countries, however, it is
unrealistic to expect that official assistancewill be suf-
ficient to permit an early redemption of short-term
loans provided by international banks. Private credi-
tors therefore need to contribute as well, both in the
form of loan rollovers and lengthened maturities, and
through the provision of new medium-term financing.
In addition, creditors with claims on insolvent or illig-
uid borrowers may need to participate in debt restruc-
turings. The recent agreement of Korea's private cred-
itors to a voluntary debt exchange that restructured
almost all bank debt (excluding trade credits) is there-
fore particularly welcome.

In all of the countries at the center of the turmoil, the
consequences of the crisis are beginning to be evident
in a substantial compression of investment and con-
sumption with rapidly improving trade positions. For
1998 as a whole, the aggregate current account of
Indonesia, Maaysia, the Philippines, Thailand (the
ASEAN-4 countries), and Koreais now expected to be
in surplus by about $20 billion, compared with deficits
of $27 billion in 1997 and $54 billion in 1996, and the
adjustment could well be larger than is projected. The
forced improvements in external positionswill help to
offset the declines in domestic demand, but output is
still expected to decline in Indonesia, Korea, and
Thailand in 1998.
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As the needed policies are implemented and exter-
nal positions improve, confidence should recover
gradually during 1998, paving the way for a moderate
rebound in growth in 1999 and solid recovery by 2000.
The experience of Mexico and Argentina following
the “tequila crisis’ of 199495 and the experience of
many other countriesin similar situations demonstrate
that a start of economic recovery ayear or so after a
crisis peaks is a realistic and feasible outcome when
policymakers are prepared to address the root causes
of financial crises. The particular severity and impor-
tance of financial sector and other structural weak-
nesses in the Asian crisis mean that the necessary cor-
rective measures, including institutional and legal
reforms, may take longer to implement than in crises
that can be resolved mainly by macroeconomic adjust-
ment. But at the same time the deep declines that have
occurred in currency and financial markets suggest
scope for relatively sharp rebounds as confidence
recovers.

Serious financial crises are not a new phenomenon,
and they will occur again in the future. With the in-
creasing globalization of financial markets and the ap-
parent tendency for investors to react exuberantly to
success, belatedly to emerging concerns, and eventu-
ally to overreact as sentiment changes, it may well be
that the risk of crisesis rising, including the scope for
international contagion. Countering the potential for
new crises is a considerable challenge that needs to be
met through increased vigilance of national policy-
makers and private investors; the provision of fuller
economic and financial information to the public by
governments, financial institutions, and corporations;
and enhanced international and regiona surveillance
of economic and financial developments and policies.
Transparency in policy formulation and implementa-
tioniscritical (see Annex I).

A key task for policymakers is to identify weak-
nesses and imbalances early enough to be able to ad-
dress them before crises erupt, and the development
and monitoring of early-warning indicators of vulner-
ability may be helpful in thisregard. It may be impos-
sible to detect and correctly interpret warning signals
for all types of crises early enough, but many poten-
tially serious crises have undoubtedly been avoided in
the past through preemptive actions.

In some cases, modifying the exchange rate regime
may need to be considered. Currency pegs, currency
unions, and currency boards have served many coun-
tries well, including in the support of stabilization ef-
forts, and the successful defense of a relatively fixed
exchange rate arrangement can bring benefits that out-
weigh the shorter-run costs. But adjustable pegs have
become increasingly difficult to maintain in the face of
large-scale financial flows. And with the adoption of
any peg or fixed-rate arrangement, not only do a num-
ber of preconditions have to be satisfied, but the peg
and the rate at which it is set have to be appropriate,

and policies have to be subordinated to the mainte-
nance of the rate. For some economies, the balance of
costs and benefits may be shifting in favor of greater
exchange rate flexibility, partly because of the advan-
tages of avoiding the risk that a fixed exchange rate
may encourage excessive foreign currency exposure.
However, the decision to exit from a fixed exchange
rate regime is often difficult. Ideally, the exit should
occur during a period of relative cam in exchange
markets, but in practice many exits inevitably take
place during periods of currency market stress. In
these circumstances, in order to lessen the risk of ex-
cessive depreciation, it is essential to implement sup-
porting policy measures and structural reforms and to
put clearly in place a new anchor for price and ex-
change rate expectations.2 And where exchange rate
flexibility is increased, the exchange rate will neces-
sarily remain a key concern of economic policy, with
policy adjustments being taken at times to limit cur-
rency volatility.

All countries benefit from access to global capital
markets and from the improvement in resource alloca-
tion that is associated with market-based competition
for financing both within and among economies.
These benefits include the promotion of competition
in domestic financial sectors that is allowed by the
entry of foreign firms. At the same time, however, itis
clear that there are important preconditions for an or-
derly liberalization of capital movements. These in-
clude, first and foremost, arobust financial system un-
derpinned by effective regulation and supervision of
financial institutions. During the transition to an open
capital account regime with a liberalized domestic
financial sector, market-based instruments such as re-
serve requirements on foreign currency deposits and
short-term borrowing may be helpful in moderating fi-
nancial flows, as will prudential limits that are essen-
tial, in any case, on foreign currency exposure in the
financial system, including exposure to customers
with unhedged foreign borrowing. The liberaization
of domestic financial systemsthat should precede or at
least accompany the opening up to foreign investors
will promote the development of domestic capital
markets, and thereby reduce the risk that capita in-
flows become a substitute for the mobilization and ef-
fective intermediation of domestic financial resources.

As aresult of the Asian crisis, fresh consideration is
being given to possible ways in which the institutional
architecture of the international monetary system could
be adapted to help reduce the probability and severity
of crises. The private sector, as well as national gov-
ernments and international organizations such as the
IMF, has arole to play in thisregard (Box 3).

2See Barry Eichengreen, Paul R. Masson, and others, Exit
Strategies: Policy Options for Countries Seeking Greater Exchange
Rate Flexibility, Occasional Paper (Washington: IMF, 1998,
forthcoming).
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Box 2. Moral Hazard and IMF Lending

Some commentators have argued that the international
community’s assistance to countries experiencing finan-
cial criseswill only encourage more reckless behavior on
the part of borrowers, lenders, and investors—an exam-
ple of the phenomenon known as mora hazard. Moral
hazard exists when the provision of insurance against a
risk encourages behavior that makes that risk more likely
to occur. In the case of IMF lending, the concern about
moral hazard stems from perceptions that the availability
of financial assistance may weaken policy discipline, en-
courage international investors to take on greater risksin
the belief that they will only partially suffer the conse-
guences, or both.

The fundamental purposes of the IMF, as stated in
Article | of its Articles of Agreement, include:

To give confidence to members by making the general re-
sources of the Fund temporarily available to them under ade-
quate safeguards, thus providing them with opportunity to
correct maladjustments in their balance of payments without
resorting to measures destructive of national or international

prosperity.

The IMF's lending role stems from the public policy
objective of limiting the economic and social costs of
crises. The experience of the Great Depression taught
policymakers that the damage caused by systemic finan-
cial crises can be devastating and that the devastation can
spread globally. This provides a strong justification for a
public policy role in order to avoid unnecessarily deep
and damaging crises.

However, the potential availability of IMF financing
could in some instances increase incentives for risk
taking by both potential borrowers from the Fund, and by
lenders to countries. Policymakers of a given country
could pursue more risky policies, knowing that the IMF

will be there if their policies fail. Lenders could take ex-
cessive risks in the belief that an IMF loan would be
available to enable the government or the banks to pay
their debt if the country got into financial trouble.

In considering the potential for moral hazard, it isim-
portant to distinguish between borrowers and lenders
and between different investment instruments. From a
borrower’s perspective, it is hard to believe that a coun-
try would deliberately risk a financial crisis simply be-
cause it can count on IMF assistance. This seems highly
unlikely given the huge economic and socia costs of
crises and the political costs of the reforms and adjust-
ment measures needed to overcome them. There is, of
course, reason for concern about the repeated failure of
countriesto request assistance at an early stage, when se-
rious crises can still be averted through preemptive ac-
tion. Indeed, as the problems mount, governments are
often inclined to take measures that make the eventual
crisis deeper and more costly. However, rather than
moral hazard, such delays and actions probably reflect
the great political reluctance to accept the need for pol-
icy changes and fundamental reforms until there is no
other option.

International equity investors and holders of long-term
debt instruments a so do not seem to be substantially mo-
tivated by the prospect of international financial rescue
operations. In fact, with stock markets and exchange rates
plummeting, between mid-1997 and early 1998 the value
of foreign portfolio investments in some Asian markets
fell by half to two-thirds. There was never any reasonable
basis for expecting that investors in equities would be
shielded from such losses by government bailouts or in-
ternational assistance. Similarly, bond investors clearly
do not expect to be compensated for the immediate con-
sequences of acrisis.

Advanced Economies

The advanced economies will all be negatively af-
fected by developments in Asia. The impact on indi-
vidual economies and the implications for policy will
vary, however, depending on three sets of factors. The
first is the importance of trade and financial links with
the crisis economies; these links are generally closest
in the Asia-Pacific region.3 A second factor is the
economy’s starting position. The contractionary ef-
fects of adjustment in the crisis economies will be
most damaging in economies where activity and con-
fidence were aready weak—notably Japan—but will

3For example, in 1996, trade with the Asian newly industrialized
and devel oping economies (average of merchandise exports and im-
ports) represented 7 percent of GDP in New Zealand, 8 percent of
GDP in Australia, and 5 percent of GDP in Japan, compared with
153 percent in the major industrial economies of Europe and
North America. See Box 3 of the December 1997 World Economic
Outlook: Interim Assessment, pp. 34-35.

contribute to the containment of inflationary pressures
in countries operating close to full resource utilization,
including the United States and the United Kingdom.
And third, the impact on any country will depend on
how it is affected by the developments in foreign ex-
change and financial markets that have accompanied
the crisis—developments stemming partly from mar-
kets anticipation of the economic effects of the crisis,
but also related to the ways in which financial flows
have been redirected. These developments include the
general decline in bond yields, and the strength of
the U.S. dollar and pound sterling.

In Japan, the crisis hit an economy whose nascent
recovery had already stalled. After four years of stag-
nation, output in Japan had grown by 4 percent in
1996, and in the early part of 1997 it seemed that self-
sustaining growth was taking hold. But activity de-
clined sharply in the second quarter and remained
below its first quarter level in the remainder of the
year. Theloss of growth momentum before the middie
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For short-term credit provided by international banks
and other investors there is greater concern about possible
moral hazard. There is no doubt that problems of illiquid-
ity, insolvency, and default in the financial sector pose se-
rious problems for public policy, particularly when thereis
athreat of contagion and of unwarranted damage to unin-
volved parties. For example, governments sometimes pro-
vide extensive guarantees to banks external creditors to
convince them to roll over short-term claims, as was the
case in severa of the Asian countries in crisis. Even in
such cases, however, the foreign banks are not completely
protected. Moreover, some foreign bank claims on corpo-
rate borrowers in crisis countries are typically written
down. The fall in earnings and increase in loan-loss provi-
sions in the fourth quarter of 1997 for banks heavily ex-
posed to Asian emerging markets provide an indication
that the Asian crisis is indeed costly also for international
banks.

To guard against and minimize moral hazard in the fi-
nancial sector, adherence to the principles of sound bank-
ing isessential. In particular, financial institutions need to
be adequately capitalized and regulated to ensure that
shareholders and subordinated creditors bear the main
consequences of imprudent financial decisions.

The IMF's policy advice seeks to ensure to the extent
possible that the parties to private transactions bear the
costs of their actions. Thus, policy advice on banking sec-
tor restructuring typically includes the closing of insol-
vent institutions and equity writedowns in institutions
that are restructured. However, depositors may need to be
protected up to certain limits, or more broadly if there is
a genuine risk of a run on entire banking systems. With
respect to banks' foreign creditors, it may be difficult to
avoid moral hazard altogether, although there may well
be scope for arrangements in which foreign banks agree

to roll over short-term loans at reasonable risk premia at
times when they would not normally choose to do so.

The issue of whether and how private creditors should
assume a greater share of the burden of dealing with fi-
nancial crises—the so-called bail in—will need to be
considered carefully during the period ahead as sug-
gested recently by the Group of Seven.1

Given the significant costs of financial crises for bor-
rowers and most lenders alike, it seems unlikely that im-
prudent lending and investment decisions are primarily a
result of moral hazard created by the presence of the IMF
and other international financial bodies. It seems more
likely that imprudent decisions reflect misjudgments or
“irrational exuberance” that lead investors and banks to
underestimate risks in emerging market countries (and
then to overreact when sentiment begins to change). This
underscores the need to ensure that investment decisions
are supported by timely and accurate information so that
investors, lenders, and borrowers are fully aware of a
country’s situation and vulnerabilities. (See Box 3.)

* * %

Limited as it may be, it is unlikely that moral hazard
can be reduced to zero without substantially increasing
the economic and social costs of crises—both for the
countries directly concerned and, through contagion and
spillovers, for the global economy. But it is critical to
seek to minimize moral hazard, a concern that has been
key in the design of IMF programs with the countries at
the center of the Asian crisis.

1See communiqué released by Group of Seven Finance
Ministers and Central Bank Governors following their meeting
on February 21, 1998.

of the year may be attributed to a number of primarily
domestic factors, including the increase in the con-
sumption tax in April 1997, significant cuts in public
spending, and fragilitiesin the financial system, which
stemmed in part from the lingering effects of the col-
lapse of asset prices since the beginning of the decade.
In the latter part of the year and in early 1998, the
Asian crisis (especialy its spread to Korea), concerns
about the domestic financial sector, and the renewed
weakening of equity prices fed on each other, con-
tributing to continued weakness in domestic spending.
The crisis will also weaken exports, as has already
begun to be apparent in trade data, both through the
compression of demand in a number of important
neighboring partners and through losses of competi-
tiveness in relation to them. As a result of these diffi-
culties, overall activity is now projected to stagnate in
1998. The projections have not been revised to take
account of the proposals announced in late March for
a fiscal stimulus package, because of insufficient in-

formation about the prospective measures to allow an
assessment of their likely economic effects. Nor have
they been revised to take account of data on the econ-
omy that appeared in late March and early April (no-
tably the Tankan survey) suggesting greater weakness
than had been assumed. On balance, it is clear that
downside risks to the projections remain significant.
A number of policy ingredientswill be needed to lift
the Japanese economy from its stagnation. With regard
to monetary policy, negligible underlying inflation, a
large output gap, weak demand, weak credit growth,
and therisk of a“credit crunch” all justify the mainte-
nance of easy monetary conditions, with no increasein
official interest rates in the near future; indeed, the
limited scope that remains for reducing official inter-
est rates further may need to be utilized, together with
continued actions to ensure ample liquidity. In the area
of financial sector policies, in late December the au-
thorities announced several measures to restore confi-
dence and raise the willingness of banks to lend,
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Although reforms at the national and international
level cannot be expected to eliminate all risks of crises
such as those now affecting several Asian economies,
there is broad agreement on areas where reforms should
be considered as potentially helpful in reducing the fre-
quency and diminishing the costs of such crises.

Information Collection, Disclosure, and Transparency

Financial markets and institutions rely on information.
When underlying information about the true economic
and financial situation of enterprises, banks, and coun-
triesis poor, when disclosure of available information is
limited, and when potentially damaging information can
be disguised or withheld, national and international fi-
nancial systemswork less efficiently and are more prone
to disruptive behavior. At the most basic level, improve-
ments in information require efforts in the private sector,
including especially implementation of sound account-
ing practices and of appropriate standards for disclosure
to investors, financial institutions, official agencies, and
the general public. Governments have avital rolein pro-
moting these practices and standards, as well as in col-
lecting and disseminating accurate economic and finan-
cial data with adequate detail and timeliness. Central to
governments’ responsibilities is the provision of com-
prehensive and transparent fiscal accounts, and there is
scope for improvement in this area in many countries.
Substantial efforts are also needed to improve the com-
pilation of financial data, in particular data on external
indebtedness, including its maturity. Through consulta-
tion with awide range of public and private participants,
and through technical assistance, the international com-
munity continues to encourage the development and pro-
mulgation of sound information practices, in accord with
broadly accepted international norms. For its part, the
IMF has created a voluntary Special Data Dissemination
Standard (SDDS) to be met by countries currently or
prospectively borrowing on international capital mar-
kets. Initiatives are aready under way to improve the
SDDS by extending its coverage of international re-
serves, adding prudential-type bank indicators, and spec-
ifying private external debt more clearly. The IMF has
also taken a variety of steps to make its own operations
more transparent, including the introduction of Press
Information Notices (see below). There is also a need to

Box 3. International Monetary System: Measures to Reduce the Risk of Crises

strengthen the provision of information on institutional
infrastructure, including the use of internationally com-
parable accounting standards, the adequacy of bank su-
pervision and regulation, and the presence of a transpar-
ent and efficient bankruptcy process.

Prudential Management and Supervision
of Financial | nstitutions

Weak financial systems increase vulnerability to eco-
nomic crises and deepen such crises when they occur.
The main elements of necessary reforms are outlined in
the Basle Committee on Banking Supervision's Core
Principles for Effective Banking Supervision! and the
IMF's Toward a Framework for Financial Stability.2 The
central objective is to support and enhance market disci-
pline, which provides strong incentives for proper assess-
ment and management of risks by banks and other finan-
cial institutions. Key elements of reform include rigorous
standards for the recognition and disclosure of gains and
losses, adequate capitalization to cover risks, strict limi-
tation of public sector support in situations of systemic
need, a clear early-exit policy for insolvent or very weak
institutions, and autonomy of bank regulation from polit-
ical interference. As the crisis in Asia has once again
demonstrated the systemic risks arising from large-scale,
short-term, foreign currency borrowing, it would appear
that this issue merits specia attention in an adequate sys-
tem of prudential regulation.

Orderly Capital Account Liberalization

Openness of an economy to international capital flows
generates substantial benefits, but it also poses significant
risks. Risks are exacerbated when the opening isiill pre-
pared or ill structured. Weaknesses in a financial system
that has been sheltered from domestic and international
competition and burdened with government intervention
are often revealed following capital account liberaliza-
tion. Speculative booms and subsequent collapses can be

1Basle Committee on Banking Supervision, Core Principles
for Effective Banking Supervision (Basle, Switzerland: Bank for
International Settlements, 1997).

2David Folkerts-Landau and Carl-Johan Lindgren, Toward a
Framework for Financial Sability (Washington: IMF, January
1998).

including the provision of public funds (amounting to
6 percent of GDP) to protect depositors of failed insti-
tutions and to recapitalize weak but solvent ones. The
willingness to use public funds was particularly wel-
come, and had some effect in raising confidence. An
initial round of capital injection was completed at the
end of March, involving most of the major banks, al-
though the conditions were not very stringent. Rules-
based and transparent criteriafor the allocation of such
funds are needed that would ensure that banks receiv-
ing assistance take the necessary steps to ensure their

10

long-term viability. Strong steps will also be needed
over the medium term to foster a competitive, dy-
namic, and market-based financial system in line with
the Big Bang reform plans.

With regard to fiscal policy, it will be important to
ensure that it supports growth in 1998. Despite tax re-
bates to be provided in the first half of the year, the
fiscal stance budgeted for the year as a whole is con-
tractionary to the tune of about !4 of 1 percent of
GDP, as a result of continued spending restraint.
While medium-term fiscal consolidation remains im-
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generated when governments, business enterprises, and
financial institutions make use of the opportunities pro-
vided by expanded accessto international capital markets
without adequate appreciation of the risks. To guard
against these and other dangers, proposals for extending
the IMF’sjurisdiction to cover the liberalization of inter-
national capital movements generally envision a process
under which structural reform of financial systems, in-
cluding the introduction of appropriate safeguards, is un-
dertaken along with, or in advance of, liberalization.
Some of these safeguards (such as limits on foreign ex-
change risks for financial institutions) may be permanent
features of a prudential regime that persists when capital
account transactions are fully liberalized.

Macroeconomic Policies

As the experience in Asia unfortunately testifies, gen-
erally sound management of monetary and fiscal policy,
even over an extended period, provides no absol ute guar-
antee against major economic crises. Substantial current
account deficits and overvalued exchange rates can de-
velop despite prudent macroeconomic policies, and vul-
nerability to a crisis can escalate especially when domes-
tic asset prices have become inflated and capital inflows
take the form of short-term debt. When a crisis threatens,
the issue is not how good policy has been, but how
quickly and credibly it can respond to the threat. Coun-
tries that demonstrated the capacity for macro policies to
react forcefully to recent pressures on capital flows to
emerging markets have generally weathered the storm
more successfully than those whose responses were weak
and inconsistent. The resilience of the economy, and es-
pecially the financial sector, to afirming of monetary and
fiscal policy, aswell asthe political willingnessto tighten
policies when needed, are critical to the ability to contain
emerging crises.

With respect to exchange rate policies, many countries
have benefited considerably from the maintenance of
fixed exchange rates. Increasingly in recent years, how-
ever, more developing countries have shifted to aregime
in which the exchange rate floats, usually with some gov-
ernment intervention. With greater openness to the pres-
sures arising from fluctuationsin capital flows, aswell as
fluctuations in world trade and in the exchange rates of
the world’s major currencies, more countries may wish to

reconsider whether policy regimes with greater exchange
rate flexibility (and with somewhat greater flexibility in
other policies) would be better attuned to their needs and
circumstances. Nevertheless, as emphasized in the
October 1997 World Economic Outlook, the exchange
rate must remain a key concern of economic policy, and
emerging markets countries with flexible exchange rate
systems need to be prepared to adjust policies readily to
limit exchange rate volatility.

Second-Generation Reforms

Broadly based structural reforms—so-called second-
generation reforms—are essential to sustain and enhance
countries’ longer-run growth performance, to reduce the
risk of disruptive changes in investor confidence when
economic or financial problems eventually appear, and to
enhance the credibility of policy actions needed to fore-
stall or contain crises.

Such reforms cover a number of areas that have been
highlighted by the recent Asian crises, such asthe need to
reduce government intervention in the economy in areas
where market forces provide greater efficiency, measures
to address corruption and improve both private and pub-
lic sector governance, improved transparency of govern-
ment budgets (see Annex ), and strengthened efficiency
and robustness of the financial sector.

Surveillance

Diagnosis of vulnerabilities to potential crises and pre-
scription of appropriate remedies can be aided by the
process of surveillance, to which the IMF, other multilat-
eral organizations, and regional and other country groups
al contribute. IMF surveillance takes place mainly
through the annual Article 1V consultation with each
member country on the state of its economy. The report
for the consultation is based on IMF staff research and on
discussions between the staff and the authorities of the
country. The Article IV staff report is then presented to
and discussed by the IMF's Executive Board, whose 24
members represent the institution’s 182 member coun-
tries. Recent events suggest that more emphasis in sur-
veillance is needed on vulnerability to sudden shifts in
international capital flows, on the particular dangers
of short-term foreign currency debt, on the importance
of sound financia systems and their informational

portant, the need to support recovery calls for addi-
tional measures to make policy significantly stimula-
tive this year. Tax reductions, to be paid for by base
broadening and spending cuts when the recovery be-
comes more firmly established, would have the ad-
vantage of promoting medium-term structural reform
objectives as well as providing short-term stimulus.
With regard to additional public expenditure, efforts
should be made to ensure that it is efficiently used and
boosts the productive potential of the Japanese econ-
omy. In the area of structural reforms, more rapid
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action is long overdue to improve Japan’s medium-
term growth potential, and it would promote recovery
by increasing confidence and opening up new areas
for investment. The economic package announced in
November reinforced earlier initiatives with deregula-
tion measures affecting telecommunications and land
use. Further land market reforms would be particu-
larly important for supporting effortsto strengthen the
banks' financial position, while further reforms of the
distribution system are needed to open the economy
further.
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Box 3 (concluded)

infrastructure, and on the potential for spillover and con-
tagion effects. In this context, there is greater scope in
some cases for regional groups to provide peer pressure
for countries to address emerging problems at an early
stage. Also, to make surveillance more effective, it ap-
pears essential to strengthen incentives for national au-
thorities to pay serious attention to the message from sur-
veillance while problems are still manageable. Thisraises
the delicate issue of the extent to which, and the means
through which, messages from surveillance should be
conveyed to financial markets, and to the general public.
The introduction of Press Information Notices, which
adlow IMF members to release the IMF Executive
Board’s assessment of their economic policies following
an Article IV consultation, is a step in this direction.3

Discipline on Private Capital Flows

Surges of capital toward emerging market economies
have contributed to unsustainable booms, and rapid rever-
sals of these flows have precipitated dire crises. To miti-
gate this phenomenon, it would appear desirable to make
suppliers, as well as users, of international capital flows
more aware of the risks, and to ensure that they jointly,
rather than as innocent bystanders, bear the principal cost
of a crisis if one occurs. Flows of equity capital present
limited problems because movements in equity prices
mainly absorb shiftsin investor sentiment without the dis-
ruption of actual or threatened default on debt obligations.
Debt flows to, and derivative transactions with, private
entities need to be kept as private obligations subject to
established (and hopefully efficient and transparent)
mechanisms for resolving difficulties between private
borrowers and lenders. This principle, however, has
proved difficult to sustain when much of a country’s fi-
nancial system isthreatened with default or when much of
private business is in a similar situation. Prudential regu-
lations that limit short-term (especially foreign currency)
exposure are appropriate to protect against such situa
tions—especially for the financial sector, where the gov-
ernment may need to act as lender of last resort. In addi-
tion, national bankruptcy laws need to be adopted to

3Press Information Notices are posted on the IMF's public
Internet site on the World Wide Web, at http://www.imf.org.

facilitate appropriate loss sharing. More generally, to
avoid such situations, losses to private borrowers and
lenders must be established as a regular and expected
event when defaults occur—so that the risks of borrowing
and lending may be properly appreciated by all parties and
so that prudent management of such risks will become es-
tablished practice. To contain moral hazard, in the event of
ageneral crisis, government should avoid general bailouts
of either private creditors or private debtors. Mechanisms
to facilitate the participation of private creditorsin the ex-
peditious resolution of such crises, including appropriate
loss sharing aong with debtors, would be desirable but
are difficult to design and implement. The premium is on
avoiding such systemic crises.

Sovereign | ndebtedness

Default by a sovereign borrower poses particularly
great difficulties. There is no established mechanism
to handle such situations in an expeditious manner, and
the messy approach used in the debt crisis of the 1980s
would be far less manageable now that much sover-
eign debt is in the form of bonds held by widely diversi-
fied groups of investors. To contain this problem, the
key requirement is to keep the volume of sovereign debt,
especially foreign currency debt, falling duein any year to
manageabl e proportions, and to maintain adequate foreign
currency reserves. The government should also seek to
limit, through prudential regulations and liquidity require-
ments, obligations it might have to assume as a lender of
last resort in the event of a systemic banking crisis. The
heightened danger of litigation following a default on in-
ternational sovereign bonds underscores the importance
of a cautious approach to the waiver of sovereign immu-
nities, particularly by central banks. In addition, as sug-
gested by the report of the Deputies of the Group of Ten
on The Resolution of Sovereign Liquidity Crises,# it might
be useful to consider provisionsin new loan contracts and
bond covenants to encourage constructive collection ac-
tion by creditors when a sovereign faces grave difficulties
in meeting its obligations.

4Group of Ten, The Resolution of Sovereign Liquidity Crises:
A Report to the Ministers and Governors, prepared under the
auspices of the Deputies (Basle, Switzerland, 1996).

The other advanced economiesin Asiaand the south
Pacific were generally in a stronger cyclical position
than Japan when the Asian crisis erupted. In Australia,
growth strengthened during 1997 against a back-
ground of subdued inflation, a budget close to balance,
and areduced current account deficit. Asaresult of the
Asian crisis, the Australian dollar depreciated sharply
against the currencies of other industrial countries in
late 1997, but retraced some of thisfall in early 1998.
The overall gain in external competitiveness will at-
tenuate the effects of the crisis on net exports and
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growth, and athough the depreciation will also have
an impact on prices, inflation is expected to remain
within the official target range of 2-3 percent. A
widening of the current account deficit is likely, but
maintenance of the authorities’ fiscal consolidation
program remains appropriate, with the automatic sta-
bilizers being allowed to absorb the adverse effects of
the crisis. In New Zealand, as in Australia, monetary
policy will need to strike a balance between support-
ing a pickup in growth in the face of Asia’'s slowdown
and limiting the potential inflationary consequences of
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currency weakness. New Zealand's current account
deficit in 1997, at 7% percent of GDP, was the largest
among the advanced economies, and fiscal tightening
measures may be necessary to achieve the authorities
projected budget surpluses and to help maintain in-
vestor confidence.

The newly industrialized economies of Asiahave all
been significantly affected by the crises in the region.
Policies in the countries in crisis, which include
Korea, have been discussed earlier. In Hong Kong
Special Administrative Region of China (Hong Kong
SAR), competitiveness has deteriorated somewhat as a
result of regional currency depreciations, and interest
rates have risen periodically to relatively high levelsin
the face of sporadic pressures on the currency. The re-
cent correctionsin equity and property markets, higher
interest rates, and weaker external demand will act
to reduce overheating pressures that had emerged in
199697, and to slow activity in 1998. The mainte-
nance of the peg under the currency board arrange-
ment will be facilitated by the flexibility of Hong
Kong's product and factor markets, as well as by its
strong international reserve position. The banking sec-
tor has been feeling the strains of the turmoil in the re-
gion but is protected by its strong fundamentals and
regulatory framework. Strong financial sectors have
also helped to limit the contagion of the regional crisis
in Sngapore and Taiwan Province of China. In both
cases there has been significant currency depreciation
vis-avis most of the industrial countries and a signif-
icant rise in domestic interest rates.

The advanced economies of North America and
Europe will generally be less adversely affected by the
crisis. In the United States, the crisis and its repercus-
sions appear for the time being to have obviated the
need for atightening of monetary policy to restrain the
growth of demand. U.S. economic performance in
1997 was exceptionally favorable, with the fastest
growth in 9 years, the lowest inflation in 32 years (in
terms of the GDP deflator), unemployment falling to
its lowest level in 24 years, and virtual balance in the
federal budget for the first time since the early 1970s.
While there is some uncertainty surrounding the
prospective moderation of growth this year, the cur-
rent stance of monetary policy seems appropriate, es-
pecialy given the restraining effects on inflation still
expected to materialize from the strength of the dollar
and the recent weakness of commaodity prices. Further
adjustment of official interest rates in either direction
should await signs of continuing above-potentia
growth or a further acceleration of wage costs on the
one hand, or an unexpectedly sharp slowdown on the
other. One factor tilting the outlook in the former di-
rection will be lower bond yields, which will tend to
boost such interest-sensitive spending as housing and
business investment. Tilting the outlook in the latter
direction will be the effects on net exports of dollar ap-
preciation and the Asian slowdown. To help contain
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the growth of aggregate demand, and also in view of
the longer-term budgetary problems that the country
faces owing to population aging, it is important that
the small fiscal surpluses that are in prospect for
1998-99 be allowed to materialize. It would, indeed,
be beneficial if the reform of entitlements was accel-
erated to improve the fiscal position further ahead of
the deterioration expected in the next decade. Fiscal
restraint will also help to contain the expansion of the
external deficit and the associated risk of a disruptive
correction of the dollar at some stage.

Canada also experienced strong growth in 1997,
but, with significant slack remaining, inflation eased
further. A considerable widening of the current ac-
count deficit, together with weak global commodity
markets, contributed to downward pressures on the
Canadian dollar that were intensified by the Asian cri-
sis. Official interest rates were raised in November and
December 1997 and in January 1998 to offset the con-
sequences of the currency depreciation for monetary
conditions. Fiscal policy remains on track following
the substantial consolidation efforts of recent years,
with the IMF staff projecting surpluses for 1998/99
and beyond. Given Canada’s subdued inflation, signif-
icant output gap, and cautious fiscal stance, and also
the negative spillover effects from the Asian crisis, ac-
tions to alter monetary conditions would not appear
warranted at this time. If the expansion continues at a
robust pace, monetary conditions may need to be
tightened to ensure that inflation remains within the
target range.

In Europe, there have continued to be notable di-
vergences in cyclical positions. In one group of coun-
tries—including the United Kingdom, Denmark,
Finland, Ireland, the Netherlands, and Norway—
strong expansions have continued, and inflation has
remained subdued even though spare capacity has
been largely absorbed. A key challenge in these coun-
tries is to reduce the risk of overheating.

In the United Kingdom, above-potential growth last
year reduced unemployment to a 17-year low, and al-
though inflation has been generally closeto its 2/ per-
cent target, there has been a pickup in the growth of
earnings. Growth slowed markedly and became in-
creasingly unbalanced toward the end of last year as
trade performance weakened while domestic demand
remained strong; industrial production has fallen grad-
ualy from its mid-1997 peak. Sterling's substantial
real appreciation since mid-1996, together with the
Asian crisis, is expected to weaken net exports further
this year, and domestic demand should slow as aresult
of last year's monetary tightening and the unwind-
ing of the effects of consumer “windfalls.” A faster-
than-expected fall in government borrowing during
1997/98 means that most of the consolidation ex-
pected over two years has already taken place and that
fiscal policy will have a smaller contractionary im-
pulse this year than expected earlier. Striking the right
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balance for monetary policy in these circumstances is
adifficult challenge. A further tightening will be called
for if domestic demand fails to moderate sufficiently
to ensure that inflation remains under control; but
monetary conditions should be allowed to easeif signs
emerge of a sharp slowing of growth.

In a second group of European countries, which in-
cludes Germany, France, and lItaly, growth has
strengthened moderately since early 1997 after falter-
ing in the course of the two preceding years. A key
challenge now in these countries, especialy given un-
employment rates that are close to record highs, is to
ensure that the momentum is maintained through
stronger growth of domestic demand. This is particu-
larly the case for Germany and France, where foreign
demand has been providing the main stimulus to
growth. In the period ahead, the Asian slowdown risks
weakening net exports, although gains in competitive-
ness since 1995 will continue to provide support. In all
three countries, a moderate strengthening of domestic
demand growth is projected in 1998, supported by re-
cent declines in bond yields and the likely absence of
significant further fiscal consolidation. Such strength-
ening is already apparent in France, but less so in
Germany. From the perspective of both countries, it
would be appropriate for monetary policy to remain on
hold for the time being. In Italy, even after the further
reductions in official interest rates in late December,
short-term rates are more than 2 percentage points
higher than in Germany and France; the further de-
clinesin rates that are in prospect as convergence pro-
ceeds in the future euro area should not give rise to
undue inflationary pressure.

Apart from these two main groups of countries,
there is a variety of cyclical positions among the
European economies. Switzerland has only begun to
recover from six years of stagnation; with only modest
growth in prospect, supportive monetary conditions
will continue to be needed for some time. Portugal
and Spain, by contrast, have been enjoying quite
strong growth; with inflation subdued, the prospective
further easing of monetary conditions in the run-up to
EMU should not give rise to immediate concern.
Meanwhile, moderate expansions have continued in
Austria, Belgium, and Swveden.

Policy requirements in Europe in the period ahead
have to be considered in the context of EMU, Stage
3 of which isdueto begin on January 1, 1999 with the
locking of exchange rates. The decision on initial
participants will be made in early May (see Appen-
dix). In late March, the European Commission rec-
ommended, on the basis of its own convergence re-
port and that of the European Monetary Institute, that
the 11 countries planning to participate at the outset of
EMU (all EU countries other than Denmark, Greece,
Sweden, and the United Kingdom) be judged quali-
fied to do so. A decision on the bilateral exchange
rates at which the currencies of the countries entering
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EMU will be locked will also be made in early May.
In preparation for this, the central rate of the Irish
pound in the exchange rate mechanism (ERM) of
the European Monetary System (EMS) was revalued
with effect from March 16. At the same time, as part
of the Greek government’s commitment to join the
euro area in 2001, the drachma entered the ERM, fol-
lowing a devaluation against the European currency
unit (ECU).

The prospect of EMU has implications for mone-
tary, fiscal, and structural policies. In the area of mon-
etary policy, this year is likely to see the continued
convergence of interest rates among the prospective
participants, with scope for some further decline in
the average level of rates at short maturities (Figure
2). As this convergence occurs, close coordination of
monetary policies will be needed to ensure that an ap-
propriate balance is struck between minimizing the
risk of overheating in those economies where expan-
sions are mature and supporting recoveries where
they are less advanced. The overall stance is likely to
be compatible with a strengthening of economic per-
formance in the prospective euro area as a whole,
which should provide a helpful basis for the success-
ful launching of the new currency (see discussion in
Chapter 111).

In the area of fiscal policy, the convergence process
has in recent years brought substantial progress with
budgetary consolidation. Last year, in particular, Italy
achieved a deficit reduction equivalent to 4 percent of
GDP, which has few parallels among industrial coun-
tries. With little further consolidation projected for
1998-99 in most prospective EMU members, how-
ever, structural deficits are projected to remain close to
or above 1 percent of GDP, with actual deficits falling
modestly below 3 percent of GDP. Thus EMU will
begin with several countriesin fiscal positionsthat cir-
cumscribe the scope for flexibility under the Stability
and Growth Pact. This points to the need for some fur-
ther budgetary consolidation; and these countries
should take advantage of the present favorable cycli-
cal conditionsto move decisively in thisdirection. The
prospective costs of population aging also point to the
need for such action. In many cases, this should go
hand in hand with urgently needed reforms of benefits,
subsidies, and taxes that would help to raise employ-
ment and improve economic efficiency.

With regard to structural policies, there continue to
be reasons for concern about the lack of progress to-
ward greater flexibility of both product and labor mar-
kets. Poorly functioning labor markets characterize
most of the prospective participating countries, includ-
ing the three largest. Not only will labor market rigidi-
ties continue to impede progress in reducing high un-
employment, but they will also hinder macroeconomic
adjustment under asingle currency and tend to produce
further increases in joblessness. The failure to reform
Europe's labor markets is clearly the Achilles’ heel of
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the EMU project.4 The proximity of EMU has in-
creased the urgency of reforms of tax and benefit
systems, employment legisation, and training pro-
visions that will enhance the supply and mobility of
labor and improve incentives for job creation. By con-
trast, such measures as legislated reductions in work
weeks and increases in minimum wages are likely to
worsen rather than ease the problem of structural
unemployment.

Developing Countries

Developing countries in all regions are being ad-
versely affected to varying degrees by the Asian crisis.
Although it seems unlikely that international investors
will substantially reduce their exposure to emerging
market countries that are not at or near the center of
the crisis, generally high risk premia, losses of com-
petitiveness, lower commodity prices, and stepped-up
efforts to address domestic and external imbalances
are likely to cause most developing countries to expe-
rience at |east moderate slowdowns in growth in 1998.

China has been relatively immune to contagion
from the crisis, partly because its capital inflows con-
sist primarily of direct investment while vehicles for
financial speculation are limited. Thereal effective ex-
change rate has risen somewhat (by about 6 percent)
as aresult of the large depreciations in the region,> but
the trade position remains strong, and international re-
serves are large. Growth is expected to slow moder-
ately this year, owing to weakening domestic demand
aswell asthe more difficult international environment.
The authorities are committed not to devalue the ren-
minbi, a policy that they appropriately view as critica
to the restoration of stability in the region. Key policy
challenges that must be met for rapid growth to be
maintained include the need to restructure and en-
hance efficiency in state enterprises (including through
diversifying ownership) and the related need to
strengthen the banking system.

In India, the rupee has fallen by about 10 percent
against the U.S. dollar since late 1997, partly as a re-
sult of spillovers from the regional crisis, but its ex-
change value is little changed on a rea multilatera
basis. Capital inflows are expected to be sustained,
and there remains considerable potential for higher
foreign direct investment. The recent slowing of
growth, while partly attributable to cyclica factors,
suggests that the boost given by the reforms initiated
in 1991 has been wearing off. To put India on a sus-
tainably faster growth path, stronger efforts are needed

4See Chapter 11 of the October 1997 World Economic Outlook,
pp. 55-57, for a discussion of the policy requirements of a success-
ful EMU, including the importance of flexible labor markets.

SUncertainty about the magnitude of the change in the trade-
weighted exchange rate is discussed in Chapter 1.
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Figure 2. Nominal and Real Interest Rates

in the Prospective Euro Areatl
(In percent)

Scope remains for further convergence of short-term interest rates
in 1998.
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1Readl interest rates are defined as nominal rates deflated by the
change in consumer prices over the preceding four quarters.

2Comprises Austria, Belgium, Finland, France, Germany, Ireland,
Italy, Luxembourg, the Netherlands, Portugal, and Spain.
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to reduce the large fiscal deficit, liberalize foreign
trade and investment, aleviate infrastructure bottle-
necks, deregulate domestic product markets, and re-
form the financial and enterprise sectors. In Pakistan,
the external position remains fragile, and strong ad-
justment efforts are needed to reinforce the benefits of
the structural reforms being undertaken.

In Latin America, in response to spillovers from
Asia, Brazl tightened monetary and fiscal policies
significantly in October and November, thereby
restoring market confidence and halting the drain of
foreign exchange reserves. Further privatizations
should help to maintain capital inflows, and with a
likely declinein the current account deficit (to 3V per-
cent of GDP) in 1998, the risk of renewed pressures on
the real has diminished. However, growth is expected
to slow to 1% percent this year. Continued efforts to
contain fiscal and external imbalances are needed to
strengthen growth and safeguard financial stability. In
Argentina also, financial market pressures emerged in
October, with a significant stock market correction
and widening spreads on sovereign debt. Financia
market conditions have subsequently eased and
growth in 1998 is expected to moderate to 5 percent
from the 8 percent rate recorded in 1997, but the cur-
rent account deficit is projected to widen further,
which is an element of vulnerability.

In Mexico, the Asian crisis led to a marked increase
in exchange market and interest rate volatility. A sub-
stantial, temporary increase in interest rates helped to
stabilize the exchange rate, although the peso fell to
new lows against the dollar in February while the eg-
uity market recovered some of its earlier losses.
Growth is projected to slow moderately to about
4% percent in 1998, while the current account deficit
is projected to widen somewhat, to 2\ percent of
GDP. In Chile, the peso came under pressure in
December but stabilized by late January after moder-
ate official foreign exchange market intervention and
asizableincreaseininterest rates. Real GDP growth is
expected to moderate sightly to 556 percent this
year, with inflation easing further, but the current ac-
count deficit is projected to widen because of the ef-
fects of the Asian slowdown on export earnings. The
economic recovery in Vlenezuela gained momentum in
1997, with real GDP expanding by 5 percent. Progress
in reducing inflation has been slower than expected,
reflecting limited progress with fiscal adjustment as
well asinsufficiently tight monetary policy. Growth is
expected to slow somewhat in 1998 owing to the drop
in oil prices. Bolivia and Guyana are expected to re-
ceive assistance this year from the international com-
munity under the initiative for heavily indebted poor
countries (the HIPC Initiative), along with a number
of African countries (see below).

For the Middle East and Europe region, the direct
spillovers from the Asian crisis have so far been lim-
ited, with temporary declines in equity pricesin some
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countries, and a widening of interest spreads on inter-
nationally traded debt. The decline in oil prices, how-
ever, if sustained, would pose a serious risk to the
growth outlook for the region, and particularly for the
region’s large oil exporters such as Saudi Arabia and
Kuwait. In the Islamic Republic of Iran, expansion of
real GDP slowed last year, reflecting cutbacks in gov-
ernment capital expenditures, stagnant non-oil ex-
ports, and delays in structural reforms, and growth is
expected to remain subdued in 1998 in part because of
lower oil prices. In Turkey, growth moderated to
5¥4 percent in 1997, and is expected to slow further in
1998 as the government steps up its efforts to reduce
inflation, which is running close to triple digits on an
annual basis. With a continuing large fiscal deficit, the
economy and its banking system remain vulnerable to
shifts in market sentiment. In contrast, successful ef-
forts at macroeconomic stabilization and structural re-
form in Egypt have resulted in significantly improved
economic performance, but lower oil prices and
weaker tourism earnings and remittances have weak-
ened near-term growth prospects. Jordan continues to
reap the benefits of the successful implementation of
stabilization and reform policies, with robust growth
in output, further declines in inflation, and a narrow-
ing current account deficit.

In Africa, estimated growth in 1997 has been re-
vised down to 3% percent from 3% percent in the
October 1997 World Economic Outlook. The some-
what disappointing outcome for 1997 is attributable
largely to the impact on a number of countries of ad-
verse weather conditions and declines in commaodity
prices, and, in afew cases, armed conflicts. In Kenya,
growth weakened partly as aresult of financial market
pressures, related to political uncertainties, in the third
quarter of last year. Among the largest countriesin the
region, growth in South Africa slowed to 1% percent in
1997 from 34 percent in 1996, reflecting weaknessin
both domestic and external demand. In Nigeria,
growth last year was close to 5 percent, but economic
activity has been affected by power and fuel shortages,
the investment climate has remained unfavorable, and
a sharp slowdown is projected for 1998. In Algeria,
growth slowed significantly last year mainly owing to
the adverse impact of drought on agriculture and fur-
ther delays in the recovery of industria activity.
Looking ahead, growth in many African countries is
expected to be in the neighborhood of 5 percent in
1998 and to continue around this trend over the
medium term, assuming the continued implementation
of strong adjustment and reform policies, including ef-
forts to strengthen governance. However, the weak-
ness of commodity prices suggests that growth may
again fall short of expectations this year. Inflation re-
mains under control in most of the region, including in
the countries of the CFA franc zone. Assistance under
the HIPC Initiative is expected in Uganda this year,
while commitments have been made for Burkina
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Faso, Coéte d'Ivoire, and Mozambique to receive re-
sources under the initiative in 2000, 1999, and 2001,
respectively. Preliminary discussions on assistance
under the scheme to Guinea Bissau and Mali have
taken place.

Countriesin Transition

Spillover effects from the Asian crisis have been felt
in the financial and foreign exchange markets of a
number of the countries in transition, and in severa
cases short-term growth projections have been revised
down mainly because of the expected effects of the
crisis. Theserevisions neverthel essleave growth in the
group on arising trend, and it is also envisaged in the
projections that the transition countries will continue
to be able to finance moderate current account deficits.
In 1997, both Russia and the transition countries as a
group experienced positive growth for the first timein
eight years. In 1998, for the first time since the transi-
tion began, none of the transition countriesis expected
to experience a decline in activity; and the overall ex-
pansion is expected to strengthen further in the
medium term. This performance and outlook are testi-
mony to the progress since early in the decade in most
countries with stabilization and reform policies.
Nevertheless, there are still significant differences
among countries in the progress made.

Spillovers from the Asian crisis have been most ap-
parent in Russia, Ukraine, and, among the Baltic coun-
tries, Estonia. In Russia, where the ruble came under
attack in late October and November as the Asian cri-
sis intensified, and again in late January, the authori-
ties successfully defended the exchange rate by raising
interest rates sharply. There were associated steep de-
clinesin the stock market. The pressures arose in spite
of an external current account close to balance; they
reflected a persistently weak fiscal position character-
ized in part by poor revenue collection, concerns about
how the external position might evolveif thefiscal im-
balance is not dealt with, and concerns also about
financial sector weaknesses. To put Russia’ sfiscal pol-
icy finally on a sound footing, the fiscal action plan
adopted by the government late last year, including the
tax code, must be fully and speedily implemented. In
Ukraine, while 1997 appears to have brought single-
digit inflation and positive growth within reach, inad-
equate fiscal adjustment led to increased reliance on
official short-term foreign borrowing. This heightened
Ukraine's vulnerability to adverse developments, and,
when the Asian crisis intensified late last year,
exchange market pressures forced the authorities to
tighten monetary conditions sharply. An early
strengthening of the public finances has become es-
sential for the country’s financing difficulties to be re-
solved in a sustainable way. In Ukraine, as in Russia,
structural weaknesses in the banking system have
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combined with financial market pressures arising from
fiscal imbalances to increase the economy’s vulnera-
bility to shiftsin market sentiment. In Estonia, domes-
tic pressures on financial markets, which had been as-
sociated with a burgeoning current account deficit
(13 percent of GDPin 1997) and a steep rise in equity
prices, were exacerbated by contagion from the Asian
crisis. Interest rates rose substantially in October and
November, and the stock market dropped sharply.
Since late last year, however, financial markets have
stabilized and interest rates have falen back some-
what, as the authorities have reinforced banks pru-
dential standards and tightened fiscal policies.

Many other transition economies have experienced
little impact from the Asian crisis in their financia
markets or in their access to external finance, in some
cases because they remain relatively closed, but in
other cases in spite of their openness to international
capital markets and relatively large current account
deficits. In fact, some countries, such as the Czech
Republic, Hungary, and Poland, have experienced up-
ward pressure on their currencies, suggesting that are-
allocation of capital flows among emerging market
economies may have been taking place. The explana-
tion for the absence of a negative impact from Asia
seemsto lielargely in the efforts already under way in
these countries to correct macroeconomic imbal ances.
The Czech Republic, for example, suffered a currency
crisisin May last year and responded by tightening fis-
cal and monetary policies. The result has been a sig-
nificant narrowing of the current account deficit, albeit
at the expense of slower growth, and the Asian crisis
brought only limited further turbulence. To sustain and
extend the improvement in the Czech Republic's ex-
ternal accounts, and to strengthen growth, it will be
important in 1998 to contain wage increases, to avoid
slippages from budget plans, and to take measures to
strengthen the banking system. Hungary also has ex-
perienced little exchange market pressure from the
Asian crisis. Its positive experience may be attributed
to the country’s markedly improved fiscal, growth,
and trade performance following the implementation
of strong adjustment measures during 1995-97. The
reduction of inflation (still 18 percent in 1997) re-
mains a significant challenge, however. In Poland,
also, following six years of solid economic expansion,
recent financial market developments appear to have
reflected confidence in the government’s macroeco-
nomic policies. For such expectations to be realized, a
firm fiscal policy will need to be implemented, while
monetary policy also will need to remain tight for fur-
ther progress to be made in lowering inflation.

The critical role of adjustment and reform policies
was demonstrated especially clearly in 1997 in
Albania and Bulgaria. The financial crisisin Bulgaria
that began in 1996, as a result of policy slippages, ex-
tended into 1997, and output declined for a second
consecutive year. In Albania, the crisisthat flared up in
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March 1997 with the collapse of financial pyramid
schemes also led to a drop in output last year. But in
both cases, following significant policy improvements
during 1997, macroeconomic imbalances have nar-
rowed, and growth has aready resumed. In Bulgaria,
a particularly dramatic decline in inflation has been
achieved since early 1997, with the currency board
arrangement (introduced as part of the program sup-
ported by the IMF) playing a central role. By contrast,
in Romania, not only did delaysin the implementation
of fiscal and structural reforms contribute to adrop in
output last year but, together with a considerable loos-
ening of monetary policy, they have led to a resur-
gence of inflation in early 1998.

Structural reforms remain a crucial part of the pol-
icy challenge in transition economies. In many cases,
structural deficiencies underlie the macroeconomic
imbalances that have contributed to financial market
pressures and disrupted growth. Thus in Russia, weak
revenue collection reflects not only poor tax ad-
ministration and deficiencies in the enforcement of
tax laws, but also lack of progressin the restructuring
of government and poor expenditure management,
which have contributed to the problem of arrears in
government payments that undermine discipline in
meeting payments obligations more generally. In sev-
eral countries also, banking sector weaknesses have
contributed to fiscal imbalances and excessive foreign
borrowing and at times have significantly constrained
monetary policy. In Belarus, the lack of progress with
structural reform, combined with unsustainable poli-
cies to boost output through rapid credit expansion
and an associated buildup of external arrears, led to a
currency crisis in March 1998 and to increased risk
that the projected growth of the economy will not
materialize.

Apart from complicating stabilization policy, struc-
tural weaknesses slow trend growth. Empirical analy-
sis has shown that the main reason that growth in
Russia and the other 11 countries of the former Soviet
Union (excluding the Baltic countries) lags behind
the performance of most of the central and eastern
European countries is the slower pace of market-
oriented structural reform.6 The countries lagging be-
hind in growth have the most still to do to establish the
legal and ingtitutional frameworks needed for the ef-
fective functioning of a market economy. But in all
transition countries there are areas where reforms have
not gone far enough, both in transforming the role of
the government and in establishing an environment
conducive to private sector development. In most
cases, high prioritiesinclude the strengthening of bank

6Stanley Fischer, Ratha Sahay, and Carlos A. Végh, “From
Transition to Market: Evidence and Growth Prospect,” in Salvatore
Zecchini, ed., Lessons from the Economic Transition: Central and
Eastern Europe in the 1990s (Dordrecht, Netherlands, and Boston,
Massachusetts: Kluwer Academic, 1997).
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regulation and supervision; further privatization and
enterprise reform; the minimization of monopoly
power, including in public utilities; legal and institu-
tional reforms to make it easier to exercise property
rights and enforce contracts; improvementsin tax sys-
tems and governance; and pension and health care re-
forms to lessen fiscal pressures as populations age.
These reforms are needed not only to raise potential
growth but also to reduce countries' vulnerability to
disruptive shifts in investor sentiment as witnessed
most recently in Asia.

Appendix: Countdown to EMU—
Progress Toward Convergence
and Challenges Remaining

On May 2, 1998, the Council of the European
Union, meeting at the level of heads of state or gov-
ernment, will decide which countries are qualified to
participatein EMU. Of the 15 EU member states, only
four are not planning to participate at the outset:
Denmark, Sweden, and the United Kingdom have in-
dicated that they do not wish to participate at this
point, and Greece is aiming to join by 2001.

In determining a country’s €eligibility, the Council
will consider performance in relation to convergence
criteriain the areas of inflation, public finances, inter-
est rates, and exchange rates, which were specified in
the Maastricht Treaty (Table 1 and note thereto). As
input to the Council’s decision, the European Com-
mission and the European Monetary Institute pub-
lished reports on March 25 assessing compliance with
the convergence criteria. Based on these reports, the
Commission recommended that the 11 countries plan-
ning to participate in EMU in 1999 be judged to have
qualified.

As discussed in the October 1997 World Economic
Outlook, there has been considerable progress in re-
ducing inflation and fiscal imbalances since the sign-
ing of the treaty (Figure 3). Except in Greece—which
nonethel ess has made important progress—inflationin
EU countries was below the Maastricht reference
value in 1997, and general government deficits satis-
fied the 3 percent of GDP reference value (Table 1).
Reflecting these developments and market sentiment
that EMU would begin in January 1999, long-term in-
terest rates for these countries satisfied the Maastricht
reference value in 1997, and there have been no major
tensions within the exchange rate mechanism (ERM)
since spring 1995.

In making its assessment, the Council will also look
at prospects for inflation and public finances, and
whether the gross debt of general government is
falling at a satisfactory pace in those cases where it is
in excess of the Maastricht reference value of 60 per-
cent of GDP. There seemslittle question about the sus-
tainability of inflation performance, with prices pro-
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Table 1. European Union: Convergence Indicators

(In percent)
Long-Term
Interest
General Government Gross Government Rates3

Consumer Price Inflation Balance/GDP Debt/GDP2 “Feb. 1997

1996 1997 1998 1999 1996 1997 1998 1998! 1999 1996 1997 1998 1999 to Jan. 1998
Germany 15 1.8 1.6 17 34 =27 27 25 25 60.4 613 625 62.7 5.6
France 2.0 1.2 14 18 41 30 30 30 -=27 55.4 57.7 589 59.6 55
Italy 39 17 1.8 17 67 27 25 26 25 1240 1216 1188 1165 6.7
United Kingdom# 2.9 2.8 2.9 26 48 -16 03 ... — 53.8 545 518 49.7 7.0
Spain 35 2.0 21 23 44 26 22 22 =20 69.9 68.3 66.6 65.3 6.3
Netherlands 21 2.2 2.0 22 23 14 17 17 -13 77.2 721 700 67.5 55
Belgium 21 1.6 17 18 32 21 17 -18 -16 1269 1222 1181 1145 5.7
Sweden 0.8 0.9 2.0 20 35 -04 13 — 2.0 76.7 76.6 713 67.2 6.5
Austria 1.9 13 14 15 40 25 25 25 =25 69.5 66.1  65.2 64.5 5.6
Denmark 21 2.2 2.6 27 09 0.4 12 12 2.0 66.7 63.3 575 53.3 5.6
Finland 0.6 12 2.3 25 31 -09 0.5 0.6 1.0 57.6 558 535 Eil5 55
Greece 8.2 54 5.0 37 -76 40 24 24 20 1116 1087 1074 1031 9.8
Portugal 31 2.2 21 20 33 25 =25 25 -19 66.0 634 624 61.6 6.2
Ireland 1.7 15 2.2 21 04 0.9 0.5 0.5 0.3 72.7 66.3 60.8 56.0 6.7
L uxembourg 14 14 12 14 25 17 0.6 A 0.9 6.6 6.7 7.7 7.5 5.6
All EU> 25 1.9 2.0 20 43 23 =20 B 73.6 73.0 718 70.6 6.1
Reference valueb 24 2.6 2.8 30 30 30 =30 ... =30 60.0 60.0 60.0 60.0 7.8

Sources: Except where noted, national sources; and IMF staff projections.

Note: The table shows actual outcomes and IMF staff estimates related to the convergence criteria mentioned in the Maastricht Treaty, ex-
cept for the exchange rate. The data and projections shown for consumer price inflation are based on national statistics rather than on the har-
monized consumer price indices being constructed by Eurostat that are being used in applying the Maastricht criteria. As regards the general
government deficit and debt, the data in this table are not in all cases based on the definition being used by the EU in the convergence assess-
ments. The three relevant convergence criteria are (1) consumer price inflation must not exceed that of the three best-performing countries by
more than 14 percentage points; (2) interest rates on long-term government securities must not be more than 2 percentage points higher than
those in the same three member states; and (3) the financial position must be sustainable. In particular, the general government deficit should
be at or below the reference value of 3 percent of GDP. If not, it should have declined substantially and continuously and reached a level close
to the reference value, or the excess over the reference val ue should be temporary and exceptional. The gross debt of general government should
be at or below 60 percent of GDP or, if not, the debt ratio should be sufficiently diminishing and approaching the 60 percent value at a satis-
factory pace. The exchange rate criterion is that the currency must have been held within the normal fluctuation margins of the ERM for two
years without a realignment at the initiative of the member state in question.

10fficial targets or intentions. The IMF staff’s fiscal projections shown in the two preceding columns are in some cases based on different
growth, inflation, or interest rate assumptions from those used by national authorities and do not take into account further consolidation mea-
sures that are planned by EU governments in accordance with their convergence programs but that have not yet been announced. See Box 4 for
the IMF staff’s fiscal assumptions.

2Debt data refer to end of year and relate to general government. For the United Kingdom, general government consolidated debt evaluated
at the end of March.

3Ten-year government bond yields or nearest maturity, as reported in the convergence reports of the Commission and the EMI. For Greece,
yields on ten-year bonds have been available only since June 1997, and yields on seven-year bonds are used prior to this.

4Retail price index excluding mortgage interest.

SAverage weighted by GDP shares, based on the purchasing power parity (PPP) valuation of country GDPs for consumer price index, gen-
eral government balances, and debt.

6The Maastrict Treaty is not specific about what methodology should be used to calculate reference values for inflation and the interest rate
beyond noting that they should be based on the three lowest-inflation countries. For illustrative purposes, a simple average for the three coun-
triesis used in calculating the reference values.

jected to rise by 2 percent ayear in 1998-99 in the EU higher. With long-term interest rates now differing by
as awhole and priority given to price stability in the Y4 of 1 percentage point or less among the countries
statute of the European Central Bank (ECB). From aspiring to participate in EMU in 1999, the markets
1998, fiscal deficits are expected to be below 3 percent clearly expect that the recommendation of the

of GDP in dl countries, including Greece, which is Commission that all these countries be judged to have
projected to satisfy the deficit criterion for the first qualified will be endorsed by the Council.

time this year. As regards government debt, particular The progress in nominal convergence has been suf-
attention has focused on how the Council will interpret ficient to allow EMU to begin in 1999. The achieve-
the Maastricht criterion for countries with debt ratios ments on inflation in particular provide a propitious
that, while falling, are of the order of 100 percent or starting point for the single monetary policy. In most
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Figure 3. European Union: Average Inflation
and General Government Balancet!

Since the signing of the Maastricht Treaty, considerable progress has
been made by the countries of the European Union in reducing inflation
and fiscal imbalances.
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1Shaded area indicates IMF staff projections.
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countries, however, additional fiscal and structura
policy measures—as well as being desirable in their
own right—are needed for the monetary union to work
smoothly and effectively.

Countries need fiscal policies that promise compli-
ance with the Maastricht Treaty in periods of cyclical
weakness, as agreed in the Stability and Growth Pact
(SGP).7 This is important both to allow a balanced
policy mix for the euro area and to ensure that coun-
tries have sufficient leeway to deal with circum-
stances that might push their economic cycles out of
phase with that of the euro area as a whole. Past ex-
perience with cyclical fluctuations in output and esti-
mates of the cyclical sensitivity of fiscal positions are
key inputs for assessing the amount of room that
countries need to alow. The appropriate target for a
country, however, will aso depend on whether scope
is required for discretionary fiscal measures, on the
sensitivity of its fiscal position to interest rate
changes, and, in alonger-term context, on the need to
prepare for the fiscal impact of prospective demo-
graphic changes. Most countries, taking all consider-
ations into account, need to aim for medium-term fis-
cal positions that are at least in balance, with
moderate surpluses likely to be needed to the extent
that they opt to prepare for demographic changes
through increased fiscal saving rather than through re-
forming pension plans.

Of the countries planning to join EMU in 1999,
Finland, Ireland, and Luxembourg are expected to
have underlying fiscal positions of balance or surplus
in 1998. For the other eight, structural fiscal deficits
are projected in the range of about 1-2'4 percent of
GDP (Figure 4). These countries need to strengthen
their fiscal positions if they are to comply with the
medium-term requirements of the SGP. In this task,
many are expected to receive considerable assistance
from falling interest burdens over the next few years,
owing especially to declining debt ratios and the pass-
through of smaller interest premia. It is disappointing
that, despite declining interest spending and a helpful
cyclical recovery, the countries that need to reduce
structural deficits are, in general, not projected to
make progress on this in 1998-99. Of the four coun-
tries that do not plan to join the euro area at this stage,
Denmark and Sweden have already achieved a struc-
tural budgetary surplus, and the United Kingdom is
expected to get very close to structural balance by
1998.

Economic performance in most EU countries has
been hampered by excessive rigidities in product and
labor markets. The October 1997 World Economic

7Box 3 of the October 1997 World Economic Outlook (pp. 58-69)
discussed the SGP. While the present box focuses on the euro area,
it should be noted that the SGP also appliesto EU countries outside
the euro area, although without the threat of financial sanctions.
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Figure 4. European Union: General Government Budget Positionst
(In percent of GDP)

In 1997, general government budget deficits satisfied the 3 percent Maastricht Treaty reference valuein al
countries except Greece.
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1The detailed assumptions underlying the fiscal projections are set out in Box 4. The ordering of countriesis
based on the unadjusted budget positions for 1997; where the differences between budget positions are not sig-
nificant, the ordering is aphabetical.

2The unadjusted budget positions are not shown separately for Denmark (1996), Finland (1998-99), the
Netherlands (1998-99), and Sweden (1998-99) because the bars for the unadjusted balances lie completely
within those for the structural balances.

3Structural budget positions are unavailable.

4Excludes Luxembourg.
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Outlook emphasized that increased flexibility in labor
markets, in particular, is critical for a stable and
successful euro-area economy. Moreover, the broad
consensus in favor of policies directed at price stabil-
ity could be challenged if sufficient progress is not
made in reducing structural unemployment; and,
without such support, even an independent central
bank could find it difficult to sustain such policies for
long.

Apart from issues related to EMU, many members
of the EU cannot afford the high social and economic
costs of delaying structural reform. Given the short-
term demands of the Maastricht criteria, governments
have focused on macroeconomic rather than struc-
tural policies. From a broader perspective, however,
policies in these two areas need to be mutualy rein-
forcing. A decline in unemployment can facilitate
fiscal consolidation, while the durahility of fiscal con-
solidation in the face of persistent high unemployment
will inevitably be open to question. At the same time,
a satisfactory fiscal position is a prerequisite for the
tax cuts needed in most EU member countries to
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strengthen incentives to work and invest.8 Thus, fiscal
consolidation will generally need to focus on spend-
ing, while measures to tackle unemployment should
be broadly based, emphasizing deregulation and re-
form of social benefits as well as tax reduction.

Most EU countries, the major continental countries
in particular, have been reluctant or unable to imple-
ment the broad labor market reforms that are needed.
Moreover, the current projection of no decline in the
structural deficit for the prospective euro area in
1998-99 raises doubts about the will of countries to
push fiscal consolidation further. It is essential for
confidence in the overall policy strategy that the com-
mitment of governments to progress in both these
areas be demonstrated. The significant contribution
that falling interest spending is expected to make to
fiscal consolidation should allow authoritiesto devote
considerable attention to issues of structural reform.

8n addition, continued integration of national markets in the EU
islikely over timeto increase pressure for tax cutsin those countries
with relatively high tax rates.
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