World Economic and Financial Surveys

WORLD ECONOMIC OUTLOOK
April-2006

Globalization and Inflation

International Monetary Fund



World Economic and Financial Surveys

WORLD ECONOMIC OUTLOOK
April 2006

Globalization and Inflation

International Monetary Fund



©2006 International Monetary Fund

Production: IMF Multimedia Services Division
Cover and Design: Luisa Menjivar-Macdonald
Figures: Theodore F. Peters, Jr.
Typesetting: Choon Lee

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

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

Annual.

Has occasional updates, 1984—

ISSN 0258-7440 = World economic and financial surveys

ISSN 0256-6877 = World economic outlook (Washington)

1. Economic history—1971- —Periodicals. I. International
Monetary Fund. II. Series: Occasional paper (International
Monetary Fund)

HC10.W7979  84-640155
338.5’443°09048—dc19
AACR 2 MARC-S

Library of Congress 8507

Published biannually.
ISBN 1-58906-549-2

Price: US$49.00
(US$46.00 to full-time faculty members and
students at universities and colleges)

Please send orders to:

International Monetary Fund, Publication Services
700 19th Street, N.W., Washington, D.C. 20431, U.S.A.
Tel.: (202) 623-7430 Telefax: (202) 623-7201
E-mail: publications@imf.org
Internet: http://www.imf.org

<o

recycled paper



CONTENTS

Assumptions and Conventions viii
Preface X
Foreword Xi
Chapter I. Economic Prospects and Policy Issues 1

United States and Canada: Robust Growth Set to Continue, but the U.S. Housing

Market Is a Key Uncertainty 16
Western Europe: Is the Expansion Finally Gaining Traction? 19
Japan and Other Industrial Countries in Asia: Managing Three Major

Transitions in Japan 31
Emerging Asia: Strong Growth Expected to Continue 34
Latin America: Improving the Business Climate Key to Raising Long-Term Growth 39
Emerging Europe: Addressing Rising Current Account Deficits 43
Commonwealth of Independent States: A Rebalancing of Growth Is Needed to

Sustain the Expansion 46
Africa: Sustaining the Recent Growth Acceleration 49
Middle East: Booming Asset Prices Across the Region 52
Appendix 1.1. Recent Developments in Commodity Markets 54
Appendix 1.2. The Global Implications of an Avian Flu Pandemic 64
References 69

Chapter II. Qil Prices and Global Imbalances Al
How Does the Current Oil Price Shock Compare with Previous Episodes? 72
How Will the Current Oil Price Shock Affect Global Imbalances? 77
Conclusions 91
Appendix 2.1. Oil Prices and Global Imbalances: Methodology, Data, and

Further Results 92

References 96

Chapter Ill. How Has Globalization Affected Inflation? 97
Recent Inflation Developments 98
Understanding Globalization and Inflation: A Broad Framework 99
Globalization and Inflation: An Aggregate Perspective 105
A Sectoral Perspective on Globalization and Prices 111
A Cost Perspective on the Moderation in Sectoral Producer Prices 121
Summary and Policy Conclusions 122
Appendix 3.1. Sample Composition, Data Sources, and Methods 124
Appendix 3.2. A Sectoral Perspective on Globalization and Inflation 126

References 131

fii



CONTENTS

Chapter IV. Awash With Cash: Why Are Corporate Savings So High?

What Has Been Driving the Increase in Corporate Excess Saving?

Are Current Trends in Corporate Excess Saving Sustainable?

Conclusions

Appendix 4.1. Econometric Methodology

References

Annex: IMF Executive Board Discussion of the QOutlook, March 2006

Statistical Appendix

Assumptions
What’s New
Data and Conventions

Classification of Countries

List of Tables

Output (Tables 1-6)

Inflation (Tables 7-11)

Financial Policies (Tables 12-19)

Foreign Trade (Tables 20-24)

Current Account Transactions (Tables 25-31)
Balance of Payments and External Financing (Tables 32-36)
External Debt and Debt Service (Tables 37-42)
Flow of Funds (Table 43)

Medium-Term Baseline Scenario (Tables 44-45)

World Economic Outlook and Staff Studies for the World Economic Outlook, Selected Topics

Boxes

1.1
1.2
1.3
1.4
1.5
1.6
1.7
2.1
2.2
2.3
3.1
3.2
3.3
4.1
4.2
Al

Long-Term Interest Rates from a Historical Perspective

The Impact of Recent Housing Market Adjustments in Industrial Countries
How Accurate Are the Forecasts in the World Economic Outlook?

How Much Progress Has Been Made in Addressing Global Imbalances?
The Doha Round After The Hong Kong SAR Meetings

China’s GDP Revision: What Does It Mean for China and the Global Economy?
The Spanish Flu of 1918-19

How Rapidly Are Oil Exporters Spending Their Revenue Gains?

Recycling Petrodollars in the 1970s

The Impact of Petrodollars on U.S. and Emerging Market Bond Yields
Globalization and Inflation in Emerging Markets

Globalization and Low Inflation in a Historical Perspective

Exchange Rate Pass-Through to Import Prices

Drawing the Line Between Personal and Corporate Savings

Trends in the Financial Sector’s Profits and Savings

Economic Policy Assumptions Underlying the Projections for

Selected Advanced Economies

135

136
151
153
154
158

160

165

165
165
168
169

177
188
196
205
213
228
238
247
251

254

20
22
24
28
32
37
65
79
85
89
102
112
114
137
143

166



Tables

1.1
1.2
1.3

1.4
1.5
1.6

1.7

1.8

1.9

1.10

1.11

1.12
1.13
2.1
2.2
2.3
2.4
2.5
2.6
3.1

3.2

3.3
3.4
3.5

3.6
3.7
3.8
3.9
4.1
4.2
4.3
4.4

4.5

Overview of the World Economic Outlook Projections

Emerging Market and Developing Countries: Net Capital Flows

Major Advanced Economies: General Government Fiscal

Balances and Debt

Advanced Economies: Real GDP, Consumer Prices, and Unemployment
Advanced Economies: Current Account Positions

Selected Asian Economies: Real GDP, Consumer Prices, and

Current Account Balance

Selected Western Hemisphere Countries: Real GDP, Consumer Prices, and
Current Account Balance

Emerging Europe: Real GDP, Consumer Prices, and Current

Account Balance

Commonwealth of Independent States: Real GDP, Consumer Prices, and
Current Account Balance

Selected African Countries: Real GDP, Consumer Prices, and Current
Account Balance

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

Global Oil Demand by Region

Nonenergy Commodity Prices

Increase in Fuel Exporters’ Net Oil Exports

Change in Net Oil Exports, 2002-05

Petroleum Reserves

Composition of Merchandise Imports

Impact of Oil Price Shock: Greater Spending by Fuel Exporters

Impact of Oil Price Shock: Delayed Pass-Through to Core Inflation
Estimates of Output-Inflation Sensitivity and Inflation Persistence in
Advanced Economies

The Cumulative Impact of a 1 Percent Decrease in Real Import

Prices on Inflation

Impact of Trade Openness on Relative Producer Price Inflation
Producer Price Inflation by Cost Components

Impact of Trade Openness on Productivity, Labor Compensation, and
Unit Labor Costs

Inflation in Advanced Economies: SUR Estimates

Classification of Sectors by Technological and Skill Intensity

Impact of Changes in Import Prices on Relative Producer Price Inflation
Impact of Trade Openness on Cost Components

Nonfinancial Corporate Sector: Change in Selected Variables

Group of Seven (G-7) Countries: Cash Accumulation by Size of Firm’s Sales
Defined Benefits Corporate Pension Plans: Assets Over Liabilities
Weighted Average, Median, and 90th Percentile of Selected Series, by
Change in Cash to Total Assets by Quartile, 2001-04

Regression Results: Dependent Variable—Change in Cash and
Short-Term Investments

CONTENTS

15
16
17

35

39

43

46

49

52
56
61
73
73
75
76
88
88

107

109
119
121

122
124
127
130
131
141
149
151

156

157



CONTENTS

Figures
1.1 Prospects for World GDP Growth 1
1.2 Global Indicators 3
1.3 Current and Forward-Looking Indicators 4
1.4 Developments in Mature Financial Markets 5
1.5 Emerging Market Financial Conditions 6
1.6 Global Exchange Rate Developments 9
1.7 Global Inflation 10
1.8 Global Outlook 11
1.9 Fiscal and Monetary Policies in the Major Advanced Economies 12
1.10 How Will Global Imbalances Adjust? 13
1.11 United States: The Housing Market and Growth 18
1.12 Western Europe: Social Policy Indicators and Outcomes 27
1.13 Japan: Reversing the Relative Decline in Per Capita GDP Growth 34
1.14 Emerging Asia: Understanding Recent Developments in the Current Account 36
1.15 Latin America: Public Debt Ratios and Investment 41
1.16 Emerging Europe: Current Account Deficits Remain High 44
1.17 Commonwealth of Independent States: Unbalanced Growth Raises
Concerns About the Outlook 47
1.18 Sub-Saharan Africa: Growth, Investment, and Economic Transitions 50
1.19 Middle East: Surging Asset Markets 53
1.20 Crude Oil Prices, Futures, and Petroleum Product Prices 55
1.21 World Refinery Capacity, Spare Capacity, and Production 57
1.22 Commercial Oil Inventories, Spot and Futures Prices 58
1.23 Energy Prices, Taxes, and Fuel Subsidies 60
1.24 Nonenergy Commodities 62
1.25 Semiconductor Market 63
2.1 Current Account Balances and Net Foreign Asset Positions 71
2.2 Real Oil Prices and Net Oil Exports 72
2.3 Fuel Exporters’ Cumulative Current Account Balances and Capital Flows 74
2.4 Fuel Exporters’ Cumulative Current Account Balances and Identified
Asset Purchases 77
2.5 Current Account and Oil Trade Balances 78
2.6 Impact of Oil Price Shocks on External Imbalances, 1972-2004 82
2.7 Adjustment to Oil Price Shocks, 1979:Q02-2003:Q4 83
2.8 Additional Results: Adjustment to Oil Price Shocks, 1979:Q2-2003:Q4 94
3.1 Inflation 98
3.2 Inflation Volatility 99
3.3 Prices of Goods and Services 100
3.4 Trade and Financial Openness 101
3.5 Inflation over the Business Cycle, 1961-2003 106
3.6 Selected Structural Indicators 107
3.7 Import Prices 108
3.8 The Impact of Import Prices on CPI Inflation 110
3.9 Inflation in Manufacturing and Business Services in Selected Industrial Countries 116
3.10 Relative Producer Price Inflation by Technological and Skill Intensity 117

3.11 Producer Price Inflation and Openness 118



3.12
3.13
4.1

4.2

4.3
4.4
4.5
4.6
4.7
4.8

Contributions to Declines in Relative Producer Prices

Producer Price Inflation by Cost Components

Group of Seven (G-7), Excluding Germany: Gross Saving, Capital Spending,
and Net Lending/Borrowing

Nonfinancial Corporate Sector: Gross Saving, Capital Spending, and Net
Lending/Borrowing

Nonfinancial Corporate Sector: Gross Operating Surplus and Profits
Nonfinancial Corporate Sector: Financial Accounts, Selected Variables
Financial Transactions: Nonfinancial Corporate Sector of the G-7 Countries
Cash Accumulation in the G-7 Countries by Industry

Sales Volatility and Intangible Assets in the G-7 Countries

Nonfinancial Corporate Sector Debt

CONTENTS

119
120

136

140
142
146
147
148
150
152

vii



viif

ASSUMPTIONS AND CONVENTIONS

A number of assumptions have been adopted for the projections presented in the World Economic
Oudtlook. It has been assumed that real effective exchange rates will remain constant at their average
levels during February 9-March 9, 2006, except for the currencies participating in the European
exchange rate mechanism II (ERM II), which are assumed to remain constant in nominal terms relative
to the euro; that established policies of national authorities will be maintained (for specific assumptions
about fiscal and monetary policies in industrial countries, see Box Al); that the average price of oil will
be $61.25 a barrel in 2006 and $63.00 a barrel in 2007, and remain unchanged in real terms over the
medium term; that the six-month London interbank offered rate (LIBOR) on U.S. dollar deposits will
average 5.0 percent in 2006 and 5.1 percent in 2007; that the three-month euro deposits rate will aver-
age 3.0 percent in 2006 and 3.4 percent in 2007; and that the six-month Japanese yen deposit rate will
yield an average of 0.3 percent in 2006 and of 0.9 percent in 2007. These are, of course, working
hypotheses rather than forecasts, and the uncertainties surrounding them add to the margin of error
that would in any event be involved in the projections. The estimates and projections are based on sta-
tistical information available through early April 2006.

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

- between years or months (for example, 2004-05 or January-June) to indicate the years or
months covered, including the beginning and ending years or months;

/  between years or months (for example, 2004/05) 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 percent 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.

As used in this report, the term “country” does not in all cases refer to a territorial entity that is a
state as understood by international law and practice. As used here, the term also covers some territo-
rial entities that are not states but for which statistical data are maintained on a separate and independ-
ent basis.



This report on the World Economic Outlook is available in full on the IMF’s Internet site, www.imf.org.
Accompanying it on the website is a larger compilation of data from the WEO database than in the
report itself, consisting of files containing the series most frequently requested by readers. These files
may be downloaded for use in a variety of software packages.

Inquiries about the content of the World Economic Outlook and the WEO database 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.S.A.
E-mail: weo@imf.org Telefax: (202) 623-6343



PREFACE

The analysis and projections contained in the World Economic Outlook are integral elements of the
IMF’s surveillance of economic developments and policies in its member countries, of developments in
international financial markets, and of the global economic system. The survey of prospects and poli-
cies is the product of a comprehensive interdepartmental review 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, the International Capital Markets Department,
the Monetary and Financial Systems Department, and the Fiscal Affairs Department.

The analysis in this report has been coordinated in the Research Department under the general
direction of Raghuram Rajan, Economic Counsellor and Director of Research. The project has been
directed by David Robinson, Deputy Director of the Research Department, together with Tim Callen,
Division Chief, Research Department.

The primary contributors to this report are Thomas Helbling, Subir Lall, Kalpana Kochhar, Sandy
Mackenzie, Gian Maria Milesi-Ferretti, S. Hossein Samiei, Roberto Cardarelli, To-Nhu Dao, Selim
Elekdag, Toh Kuan, Florence Jaumotte, Valerie Mercer-Blackman, Paul Nicholson, Alessandro Rebucci,
Martin Sommer, Nikola Spatafora, and Johannes Wiegand. Christian de Guzman, Stephanie Denis,
Angela Espiritu, Bennett Sutton, and Ercument Tulun provided research assistance. Mahnaz Hemmati,
Laurent Meister, and Casper Meyer managed the database and the computer systems. Sylvia Brescia,
Celia Burns, and Seetha Milton were responsible for word processing. Other contributors include
Laurence Ball, Nicoletta Batini, Pelin Berkmen, Michael Bordo, James Boughton, Luis Catao, Jean
Pierre Chauffour, Li Cui, Daniel Hardy, Lutz Kilian, Laura Kodres, Kornélia Krajnyak, Suchitra
Kumarapathy, Doug Laxton, Vojislav Maksimovic, Sam Ouliaris, Lars Pedersen, M. Hashem Pesaran,
Miguel Segoviano, Marco Terrones, Kenichi Ueda, and Frank Warnock. Jeff Hayden of the External
Relations Department edited the manuscript and coordinated the production of the publication.

The analysis has benefited from comments and suggestions by staff from other IMF departments, as
well as by Executive Directors following their discussion of the report on March 29 and 31, 2006.
However, both projections and policy considerations are those of the IMF staff and should not be attrib-
uted to Executive Directors or to their national authorities.



FOREWORD

The World Economic Outlook is a cooperative effort. A few members of the Research Department put it
together, but in doing so they rely heavily on staff from around the Fund. I thank Tim Callen, members
of the World Economic Studies Division, and all the IMF staff from other divisions and departments
who worked together to bring this World Economic Outlook to you. I am especially grateful to David
Robinson, who has supervised an impressive series of high-quality Outlooks over the last six years, and
will now be moving on to a different position in the Fund.

The world economy is in the midst of an extraordinary purple patch, with what looks like a third year
of significantly above-trend growth. Growth is also becoming more balanced with Japan picking up
strongly, and the euro area showing advance signs of steadier growth. Perhaps the best reflection of the
times is that sub-Saharan Africa is headed for its best growth performance in over 30 years.

As past Outlooks have documented, an important reason for this good performance has been greater
flows of goods, services, and capital across the world, a phenomenon known colloquially as globaliza-
tion. The chapters in this Outlook all try to make sense of this phenomenon.

Chapter III, “How Has Globalization Affected Inflation?,” finds that globalization has at times had an
important impact on inflation over the past decade. IMF staff estimates suggest that through non-oil
import prices, globalization has reduced inflation by an average of a 4 of a percentage point a year in
the advanced economies, with a larger effect of a /2 percentage point a year in the United States. At
times when global spare capacity has been plentiful, as for instance after the 1997-98 crises in emerg-
ing markets, these direct effects have been even larger, shaving more than 1 percentage point off actual
inflation in some advanced economies over one- to two-year periods. More generally, globalization has
contributed to reducing the sensitivity of inflation to domestic capacity constraints, while increasing the
sensitivity to global constraints. It has also restrained wage increases in industries most open to global
competition, and even lowered the sensitivity of wages to productivity increases.

For globalization to have a substantial lasting impact on inflation, however, it must change the over-
arching objectives of monetary policy—such as the central bank’s inflation target—which, over the
medium term, determines inflation. After all, with such a target, downward pressure from abroad on
the domestic price index would only allow central bankers more room to be accommodative. In my
view, however, the true impact of globalization has been in contributing to wage and price restraint at a
time when central bankers were establishing their inflation-fighting credibility, thus allowing them to
achieve targets and gain credibility without the need to tighten to politically difficult levels.

Despite being helpful in the past, globalization may not continue to be a crutch for central bankers.
Spare capacity is decreasing worldwide, especially in the United States, the United Kingdom, and
Canada. International competition helps less in restraining prices when there are global supply con-
straints. Tight domestic labor markets can also attenuate the effects of global competition on wages—in
the United States, wage pressures are beginning to come to the fore. Central bankers must therefore
remain vigilant for signs of a pickup in inflation in the period ahead.

Another aspect of globalization is an integrated market for world savings and borrowing. What is par-
ticularly interesting here is that the identity of the savers and borrowers has shifted in the last few years.
Corporations are usually net borrowers. In 2003 and 2004, though, total corporate excess savings
(undistributed profit less capital expenditure) in the G-7 countries amounted to $1.3 trillion, which was
more than twice the combined current account surpluses of emerging market and developing countries
over the same period.

Xi
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This increase in corporate savings can be decomposed into two main components. First, there has
been a substantial increase in corporate profits in the G-7 since about 2000. In general, this has not
been because of better operating profits, but because taxes and interest rates have come down so that
profits after interest and taxes have gone up—in other words, profitability is largely due to accommoda-
tive monetary and fiscal policy rather than, as commonly believed, productive efficiency. The second
and arguably more important component is falling capital spending. It accounted for as much as three-
quarters of the total increase in corporate excess savings since 2000. One reason for lower capital
spending is that the real price of capital goods has declined sharply, so less has to be invested to
increase the real capital stock by a given amount. Another reason is a drop in real capital spending.
Here there is no uniform pattern across all seven countries—the United States and Germany are
responsible for much of the decline.

Taken together, Chapters IIT and IV suggest an extraordinary confluence of global forces have
kept the world economy going in the last few years. As investment slowed following the overca-
pacity built up by excess investment in the late 1990s and early 2000s, excess corporate savings
contributed to the global savings pool to push down long-term interest rates. Consumption picked
up—driven more by accommodative policy and its effects on house prices and household wealth
than by improved job prospects. Quiescent inflation, partly because of a significant global output
gap, allowed monetary policy to be very accommodative. Now as the global output gap narrows,
monetary accommodation is being withdrawn. Also real corporate investment is likely to pick up.
Both will tend to reduce corporate excess savings and push up long-term interest rates. This will
slow asset price growth, but consumption may continue to be supported, this time by improved job
prospects.

Such a scenario would be the proverbial soft landing. There are less benign possibilities. For
instance, consumption growth may fall more rapidly than anticipated as the froth comes out of house
prices, and this may have knock-on effects on confidence and investment. Our overall assessment, tak-
ing a variety of risks into consideration, is that surrounding the central scenario of robust growth, the
risks are weighted to the downside.

Even as the internal transition of savings from corporations to households and governments takes
place within some countries, we also need a shift in aggregate demand across countries. Chapter II
explains how the oil price shock—itself a result of past underinvestment in the industry—will widen
existing global current account imbalances and prolong them. Because the inflationary consequences
of oil prices have been limited—partly a result of globalization—and because financing conditions have
been benign, oil consumers have not had to adjust as much as they did in the past. Oil producers are
rightfully being more circumspect about spending, mindful of past waste. As a result, oil-price-induced
imbalances are likely to be with us for some time.

Should this be a concern? More generally, should we worry about the size of the global current
account imbalances, given that they have been financed so long? I think we should. For one, the
benign global financing conditions appear to be turning so the past need not say much about the
future. More important, the imbalances are unsustainable at their current level—even with increasing
economic integration, there is a limit to how much a country can depend on the outside world. Deficit
countries have to start thinking about weaning themselves of reliance on global savings while surplus
countries have to find ways to depend less on external demand. Since adjustment is inevitable, would it
not be better to commit to a medium-term policy framework today so that public policy can support
private sector adjustment and ensure the process is smooth?

A set of such frameworks for all the major players would have two additional effects. First, it would
indicate that the imbalances are a shared responsibility and help prevent concerns about imbalances
degenerating into protectionism. Second, it would reassure financial markets that a policy framework
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for supporting adjustment is in place, thus limiting the risk of an abrupt and costly, market-induced,
adjustment.

Unfortunately, the rapidity with which globalization is advancing seems to worry citizens. Some gov-
ernments see their role increasingly as slowing globalization, extracting political mileage by pandering
to vociferous interest groups obstructing change, rather than educating citizens to accept it. Even as
linkages between economies grow, far too many governments are putting the slightest domestic con-
straint above any international interest. Others are reviving beggar-thy-neighbor policies, except they
are now on the capital account—shielding large swathes of their own economy from corporate
takeovers while encouraging their own companies to take advantage of the continued openness of oth-
ers. Multilateralism is in retreat everywhere.

These are the best of times but they are also the most dangerous of times. We need to strengthen the
process of multilateral dialogue, else globalization could prompt a backlash that might reverse much
that has been gained over the last few decades. An important test of the resolve of economic policy-
makers is whether they will take serious steps to monitor each other (through organizations like the
Fund) and force a narrowing of the imbalances over time, or whether they will take their chances with
the market and protectionist politics. I hope good sense will prevail.

Raghuram Rajan
Economic Counsellor and Director, Research Department
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CHAPTER |

Notwithstanding higher oil prices and natural disas-
ters, global growth has continued to exceed expecta-
tions, aided by benign financial market conditions
and continued accommodative macroeconomic policies.
Looking forward, the baseline forecast is for continued
strong growth, although—as illustrated in Figure 1.1—
risks remain slanted to the downside, the more so since
key vulnerabilities—notably the global imbalances—
continue to increase. With the risks associated with
wnaction rising with time, the principal challenge for
global policymakers is to take advantage of the unusu-
ally favorable conjuncture to address these vulnerabili-
ties. In particular, an orderly resolution of global
imbalances will require measures to facilitate a rebal-
ancing of demand across countries and a realignment
of exchange rates over the medium term, with the

U.S. dollar needing to depreciate significantly from
current levels, and currencies in surplus countries—
including in parts of Asia and among oil producers—

lo appreciale.

The momentum and resilience of the global
economy in 2005 continued to exceed expecta-
tions (Table 1.1 and Figure 1.2). Despite higher
oil prices and natural disasters, activity in the
second half of 2005 was stronger than earlier
projected, particularly among emerging market
countries; accounting also for statistical revisions
in China,! global GDP growth is estimated at
4.8 percent, 0.5 percentage point higher than
projected last September. At the same time,
incoming data have been generally positive.
Global industrial production has picked up
markedly from mid-2005; the services sector

IFollowing recent revisions to Chinese national
accounts data, its share of global GDP (measured on a
purchasing power parity, or PPP, basis) increased by 12
percentage points to 15.4 percent. Since China’s growth
has been relatively high, this has raised global GDP
growth by 0.1 percentage point in almost every year since
1992 (see Box 1.6).

ECONOMIC PROSPECTS AND POLICY ISSUES

Figure 1.1. Prospects for World GDP Growth'
(Percent)

Global growth is projected to remain about 4%4 percent in 2006 and 2007, but
the risks are slanted to the downside, the more so as time progresses (see text
for a detailed discussion).

Central forecast 10 percent confidence intervals2

Source: IMF staff estimates.

1This so-called fan chart shows the uncertainty around the World Economic Outlook
central forecast with the 90 percent probability interval. See Box 1.3 for details.

2Shaded areas of the same gradient above and below the central forecast add up to 10
percent.
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Table 1.1. Overview of the World Economic Outlook Projections
(Annual percent change unless otherwise noted)

Current Projections

Difference from
September
2005 Projections

2004 2005 2006 2007 2006 2007
World output 5.3 4.8 4.9 4.7 0.6 0.3
Advanced economies 3.3 2.7 3.0 2.8 0.2 -0.2
United States 4.2 35 34 3.3 0.2 -0.3
Euro area 21 1.3 2.0 1.9 0.2 -0.3
Germany 1.6 0.9 1.3 1.0 0.1 -0.5
France 2.1 14 2.0 2.1 0.3 -0.4
Italy 0.9 0.1 1.2 1.4 -0.2 -0.3
Spain 3.1 3.4 3.3 3.2 0.3 0.2
Japan 2.3 2.7 2.8 2.1 0.8 05
United Kingdom 3.1 1.8 2.5 2.7 0.3 -0.1
Canada 2.9 2.9 341 3.0 -0.2 -0.2
Other advanced economies 4.6 3.7 4.1 3.7 0.2 -0.3
Newly industrialized Asian economies 5.8 4.6 52 4.5 0.5 -0.6
Other emerging market and developing countries 7.6 7.2 6.9 6.6 0.8 0.7
Africa 55 5.2 5.7 55 -0.1 0.6
Sub-Sahara 5.6 55 5.8 5.7 -0.1 0.5
Central and eastern Europe 6.5 53 52 4.8 0.7 0.2
Commonwealth of Independent States 8.4 6.5 6.0 6.1 0.3 0.6
Russia 7.2 6.4 6.0 5.8 0.8 0.8
Excluding Russia 11.1 6.7 6.0 6.6 -0.8 -0.1
Developing Asia 8.8 8.6 8.2 8.0 1.0 0.8
China 10.1 9.9 9.5 9.0 1.3 1.0
India 8.1 8.3 7.3 7.0 1.0 05
ASEAN-4 5.8 5.2 5.1 5.7 -0.4 -0.1
Middle East 5.4 5.9 5.7 5.4 0.6 0.6
Western Hemisphere 5.6 43 43 3.6 0.5 0.1
Brazil 49 2.3 35 35 — —
Mexico 42 3.0 315) 3.1 — —
Memorandum
European Union 2.5 1.8 2.4 2.3 0.2 -0.2
World growth based on market exchange rates 4.0 3.4 3.6 34 0.4 0.1
World trade volume (goods and services) 10.4 7.3 8.0 1.5 0.6 0.5
Imports
Advanced economies 8.9 5.8 6.2 5.6 0.4 -0.1
Other emerging market and developing countries 15.8 12.4 12.9 11.9 1.0 1.3
Exports
Advanced economies 8.5 5.3 6.6 6.1 0.3 0.2
Other emerging market and developing countries 14.6 11.5 10.9 10.3 0.6 1.0
Commodity prices (U.S. dollars)
oilt 30.7 41.3 14.8 2.9 0.9 5.7
Nonfuel (average based on world commodity
export weights) 18.5 10.3 10.2 -5.5 12.3 -1.1
Consumer prices
Advanced economies 2.0 2.3 2.3 2.1 0.3 0.1
Other emerging market and developing countries 57 5.4 54 4.8 -04 -04
London interbank offered rate (percent)?
On U.S. dollar deposits 1.8 3.8 5.0 5.1 0.5 0.5
On euro deposits 2.1 2.2 3.0 3.4 0.6 0.7
On Japanese yen deposits 0.1 0.1 0.3 09 0.1 0.4

Note: Real effective exchange rates are assumed to remain constant at the levels prevailing during February 9-March 9, 2006. See Statistical

Appendix for details and groups and methodologies.

1Simple average of spot prices of U.K. Brent, Dubai, and West Texas Intermediate crude oil. The average price of oil in U.S. dollars a barrel

was $53.35 in 2005; the assumed price is $61.25 in 2006, and $63.00 in 2007.
2Six-month rate for the United States and Japan. Three-month rate for the euro area.



remains resilient; global trade growth is close to
double-digit levels; consumer confidence and
labor market conditions are strengthening; and
forward-looking indicators, notably business con-
fidence, have risen (Figure 1.3).

From a regional perspective, the expansion is
becoming more broadly based. Among industrial
countries, despite a weak fourth quarter, the
United States remains the main engine of
growth, but the Japanese expansion is well estab-
lished, and there are signs of a more sustained
recovery in the euro area, although domestic
demand growth remains subdued. Growth in
most emerging and developing countries
remains solid, with the buoyancy of activity in
China, India, and Russia—which together
accounted for two-thirds of the upward revision
to global growth in 2005 relative to that
expected at the time of the September 2005
World Economic Outlook—being particularly strik-
ing. Consistent with the strength of corporate
profits and improved balance sheets, investment
in major industrial countries appears to be pick-
ing up, although—with some exceptions, most
importantly China—less so in emerging market
countries, including many in Asia.

Oil prices remain high and volatile. After eas-
ing from Katrina-related highs, crude oil prices
fluctuated in the range of $60-66 per barrel?
over the past three months, with comfortable
inventory levels—particularly in the United
States—counterbalancing rising geopolitical
uncertainties in the Islamic Republic of Iran and
in Iraq and threats to oil production in Nigeria.
With crude oil consumption somewhat lower
than expected in 2005, prices are being increas-
ingly driven by concerns about future supply,
with the International Energy Agency assessing
both upstream and downstream investment to
be significantly below desirable levels (see
Appendix 1.1); futures markets suggest prices
will remain close to current levels for the fore-

*The oil price used in the World Economic Outlook is a
simple average of the spot prices for West Texas
Intermediate, U.K. Brent, and Dubai crudes.

ECONOMIC PROSPECTS AND POLICY ISSUES

Figure 1.2. Global Indicators’
(Annual percent change unless otherwise noted)

Global growth remains noticeably above the historical trend, while inflation and
long-run interest rates are unusually low.
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1Shaded areas indicate IMF staff projections. Aggregates are computed on the basis of
purchasing-power-parity (PPP) weights unless otherwise noted.

2Average growth rates for individual countries, aggregated using PPP weights; the
aggregates shift over time in favor of faster-growing countries, giving the line an upward
trend.

3GDP-weighted average of the 10-year (or nearest maturity) government bond yields
less inflation rates for the United States, Japan, Germany, France, Italy, the United
Kingdom, and Canada. Excluding Italy prior to 1972.

4simple average of spot prices of U.K. Brent, Dubai Fateh, and West Texas
Intermediate crude oil.
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Figure 1.3. Current and Forward-Looking Indicators
(Percent change from a year ago unless otherwise noted)

Global industrial production has turned up, while business and consumer

confidence are generally improving.
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confidence for the United States, the Conference Board; for the euro area, the European
Commission; and for Japan, Cabinet Office; all others, Haver Analytics.

1 Australia, Canada, Denmark, euro area, Japan, New Zealand, Norway, Sweden,
Switzerland, the United Kingdom, and the United States.

2Argentina, Brazil, Bulgaria, Chile, China, Colombia, Czech Republic, Estonia, Hong Kong
SAR, Hungary, India, Indonesia, Israel, Korea, Latvia, Lithuania, Malaysia, Mexico,
Pakistan, Peru, the Philippines, Poland, Romania, Russia, Singapore, Slovak Republic,
Slovenia, South Africa, Taiwan Province of China, Thailand, Turkey, Ukraine, and Venezuela.

3Japan's consumer confidence data are based on a diffusion index, where values greater

than 50 indicate improving confidence.

Data for China, India, Pakistan, and Russia are interpolated.

seeable future. Nonfuel commodity prices—
particularly metals—rose strongly in 2005,
reflecting both cyclical and supply-side factors,
but are projected to moderate in 2006-07 as sup-
ply responds to higher prices. The semiconduc-
tor cycle has also turned up, particularly in Asia,
and while forward-looking indicators are mixed
and prices continue to decline, industry analysts
expect some pickup in revenue growth in 2006.

Global financial market conditions remain
very favorable, characterized by unusually low
risk premiums and volatility.? Global short-term
interest rates have continued to rise, led by the
United States. With tightening cycles in the euro
area and Japan less advanced or yet to begin,
short-term interest rate differentials have
widened considerably (Figure 1.4). Despite some
recent increase, long-run interest rates remain
below average, and the yield curve has flattened,
the more so in the most cyclically advanced
countries. Interest rate spreads—in both indus-
trial countries and emerging markets—remain
close to historic lows (Figure 1.5), reflecting
both improved fundamentals but also a search
for yield in an environment of easy liquidity,
accompanied by buoyant inflows to emerging
markets (Table 1.2), with many having already
prefinanced their borrowing needs for 2006.
Given this favorable environment, equity prices
have risen significantly, particularly outside the
United States, with some markets looking
increasingly richly valued; property prices have
been more diverse, although signs of a slowdown
have increased in some cyclically advanced coun-
tries, notably the United States.

The flattening of the yield curve has raised
questions about the durability of the current
expansion, particularly in the United States.
Certainly, there is a considerable body of evi-
dence supporting the view that a flatter yield
curve is a leading indicator of an economic slow-

down, although the relationship has weakened

3See the April 2006 Global Financial Stability Report for a
detailed discussion.



noticeably since the 1980s. However, the yield
curve is only one such indicator, and others—
such as equity markets and credit spreads—do
not suggest a slowdown (indeed, the OECD’s
aggregate measure of leading indicators, which
includes the yield curve slope, is rising both in
the United States and elsewhere). More gener-
ally, the interpretation of the flattening of the
yield curve is clearly related to the factors caus-
ing the unusually low level of long-run interest
rates (see Box 1.1, p. 20), and how they will
evolve over time. In this regard, as discussed
below, the future behavior of the corporate sec-
tor, which is presently accumulating record net
savings, appears of particular importance.
Within this favorable environment, beyond
the continuing strength of oil prices, three fea-
tures are particularly striking:
® The U.S. current account deficit has continued to
rise, matched by large surpluses in oil exporters,
China and Japan, a number of small industrial

countries, and other parts of emerging Asia. That

said, partly reflecting favorable short-run inter-
est rate differentials, as well as high net savings
in corporates, oil exporters, and much of Asia,
financing has not been a problem; indeed, the

U.S. dollar appreciated somewhat in trade-
weighted terms during 2005, with deprecia-
tions against many emerging market
currencies offset by appreciations against the
euro and yen (Figure 1.6). Despite the record
current account deficit, initial estimates sug-
gest that the U.S. net investment position
deteriorated only moderately as—for the
fourth year in succession—the United States

benefited from favorable valuation changes. In

contrast to previous years, these stemmed not
from U.S. dollar depreciation, but rather the
relatively low rate of price increase of U.S.
equities relative to the rest of the world.

o Inflationary pressures remain surprisingly modest.
Global headline inflation has picked up in
response to higher oil prices, but core infla-
tion has been little affected (Figure 1.7) and
inflationary expectations remain well
grounded. This has raised questions as to
whether low inflation reflects deflationary

ECONOMIC PROSPECTS AND POLICY ISSUES

Figure 1.4. Developments in Mature Financial Markets

While short-term interest rates have generally risen, long-run interest rates have
increased more modestly, resulting in a marked flattening of the yield curve.
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Figure 1.5. Emerging Market Financial Conditions

Emerging market spreads—and borrowing costs—remain unusually low,
accompanied by buoyant capital inflows. In some regions, rapid credit growth and

soaring equity markets pose potential risks.
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pressures from other sources, notably global-
ization—the theme of this issue of the World
Economic Outlook—or whether there is a dan-
ger that the inflationary impact has simply
been postponed. The analysis in Chapter III,
“How Has Globalization Affected Inflation?”
concludes that while globalization has reduced
the sensitivity of inflation to domestic capacity
constraints, the direct impact of globalization
on inflation has generally been quite small,
except in several periods of excess global
capacity when import prices suddenly plunged.
In the current environment of strong global
growth and diminishing excess capacity, the
restraining effect of declining import prices
has faded. Indeed, a cyclical upturn in import
prices could contribute to stronger inflation
pressures going forward, which monetary poli-
cymakers will need to remain vigilant against.
Emerging markets and corporations remain—highly
unusually—large net savers, contributing to low
long-term interest rates. In the emerging markets,
as discussed in the last World Economic Outlook,
this primarily reflects a combination of low
investment and—increasingly—buoyant oil
revenues. Chapter IV of this World Economic
Outlook, “Awash With Cash: Why Are
Corporate Savings So High?,” finds that record
Group of Seven (G-7) corporate surpluses
reflect a combination of lower tax and interest
payments and low nominal investment; sur-
prisingly, underlying profitability has barely
changed. This surplus has been partly used to
buy back equities, restructure debt, and build
up liquid assets. While it is commonly argued
that this mainly reflects a reaction to the high
debt and excess investment in the late 1990s,
Chapter IV argues that the underlying reasons
are considerably more diverse. With some of
these clearly temporary in nature, the current
situation is unlikely to be sustained, suggesting
that changing corporate behavior will start to
put upward pressure on interest rates going
forward.

Against this background, global GDP growth

is projected at 4.9 percent in 2006, 0.6 percent-
age point higher than expected last September,
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Table 1.2. Emerging Market and Developing Countries: Net Capital Flows?
(Billions of U.S. dollars)

1995-97 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007
Total
Private capital flows, net2 204.8 66.2 808 743 756 973 1604 2306 2540 178.8 153.8
Private direct investment, net 1203  159.0 177.6 1675 180.3 1495 1575 1843 2123 2206 2175
Private portfolio flows, net 71.0 429 727 176 -706 -786 -3.7 345 385 47 =32
Other private capital flows, net 13.5 -135.7 -169.5 -110.8 -34.1 26.5 66 11.8 32 =371 -605
Official flows, net 6.8 52.3 264 -46.0 -0.1 9.0 -615 -815 -138.6 -161.3 —163.6
Change in reserves? -1039 -295 -101.3 -128.3 -128.1 —-194.7 -351.6 -515.4 -580.2 -584.2 -562.3
Memorandum
Current account4 -883 496 429 1286 905 1385 2294 3105 5112 5765 569.8
Africa
Private capital flows, net? 4.1 7.6 9.0 — 5.7 49 46 130 304 166 211
Private direct investment, net 43 6.3 8.6 76 230 133 149 151 23.2 215 213
Private portfolio flows, net 4.8 43 91 -18 -76 -09 0.1 55 4.5 5.3 5.4
Other private capital flows, net -4.9 -30 -87 -58 -96 -75 -104 -77 27 -102 -56
Official flows, net 0.3 5.3 3.8 27 -05 43 3.7 18 -6.6 3.2 42
Change in reservess -6.3 36 -04 -128 -98 -57 -114 -33.0 -421 -46.3 -54.7
Central and eastern Europe
Private capital flows, net? 271 27.2 370 397 116 535 523 71.0 1082 947 844
Private direct investment, net 1.7 19.3 228 242 242 256 166 340 413 413 397
Private portfolio flows, net 45 -1.3 57 3.2 0.5 1.8 61 274 2838 272 25.0
Other private capital flows, net 10.9 9.1 86 123 -13.1 26.1 295 9.7 381 262 19.7
Official flows, net 0.3 10 -26 1.8 59 -77 -53 -68 -85 27 -26
Change in reserves? -15.6 -93 -119 -66 -44 -203 -124 -143 -41.0 -255 -127
Commonwealth of
Independent States®
Private capital flows, net? 14.4 -15 -13.1 -273 6.3 161 16.7 80 249 137 -213
Private direct investment, net 4.6 5.6 47 2.3 5.0 5.2 54 137 5.2 2.8 38
Private portfolio flows, net 16.9 78 -09 -100 -12 04 -05 57 1.0 -51 -53
Other private capital flows, net 71 149 -169 -19.7 24 106 118 -114 187 -114 -196
Official flows, net -1.1 17 -21 -63 -52 -107 -86 -7.7 -155 -37 -46
Change in reserves? -1.3 127 -62 -204 -129 -162 -31.7 -560 -752 -88.0 -76.8
Emerging Asiab
Private capital flows, net27 901  -53.8 3.1 65 196 208 635 1203 538 552 516
Private direct investment, net 54.0 56.8 716 590 516 507 679 600 718 76.5 78.7
Private portfolio flows, net 20.6 88 569 202 -512 -599 44 38 -311 -245 -27.0
Other private capital flows, net” 154 -1194 -1254 -728 19.1 300 -88 564 131 33 -01
Official flows, net -2.3 19.6 1.8 -11.7 117 46 -17.6 1.8 5.0 -02 -104
Change in reserves® -417 -531 -88.2 -53.7 -90.2 -148.8 -226.5 —-340.1 -281.9 -302.2 -306.0

easing to 4.7 percent in 2007 (Figure 1.8).
Continued headwinds from high oil prices are
expected to be offset by a gradual pickup in
investment, as increasing capacity constraints
encourage corporates to reduce their net sav-
ings; very favorable financial market conditions;
and continued accommodative macroeconomic
policies (Figure 1.9). Looking across key coun-
tries and regions:
® In industrial countries, GDP growth in the
United States is expected to moderate to 3.4
percent in 2006, still the highest among G-7
countries. Despite the surprisingly weak
growth in the fourth quarter of 2005, incom-

ing data suggest a relatively strong start to
2006, with a more abrupt slowdown in the
housing market the most significant risk (see
Box 1.2, p. 22). In Japan, activity picked up
strongly in the fourth quarter while deflation-
ary pressures continue to ease; risks are to the
upside, especially if private consumption gains
momentum in response to improving labor
market conditions. Despite slowing fourth
quarter growth, the expansion in the euro area
also seems to be gaining some traction,
although—with consumption remaining
weak—it remains vulnerable to domestic and
external shocks.
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Table 1.2 (concluded)

1995-97 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007

Middle East8
Private capital flows, net? 4.0 15.6 0.2 55 9.2 4.1 79 122 114 -8.7 -10.1
Private direct investment, net 5.0 9.5 41 47 9.6 98 176 133 196 245 236
Private portfolio flows, net -2.8 -2.3 0.7 33 -35 -51 -54 6.0 76 -115 -6.1
Other private capital flows, net 1.8 84 -46 -26 31 -06 -43 -71 -158 -21.7 -276
Official flows, net 4.3 10.5 19.0 -274 -149 — -397 -636 -87.9 -148.8 -148.8
Change in reserves® -13.9 83 -25 -321 -125 -14 -341 -47.7 -1084 -729 -774
Western Hemisphere
Private capital flows, net? 65.2 712 447 499 231 -21 155 6.0 252 346 2841
Private direct investment, net 40.6 61.5 659 696 668 450 351 481 51.2 54.0 50.6
Private portfolio flows, net 27.2 256 1.3 26 -76 -149 -84 -139 276 3.9 4.8
Other private capital flows, net -26 -159 -225 -223 -36.1 -322 -112 -281 -53.6 -234 -27.3
Official flows, net 5.2 14.2 64 -52 263 185 61 -71 -252 =912 15
Change in reserves? -25.2 8.4 79 -28 19 -22 -355 -243 -316 -492 -347
Memorandum
Fuel exporters
Private capital flows, net2 5.8 97 -232 -429 -13 107 129 54 49 -52.8 -60.6
Nonfuel exporters
Private capital flows, net2 199.0 56.5 104.0 1171 769 86.7 1475 2252 2491 2316 2144

Net capital flows comprise net direct investment, net portfolio investment, and other long- and short-term net investment flows, including
official and private borrowing. In this table, Hong Kong SAR, Israel, Korea, Singapore, and Taiwan Province of China are included.

2Because of data limitations, “other private capital flows, net” may include some official flows.

3A minus sign indicates an increase.

4The sum of the current account balance, net private capital flows, net official flows, and the change in reserves equals, with the opposite
sign, the sum of the capital account and errors and omissions. For regional current account balances, see Table 25 of the Statistical Appendix.

SHistorical data have been revised, reflecting cumulative data revisions for Russia and the resolution of a number of data interpretation issues.

6Consists of developing Asia and the newly industrialized Asian economies.

7Excluding the effects of the recapitalization of two large commercial banks in China with foreign reserves of the Bank of China (US$45 bil-
lion), net private capital flows to emerging Asia in 2003 were US$108.5 billion while other private capital flows net to the region amounted to
US$36.2 billion.

8Includes Israel.

e Activity in emerging market and developing coun- dent States, rising oil prices continue to boost
tries remains very strong, with forecasts revised fiscal and external current accounts, with
upwards in most countries and regions. In spending behavior generally more cautious
emerging Asia, GDP growth in both China and than in past episodes of rising prices (see
India has continued to surprise on the upside, Chapter II, Box 2.1, “How Rapidly Are Oil
driven by strong domestic demand and—in Exporters Spending Their Revenue Gains?”).
China—a rapidly rising current account sur- Inflationary pressures—while generally
plus. Along with the recovery in information manageable—need to be carefully watched,
technology (IT), this has supported an accel- and in some cases sharply rising asset prices
eration in activity in the rest of the region, pose risks. Elsewhere, GDP growth in Emerging
although investment growth has yet to pick up Europe has proved resilient to higher oil prices,
substantially. In Latin America, notwithstanding but high current account deficits and rapid
the slower pace of growth in larger economies, credit growth in many countries remain cen-
GDP growth remains solid, aided by booming tral vulnerabilities.
commodity prices. While this has aided a ¢ In the poorest countries, GDP growth in sub-
notable reduction in debt ratios, political Saharan Africa is estimated at 5.5 percent in
uncertainty remains a concern, and many 2005, rising to 5.8 percent in 2006—the high-
countries remain vulnerable to an abrupt est in over three decades. Within this, the
deterioration in the external environment. In pickup owes much to surging growth in oil-

the Middle East and Commonwealth of Indepen- producing countries as new capacity comes on



stream. Perhaps surprisingly, GDP growth in

oil importers has slowed only modestly, reflect-

ing both improved macroeconomic and struc-
tural policies and the offset from higher
nonfuel commodity prices—particularly in
metals producers—but also more limited
energy price pass-through in 2005, as well as
rising external aid. Notwithstanding the ten-
dency for past IMF GDP growth forecasts for

Africa to be overoptimistic (see Box 1.3, p. 24,

on the accuracy of WEO forecasts), the

upward trend in growth is encouraging,
although achievement of the Millennium

Development Goals remains far off. Donors

now need to fully deliver on commitments for

higher aid and debt relief, including ensuring
that additional resources are indeed addi-
tional, and not offset by reductions in other
forms of assistance; African countries must
continue to strengthen policies and institu-
tions to ensure that those resources—as well as
those coming from higher oil and other com-
modities—are well used.

Looking forward, notwithstanding the greater-
than-expected momentum in the global econ-
omy, a number of uncertainties remain. On the
upside, corporates could run down their sur-
pluses more rapidly than presently expected,
either through higher investment or increased
wages or dividends, although the impact would
be partly offset by higher long-run interest rates.
It is also possible that growth in some emerging
market countries could continue to exceed
expectations (although, particularly in China,
this would also increase the risk of a more
abrupt slowdown later on). But, overall, the bal-
ance of risks remains slanted to the downside,
the more so as time progresses (Figure 1.1 and
Box 1.3). There are four primary concerns, two
of which are uncertainties related to the current
conjuncture and two of which are of lower prob-
ability but potentially high-cost:
® High and volatile oil prices. To date, the

impact of higher oil prices on the global

economy has been more moderate than gen-

erally expected, in part because inflationary
expectations have remained well anchored,
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Figure 1.6. Global Exchange Rate Developments

The U.S. dollar appreciated moderately over the last year, with appreciations in
emerging market currencies—especially Latin America and parts of emerging

Asia—offset by depreciations of the yen and European currencies.

Percent Change from February 2002 to March 31, 2006
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6 Hong Kong SAR, Korea, Singapore, and Taiwan Province of China.
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Figure 1.7. Global Inflation

ECONOMIC PROSPECTS AND POLICY ISSUES

(Annualized percent change of three-month moving average over previous

three-month average)

While headline inflation has increased with higher oil prices, core inflation has

changed little.

Regional Aggregates

8 - Headline Inflation -

Emerging
6- markets2 -

B World -

- Core Inflation -8

- -6

_ Emerging .
markets?

- World -4

- -2

-Industrial - - R
countries' Industrial countries’
1 1 1 1 1 1 1 1 1 1 1 0
2000 01 02 03 04 05Jan. 2000 01 02 03 04 05dJan.
2006 2006
Industrial Countries
8 - Headline Inflation - - Core Inflation -6
- United || - - R
6- States|| - _ . _
- Euwroarea ) Euro area United -4
- States -
- -2
Other )
0
) Japan )
92— - B -2
Japan Other . ;
4 2000 01 02 03 04 05 Jan. 2000 01 02 03 04 05 Jafll.1
2006 2006
Emerging Market Countries
20 - Headline Inflation - - Core Inflation -15
Latin America ° - -
15- - Latin America “10
- Rest of Asia | - Other
10- - .
- - - -5
5- - : R
’ ) 0
0 China
- China - " Rest of Asia h
® 2000 01 02 03 04 05 Jan. 2000 01 02 03 04 05 Ja-ns
2006 2006

Sources: Haver Analytics; and IMF staff calculations.
TAustralia, Canada, Denmark, euro area, Japan, New Zealand, Norway, Sweden, the

United Kingdom, and the United States.

2Brazil, Bulgaria, Chile, China, Estonia, India, Indonesia, Hong Kong SAR, Hungary,
Korea, Malaysia, Mexico, Poland, Singapore, South Africa, Taiwan Province of China, and

Thailand.

and the shock has been driven by strong
global demand.#* Looking forward, however,
there are three reasons for concern. First,
the full effects of the recent shock may not
yet have been felt, especially if producers
and consumers are still treating it as tempo-
rary, rather than largely permanent in
nature. Second, with excess capacity still
very low, the market remains vulnerable to
shocks—indeed, with the recent increase in
geopolitical uncertainties in the Middle East,
options market data suggest risks are slanted
to the upside, with a 15 percent probability
of oil prices spiking above $80 per barrel by
mid-2006. Third, with prices increasingly
driven by supply-side concerns, the adverse
impact is likely to be greater than in the
recent past, especially if feed-through to
core inflation increased. This would be of
particular concern for oil-importing devel-
oping countries, which would not in these
circumstances benefit from an offsetting rise
in nonfuel commodity prices. This under-
scores the need for progress in improving
the medium-term supply-demand balance in
oil markets, including through eliminating
obstacles to upstream and downstream
investment; ensuring full pass-through to
domestic oil prices accompanied by a suit-
able safety net for the poorest; strengthen-
ing conservation efforts; and last—but not
least—improving oil market data. Such
measures would also help reduce price
volatility in the short term, by making mar-
kets less vulnerable to shocks.

A tightening in financial market conditions.
Current benign financial market conditions
are partly due to strengthening fundamentals,
but also reflect more temporary factors,
including very easy monetary conditions and,
related to that, the continuing search for
yield. Over the coming two years, global
short-term interest rates will rise further,

4See the September 2004 World Economic Outlook,

pp. 64-65 for a detailed discussion.



accompanied by significant changes in short-
run interest differentials, as the tightening
cycle in the United States reaches completion
while those in the euro area—and, recently,
Japan—become more advanced (see relevant
country sections below); long-run interest
rates are likely to rise further; and volatility
and risk premiums may pick up. If the impli-
cations of the transition to more normal
financial conditions are fully anticipated, its
impact is likely to be moderate; if not, the
effect could be considerably greater. As dis-
cussed in the April 2006 Global Financial
Stability Report, financial institutions and mar-
kets seem relatively well placed to manage
these changes, especially given the marked
strengthening in their balance sheets in
recent years; emerging market countries have
also taken advantage of current conditions to
improve debt structures, although some
remain vulnerable to a deterioration in finan-
cing conditions. The greatest risks appear to
lie in the household sector, particularly in
countries where housing markets are elevated,
especially since recent house price slowdowns
have led to a noticeable slowing in private
consumption and residential investment.
Rusing global imbalances. With the U.S. current
account deficit being financed with little diffi-
culty, and exchange rate movements relatively
benign, there may be a temptation to put this
issue on the back burner. But the fundamental
arithmetic—that the U.S. current account
deficit must ultimately fall substantially to sta-
bilize its net investment position, while sur-
pluses in other countries must fall—has not
changed; and—as discussed in Chapter II, “Oil
Prices and Global Imbalances”—higher oil
prices are complicating the adjustment
process. Looking forward, as described in
detail in Box 1.4, p. 28, adjustment in the
imbalances will in all circumstances require
both a significant rebalancing of demand
across countries, and a further substantial
depreciation of the U.S. dollar and apprecia-
tions in surplus countries, notably in parts of
Asia and oil producers; the issue is when and
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Figure 1.8. Global Outlook
(Real GDP; percent change from four quarters earlier)

Following some slowing in the first half of 2005, global growth is expected to
stabilize around 434 percent in 2006-07.
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Figure 1.9. Fiscal and Monetary Policies in the Major

Advanced Economies

Real short-term interest rates are generally expected to rise in 2006-07,

ECONOMIC PROSPECTS AND POLICY ISSUES

but—outside Germany and the United Kingdom—underlying fiscal positions show

little improvement.
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how those adjustments occur.”> While an
important part of the adjustment will need to
take place in the private sector, a purely
market-driven adjustment will succeed only if
foreigners are willing to increase their net
holdings of U.S. assets substantially in the face
of substantial capital losses from future dollar
depreciation—which do not appear to be
priced into yields on U.S. dollar assets at
present—and if protectionist pressures can be
held in check. If not, as illustrated in Figure
1.10, there is a risk of a much more abrupt
and disorderly adjustment, accompanied by
substantial exchange rate overshooting, a
large increase in interest rates, and a sharp
slowdown in growth worldwide.

® An avian flu pandemic. While both the proba-
bility and potential risks are impossible to
assess with any certainty, a worse-case scenario
could have extremely high human and eco-
nomic costs, particularly in developing coun-
tries (see Appendix 1.2 on the avian flu
pandemic). This underscores the importance
of moving ahead with necessary public health
precautions and providing the necessary
assistance to developing countries to do so;
measures to ensure that essential economic
infrastructure—particularly payments sys-
tems—can continue to operate should also be
a priority. In particular, all major financial
institutions need to have a contingency plan
that addresses the consequences of the loss of
key personnel.
Looking forward, policymakers face three

main challenges:

® Making more rapid progress in addressing global
imbalances. As the World Economic Outlook has
argued for some time, a coordinated package
of policies across major regions—including
measures to reduce the budget deficit and
spur private savings in the United States;
structural and other reforms to boost domes-

5See “How Will Global Imbalances Adjust?” Appendix
1.2, World Economic Outlook, September 2005, for a
detailed discussion.



Figure 1.10. How Will Global Imbalances Adjust?
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In the absence of policy adjustment, an orderly adjustment may take place, but only if investors are willing to hold substantially
higher levels of U.S. assets (despite large capital losses) and if protectionist pressures are avoided. If these conditions are not met,
there is a clear risk of a disruptive adjustment and a global recession. However, strengthened policies—along the lines described in
the text—would sharply reduce imbalances, with a modest short-term slowdown offset by stronger medium-term growth.
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tic demand in surplus countries; and greater
exchange rate flexibility in China and some
other countries to allow necessary apprecia-
tions to take place—could significantly reduce
risks (see Box 1.4 for a detailed description).
To date, however, only modest progress has
been made in implementing these policies. As
shown in the “strengthened policies” scenario
in Figure 1.10, such a package would lead to a
significantly earlier adjustment in imbalances,
correspondingly reducing the risk of a more
abrupt adjustment; while GDP growth would
slow somewhat in the short term, over the
medium term it would be both stronger and
better balanced. Given the strong global con-
juncture, and that these policies are in the
national as well as the international interest,
the cost of such insurance against a disorderly
adjustment appears relatively modest.
Ensuring sustainable medium-term fiscal positions,
not least among many major industrial coun-
tries where—outside of Canada and Japan—
underlying fiscal positions have improved only
modestly since 2003 and—except in Germany
and the United Kingdom—IMF staff projec-
tions suggest little further improvement over
the next two years (Table 1.3). This is of par-
ticular concern since, despite some progress
in Europe and Japan, pension and health sys-
tems across the globe remain unsustainable,
with the difficulties associated with implement-
ing even modest reforms being well illustrated
by recent experience in the United States. A
failure to accelerate progress will increasingly
limit the scope for a fiscal response to future
shocks, put upward pressures on long-run
interest rates, and—over the longer term—
pose risks to macroeconomic stability.

Putting in place the preconditions to take advantage
of globalization and support global growth in the
Jfuture. At the multilateral level, the most
important issues are to resist protectionist
pressures—which have been on the increase
in a number of countries—and ensure an
ambitious outcome to the Doha Round. While
the World Trade Organization (WTO)
Ministerial Meetings in Hong Kong SAR made

some progress (Box 1.5, p. 32), wide differ-
ences in country positions remain; given the
limited flexibility so far displayed, the risks
that the very tight negotiating schedule will
not be met are high. An unambitious out-
come—or failure—of the Doha Round would
have major costs both for the global economy
and the multilateral trading system. The chal-
lenge at the national level is to advance the
structural reform agenda, which in some areas
appears to be in retreat—for instance on
cross-border takeovers. While the priorities
vary across countries, as described below, com-
mon themes included the need for greater
labor market flexibility in the face of rapid
technological change and global competition;
improvements to the business climate and
increased competition in emerging markets;
and the strengthening of financial systems.
With the global economy set for its fourth
consecutive year of 4 percent plus GDP growth,
the current conjuncture is the strongest for
many years. Current policymakers can take con-
siderable credit for this outcome; past policy-
makers can perhaps take even more. The global
economy would not have been so resilient to
recent shocks without the strengthening of
monetary frameworks since the 1980s, which
helped anchor inflationary expectations, and
the improvements in fiscal positions in the
1990s, which allowed room for policy easing
in 2001-02; nor would global growth and trade
be as strong as they are without the successful
completion of the Uruguay Round in 1994.
But behind today’s rather favorable short-term
conjuncture lie major risks and challenges that
have yet to be fully addressed. From an eco-
nomic viewpoint, there is unlikely to be a more
favorable environment in which to tackle them;
if progress cannot be made now, it will surely
be even more difficult later on. In those cir-
cumstances, the risks of adverse shocks will
rise, and the scope to react to them will decline,
making the prospects of achieving the sus-
tained medium-term global growth envisaged
in the World Economic Outlook baseline increas-
ingly remote. From that perspective, 2006 may
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Table 1.3. Major Advanced Economies: General Government Fiscal Balances and Debt!
(Percent of GDP)

1990-99 2000 2001 2002 2003 2004 2005 2006 2007 2011

Major advanced economies

Actual balance -3.4 -0.4 -1.9 -4.1 -4.9 -4.4 -39 -39 -3.7 -2.7
Output gap? 0.3 21 0.6 -0.8 -15 -1.0 -0.9 -0.7 -0.6 —
Structural balance? -3.4 -1.4 -2.1 -3.8 -4.2 -4.0 -3.6 -3.6 -3.4 -2.7
United States
Actual balance 3.0 1.3 -0.7 -4.0 -5.0 -4.7 -4.1 -43 -4.0 -2.8
Output gap? 0.6 35 0.9 -0.9 -15 -0.8 -0.6 -0.5 -0.4 —
Structural balance? -3.3 0.1 -1 =37 -4.4 -4.4 -39 -4.0 -39 -2.8
Net debt 53.7 39.4 38.3 41.0 43.8 453 46.0 47.7 49.3 52.4
Gross debt 69.5 571 56.6 58.9 61.8 62.5 62.9 64.2 65.9 69.1
Euro area
Actual balance -1.0 -1.9 -2.6 -3.0 -2.7 -2.3 -2.3 -21 -15
Output gap? 1.9 15 0.3 -1.1 -1.0 -15 -1.4 -1.3 —
Structural balance? -1.6 -2.3 -2.6 -25 -2.2 -1.8 -1.7 -15 -15
Net debt 57.6 57.4 57.4 59.1 59.8 60.7 60.5 60.1 57.4
Gross debt 69.9 68.6 68.5 69.8 70.2 7.2 70.8 701 66.7
Germany3
Actual balance -2.6 1.3 -2.8 -3.7 -4.0 -3.7 -3.3 -3.3 -2.4 -2.0
Output gap? 1.2 1.7 15 0.2 -1.3 -1.0 -15 -15 -1.9 —
Structural balance24 -2.5 -1.2 -2.7 -3.2 -3.0 -3.2 -2.6 -2.8 -1.6 -2.0
Net debt 40.5 515 52.1 54.3 57.7 59.9 62.4 64.1 64.4 64.1
Gross debt 50.7 58.7 57.9 59.6 62.8 64.5 67.5 69.0 68.7 67.9
France
Actual balance -3.8 -15 -15 -3.1 -4.2 -3.7 -2.9 -2.9 -3.0 -14
Output gap? -1.3 1.2 1.0 — -1.4 -14 -2.0 -1.8 -1.6 —
Structural balance24 -2.8 -2.1 -2.1 -3.1 -3.4 -2.7 -2.1 -1.6 -1.9 -14
Net debt 39.7 47.0 48.2 48.5 53.0 55.3 57.7 57.3 57.3 54.2
Gross debt 48.9 56.6 56.1 58.1 62.7 65.0 67.3 67.0 67.0 63.8
Italy
Actual balance -7.6 -0.8 -3.1 -2.7 -3.4 -3.4 -4 -4.0 -43 -39
Output gap? 0.2 2.1 1.9 0.4 -0.8 -1 -2.2 -2.2 -2.0 —
Structural balance24 -7.5 -2.8 -3.9 -3.4 -2.9 -3.2 -3.3 -3.1 -3.3 -3.9
Net debt 108.5 1056  103.0 1004 1004 1002 1025 103.0 103.8 1054
Gross debt 114.7 1113 1082 1054 1040 1039 106.3 1069 1076 1094
Japan
Actual balance -2.9 -7.7 -6.4 -8.2 -8.1 -6.6 -5.8 -5.7 -5.4 -4.2
Excluding social security -4.9 -8.2 -6.5 -7.9 -8.2 -6.9 -5.7 -55 -5.3 -4.4
Output gap? — -1.0 -1.6 -3.0 -2.8 -21 -11 — 03 0.1
Structural balance? -2.9 -7.2 -5.6 -6.9 -7.0 -5.8 -54 -5.6 -5.5 —4.2
Excluding social security -49 -8.0 —-6.1 -7.2 -7.6 -6.5 -55 -55 -54 -4.4
Net debt 27.6 60.6 65.7 72.8 77.2 82.9 87.6 90.9 941 101.2
Gross debt 92.9 1422 1516  161.2 1671 1721 175.5 176.2 1772 175.2
United Kingdom
Actual balance -3.7 15 0.9 -15 -3.2 -3.2 -3.6 -3.1 -2.8 -2.0
Output gap? -0.7 1.1 0.7 — -0.1 0.5 -0.3 -0.3 -0.1 —
Structural balance? -3.3 1.3 0.3 -1.8 -3.2 -3.4 =37 -3.0 -2.6 -2.0
Net debt 32.9 34.2 32.7 32.7 34.6 36.5 38.5 39.4 40.4 41.6
Gross debt 38.4 416 38.4 379 39.4 4.2 433 441 451 46.0
Canada
Actual balance -4.5 2.9 0.7 -0.1 — 0.7 1.7 1.3 1.1 0.6
Output gap? -0.6 1.9 0.3 0.3 -0.5 -0.4 -0.3 -0.1 — —
Structural balance? -4.0 2.0 0.4 -0.2 0.3 0.9 1.9 1.3 11 0.6
Net debt 80.5 65.3 60.2 57.9 514 46.8 41.9 38.2 35.4 27.0
Gross debt 112.7 1015 1003 974 91.9 87.9 85.0 78.8 74.2 59.1

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

Debt data refer to end of year. Debt data are not always comparable across countries. For example, the Canadian data include the unfunded
component of government employee pension liabilities, which amounted to nearly 18 percent of GDP in 2001.

2Percent of potential GDP.

3Beginning in 1995, the debt and debt-service obligations of the Treuhandanstalt (and of various other agencies) were taken over by general
government. This debt is equivalent to 8 percent of GDP, and the associated debt service, to 1/2 to 1 percent of GDP.

4Excludes one-off receipts from the sale of mobile telephone licenses (the equivalent of 2.5 percent of GDP in 2000 for Germany, 0.1 percent
of GDP in 2001 and 2002 for France, and 1.2 percent of GDP in 2000 for Italy). Also excludes one-off receipts from sizable asset transactions, in
particular 0.5 percent of GDP for France in 2005.
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Table 1.4. Advanced Economies: Real GDP, Consumer Prices, and Unemployment

(Annual percent change and percent of labor force)

Real GDP Consumer Prices Unemployment
2004 2005 2006 2007 2004 2005 2006 2007 2004 2005 2006 2007
Advanced economies 3.3 2.7 3.0 2.8 2.0 2.3 2.3 2.1 6.3 6.0 5.8 5.8
United States 4.2 3.5 3.4 83 2.7 3.4 3.2 2.5 55 5.1 49 5.1
Euro area’ 2.1 1.3 2.0 1.9 2.1 2.2 2.1 2.2 8.9 8.6 8.3 8.1
Germany 1.6 0.9 1.3 1.0 1.8 1.9 1.8 2.5 9.2 9.1 8.7 8.8
France 2.1 14 2.0 2.1 2.3 1.9 1.7 1.8 95 9.6 9.6 9.1
Italy 0.9 0.1 1.2 14 2.3 2.3 2.5 2.1 8.3 8.1 7.8 7.6
Spain 341 34 33 3.2 341 34 34 3.1 11.0 9.2 8.6 85
Netherlands 1.7 1.1 2.5 2.4 14 15 1.5 1.6 4.6 49 45 43
Belgium 2.4 15 2.1 2.4 1.9 2.5 2.4 1.8 8.4 8.4 8.3 8.2
Austria 2.4 1.9 2.2 2.1 2.0 2.1 1.8 1.7 4.8 5.2 4.8 45
Finland 3.6 2.1 38 2.7 0.1 0.9 1.1 1.3 8.8 8.4 7.9 7.8
Greece 47 3.7 83 3.2 3.0 3.5 3.3 3.0 10.5 9.9 9.5 9.5
Portugal 11 0.3 0.8 1.5 2.5 2.1 2.1 2.1 6.7 7.6 7.7 7.6
Ireland 45 47 5.0 5.2 2.3 2.2 2.3 2.5 45 43 41 4.0
Luxembourg 4.5 43 4.0 3.8 2.2 2.5 2.3 2.2 3.9 4.2 4.5 4.7
Japan 2.3 2.7 2.8 2.1 — -03 0.3 0.6 4.7 4.4 41 4.0
United Kingdom' 341 1.8 2.5 2.7 1.3 2.1 1.9 1.9 4.8 4.8 49 4.8
Canada 2.9 2.9 3.1 3.0 1.8 2.2 1.8 2.0 7.2 6.8 6.6 6.6
Korea 46 4.0 55 45 3.6 2.7 2.5 3.0 3.7 3.7 815 8.8
Australia 3.6 2.5 2.9 3.2 2.3 2.7 2.8 2.7 55 5.1 5.2 5.2
Taiwan Province of China 6.1 41 45 45 1.6 2.3 1.8 15 4.4 4.1 4.0 3.9
Sweden 3.7 2.7 815 2.4 1.1 0.8 1.5 1.8 55 5.6 45 4.2
Switzerland 2.1 1.8 2.2 1.7 0.8 1.2 1.0 1.2 3.5 3.4 8.3 8.3
Hong Kong SAR 8.6 7.3 55 45 -0.4 1.1 1.8 2.1 6.9 5.7 45 45
Denmark 1.9 3.4 2.7 2.3 1.2 1.8 1.8 2.0 6.4 5.7 5.1 5.3
Norway 3.1 2.3 2.2 2.6 0.4 1.6 2.1 2.3 45 4.6 41 4.0
Israel 4.4 5.2 4.2 4.2 -0.4 1.3 2.4 2.0 10.3 9.0 8.5 8.2
Singapore 8.7 6.4 5 45 1.7 0.5 2.0 1.9 3.4 3.0 2.9 2.9
New Zealand? 4.4 2.2 0.9 2.1 2.3 3.0 3.1 2.8 3.9 3.7 41 4.6
Cyprus 3.9 3.7 4.0 4.0 2.3 2.6 2.0 2.0 3.6 3.3 3.0 3.0
Iceland 8.2 55 515) 2.3 3.2 4.0 4.0 & 3.1 2.1 1.9 2.0
Memorandum
Major advanced economies 3.1 2.6 2.8 2.6 2.0 2.3 2.3 2.1 6.3 6.0 5.9 5.8
Newly industrialized Asian
economies 5.8 46 5.2 45 2.4 2.2 2.2 2.3 4.2 4.0 8.7 815

1Based on Eurostat’s harmonized index of consumer prices.
2Consumer prices excluding interest rate components.

prove a watershed year, both in terms of the out-
look for the global economy itself, and the
legacy that today’s policymakers pass to their

SucCcCessors.

United States and Canada: Robust
Growth Set to Continue, but the U.S.
Housing Market Is a Key Uncertainty

The U.S. economy slowed sharply in the
fourth quarter of 2005, growing at its slowest
rate since early 2003. Private consumption was
weak—Iargely due to a sharp drop in auto sales
as buyer incentive programs ended and gasoline

prices surged in the aftermath of Hurricane
Katrina—corporate fixed investment was sub-
dued, and net exports exerted a substantial drag
on growth. Monthly indicators, however, suggest
that this weakness was concentrated early in the
quarter and that the economy has subsequently
bounced back. In particular, industrial produc-
tion has strengthened, capital goods orders are
firm, nonfarm payrolls increased by an average
of 220,000 a month during November—March,
and consumer confidence has rebounded from
its post-Katrina slump.

Consequently, real GDP growth is expected to
rebound in the first quarter of 2006 and to aver-



UNITED STATES AND CANADA: ROBUST GROWTH SET TO CONTINUE, BUT THE U.S. HOUSING MARKET IS A KEY UNCERTAINTY

age 3.4 percent for the year as a whole (Table
1.4). Strong corporate profits and comfortable
financing conditions imply a positive outlook for
business investment. Further, a pickup in growth
in trading partners should mean that the exter-
nal sector is less of a drag on growth, while in
the near term there is likely to be higher govern-
ment spending associated with rebuilding in the
aftermath of Hurricane Katrina. Consumption
growth, however, is expected to slow this year—
by about % percentage point—as a cooling hous-
ing market and elevated energy prices more
than offset any acceleration in disposable
incomes from employment and wage growth.
With corporate profits expanding robustly and
balance sheets in good shape, business invest-
ment and employment growth could be stronger
than expected, but overall risks to the outlook
are slanted to the downside. Specifically, the
large current account deficit—6.4 percent of
GDP last year (Table 1.5)—makes the United
States vulnerable to a swing in investor senti-
ment that could put downward pressure on the
dollar and see a spike in long-run interest rates.
Even more importantly, against a background of
low household saving and high energy prices, a
weaker housing market could trigger a more
abrupt withdrawal of consumer demand than
anticipated.

Indeed, the future course of the housing mar-
ket is a key uncertainty for the U.S. economy.
House prices have grown strongly in recent
years, providing a boost to economic activity
through their effect on consumption, residential
investment, and employment. But house prices
are now looking more richly valued—see Box
1.2—and as affordability has declined, buyers
have increasingly resorted to interest-only and
negative amortization loans to gain access to the
market. These nontraditional mortgage products
accounted for over 40 percent of mortgage loans
for purchase during 2005 (Figure 1.11).6 And
there are now indications that the housing mar-
ket is cooling—mortgage applications have

6Data from LoanPerformance MBS/ABS database.

Table 1.5. Advanced Economies:
Current Account Positions

(Percent of GDP)
2004 2005 2006 2007
Advanced economies -09 15 -17 -17
United States -57 64 -65 -6.5
Euro area' 0.8 — -0.2 —
Germany 3.7 41 3.6 43
France -04 13 -19 -21
Italy -09 -15 -1.1 -0.7
Spain -53 76  -81 -85
Netherlands 8.9 6.4 6.9 7.9
Belgium 3.3 45 4.8 4.8
Austria 0.2 0.7 09 0.9
Finland 5.0 2.4 2.8 2.7
Greece -6.3 -7.9 -79 -79
Portugal -73 -92 -95 -94
Ireland -08 -19 -29 -33
Luxembourg 11.1 7.9 7.3 7.3
Japan 3.8 3.6 3.2 2.9
United Kingdom -20 -26 27 28
Canada 2.2 2.2 3.1 2.9
Korea 41 2.1 1.8 1.7
Australia -6.3 -6.0 -5.6 =55
Taiwan Province of China 5.7 4.7 5.4 55
Sweden 6.8 6.1 5.1 45
Switzerland 14.6 13.8 13.7 13.1
Hong Kong SAR 9.6 10.7 10.1 10.1
Denmark 2.1 24 24 2.6
Norway 13.6 16.8 18.6 19.9
Israel 1.6 1.9 1.0 2.1
Singapore 24.5 28.5 26.7 26.3
New Zealand -66 8.8 -89 76
Cyprus -57 =51 -56 46
Iceland -94 -166 -138 -86
Memorandum
Major advanced economies -1.7 =23 -25 25
Euro area? 06 -03 — 0.2
Newly industrialized Asian
economies 7.0 6.0 57 5.6

TCalculated as the sum of the balances of individual euro area
countries.
2Corrected for reporting discrepancies in intra-area transactions.

declined, the supply of homes on the market is
rising, and confidence among homebuilders has
slipped.

Through the impact on wealth accumulation,
a slowdown in real house price appreciation from
last year’s pace of around 10 percent (year-on-
year) to zero would usually be expected to
reduce consumption growth by 0.5-1 percentage
point after one year. In present circumstances,
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Figure 1.11. United States: The Housing Market and

Growth

The strong housing market has supported growth and employment in the United
States in recent years. There are increasing signs, however, that housing activity is
slowing, and a key question is how the economy would react to a period of slower

house price appreciation.
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3The sum of employment in the following sectors: residential building construction,
residential specialty trade contractor, furniture and home, furnishing stores, building
material and garden supply stores, and real estate.

however, the wealth effect could be larger. The
withdrawal of equity from the housing market—
which amounted to 7.5 percent of household dis-
posable income in the first three quarters of
2005—has provided a convenient way of borrow-
ing, which has helped boost consumption in
recent years. If house price appreciation were to
slow sharply, equity withdrawal would likely fall.
Further, real estate and related sectors have been
important sources of job creation, and a slowing
housing market could adversely affect employ-
ment in these sectors.” These factors could
induce a more severe slowdown in consumption
and overall GDP growth (see Box 1.2).

Inflationary pressures have remained muted,
helped by ongoing productivity gains and by
strong competitive pressures—including from
overseas—that are limiting the ability of produc-
ers to pass on cost increases. Consequently, while
headline CPI inflation jumped as gasoline prices
soared—reaching a peak of around 4.5 percent
in September, although it has eased in recent
months—there has been little pass-through into
core inflation, which is running around 2 per-
cent. Nevertheless, with rising resource utiliza-
tion, the Federal Reserve has continued to
tighten monetary policy in recent months.
Looking forward, the financial markets now
expect one or two more 25-basis-point rate hikes
in the coming months before the Fed ends this
tightening cycle. With spare capacity in the
economy nearly exhausted, however, inflationary
pressures could strengthen more than antici-
pated, necessitating a stronger-than-expected
monetary policy response. In particular, a tight-
ening labor market—the unemployment rate
has declined to 4.7 percent and initial claims for
unemployment benefits have fallen in recent
months—may lead to upward pressures on
wages, and, with productivity growth easing, unit
labor costs.

"Default rates on residential mortgage loans have been
low historically. Together with securitization of the mort-
gage market, this suggests that the impact of a slowing
housing market on the financial sector is likely to be lim-
ited (see the April 2006 Global Financial Stability Report).



Despite the substantial increase in short-term
interest rates during this tightening cycle, long-
term yields have risen only modestly, and the
yield curve has at times been slightly inverted in
recent months. In the past, an inverted yield
curve has been a reliable leading indicator of a
slowdown in the U.S. economy (predicting all
but one of the postwar recessions). Nevertheless,
with real short-term interest rates still low, the
correlation between consumption growth and
the yield curve having largely disappeared since
the 1990s, and structural factors, including pen-
sion fund asset reallocation and demand from
oil exporters boosting desired holdings of long-
dated U.S. securities, it appears unlikely that the
current shape of the yield curve is portending an
imminent slowing of growth (see the April 2006
Global Financial Stability Report).

Turning to fiscal policy, the federal budget
deficit improved markedly in FY2005, declining
by 1 percentage point of GDP to 2.6 percent of
GDP, due to strong revenue growth. In particu-
lar, corporate income tax receipts surged with
strong profits and the expiration of provisions
that allowed additional depreciation deductions
for investment. The deficit, however, is expected
to widen in FY2006 to around 3 percent of GDP
as revenue growth slows and the costs of rebuild-
ing in the Gulf coast area, ongoing military oper-
ations in Iraq and Afghanistan, and the
introduction of the recent new prescription drug
benefit scheme boost expenditures. Over the
medium term, the U.S. administration’s plan to
cut the budget deficit in half by FY2009 is unam-
bitious. It is also fraught with risks, given the
reliance on an unprecedented compression of
discretionary nondefense spending, ongoing
pressure for Alternative Minimum Tax (AMT)
relief, and the U.S. administration’s push to
extend the tax cuts of 2001 and 2003 beyond
2010. As discussed in the September 2005 World
Economic Outlook, a bolder fiscal adjustment
effort is needed with the aim of achieving broad
budget balance (excluding social security) in the
medium term. This more ambitious fiscal goal
would put the budget in a stronger position to
respond to unexpected future developments and
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absorb upcoming pressures from population
aging, as well as contribute to the resolution of
global current account imbalances.

In Canada, the economy continues to perform
strongly, benefiting from the improvement in
the terms of trade caused by high energy and
other commodity prices. Private consumption is
growing strongly, supported by rising employ-
ment and asset prices, while healthy corporate
profits have underpinned a pickup in business
investment. Growth is projected at 3.1 percent
this year, with most of the risks to the outlook
stemming from possible external develop-
ments—in particular, the Canadian economy is
vulnerable to any slowdown in the United States,
an abrupt depreciation of the U.S. dollar, or a
worsening of the terms of trade caused by
weaker global commodity prices. Inflation
remains well contained but, with the output gap
closing, further interest rate increases will likely
be needed in the coming months. The fiscal out-
look remains favorable. The new government
has some fiscal room to maneuver in achieving
its objective of lowering the tax burden and slow-
ing spending growth, while maintaining fiscal
surpluses and keeping government debt on a
firm downward path. As in most other industrial
countries, however, rising health care costs pres-
ent a long-term challenge to fiscal sustainability,
and reforms to the public health system will be
needed to contain costs.

Western Europe: Is the Expansion Finally
Gaining Traction?

The recovery in Europe appears to be
strengthening, notwithstanding some slowdown
in growth during the final quarter of 2005.
Underscoring the vulnerability of activity to
external factors, notably oil prices and world
demand, growth slowed during the fourth quar-
ter due to falling household consumption and
weaker net exports. Importantly, however, invest-
ment appears to have remained resilient. Also,
recent high-frequency indicators—for example,
the German Ifo index which is at its highest level
since early 1991—continue to point to healthy
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Box 1.1. Long-Term Interest Rates from a Historical Perspective

By the standards of the last two decades of the
twentieth century, long-term interest rates,
whether measured in real or nominal terms, are
currently very low. The British gilts market is a
case in point: in January-March of 2006, the
rate on ultra-long indexed gilts averaged about
70 basis points. But real long-term rates on unin-
dexed government bonds are also low in the
United States and Europe. In the same period,
the interest rate on 10-year treasuries, deflated
by the expected rate of inflation 10 years ahead,
was about 2 percent.

When viewed from a historical perspective,
however, the recent behavior of real govern-
ment bond rates does not appear so unusual.
Consider the behavior of rates in the period
from 1870 to the start of the World War I.
From 1870-95, nominal long-term rates,
which were trending downward, averaged
32 percent (see the figure) for the average of
a group of eight countries (Australia, Canada,
France, Germany, Italy, Japan, the United
Kingdom, and the United States).! However,
because the early part of this period witnessed
marked deflation, which bondholders would
not likely have foreseen, realized ex post real
rates of return averaged 4'5 percent, above
what might be inferred to be their expected
rate. Average real rates declined to 2.2 percent
in 1895-1914, a period of prosperity and rising
prices that ended with the outbreak of war.
The variance of real long-term rates also
declined in this period. A somewhat similar
pattern is evident in the 20 years between the

Note: The principal authors of this box are Luis
Catao and Sandy Mackenzie.

IThis figure was computed by deflating the nominal
long bond rate by the current rate of inflation in each
country and obtaining a global rate as a GDP-weighted
average of the real rates thus measured in the eight
countries in the sample. The median of the annual
global real rates over the entire 1870-95 period is
reported. Deflating the nominal rate by the 10-year-
ahead inflation rate, rather than by current inflation,
yields essentially the same estimate of the average real
interest rate for this period.

Real Long-Term Interest Rates
(Three-year moving averages)

— United States — United Kingdom
Japan — Eight country average1

- 1870-1936 -30

1870 80 90 1900 10 20 30 20

- 1950-2005 -10

1950 60 70 80 90 2000

Source: IMF staff calculations.
Tincludes Australia, Canada, France, Germany, Italy, Japan,
the United Kingdom, and the United States.

wars, with average realized real rates compara-
tively low during the 1920s, and higher during
the Depression. In both the 1920s and the
1930s, however, variance was high, which
reflected the well known economic instability of
the period.

During most of the period since 1945, real
long-term interest rates have been compara-
tively low, although real rates have fluctuated
substantially in some subperiods. During
the Bretton Woods era, from 1946 to 1971,
real global long-term rates averaged 2% per-



cent.? In the case of treasuries, after a period of
comparative stability from 1956 to 1973 when
the real rate averaged about 2 percent, the real
rate dropped precipitously to well below zero
because of the unexpected inflationary impact
of the first oil shock. During the disinflation of
the 1980s, the opposite occurred. During the
1990s, the average rate of inflation and its vari-
ance declined, and real rates trended down. A
similar if less pronounced pattern was evident
in other markets during these decades.

In general, when inflation has been both low
and stable, real long-term interest rates will tend
to be low and stable as well. Conversely, when
inflation is high and volatile, real interest rates
will be volatile, and the premium investors
demand for holding fixed-interest securities
will rise.

Theoretically speaking, long-run interest rates
are expected to be no lower than the trend
growth rate of an economy. However, the histori-
cal experience clearly shows that this general
rule can be broken. In about half of the years
since the 1870s (excluding the war years), the
growth rate exceeded the rate of interest for the
eight-country average. Moreover, the rate of

2This measure is obtained as explained in footnote
1. For alternative measures using estimates of infla-
tionary expectations, but telling essentially the same
story, see Catao and Mackenzie (2006).

activity, unlike during previous episodes of
stalling growth; while some uncertainties
remain, the fourth-quarter slowdown is pro-
jected to prove temporary.

Looking forward, the expansion will continue
to depend on strong global demand, with an
increasing contribution from business invest-
ment, supported by last year’s depreciation of
the euro and the continuation of supportive
financing conditions. Household consumption—
which is particularly weak in Germany—is
expected to remain more subdued until labor

market conditions improve and the effect of oil
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growth has exceeded the rate of interest for as
many as 20 years at a stretch. As discussed in
previous issues of the World Economic Outlook, the
outlook for long-run interest rates depends criti-
cally on economic fundamentals—notably, the
extent to which the desired level of savings con-
tinues to exceed desired investment, as well as
on such factors as the impact of regulatory
change and aging on the demand of financial
institutions for long-term assets—but other
developments such as commodity price shocks,
especially oil price shocks, also play a role (for
econometric evidence on this point, see Catao
and Mackenzie, 2006).

Should low real long-term interest rates per-
sist, the relative positions of borrowers and
lenders may be significantly affected. Govern-
ments will find it easier to attain or maintain
financial stability, because the primary surplus
they need to target to maintain a given debt-to-
GDP ratio will decline. Lower rates of interest
can also reduce the incentive to undertake
needed but politically difficult fiscal consolida-
tion. Investors, however, may need to revisit
their assumptions regarding target rates of
return on their portfolios. In particular, house-
holds, which in many countries are shouldering
more of the risks associated with saving for
retirement, may have to retire later, or increase
the savings they planned to make during their
working lives.

prices on real disposable incomes tails off; the
proposed increase in the value added tax (VAT)
rate in Germany, scheduled for January 2007, is
however expected to boost consumption spend-
ing in late 2006 at the expense of spending in
early 2007. Against this backdrop, overall growth
in the euro area is expected to strengthen to
potential, or about 2 percent, in 2006, compared
to 1.3 percent last year. Nevertheless, there are a
number of downside risks, including an appreci-
ation of the euro against the backdrop of large
global imbalances or a renewed spike in oil
prices. Further, elevated house prices in Spain
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Box 1.2. The Impact of Recent Housing Market Adjustments in Industrial Countries

House prices in many industrial countries have
been increasing at unprecedented rates in recent
years, providing a boost to economic growth. An
analysis in the September 2004 World Economic
Outlook, however, found that this increase in
house prices had significantly exceeded the
amount justified by fundamentals—such as pop-
ulation and income growth and interest rates—
in a number of countries, raising the prospect
that house prices would need to adjust in the
period ahead. Further, the analysis also found
that the correlation of house prices across coun-
tries was surprisingly high—particularly given
that housing is a nontraded asset—raising the
possibility that such a weakening in prices could
be synchronized across countries, magnifying
the impact on global growth.

Over the past year, house price growth has
slowed in many countries, consistent with the
historical cross-country synchronization in these
prices. In Australia and the United Kingdom,
house price inflation has declined from 20 per-
cent a year in late 2003 (middle of 2004 for the
United Kingdom) to zero to 5 percent currently,
while in Ireland prices slowed through mid-
2005, but appear to have accelerated more
recently. In France, Spain, and the United
States, house price appreciation has also slowed
to some degree, although it remains in double
digits on a year-on-year basis. In the Nether-
lands, the downturn in the housing market
started much earlier—in 2000—than in other
industrial countries, and price appreciation has
remained subdued in recent years. The slowing
in price appreciation in Australia, Ireland, and
the United Kingdom has brought house prices
in these countries closer to current estimates of
fundamental value, although the United
Kingdom still appears quite richly valued (first
figure). On the other hand, house prices in the
United States and Spain appear to have moved
further away from estimated fundamentals over
the past year.

Note: The main authors of this box are Tim Callen
and Marco Terrones.

Assessing the Global House Price Boom
(1997-2005; cumulative percent change; constant
prices)
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Sources: Haver Analytics; IMF, International Financial
Statistics; national authorities; and IMF staff calculations.

There are now growing signs that housing
activity in the United States has peaked. A key
question for both the United States and the
global economy is to what extent slowing house
price appreciation will affect growth going for-
ward. There are several channels through which
house price movements affect aggregate
demand and output. First, house prices affect
households’ net wealth and capacity to borrow
and spend. Bayoumi and Edison (2003), for
example, find that a dollar increase in housing
wealth in industrial countries raises consump-
tion by around 5 cents, with the impact being
larger in countries with market-based financial
systems (such as Australia, the Netherlands, the
United Kingdom, and the United States) than
in those with bank-based financial systems (such
as France and Spain). As discussed in the main
text, this would suggest that a 10 percentage
point slowing in real house price appreciation
would reduce consumption growth in the
United States by some -1 percentage point in
the first year. Second, house prices alter the



incentives for residential construction, although
this relationship has been hard to pin down
empirically. Lastly, strong housing markets gen-
erate employment in the real estate and related
sectors, boosting incomes and consumption.
Combining these effects and allowing for the
cross-country comovement of house prices, esti-
mates for the United States by Otrok and
Terrones (forthcoming) suggest that a 10 per-
cent slowing in the rate of real house price
appreciation could slow real GDP growth by as
much as 2 percentage points after one year in
that country. The recent experiences in the
Netherlands, Australia, and the United
Kingdom also suggest that a sharp slowing in
the pace of house price appreciation could

put a significant dent in the growth of private
consumption, residential investment, and real
GDP in the United States (see the second
figure).

A more abrupt adjustment in house prices
would of course have more serious conse-
quences for growth. The April 2003 World
Economic Outlook found that 40 percent of house
price booms ended in busts, and that these
“busts”—defined as a peak-to-trough decline in
real house prices that falls into the top quartile
of all such price declines—are associated with a
substantial slowing in real GDP growth (for the
average “bust” episode, real GDP growth was
3 percent before the “bust,” but modestly nega-
tive two years after).! Nearly all such “bust”
episodes were preceded by a significant mone-
tary policy tightening (generally short-term
interest rates increased by 400 to 500 basis
points). A key question for housing markets
going forward, therefore, is the extent to which
interest rates increase in the period ahead.

A slowing U.S housing market would have
important implications for the world economy
given that the U.S. economy has been a key
engine of global growth in recent years. Should

IThe analysis in the September 2005 World Economic
Outlook suggested that at least 18 states, accounting for
more than 40 percent of U.S. GDP, are currently expe-
riencing housing booms.
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The Recent Slowdown in Housing Prices

(Percent change from a year earlier, constant prices;
X-axis in quarters where zero denotes the quarter in
which housing price growth reached its highest level)
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1Simple average of Australia's, the Netherlands', and the United
Kingdom's recent booms and subsequent slowdowns.

U.S. growth and imports slow, trading part-
ners—particularly significant exporters of
consumption goods to the United States—
would be adversely affected (over the past

25 years, the correlation between output growth
in the United States and the rest of the world
has been 0.5). Through its likely impact on
household saving and residential investment,
a slowing in the rate of house price apprecia-
tion in the United States would, however, con-
tribute to a needed rebalancing of global
growth and a reduction in existing current
account imbalances.
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Box 1.3. How Accurate Are the Forecasts in the World Economic Outlook?

A recent report commissioned by the IMF’s
Research Department evaluated the accuracy of
the forecasts published in the World Economic
Outlook (WEQO), and made a number of recom-
mendations for improving forecasting at the
IMF (see Timmermann, 2006). The report—
written by Allan Timmermann of the University
of California, San Diego—is the fourth in a
series of such evaluations (following Artis, 1997;
Barrionuevo, 1993; and Artis, 1988).! This box
discusses the findings of the report and the
steps that are being taken to implement the
report’s recommendations.

Assessing the WEO Forecasts

As a first step, the report looked at the fore-
casting performance for five key variables—real
GDP growth, inflation, the current account bal-
ance, and import and export volume growth—
for 178 countries in seven economic regions
(Africa, central and eastern Europe, the Com-
monwealth of Independent States (CIS) and
Mongolia, Developing Asia, Middle East,
Western Hemisphere, and Advanced Econo-
mies) since 1990. The analysis considered cur-
rent-year and next-year forecasts published in
the April and September issues of the World
Economic Outlook (e.g., the April and September
2005 issues of the WEO have projections for
2005—current year—and 2006—next year).
Overall, the report found that the World
Economic Outlook forecasts for variables in many
countries meet the basic forecasting quality
standards in some, if not all, dimensions.2 The
report, however, also raised important issues
that are discussed below on a variable-by-vari-
able basis.

Note: The main authors of this box are Nicoletta
Batini, Tim Callen, and Thomas Helbling.

1Other studies of the World Economic Outlook fore-
casts include Batchelor (2001), Beach, Schavey, and
Isidro (1999), and U.S. GAO (2003).

2These dimensions are that the forecast should be
unbiased and serially uncorrelated, that no current
information should be able to predict future forecast
errors, and that the variance of forecast errors should
decline as more information becomes available.

® Real GDP growth. WEO forecasts for real GDP
growth display a tendency for systematic over-
prediction. Looking at the G-7 countries,
WEO forecasts systematically and significantly
overpredicted economic growth for the
European and Japanese economies during
1991-2003. In contrast, U.S. growth was
underpredicted after 1990, although the bias
was not statistically significant. In Africa, cen-
tral and eastern Europe, the CIS, and the
Middle East, growth in individual countries is,
on average, overpredicted by more than 1 per-
centage point in both current- and next-year
forecasts. That said, more than fourfifths of
these biases are not statistically significant,
which largely reflects the high volatility in the
underlying growth series. For IMF program
countries, growth was, on average, overesti-
mated by about 0.9 percentage point in April
current-year forecasts and by 1%2 percentage
points in April next-year forecasts, often sig-
nificantly so.

e Inflation. The report found a bias toward
underprediction of inflation, with these biases
significant in the next-year forecasts in the
case of many African, central and eastern
European, and Western Hemisphere coun-
tries. The bias tends to be smaller in the cur-
rent-year forecasts.

o [External current account balances. Fewer prob-
lems were found in the forecasts for current
account balances, except that in some cases
the April next-year forecast errors were signifi-
cantly biased or serially correlated.

As well as assessing the performance of the
WEO projections against standard benchmarks
of forecast performance, the report also com-
pared them to the Consensus Forecasts, a widely
used source that compiles the forecasts of econ-
omists working in the private sector. The analysis
covered the G-7 economies, seven Latin Ameri-
can economies, and nine Asian economies.
Overall, the performance of the WEO forecasts
was similar to the Consensus Forecasts—for
example, the current year WEO forecasts of
GDP growth in the G-7 economies were gener-
ally less biased than the Consensus Forecasts,



but the bias in the next-year forecasts was
stronger in the WEO than in the Consensus.

Recommendations

The report made a number of recommenda-
tions to improve the WEO forecasting process.
These included: (1) WEO growth forecasts for
some countries could be improved if more
attention were paid to important international
linkages, particularly with the United States;

(2) the accuracy of the forecasts should be
assessed on an ongoing basis by instituting a set
of real-time forecasting performance indicators;
(3) IMF forecasters should more carefully con-
sider the historical forecast “biases” when mak-
ing their forecasts; and (4) the forecast process
should be broadened to more explicitly con-
sider the risks around the key central projec-
tions. Internally, the IMF has begun taking steps
to implement the first three recommendations.
The rest of this box discusses the fourth recom-
mendation—forecast risks—and how these can
be incorporated in the WEO process.

The increased use of policy targets for key
macroeconomic variables—especially inflation—
that are not fully under the control of policy-
makers and advances in econometric
methodology have led to a more intense
scrutiny of forecast uncertainty in recent years.
For example, the Bank of England uses “fan
charts” to illustrate the bank’s view about the
uncertainty around its central forecast path for
inflation. Similarly, the Congressional Budget
Office in the United States has started using fan
charts to illustrate the uncertainty in its projec-
tion of the budget deficit. These fan charts are
diagrams that represent forecasts of the proba-
bility distributions of variables of interest. The
aim of such charts is to depict in a practical way

and Ireland could pose downside risks to con-
sumption in a rising interest rate environment.
While higher energy prices have kept head-
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the uncertainty that exists about future eco-
nomic outcomes.

The fan chart in Figure 1.1 shows the IMF
staff’s assessment of the range of uncertainty
around the central WEO projection for global
real GDP growth in 2006-07. Specifically, it
shows the 90 percent probability interval for
growth outcomes in 2006-07. Past forecast per-
formance and judgment about the current bal-
ance of risks,? as discussed in the main text,
provide the inputs for the construction of the
fan chart. In addition to uncertainty about the
future course of oil prices, the U.S. housing
market, corporate investment, and the future
resilience of emerging market growth, two low
probability, but high cost, events—an avian flu
pandemic and the disorderly unwinding of cur-
rent account balances—are also considered. The
fan chart builds on the two-piece normal distri-
bution used by the Bank of England in its infla-
tion forecast. This distribution, unlike the
standard normal distribution widely used in
forecasting, allows for asymmetric probabilities
below and above the central forecast.# In the
case of the balance of risk being tilted to the
downside—which is the view of IMF staff at this
juncture—the expected probability of outcomes
being below the central forecast exceeds 50 per-
cent. As shown in Figure 1.1, the downside risks
are expected to increase somewhat over time, in
part reflecting the gradually increasing probabil-
ity of a disorderly adjustment in global imbal-
ances in the absence of policy action.

3Recent current-year and next-year forecast errors
provide important information about the extent of
forecast uncertainty.

4See Britton, Fisher, and Whitley (1998); and Wallis
(2004).

lying inflation is expected to remain contained
going forward, although higher energy and
administrative prices and the expected VAT

line inflation above 2 percent, core inflation in increase in Germany are likely to keep headline
the euro area has remained subdued, reflecting inflation more elevated. Prompted by the persist-
sluggish wages and domestic demand. Under- ence of headline inflation above 2 percent and
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perceived upside risks, the European Central
Bank (ECB) raised its policy rate by 25 basis
points in both December and March, and the
market expects further moves over the course of
the year. Nevertheless, with underlying inflation-
ary pressures contained and domestic demand
still fragile, there appears to be no need to rush
to normalize rates.

Turning to fiscal policy, little progress was
made in reducing the area-wide budget deficit
last year, as policies, particularly in the larger
countries, remained insufficiently ambitious.
While a number of countries made efforts to
meet their commitments under the rules of the
Stability and Growth Pact (SGP), the fiscal
deficit rose sharply in Italy and Portugal during
2005 and also—while meeting the SGP criteria—
in Austria and Luxembourg. The euro area
deficit of 2.3 percent of GDP in 2005 is expected
to be maintained in 2006 as fiscal consolidation,
as projected by IMF staff based on current policy
plans, is again expected to fall short of the SGP
requirements, particularly in the larger econo-
mies. Concrete plans announced by the German
government are expected to bring the deficit
below 3 percent in 2007, and the recent
announcement of a 1 percent cut in real govern-
ment expenditures in 2007 in France is wel-
come, although the measures to achieve this still
need to be specified. In general, more ambitious
fiscal consolidation of about %2 percent of GDP
per year on average will be needed to attain bal-
ance by the end of the decade in line with the
SGP and to meet upcoming demographic
challenges.

Despite greater near-term optimism, Europe
faces the fundamental issue of how to raise its
low potential growth rate of output and increase
employment in line with the Lisbon Agenda. As
past issues of the World Economic Outlook have
detailed, there is wide agreement that this
requires fundamental reforms, particularly of
labor markets. Achieving a public consensus for
implementing reforms has, however, proven
more difficult, as recent events in France under-
score. As the Single Market reaches increasingly

sensitive areas, resistance to reform has

increased, reflected in the watering down of the
Services Directive and in government opposition
to foreign takeovers in a number of countries
(including France, Luxembourg, Poland, and
Spain). More generally, there has been increas-
ing debate about the nature of European social
models, and the appropriate trade-offs between
economic and social outcomes. In contrast to
what is commonly perceived, European social
systems display more diversity than uniformity,
with differences within Europe often greater
than those with other advanced economies
(Figure 1.12). The Anglo-Saxon model has deliv-
ered the best outcome for productivity growth,
while the Nordic and Continental models have
been the most effective in reducing income
inequality and poverty. The Mediterranean
model appears to have performed less well than
the others in reducing inequality and providing
incentives for labor market participation. One
key challenge for policymakers is to draw lessons
from the examples of success within Europe in
balancing the need for labor market flexibility
with effective social safety nets, for example.
While the appropriate approach in individual
countries will vary, a combination of low employ-
ment protection, generous but short-duration
unemployment benefits, and active labor market
policies have in some cases been effective.
Greater education levels also appear to reduce
the probability of poverty by promoting higher
levels of human capital, suggesting that this may
be a more effective use of fiscal resources than
redistributive policies alone.

Turning to other countries, growth in the
United Kingdom slowed to 1.8 percent in 2005,
driven by a slowdown in consumption in
response to the cooling of the housing market,
earlier monetary policy tightening, and higher
energy prices, while business investment and
export growth have remained steady. Looking
forward, as the factors that dampened activity in
2005 wane, growth is expected to pick up to
2.5 percent in 2006 and 2.7 percent in 2007.
The main risks to the outlook are—on the
upside—favorable supply effects from immi-
grants joining the workforce and—on the



downside—a renewed weakening of house price
growth. With no signs of second-round effects
from energy prices and a projected closing of
the output gap, CPI inflation is expected to
remain at about 2 percent. The Bank of
England’s response to the simultaneous slowing
of aggregate demand and the rise in energy
prices in 2005 was appropriate, including the
Y4 percentage point cut in interest rates in
August. Looking forward, monetary policy will
need to focus on averting second-round effects
of higher energy prices and ensuring that the
recovery of demand is sustained. On the fiscal
front, expenditure restraint and the announced
rise in energy company taxes are expected to
help support the stabilization of public debt at
about 40 percent of GDP, but this depends on
specifying concrete measures to contain spend-
ing after 2008. Greater consolidation efforts
would be required to meet the authorities’ more
ambitious fiscal projections over the medium
term. Reforms of the pension system will be
needed to address the inadequate level of pri-
vate saving for retirement; the Pensions
Commission’s recommendations are a key first
step in developing a consensus on the extent of
the problem and the required policy measures.
Economic performance in the Nordic coun-
tries has remained robust, fueled by domestic
demand, although the pace of growth has mod-
erated in Norway and Sweden. With inflation
edging up, monetary conditions have begun to
be tightened in both Norway and Sweden, and
in Norway the government needs to continue
its policy of resisting pressures for excessive
increases in government spending following
the surge in oil revenues. In Iceland, financial
market concerns over the resolution of large
macroeconomic imbalances built up during a
three-year economic boom have led to down-
ward pressure on the exchange rate and widen-
ing credit spreads for banks. In Switzerland,
growth is expected to improve in 2006 in line
with demand from the euro area. Monetary pol-
icy has been appropriately expansionary and the
move toward a more neutral stance should be
gradual. Credible medium-term fiscal adjust-
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Figure 1.12. Western Europe: Social Policy Indicators

and Outcomes
(U.S. average = 100)

Social policy models within Europe exhibit significant variations in design and in
their impact on economic efficiency and equity. The examples of success within
Europe can help guide reform of the models in line with the Lisbon Agenda.
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Sources: Eurostat, ESSPROS; Haver Analytics; Klenow and Rodriguez-Clare (2004);
QECD, Economic Outlook; OECD, Employment Outlook 2005, and IMF staff calculations.

1Denmark, Finland, the Netherlands, and Sweden.

2|reland and the United Kingdom.

3 Austria, Belgium, France, Germany, and Luxembourg.

4Greece, Italy, Spain, and Portugal.

5Income tax plus employee and employer contributions less cash benefits (as a
percent of labor costs) in a two-earner family with two children, one at 100 percent
average earnings, and the other at 33 percent.

Total factor productivity growth.
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Box 1.4. How Much Progress Has Been Made in Addressing Global Imbalances?

This box updates the analysis of global imbal-
ances and policy actions designed to facilitate
their resolution presented in the September
2005 World Economic Outlook. Since then there
has been no significant shift in the trend of
external imbalances: the U.S. current account
deficit is estimated to have reached the record
level of 6.4 percent of GDP in 2005, and—at
current exchange rates—is projected to remain
at record levels in subsequent years (see the first
figure). Capital flows to the United States
remain strong, with an increase in purchases of
U.S. bonds by the private sector offsetting a
decline in official flows. As has been the case for
the past four years, the deterioration of the U.S.
net external position in 2005 has once again
been contained by sizable net capital gains on
its external portfolio despite the real apprecia-
tion of the dollar, thanks to the stronger per-
formance of non-U.S. stock markets relative to
the U.S. market.

As a matter of simple arithmetic, the global
imbalances remain on an unsustainable trend
over the long run, as—unless returns on U.S.-
issued financial instruments continue to sub-
stantially underperform those issued in other
countries, thus generating large further capital
gains for the United States—they would lead to
an ever-accumulating stock of emerging Asian
and oil exporters’ assets and U.S. external lia-
bilities.! Therefore, the issue is not whether but

Note: The author of this box is Gian Maria Milesi-
Ferretti.

!Hausmann and Sturzenegger (2006) have recently
argued that since U.S. net investment income is still
positive and changed little over the past 25 years, the
“effective” net external position of the United States
must also have changed little, and as of end-2004 the
U.S. must still have been a net creditor. The main flaw
in this argument is the assumption that all investments
should earn the same rate of return (even though the
risk characteristics of the U.S. asset and liability portfo-
lio are very different). Allowing for this, there is no
reason why net investment income cannot be positive
even when a country is a net debtor (see “Why Is the
U.S. International Income Account Still in the Black,
and Will this Last?” Box 1.2, World Economic Outlook,
September 2005).

Current Account Balances and Net
Foreign Assets

(Percent of world GDP)
—— United States —— Euro area
Japan —— Qil exporters

Emerging Asia?

- Current Account Balance -1.5

1996 98 2000 02 04 06 08 10-2'0

— Net Foreign Assets -10

- --10

1996 98 2000 02 04 06 08 10_15

Sources: Lane and Milesi-Ferretti (2006); and IMF staff
estimates.

TAlgeria, Angola, Azerbaijan, Bahrain, Republic of Congo,
Ecuador, Equatorial Guinea, Gabon, I.R. of Iran, Kuwait, Libya,
Nigeria, Norway, Oman, Qatar, Russia, Saudi Arabia, Syrian Arab
Republic, Turkmenistan, United Arab Emirates, Venezuela, and
the Republic of Yemen.

ZChina, Hong Kong SAR, Indonesia, Korea, Malaysia, the
Philippines, Singapore, Taiwan Province of China, and Thailand.

how and when they adjust. As described in
Appendix 1.2 of the September 2005 World
Economic Outlook, the current configuration of
external imbalances arises from a combination
of shocks and economic trends across several
countries and regions, with both the public and
private sector contributing. It is possible that



there will be an orderly private-sector led
adjustment in imbalances even without policy
action, with U.S. private savings rising gradually
as interest rates increase and the housing mar-
ket slows, accompanied by substantial real
exchange rate adjustment, including through
rising inflation in Asia (see Figure 1.10). This
benign scenario assumes that foreigners will
continue to purchase U.S. assets (with no sig-
nificant interest rate premium, notwithstanding
the risk of large capital losses) and that protec-
tionist pressures can be avoided. If this does
not happen, the figure also illustrates the impli-
cations of a much more abrupt and disorderly
adjustment, characterized by a substantial over-
shooting of exchange rates; a large increase

in interest rates; and a sharp contraction of
global activity.

The question then becomes how public policy
can best assist an orderly rebalancing. The World
Economic Outlook has long argued that the key
actions in this regard include measures to
increase savings in the United States; exchange
rate appreciation in the context of greater
exchange rate flexibility, along with measures to
boost domestic demand in emerging Asia; struc-
tural reform to boost domestic demand and
growth in the euro area and Japan; and meas-
ures to increase demand in oil exporters (see
Box 1.6 in the September 2005 World Economic
Outlook for a detailed description of these poli-
cies). As shown in the “strengthened policies”
scenario in Figure 1.10, this would essentially
bring forward adjustment, but in an orderly way.
Net external positions would be stabilized earlier,
thus reducing the risk of abrupt and disruptive
adjustment, and world growth would be more
balanced. In addition, the proposed policies are
advisable on domestic policy considerations,
being in each country’s and region’s best interest.

Over the last year, how much progress has
been made in implementing these policies?
® In the United States, there are modest signs of an

improvement in savings (see the second figure),

with the general government deficit falling to

4.1 percent in 2005. However, IMF staff projec-

tions suggest little improvement thereafter,
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Newly industrialized Asian economies (NIEs) refers to Hong
Kong SAR, Korea, Singapore, and Taiwan Province of China.
Marginal propensity to import out of oil revenues (See

Chapter II, Box 2.1 for details).

3Cooperation Council of the Arab States of the Gulf (GCC): Bahrain,
Kuwait, Oman, Qatar, Saudi Arabia, and United Arab Emirates.
See footnote 1 in previous figure excluding GCC countries.
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Box 1.4 (concluded)

with the deficit remaining above 4 percent of
GDP in 2006-07 and close to 3 percent of GDP
over the medium term, substantially higher
than the broad balance envisaged in the
adjustment scenario. Recent budget proposals
envisage only modest fiscal improvements and
are based on an ambitious compression in
nondefense discretionary spending. A more
determined fiscal retrenchment, which would
help prepare for the inevitable aging-related
increases in spending, is likely to require rev-
enue-enhancing measures, such as eliminating
tax exemptions; raising energy taxes; or intro-
ducing a federal VAT or sales tax. The private
savings rate would remain relatively stable, as
a higher household savings ratio—partly
reflecting a slowdown in the housing mar-
ket—would be offset by a fall in the (currently
very high) savings rate of firms.

In Asia, exchange rate adjustment remains limited,
although there are some signs of a strengthening in
domestic demand. More specifically:

On exchange rates, China’s July 2005
exchange rate reform was a welcome step, and
the authorities have taken further measures to
liberalize and develop the foreign exchange
market, including an increase in the number
of financial institutions licensed to participate
in the interbank foreign exchange market
(including foreign banks), and the introduc-
tion of over-the-counter (OTC) trading of
spot foreign exchange with 13 banks desig-
nated as market makers. However, the ren-
minbi continues to move closely with the U.S.
dollar, and the additional flexibility the
reform permits needs to be used more aggres-
sively to allow the renminbi to respond to
market pressures and appreciate. Elsewhere in
Asia, current account surpluses have declined
in some countries, under the weight of higher
oil prices, while currencies have generally
appreciated, most notably in Korea and
Thailand. Nevertheless, surpluses remain
large in a number of countries, suggesting
that further exchange rate appreciation would
be required over the medium term.

On the demand side, priorities differ across

countries. In China, where investment is
already high, the key is to strengthen private
consumption. IMF staff projections suggest a
stabilization but very little increase in the
share of private consumption to GDP over the
next two years, despite measures to boost
rural incomes. Allowing for higher consump-
tion over the medium term will require a
number of structural reforms, including
strengthening the financial sector, requiring
state-owned enterprises to pay dividends to
the state, rebalancing public expenditure
toward higher spending on health and educa-
tion, and reforming the pension system.
Elsewhere in Asia, there are some signs of a
pickup in investment since 2003, as corporate
restructuring has advanced, bankruptcy rates
have fallen, and debt levels have declined
below pre-crisis levels in many countries.
Nevertheless, further reforms are necessary to
improve the investment climate, including
financial sector reforms that deepen capital
markets and thereby broaden the sources of
corporate financing.

In _Japan, where the expansion is now well
grounded, the current account surplus has begun to
narrow against the backdrop of strengthening
domestic demand, and is set to decline further from
its current high level over the medium term. With
fiscal policy needing to tighten significantly,
boosting productivity in the nontradable sec-
tor is key. Further reforms can be pursued to
improve labor market flexibility, as well as to
enhance competition—especially in retail,
agriculture, and other domestically oriented
sectors. Such steps can promote more robust
domestic demand that, along with population
aging, will work to narrow the external imbal-
ance over the medium term. Over time an
appreciation of the yen is likely to make a
contribution as well.

In the euro area, the key contribution—in some
ways similar to Japan—is through measures to
boost growth and domestic demand. While there
are signs that the recovery—primarily in
investment—is becoming better grounded,
further progress is needed on structural
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reforms at the national and European level.

In recent months, the EU Services Directive
has been approved by the European parlia-
ment, but in a much weaker form. In
Germany, the recent package—while contain-
ing welcome measures in other areas—was rel-
atively weak on product market reform and
further labor market deregulation. For the
area as a whole, past structural reform efforts
have increased wage flexibility and strength-
ened employment resiliency, but have not
delivered sufficient job creation, productivity,
and output growth. Thus, comprehensive
strategies to foster product market and finan-
cial sector competition, as well as a better inte-
gration of labor, product, and financial
market reforms remain key priorities.

o In oil exporters, adjustment is—understandably
given the size of additional revenues relative to
domestic economies—relatively gradual.

In oil exporters, scope remains for boosting
expenditures in areas where social returns are
high (education and health; infrastructure;
private sector employment; and strengthened
social protection schemes). To date, oil-
exporting countries have, on average, spent
30-40 percent of their additional oil revenues

ment will need to be undertaken to contain the
expansion in public spending and the rising tax
burden. Raising productivity and labor utiliza-
tion remain important challenges, and structural
policies need to focus on competition in prod-
uct markets and reform of the electricity and
agricultural sectors.

Japan and Other Industrial Countries
in Asia: Managing Three Major
Transitions in Japan

Despite an inevitable slowdown from the
5 percent GDP growth rate in the first half of
2005, Japan’s expansion remains solidly on track.
With incoming data generally exceeding expec-
tations, GDP growth for 2005 is now estimated at

on imports, with relatively significant variation
across countries—see Box 2.1 for details.
Exchange rates have appreciated noticeably

in real terms in a number of oil exporters and
more modestly in Cooperation Council of the
Arab States of the Gulf (GCC) countries,
whose exchange rates remain tied to the dol-
lar in the runup to GCC monetary union. In
these latter countries, real effective apprecia-
tion can only take place through inflation as
spending adjusts.

Finally, it is important to stress that adjust-
ment will require both a rebalancing of demand
and exchange rate adjustment, with currency
depreciation in several deficit countries and cur-
rency appreciation in several surplus coun-
tries—there is not a choice between one or the
other. The longer adjustment is delayed, the
larger these exchange rate adjustments will ulti-
mately need to be, and the greater the risk of
overshooting. Policymakers and private sector
decision makers need to recognize that—
although the timing is difficult to predict—
exchange rate adjustment will eventually take
place and to ensure that national economies,
financial institutions, and corporations are as
resilient to it as possible.

2.7 percent, some 0.7 percent higher than pro-
jected last September. While export growth has
been supported by strong demand in the United
States and China and a depreciation of the yen,
the expansion is increasingly being driven by
final domestic demand, underpinned by rising
employment, buoyant corporate profits, and a
turnaround in bank credit growth (now positive,
excluding write-offs). Partly reflecting this
improved outlook, the Nikkei has risen by some
40 percent since mid-2005, by far the most rapid
among the G-7 countries.

Looking forward, GDP growth in 2006 is pro-
jected at 2.8 percent, again driven by solid
domestic demand. At this point, the risks are to
the upside, especially if private consumption

gains momentum in response to rising employ-
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Box 1.5. The Doha Round After the Hong Kong SAR Meetings

The World Trade Organization (WTO)
Ministerial Conference, held in Hong Kong SAR
during December 13-18, 2005, was the second
such conference since the Doha Round of multi-
lateral trade negotiations was launched in the
Qatari capital in 2001. In contrast to the failed
Cancun Ministerial Conference in September
2003, the Hong Kong SAR meeting largely met
its objectives—though these were disappoint-
ingly modest—and succeeded in instilling the
Doha Round with some renewed political
momentum. Ministers in Hong Kong SAR
focused heavily on agriculture and develop-
ment—the two most politically sensitive issues
under discussion—largely leaving aside negotia-
tions on nonagricultural market access (NAMA),
services and rules.

In agriculture, the most tangible outcome of
the Hong Kong SAR Ministerial Conference was
an agreement to end all forms of export subsi-
dies in agriculture by 2013, with an accelerated
end date of 2006 for cotton. This was a welcome
achievement, given the highly distortionary
nature of export subsidies in OECD countries.
Only marginal progress was achieved in the
other dimensions of the agriculture negotia-
tions, namely the need to discipline or eliminate
trade-distorting domestic support and to
increase market access in agricultural products.

On development issues, ministers outlined a
“package” of trade and aid for least-developed
countries (LDCs) and other poor developing
countries in the form of market access privileges,
less stringent disciplines (“special and differen-
tial treatment”), and assistance in trade-related
capacity building. In particular, industrial and
developing countries that declared themselves in
a position to do so, agreed to provide duty- and

Note: The author of this box is Jean-Pierre
Chauffour.

ment and labor income. Most encouragingly,
with underlying deflationary pressures easing,
there is an increasing prospect of an end to
eight consecutive years of declining prices. Core

quota-free market access for at least 97 percent
of export items originating from LDCs by 2008.
However, the 3 percent exception will allow
highly protected products of significant export
interest to LDCs to be exempted.

Although the Doha Round was dubbed the
Doha Development Agenda (DDA), the “devel-
opment dimension” of the Round has remained
controversial. In Hong Kong SAR, there was a
tendency to equate “development” with “policy
space”—that is, the right to exemptions from
global commitments and disciplines. Yet this
understanding is at odds with the experience of
successful development, which suggests that
active trade integration offers the best hopes for
spurring economic growth. Weak commitments
may also reduce developing country leverage in
achieving desired outcomes in their own areas
of interest.

The conference set specific deadlines for
intermediate steps in the negotiations, but made
no headway on several central issues, and much
uncertainty remains as to whether an ambitious
outcome can be reached. Work subsequent to
the Davos World Economic Forum has seen a
serious engagement at the technical level and a
cooling of the political rhetoric that had been
encumbering the negotiations. The key parame-
ters for liberalizing agriculture and nonagricul-
tural trade are to be agreed by April 30, 2006,
and final draft schedules of commitments in
services are to be submitted by October 31,
2006. The aim is to conclude the Round by the
end of 2006.

These timelines appear very ambitious in view
of the remaining differences and the pace of the
negotiations so far, but they may help focus deci-
sion makers’ attention on the Round. A success-
ful outcome to the negotiations is needed to
strengthen the multilateral trading system and
provide impetus to global economic growth.

CPI inflation—which includes oil prices and,
therefore, results in some upward bias at pres-
ent—has turned positive for four consecutive
months, and unit labor costs are picking up as
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labor market conditions tighten. Correspond-

ingly, CPI inflation is projected to turn slightly

positive in 2006, although—given the margins of
error—it is still too early to conclude that defla-
tion is conclusively defeated.®

In the period ahead, the Japanese economy
faces three key transitions.

o The shift to a new monetary framework. In early
March, the Bank of Japan ended the quantita-
tive easing policy, and reverted to targeting
the overnight call rate. Given the uncertainties
noted above, and the large costs of a deflation-
ary relapse, the monetary policy stance is
appropriately expected to be kept highly
accommodative for the time being; the timing
of interest rate increases will depend on the
extent that incoming data confirm that defla-
tion is decisively beaten and inflationary
expectations are solidly established. The Bank
of Japan also announced a new monetary
framework, including clarification of its view
that medium-term price stability entails infla-
tion in the range of 0-2 percent, and greater
transparency about the current view on mone-
tary policy in its semi-annual report.

o The restoration of budget sustainability, in an envi-
ronment of growing pressures from the rap-
idly aging population. Over the past two years,
the general government deficit has been
reduced from 8.1 percent of GDP to 5.8 per-
cent of GDP in 2005, somewhat faster than
earlier thought, although only modest further
progress is expected in 2006. Further substan-
tial adjustment will be needed in the future—
indeed, IMF staff projections suggest that the
primary balance excluding social security will
need to improve by some 6 percent of GDP
over the next 10 years even to stabilize net
debt at 105 percent of GDP. The strengthen-
ing economy provides an opportunity to make
more rapid progress; in this regard, the
authorities’ projection that the objective of
primary balance excluding social security
could be achieved in FY2011, one year earlier

than expected, is encouraging. It will be

important to lay out a more detailed plan to

achieve this target, through further curtailing
expenditures, including limiting growth in
health care costs; broadening the tax base,
including by reducing exemptions; and over
time raising the consumption tax rate, which
is low by international standards.

® Reviving productivity growth. After a period of
very rapid convergence in the 1970s and
1980s, Japan’s per capita income fell sharply
relative to the United States during the 1990s,
and has since stabilized at broadly the Euro-
pean level (Figure 1.13). Given already high
labor utilization rates and deteriorating demo-
graphics, further convergence toward U.S. per
capita income levels will depend critically on
raising productivity, which is well below both

U.S. and European levels, particularly in the

services sector. This underscores the need to

complete the remaining agenda for financial
and corporate sector restructuring (specifi-
cally regarding regional banks and some inef-
ficient domestic sectors), and to press ahead
with measures to improve labor market flexi-
bility, downsize government financial institu-
tions, enhance domestic competition and
reduce regulation and trade restrictions,
including in agriculture.

To a considerable extent, policies in these
areas—particularly fiscal adjustment and produc-
tivity growth—are linked. In particular, higher
productivity would help directly to improve fiscal
sustainability (underscoring the importance of
designing tax and expenditure measures to mini-
mize adverse effects on growth). In addition, sus-
tained higher productivity growth in Japan
would have important benefits from a multilat-
eral perspective. With the rise of China, the East
Asian region has become relatively less reliant
on Japan, but linkages still remain important; a
1 percentage point increase in productivity
growth could increase GDP growth in the rest of
the region by % percent in the short run. More

SBased on the IMF staff’s past forecasting history, there would still be a one-third chance of a further decline in the CPI

in 2006.
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Figure 1.13. Japan: Reversing the Relative Decline in
Per Capita GDP Growth

After a rapid increase in the 1970s and 1980s, Japan's per capita income has
since fallen sharply relative to the United States. With labor inputs already high, a
reversal of this trend will require measures to raise productivity, which is low by
international standards.
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TRatio of per capita GDP in 2000 purchasing-power-parity (PPP) dollars in Europe and
Japan to the United States.

2MAustria, Belgium, Denmark, Finland, France, Germany, Greece, Ireland, Italy,
Luxembourg, the Netherlands, Portugal, Spain, Sweden, and the United Kingdom.

3Empl0yment ratio defined as employed persons as a percent of population of working
age.

4Value added per person. Size of bubble represents the share of sector in 1991-2003.

generally, higher productivity growth could—
through its impact on domestic demand—con-
tribute to reducing global imbalances, especially
if it is concentrated in the non-tradeables sector
(where, as shown in Figure 1.13, it has weakened
noticeably in recent years).

In Australia and New Zealand, real GDP
growth slowed in 2005. Private consumption
growth weakened in Australia in the face of the
slowing housing market and high gasoline
prices. Exchange rate appreciation hurt net
exports in both countries, particularly in New
Zealand. Growth is expected to pick up to
2.9 percent in Australia this year as investment
strengthens further in response to capacity con-
straints and high commodity prices. In New
Zealand, by contrast, growth is expected to
moderate to 0.9 percent, given that domestic
demand has begun to slow and there are signs
that the housing market is cooling. The current
account deficit remains high in both countries,
although it has deteriorated more substantially
in New Zealand—reaching 8.8 percent of GDP—
and the exchange rate has depreciated substan-
tially in recent months. While headline CPI
inflation has risen in both countries, a wait-and-
see approach to further monetary tightening is
appropriate given the slowdown in activity and
the associated decline in inflation risks. Both
countries continue to demonstrate enviable
records of fiscal prudence, with budgets remain-
ing in surplus and public debt ratios on a firm
downward track. In Australia, recent reforms to
the industrial relations system and changes to
the tax and benefit systems will improve work
incentives, and should set the stage for contin-
ued strong employment growth.

Emerging Asia: Strong Growth Expected
to Continue

Growth in emerging Asia eased slightly to
8.2 percent in 2005 (Table 1.6). This slowdown,
however, was concentrated in the early part of
the year, and growth accelerated in the second
half as exports were boosted by a pickup in cor-

porate investment in industrial countries, which
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Table 1.6. Selected Asian Economies: Real GDP, Consumer Prices, and Current Account Balance

(Annual percent change unless otherwise noted)

Consumer Prices! Current Account Balance?

2004 2005 2006 2007 2004 2005 2006 2007

Real GDP
2004 2005 2006 2007
Emerging Asia3 8.4 8.2 7.9 7.6
China 10.1 9.9 9.5 9.0
South Asia4 1.1 7.9 71 6.9
India 8.1 8.3 7.3 7.0
Pakistan 71 7.0 6.4 6.3
Bangladesh 59 58 6.0 6.3
ASEAN-4 5.8 5.2 5.1 5.7
Indonesia 51 5.6 5.0 6.0
Thailand 6.2 4.4 5.0 5.4
Philippines 6.0 51 5.0 5.6
Malaysia 71 53 B9 5.8
Newly industrialized Asian

economies 5.8 4.6 552 4.5
Korea 4.6 4.0 B9 4.5
Taiwan Province of China 6.1 41 45 4.5
Hong Kong SAR 8.6 7.3 615) 4.5
Singapore 8.7 6.4 5.5 4.5

4.0 35 3.8 3.4 3.9 4.5 4.1 4.0
3.9 1.8 2.0 2.2 3.6 7.1 6.9 6.7

43 50 53 5.2 01 -23 -3.0 -3.0
3.8 4.2 4.8 4.9 02 -25 -31 =31
74 9.1 8.4 6.9 02 -24 -32 -30
6.1 7.0 6.1 56 -03 -09 -10 -11

4.6 7.5 8.8 4.6 4.4 3.3 28 25
6.1 105 142 6.6 1.2 1.1 0.4 =
2.8 45 3.6 2.2 42 -23 -20 -21
6.0 7.6 7.4 4.7 2.7 3.0 2.1 1.6
1.4 3.0 3.1 2.7 126 156 149 147

2.4 22 22 2.3 7.0 6.0 57 5.6
3.6 2.7 2.5 3.0 41 2.1 1.8 1.7
1.6 2.3 1.8 1.5 5.7 4.7 5.4 5.5
-0.4 1.1 1.8 2.1 96 107 101 10.
17 05 2.0 1.9 245 285 267 263

1In accordance with standard practice in the World Economic Outlook, movements in consumer prices are indicated as annual averages rather

than as December/December changes, as is the practice in some countries.

2Percent of GDP.

3Consists of developing Asia, the newly industrialized Asian economies, and Mongolia.
4The country composition of this regional group is set out in Table F in the Statistical Appendix.

offset a weakening in domestic investment. With
global economic conditions expected to remain
favorable—the ongoing domestic demand recov-
ery in Japan is particularly helpful—this growth
momentum is expected to continue in 2006, and
real GDP in the region is projected to expand by
7.9 percent (a full percentage point higher than
in the September 2005 World Economic Outlook,
largely due to upward revisions in China and
India, see below). The risks to the outlook are
broadly balanced. On the upside, a stronger-
than-expected rebound in corporate investment
in industrial countries and recent equity and
property price increases could underpin
stronger growth. On the downside, avian flu is a
significant, if difficult to quantify, risk (see
Appendix 1.2). Other risks stem from a renewed
rise in oil prices, an increase in protectionist sen-
timent in advanced economies, and the possible
need for further monetary tightening if infla-
tionary pressures do not abate.

Headline CPI inflation has risen over the past
year in most countries, largely due to higher
energy prices, although core inflation has also

picked up sharply in Indonesia, the Philippines,
and to a lesser extent in Thailand. Asset prices
have continued to rise strongly, with equity mar-
kets posting record highs and property prices
continuing to surge. Against this background,
many central banks have moved to raise interest
rates, although real rates remain low and short-
term interest rate differentials have generally
moved in favor of the U.S. dollar over the past
year, one factor behind the moderation of non-
FDI capital inflows into the region. Looking for-
ward, monetary policy may need to be tightened
further in countries where inflationary pressures
have yet to retreat (India, Malaysia, and
Thailand). On fiscal policy, the favorable out-
look provides an opportunity for countries with
high public debt (particularly India, Indonesia,
Pakistan, and the Philippines) to take steps to
put their public finances on a sustainable
medium-term footing.

The current account surplus in emerging Asia
has shown surprising resilience to the sharp hike
in oil prices. Despite a deterioration in the oil
balance of 2 percent of GDP, the overall cur-
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Figure 1.14. Emerging Asia: Understanding Recent
Developments in the Current Account

Despite the rise in oil prices, the current account surplus in emerging Asia remains
large. A redistribution of these surpluses, however, has taken place, with those
countries where the real exchange rate has depreciated and/or domestic demand
growth has weakened generally seeing an increasing surplus and others a
deteriorating current account position.
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rent account surplus in 2005, at 4.5 percent of
GDP, was higher than in 2002 (Figure 1.14). A
redistribution of surpluses within the region,
however, has taken place. The surplus in China
has risen substantially since 2002 and is esti-
mated at 7.1 percent of GDP in 2005—and now
accounts for two-thirds of the regional surplus,
compared to around one-quarter in 2002—while
surpluses have also risen in Malaysia, Hong Kong
SAR, Singapore (and to a lesser extent Korea).
On the other hand, the current account has
weakened in other countries, moving into deficit
in India, Pakistan, and Thailand in 2005. These
disparate movements are due to the non-oil bal-
ance, which has generally declined in countries
where domestic demand growth has accelerated
and/or where the real effective exchange rate
has appreciated.

Looking forward, with emerging Asia remain-
ing central to the current constellation of global
imbalances, the region will need to play a central
and proactive role in managing the risks associ-
ated with these imbalances. This will require
achieving a better balance between externally
and domestically led growth in countries with
current account surpluses. Reforms to domestic
financial systems will need to be at the center of
efforts to boost domestic demand. Exchange rate
appreciation will also be necessary.? While a num-
ber of regional exchange rates have appreciated
over the past year (notably the Korean won,
Indian rupee, and Thai baht), there has been lit-
tle change in exchange rate behavior in either
China or Malaysia despite the reforms intro-
duced last July (although the real effective
exchange rate has appreciated given the upward
movement of the dollar). In turn, this is likely
constraining other countries from allowing
greater upward exchange rate movement given
regional interdependencies and concerns about
competitiveness losses.

9Simulations of the IMF’s Global Economic Model
(GEM) suggest that more flexible exchange rates in
emerging Asia that allowed for real appreciation would
contribute to a reduction in global imbalances (Appendix
1.2, September 2005 World Economic Outlook) .
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Box 1.6. China’s GDP Revision: What Does It Mean for China and the Global Economy?

China recently revised its production-side
GDP estimates, showing higher nominal and
real GDP growth rates over 1993-2004. This
revision is based on the data collected from a
recent economic census, which showed much
larger output from the services sector than pre-
viously estimated; nominal GDP in 2004 is now
about 16.8 percent higher than before. The
highlights of the revision are:
® The services sector’s share of GDP rose 5 per-

centage points on average and reached

around 41 percent of GDP in 2004, largely off-
set by a lower share of GDP of the manufac-
turing sector. The rise in the share reflected
better statistical recording of private busi-
nesses, especially in new areas such as com-
puter and Internet services, and logistics
support to the manufacturing and construc-
tion sectors. It should be noted that the eco-
nomic census only covered 2004, and the

historical data were backfilled by applying a

statistical method that assumes a smooth path

of the increase in services. Thus, the revision
does not provide any information regarding
when the newly uncovered activities emerged
and expanded.

® As aresult of the revision, the annual average
real growth during 1993-2004 climbed to
close to 10 percent, about %5 percentage point
higher than before (see the figure). Annual
growth rates of GDP deflators are also higher
in the revised data, reflecting both the upward
revision of services deflator and the larger
share of services in GDP.

The 2005 nominal GDP under the new
methodology has recently been released. It
makes China the fourth-largest economy in the
world in U.S. dollar terms, and the second-
largest in PPP adjusted terms. Nevertheless,
China’s per capita income (US$7,204, PPP
adjusted) remains very low. The revision has also
added about 0.1 percentage point to global
GDP growth estimates in recent years.

Note: The main author of this box is Li Cui.

China's Real Production-Based GDP Growth
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Sources: National Bureau of Statistics of China; and IMF staff
calculations.

The nominal expenditure side GDP was also
revised for 2004, bringing the expenditure side
estimate for this year very close to its revised pro-

China: GDP and Components

2004
Previous  Revised

GDP: Production based (RMB bin) 13,688 15,988
GDP: Expenditure based (RMB bin) 14,239 16,028

Percent of GDP?
Consumption 53 54
Private 4 40
Public 12 14
Investment 44 43
Net exports 3 3
Statistical discrepancies 0 0
Current account surplus 4.0 815

Sources: National Bureau of Statistics of China; and IMF staff
calculations.
1Ratios based on expenditure side GDP data.
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Box 1.6 (concluded)

duction-side counterpart. The new data imply
shares of consumption and investment in GDP
very similar to those prior to the revision, belying
the speculation that the upward revision of the
services sector would lead to a significantly
higher share of consumption in GDP. In fact, pri-
vate consumption as a share of GDP declined,

Turning to individual countries, real GDP
growth in China remains very strong—and
recent data revisions indicate that it has been
even stronger in recent years than previously
thought (see Box 1.6)—with investment growth
running at a high rate and the contribution of
net exports increasing significantly. The pace
of expansion is projected to slow modestly this
year to 9.5 percent, from 9.9 percent in 2005,
as the contribution from external demand falls
and the government is assumed to act to slow
investment growth (which is particularly needed
in sectors facing the prospect of future overca-
pacity). The risks to this projection in the near
term are on the upside given that without fur-
ther tightening measures the ample liquidity in
the banking system could underpin a rebound
in lending and investment. Inflation pressures,
however, remain limited due to continuing
downward pressures on prices in some sectors
due to excess capacity. The external position
has continued to strengthen, and foreign
exchange reserves increased by over $200 bil-
lion in 2005. Given the current favorable
environment, the authorities have an ideal
opportunity to utilize fully the flexibility avail-
able following the exchange rate reform last
July which should lead to an appreciation of the
renminbi. Greater exchange rate flexibility
would allow monetary policy to be geared
toward the needs of the domestic economy, and
would aid in the development of the foreign
exchange market. Exchange rate appreciation
would also bolster households’ purchasing
power, which together with reforms to the pen-

while the share of government consumption
rose, which could reflect better reclassification of
government spending between consumption and
capital goods. While a fully revised historical
series from the expenditure side has not yet
been published, the basic assessment of China’s
economic situation remains unchanged.

sion, health, and education systems, and the
financial sector, would boost consumption.

After a weak start to 2005, growth in the
Newly Industrialized Economies (NIEs) has
rebounded as exports have benefited from a
stronger global IT sector (and demand for phar-
maceuticals and oil rigs in Singapore). Looking
forward, growth is expected to be supported by
the favorable global outlook. With inflation pres-
sures contained and public debt low, macro-
economic policies—outside of Singapore—can
remain accommodative until the recovery is fully
established. Turning to the ASEAN-4 countries,
the Thai economy has rebounded from the
tsunami-related contraction in early 2005, while
growth in the Philippines is being supported by
surging remittance inflows. Generally robust
growth, however, has fallen slightly short of
expectations in Malaysia and Indonesia, the lat-
ter due to high interest rates, the adverse confi-
dence effects of financial market volatility last
summer, and increases in domestic fuel prices.
Policy priorities include containing inflation (all
four countries), reducing public debt (Indonesia,
the Philippines), and greater exchange rate flex-
ibility (Malaysia).

In India, growth remains rapid, with strong
momentum in the manufacturing and services
sectors, and projections have been revised up for
both 2006 and 2007. Exports have continued to
grow robustly, but the current account has
moved into deficit as strong domestic demand
and high oil prices resulted in a surge in
imports. Inflationary pressures have picked up,
prompting the Reserve Bank of India to tighten
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Table 1.7. Selected Western Hemisphere Countries: Real GDP, Consumer Prices, and

Current Account Balance
(Annual percent change unless otherwise noted)

Consumer Prices! Current Account Balance?

2004 2005 2006 2007 2004 2005 2006 2007

Real GDP
2004 2005 2006 2007
Western Hemisphere 5.6 4.3 4.3 3.6
Mercosur3 6.0 4.2 4.5 3.8
Argentina 9.0 9.2 7.3 4.0
Brazil 4.9 2.3 315) 3.5
Chile 6.1 6.3 049 5.2
Uruguay 12.3 6.0 4.0 815
Andean region 7.8 6.3 4.8 3.8
Colombia 4.8 5.1 45 4.0
Ecuador 6.9 3.3 3.0 2.2
Peru 4.8 6.7 5.0 4.5
Venezuela 17.9 9.3 6.0 3.0
Mexico, Central America,
and Caribbean 4.0 3.4 3.7 3.3
Mexico 4.2 3.0 315) 3.1
Central America3 3.9 3.8 3.9 3.8
The Caribbean3 2.3 59 5.3 4.5

6.5 63 5.8 5.6 0.9 1.2 08 0.2

5.6 71 6.6 6.6 1.9 1.5 09 0.1
44 96 129 15.0 2.2 1.8 1.2 0.5

6.6 6.9 4.9 4.4 1.9 1.8 1.0 0.2
1.1 3.1 3.8 3.0 15 -04 05 -12
7.6 5.9 5.5 49 -07 -24 -58 -25
8.4 6.4 5.7 6.5 4.1 6.5 5.1 4.2
5.9 5.0 47 42 10 17 -16 =27
2.7 24 3.4 30 -11 =09 0.2 04
3.7 1.6 2.7 22 — 1.3 1.4 0.3
217 159 117 173 125 191 141 134

71 49 45 36 -14 -12 -11 -1.2
4.7 4.0 3.5 30 -11 -07 -06 -08
7.4 8.6 7.4 58 57 -49 -49 48
27.2 6.9 8.3 5.8 13 -11 10 -14

1In accordance with standard practice in the World Economic Outlook, movements in consumer prices are indicated as annual averages rather
than as December/December changes, as is the practice in some countries. The December/December changes in the CPI for 2004, 2005, 2006,
and 2007 are, respectively, for Brazil (7.6, 5.7, 4.5, and 4.5); Mexico (5.2, 3.3, 3.1, and 3.0); Peru (3.5, 1.5, 2.5, and 2.5) and Uruguay (7.6, 6.5,

5.5, and 4.5).
2Percent of GDP.

3The country composition of this regional group is set out in Table F in the Statistical Appendix.

monetary policy. Nevertheless, with monetary
conditions still accommodative and credit
expanding strongly, further interest rate
increases will likely be needed. After three years
of fiscal consolidation, the general government
deficit remained broadly unchanged in
FY2005/06. The draft budget for FY2006,/07
aims to resume fiscal consolidation on the back
of modest base broadening (primarily of the
services tax) and the tight control of current
expenditures, and it is important that this objec-
tive is achieved. The full pass-through of higher
international energy prices into domestic prices
(with adequate compensation mechanisms for
the poor) is needed to curb the rising quasi-fis-
cal costs of petroleum subsidies and encourage
improvements in energy efficiency. As the gov-
ernment recognizes, the reform agenda also
needs to be accelerated in other areas, including
infrastructure development, the power sector,
and the liberalization of labor laws, while the
decision to draw up a roadmap for moving to
full capital account convertibility is welcome. In

Bangladesh and Pakistan, growth has remained
robust despite headwinds from higher oil prices,
devastating natural disasters, and the elimination
of international textile trade quotas. In both
countries, inflation has picked up, and a further
tightening of monetary conditions is needed,
supported by continued prudent fiscal policies.
Regarding structural policies, priorities include
energy sector reforms in Pakistan, and bank
restructuring, trade reforms, and the full pass-
through of higher oil prices into domestic fuel
prices in Bangladesh.

Latin America: Improving the
Business Climate Key to Raising
Long-Term Growth

Robust economic expansion continued in
Latin America in 2005 with overall growth of
4.3 percent (Table 1.7). Within this, many coun-
tries benefited from the strong global demand
for commodities—in particular, fuels and metals
(Chile and the Andean region) and agriculture
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(Argentina and Uruguay). In contrast, growth
slowed in Brazil, owing to weak domestic
demand—investment in particular—and in
Mexico as a result of the weaker performance of
the agricultural and manufacturing sectors.
Buoyant exports, sustained by improvements in
the terms of trade, underpinned a third consec-
utive year of current account surpluses for the
region and, combined with higher private capi-
tal inflows, resulted in substantial reserve accu-
mulation. Correspondingly, regional exchange
rates appreciated markedly, although taking
account of their weak levels in 2001-02, compet-
itiveness remains generally adequate. Reflecting
their stronger external positions, Brazil and
Argentina have repaid all outstanding IMF
obligations ($15.5 billion and $9.6 billion,
respectively).

Turning to 2006, regional growth is projected
at 4.3 percent, some 0.5 percentage points
stronger than projected in the last World
Economic Outlook, mainly on account of higher
than previously anticipated growth in Argentina
and Venezuela. Recent interest rate cuts in some
countries should support domestic demand
going forward, although external demand will
remain important. There are, however, a few
notable downside risks to the outlook. A soften-
ing in global demand for the region’s primary
and manufacturing exports could weaken the
contribution to growth from the external sector
in many countries, while a deterioration in the
global financial environment also poses risks
given the still high level of public debt in the
region. The region as a whole also faces a busy
electoral schedule, underscoring the importance
of maintaining sound economic policies and
defending the hard-earned credibility among
domestic and foreign investors during political
transitions.

A major achievement in the region has been
the decline in public debt on account of impres-
sive fiscal discipline and the recent strong
growth performance. Nevertheless, in many
countries public debt still remains above the
25-50 percent of GDP range identified as safe
in the September 2003 World Economic Outlook

(Figure 1.15). Indeed, in the case of Latin
America, the current structure of debt—
including the presence of interest indexation,
short average maturity, or foreign exchange
exposure—argues for debt ratios closer to the
lower end of this range. Sustaining recent efforts
to maintain the downward trajectory of debt is a
key challenge facing policymakers. Continued
expenditure restraint and tax reforms are essen-
tial to the improvement of public finances over
the medium term. However, lasting reductions
in public debt also require high and stable rates
of economic growth that are much less depend-
ent on the global commodity cycle. This, in turn,
requires structural reforms to raise investment
levels closer to emerging market averages. In
this context, improving the business climate—
which lags other regions along many dimen-
sions, including as a destination for foreign
investment—is a key priority. While the reform
agenda varies by country, some common factors
that would support higher private sector invest-
ment are a well-developed financial system for
channeling savings toward productive invest-
ment; reforms to strengthen property rights;
reforms of the judiciary and speedy enforcement
of contractual obligations; and greater trans-
parency and stability in rules and regulations
governing private investment.

An important challenge for the region will be
to achieve an appropriately balanced response to
the likelihood of further upward pressures on
exchange rates if the global environment
remains supportive of continued strong external
performance by Latin America. In this context,
further tightening of fiscal policies would help
to provide scope for monetary easing that could
help diminish incentives for capital inflows,
while maintaining the commitment to entrench-
ing the gains against inflation and a flexible
approach to exchange rates. Favorable external
conditions also offer opportunities for strength-
ening public debt management to reduce long-
standing balance sheet vulnerabilities. In this
connection a number of country authorities are
moving to increase reliance on domestic local

currency issues, while implementing external
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debt buyback programs (e.g. Brazil, Colombia,
Mexico, Peru). Lastly, structural reforms that
boost productivity growth would also help main-
tain external competitiveness in the face of cur-
rency appreciation.

Turning to developments in individual coun-
tries, Argentina’s economic expansion remains
strong and broad-based, bolstered by buoyant
domestic demand and robust export growth.
Looking ahead, however, with capacity con-
straints likely to become increasingly evident,
and inflation beginning to erode competitive-
ness, growth is expected to moderate. Fiscal
policy in 2005 performed better than budgeted,
as strong revenue growth offset a significant
increase in government spending. Going for-
ward, a combination of larger-than-budgeted fis-
cal surpluses, higher interest rates, and greater
exchange rate flexibility will be needed to man-
age domestic demand pressures and contain
accelerating inflation, projected to average
around 13 percent this year. The authorities will
need to introduce reforms in the utility sector,
including the liberalization of prices, and raise
investment in infrastructure, to avoid the emer-
gence of supply bottlenecks and pave the way
for higher medium-term growth. In Uruguay,
growth remains robust against the backdrop of
subdued inflationary pressures and buoyant
exports. While the economy’s short-term public
debt vulnerabilities have declined, continued fis-
cal discipline will be necessary to ensure debt
sustainability, complemented with reforms of the
pension and financial systems.

In Brazil, activity slowed sharply last year.
Domestic demand has been subdued, due
primarily to inventory adjustments and some
softening in investment following the earlier
tightening of monetary policy, although private
consumption has remained robust, underpinned
by rising employment and real incomes. There
are recent signs of a pickup in activity, such as in
retail sales and industrial production, and
growth is expected to strengthen in 2006, as
lower interest rates spur a recovery in invest-
ment. With inflationary pressures moderating
further and inflation expectations well

Figure 1.15. Latin America: Public Debt Ratios and

Investment
(Purchasing-power-parity weighted averages unless noted otherwise)

Public debt ratios have benefited from disciplined fiscal policies and recent high
growth. Sustaining recent progress will require increasing private sector investment
to support stable long-term growth.
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grounded, there is room to continue the gradual
reduction of policy interest rates initiated in
September 2005. Reflecting a strong revenue
effort, the consolidated primary surplus reached
4.8 percent of GDP in 2005, well above the

4.25 percent target. To continue the progress
made in reducing public debt, it will be impor-
tant to resist pressures for fiscal easing to sustain
high primary surpluses, and to raise medium-
term growth through reform efforts, including
by improving the quality of fiscal policy and the
business climate. In Chile, economic activity has
remained robust and—despite some slowdown
in the third quarter of 2005—is expected to
remain buoyant going forward, supported by
higher disposable incomes and solid consumer
confidence. Efforts to boost underlying produc-
tivity will be essential to reduce the economy’s
dependence on copper prices. In this regard,
greater labor market flexibility and increased
investment in research and development would
support greater expansion of the manufacturing
sector.

Real GDP in the Andean region expanded by
6.3 percent in 2005, with activity strengthening
in Colombia and Peru—as rising domestic
demand broadened the recovery beyond
exports—and growth in Venezuela remaining
strong as high oil prices underpinned increased
government spending. In Colombia and Peru,
strong macroeconomic policies have supported
low inflation, although monetary policy needs to
remain vigilant to emerging capacity constraints
(Colombia) and the possible effect of recent
currency depreciation (Peru). In Venezuela,
macroeconomic policies need to be tightened
substantially to rein in double-digit inflation,
while liberalizing the economy and improving
the business climate will be important to boost
private investment. Growth in Ecuador slowed as
oil output stagnated, while a strong expansion in
public spending and bank credit contributed to
rising inflationary pressures in the second half of
the year. Activity in Bolivia has benefited from
favorable energy prices, but maintaining macro-
economic stability and deepening structural
reforms are the key challenges for the new

administration in order to strengthen growth
prospects.

In Mexico, growth slowed to 3 percent in 2005
due to weakness in the agricultural sector and to
the slowdown in global manufacturing in the
first half of the year. Looking ahead, the strength
of the global manufacturing cycle and the con-
tinuing recovery of domestic investment are
expected to underpin somewhat stronger growth
of 3.5 percent in 2006. The decline in inflation
over the past year, with core inflation having
converged to the 3 percent target, has allowed
an unwinding of earlier monetary tightening.
Although the higher energy revenues of the last
three years have led to some fiscal consolidation,
the fiscal windfall from higher world prices of oil
has been dampened by the long-standing policy
of smoothing the domestic price of gasoline.
Looking ahead, the recently approved fiscal
responsibility law calls for an ongoing balanced
budget and establishes a rule for allocating
unbudgeted oil revenues. It will be important
also to diversify the revenue base to reduce
reliance on high oil prices, while ensuring that
fiscal policymaking focuses on medium-term
objectives. In the face of longer-term challenges
from globalization, particularly given the impor-
tance of the manufacturing sector, enhancing
the competitiveness of the economy through
reforms in the energy and telecommunication
sectors, the labor market, and the regulatory
and business environment remains a priority.

Growth in Central American economies
remained around 4 percent in 2005, despite the
dampening effect of high oil prices on dispos-
able incomes. Activity was supported by elevated
prices of export commodities and a continued
rise in remittances. Prospects for the region
going forward would be boosted by the prompt
implementation of the Central American Free
Trade Agreement (CAFTA), which has been
delayed beyond the original January 1 target. In
the Caribbean, growth is expected to remain
strong at 5.3 percent in 2006, supported by high
tourism receipts and a construction boom ahead
of the 2007 Cricket World Cup in several coun-
tries of the region. Important fiscal reforms—in
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Table 1.8. Emerging Europe: Real GDP, Consumer Prices, and Current Account Balance

(Annual percent change unless otherwise noted)

Real GDP Consumer Prices? Current Account Balance?
2004 2005 2006 2007 2004 2005 2006 2007 2004 2005 2006 2007
Emerging Europe 6.6 5.4 5.3 4.8 6.2 4.9 4.2 34 -57 -52 -54 -53
Turkey 8.9 74 6.0 5.0 8.6 8.2 6.5 44 -52 -63 -65 -6.1
Excluding Turkey 5.7 45 5.0 4.7 53 35 3.2 3.0 -6.0 -47 -49 -49
Baltics 7.6 8.7 7.5 6.5 3.1 4.1 4.2 36 -104 -97 -98 -93
Estonia 7.8 9.8 7.9 71 3.0 41 3.6 32 127 -105 -10.1 -9.6
Latvia 85 102 9.0 7.0 6.3 6.7 6.4 55 -129 -125 -128 -12.0
Lithuania 7.0 7.3 6.5 6.0 1.2 2.6 82 27 =17 -15 -75 -73
Central Europe 5.0 41 4.6 4.3 4.3 2.4 2.0 25 -52 -32 -36 -3.7
Czech Republic 47 6.0 5.5 45 2.8 1.8 2.8 30 -60 -21 -23 -23
Hungary 4.6 41 4.4 42 6.7 35 2.0 27 -88 -79 -82 -75
Poland 5.3 3.2 42 3.8 35 2.1 1.3 23 -41 -16 -25 -31
Slovak Republic 55 6.0 6.3 6.7 7.5 2.8 3.6 2.5 -35 -72 -64 -55
Slovenia 4.2 3.9 4.0 4.0 3.6 2.5 2.4 24 =21 -09 -03 0.1
Southern and south-
eastern Europe 6.9 4.3 5.0 5.4 8.7 7.0 6.8 42 -73 -85 -8.0 -7.8
Bulgaria 5.7 5.5 5.6 5.8 6.1 5.0 7.2 4.1 -58 -11.8 -102 -91
Croatia 3.8 41 41 45 21 3.3 3.2 25 -56 -6.0 -59 -59
Malta 1.0 1.0 1.3 1.5 2.7 3.1 2.8 24 -104 -67 -65 -6.3
Romania 8.4 41 5.2 5.6 1.9 9.0 7.9 48 -84 -87 -83 -81

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

2Percent of GDP.

particular, the introduction of the VAT—are
under way in many countries. These moves will
serve to strengthen fiscal balances over the
medium term. However, decisive steps need to
be taken to reduce the very high public debt
ratios and adapt to the erosion of EU trade pref-

erences in bananas and sugar.

Emerging Europe: Addressing Rising
Current Account Deficits

In emerging Europe, regional GDP growth
has moderated to 5.4 percent from the excep-
tional level in 2004 (Table 1.8), and is projected
to remain close to this level in 2006, under-
pinned by generally strong domestic demand
and—despite appreciating exchange rates—solid
export growth, buoyed by continued solid
import growth in trading partners. Headline
inflation remains generally moderate, with
higher oil prices offset in many cases by rising
currencies, although overheating pressures are a
concern in parts of southern Europe and the
Baltics. Looking forward, the key risks to the out-

look remain the strength of the recovery in euro
area domestic demand; the large regional cur-
rent account deficits; and rapid credit growth—
especially for real estate lending—in a number
of countries in the region, much of which is
denominated in foreign currencies.

The regional current account deficit fell mod-
estly to 5.2 percent of GDP in 2005, and is pro-
jected to remain at broadly that level in 2006
and 2007. Within that, developments differ
widely across the region. In southeastern Europe,
external deficits have increased—particularly in
Bulgaria and to a lesser extent Turkey—driven
by varying combinations of soaring private
domestic demand and credit growth, higher
oil prices, and buoyant capital inflows often
accompanied by appreciating exchange rates.
Elsewhere—particularly in the Czech Republic
and Poland—deficits have been on a declining
trend, although they remain high in the Baltics,
Hungary, and, more recently, the Slovak
Republic. On the financing side, the share of
debt financing (particularly short-term) has
been gradually rising—it is expected to finance
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Figure 1.16. Emerging Europe: Current Account Deficits
Remain High

Over the medium term, current account deficits will need to be significantly
reduced—in general primary balances will need to turn positive—to stabilize net
investment positions. The corresponding real exchange rate adjustment will be
less the more open the economy, and the more investment has been directed to
the tradeables sector.
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about half of the regional current account
deficit in 2006—and is particularly significant in
Turkey, Hungary, and the Baltics.

As discussed in previous issues of the World
Economic Outlook, the nature of and risks associ-
ated with these deficits vary widely. In central
Europe, external deficits are closely associated
with fiscal imbalances; in the Baltics and south-
eastern Europe they primarily reflect private sec-
tor behavior. Correspondingly, the risks and
remedy in central Europe are relatively clear; in
the Baltics and southeastern Europe, both are
more complex, although—especially given the
increasing resort to debt financing—there is an
increasing case for policies to lean against the
wind to reduce potential risks. Over the medium
term, as a matter of arithmetic, current accounts
in most countries will need to adjust substan-
tially to stabilize net investment positions (Figure
1.16). That adjustment is likely to be smoother—
and involve less real exchange rate adjustment—
the more open the economy, the more past
inflows have been invested in the tradables sec-
tor, and the more flexible domestic markets.
Managing this adjustment will be of particular
importance in those countries that have or plan
shortly to move to fixed exchange rate regimes,
including to avoid potential deflationary
pressures.

In Poland, GDP growth slowed to 3.2 percent
in 2005, noticeably below potential, reflecting
flagging domestic demand in the aftermath of
the 2004 EU accession boom, weak labor market
conditions, and higher oil prices. Looking for-
ward, GDP growth is expected to pick up to
4.2 percent in 2006, with consumption growth
boosted by higher pension payments. Much
depends, however, on external developments—
notably in German growth—and the strength of
investment in light of the complicated post-elec-
tion political situation. With inflation projected
to remain at or below the 2.5 percent target in
2006 and 2007, policy interest rates have been
steadily reduced since early 2005. A key chal-
lenge remains to reduce the large general gov-
ernment deficit—which, barring adjustment
measures, is likely to settle at about 5 percent of
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GDP over the medium term—to stabilize public
debt below 50 percent of GDP. With unemploy-
ment at 18 percent, and the investment-to-GDP
ratio the lowest in the region, measures to
improve the functioning of the labor market and
to strengthen the investment climate are also
priorities.

In Hungary, GDP growth remains close to
potential, underpinned by strengthening
exports, the recovery in Western Europe, and
investment related to motorway construction.
Despite higher oil prices, inflationary expecta-
tions remain under control and core inflation is
at an historic low; after steady reductions in the
policy rate through much of 2005, the easing
cycle ended in October and rates remain rela-
tively high in real terms. The very large external
current account and fiscal deficits—both around
7Y percent of GDP in 2005—are significant
risks; moreover, given recent tax cuts and contin-
ued high public expenditure commitments, little
improvement in either is in prospect for 2006.
While the situation is complicated by upcoming
elections, signs of weakening market sentiment
underscore the need for decisive fiscal consoli-
dation. Substantial foreign exchange borrowing
by households is also a risk, increasing vulnera-
bility to a further depreciation of the forint.
Slovenia continues to enjoy solid growth and a
stable macroeconomic performance; with infla-
tion falling back to 2.5 percent, it now meets all
Maastricht requirements, and is well placed to
adopt the euro in January 2007 as scheduled.

GDP growth in the Czech Republic rose to
6 percent in 2005, with slowing domestic
demand growth offset by buoyant net export
growth as past foreign-financed investment
comes on stream, and is expected to moderate
somewhat in 2006. The central bank has begun
to reverse earlier policy easing, although with
inflationary expectations securely anchored
below the inflation target of 3 percent, further
moves should await incoming data on the
strength of the pickup in domestic demand,
which remains fragile. While the general govern-
ment deficit was reduced to 2.6 percent of GDP
in 2005, over 2 percent of GDP below target, the

draft 2006 budget more than reverses these
gains, underscoring the need for additional con-
solidation efforts, especially given the pressures
from aging, substantial outstanding public sector
guarantees, and the limited scope for further
privatization revenues. In the Slovak Republic,
the macroeconomic outlook remains strong,
although unemployment—while declining—is
very high. Following the entry into ERM-2 in
late 2005, a key challenge will be to reduce infla-
tion to meet the Maastricht criterion while
avoiding undue nominal currency appreciation,
a task that would be facilitated by a tighter fiscal
stance than currently planned.

In the Baltic countries, GDP growth has
remained robust, underpinned by generally
sound macroeconomic policies and wide-ranging
structural reforms. However, with domestic
demand fueled by rapid private credit growth,
overheating concerns have risen, reflected in
wide current account deficits; rapidly rising
equity and real estate prices; and—to a lesser
extent—upward pressures on prices, making it
unlikely that any country will meet the Maastricht
inflation criterion this year. While priorities
among countries differ, measures to moderate
credit growth are important, especially for mort-
gage lending (the recent tightening of pruden-
tial regulations in Estonia being a welcome
step), along with strengthened financial supervi-
sion; fiscal policy—while generally very pru-
dent—should also seek to dampen demand
pressures.

In Bulgaria and Romania, domestic demand
has substantially exceeded expectations, spurred
by rapid credit growth, large-scale wage increases,
a tax cut in January 2005 (Romania), and con-
tinued strong investment growth (Bulgaria).
Correspondingly, inflationary pressures have
picked up—in Romania, despite a substantial
appreciation of the leu—and external current
account deficits have widened sharply—in Bul-
garia to 11.8 percent of GDP, one of the highest
in the region. While external deficits are prima-
rily driven by the private sector, they are an
increasing source of vulnerability, underscoring
the need to restrain credit growth, especially to
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Table 1.9. Commonwealth of Independent States: Real GDP, Consumer Prices, and

Current Account Balance
(Annual percent change unless otherwise noted)

Real GDP

Consumer Prices! Current Account Balance?

2004 2005 2006 2007 2004 2005 2006 2007 2004 2005 2006 2007
Commonwealth of
Independent States 8.4 6.5 6.0 6.1 10.3 123 10.4 9.7 8.1 9.1 9.6 8.1
Russia 7.2 6.4 6.0 5.8 109 126 10.4 9.5 99 113 11.8 9.5
Ukraine 121 2.6 2.3 43 9.0 135 13.0 12.5 10.5 2.7 12 -241
Kazakhstan 9.6 9.4 8.0 8.3 6.9 7.6 7.5 7.5 1.2 1.8 2.3 2.4
Belarus 114 9.2 515 4.0 181 10.3 10.4 13.3 -5.3 12 -08 -20
Turkmenistan 17.2 9.6 6.5 6.0 59 108 7.9 5.0 0.6 2.8 14 1.1
Low-income CIS countries 8.4 11.7 12.7 1.4 75 119 8.4 7.6 =71  -1.0 6.9 17.6
Armenia 101 13.9 7.5 6.0 7.0 0.6 3.0 3.0 -46 -33 -39 -43
Azerbaijan 102 243 26.2 229 6.7 9.7 8.6 118 -300 -52 17.7  40.0
Georgia 6.2 7.7 6.4 5.0 57 8.3 5.3 4.0 -83 -74 -71 b5
Kyrgyz Republic 70 -06 5.0 55 4.1 4.3 5.7 4.5 -34 -81 -6.8 -56
Moldova 7.3 7.0 6.0 5.0 125 119 9.4 8.7 -27 -55 52 53
Tajikistan 10.6 6.7 8.0 6.0 7.1 71 7.8 5.0 -40 -34 -4 -4.8
Uzbekistan 7.4 7.0 7.2 5.0 88 21.0 11.3 6.5 10.0 108 9.6 9.2
Memorandum
Net energy exporters3 7.6 71 6.7 6.5 104 123 10.1 9.2 86 103 11.0 9.6
Net energy importers4 11.5 4.2 3.3 44 102 121 11.7 11.6 4.6 12 -02 -25

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

2Percent of GDP.

3Includes Azerbaijan, Kazakhstan, Russia, Turkmenistan, and Uzbekistan.
4Includes Armenia, Belarus, Georgia, Kyrgyz Republic, Moldova, Tajikistan, and Ukraine.

households; tighten fiscal positions; and, in
Romania, increase wage restraint. Structural
reforms are key to invigorate the supply side,
including greater labor market flexibility, advanc-
ing privatization (Romania) and improving the
business climate (Bulgaria).

Following the exceptionally rapid expansion
through 2005, GDP growth in Turkey is
expected to moderate to 6 percent in 2006, with
the main risk facing the economy relating to the
large current account deficit. In contrast to
expectations, GDP growth has become increas-
ingly reliant on domestic demand, particularly
investment; the external current account has
continued to deteriorate, driven mainly by
higher oil prices and by surging capital inflows—
in part reflecting ample global liquidity and
Turkey’s improving fundamentals—accompa-
nied by a further real appreciation of the lira.
While the composition of capital inflows has
improved markedly—with the share of short-
term inflows (including errors and omissions)

nearly halving to 37 percent in 2005—Turkey

remains vulnerable to changes in investor senti-
ment. The 2006 budget appropriately provides
for a modest tightening of fiscal policy, which
should allow room for gradual monetary easing
and an additional buildup of reserves. Further
structural reforms, including early passage of the
pension law, strengthening social security collec-
tion, income tax reform, and continued
improvements in bank supervision—the more so
given very rapid private credit growth—remain
key to sustaining the strong economic perform-
ance to date and increasing resilience to a rever-
sal in currently benign external conditions.

Commonwealth of Independent States: A
Rebalancing of Growth Is Needed to
Sustain the Expansion

Real GDP growth slowed significantly in the
Commonwealth of Independent States (CIS)
during 2005, to 6.5 percent from 8.4 percent in
2004 (Table 1.9). A particularly sharp slowdown
in Ukraine accounted for much of this, although
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the pace of expansion also moderated in other
key countries in the region. Lower output
growth in the energy sector (Russia, Kazakhstan),
political and economic uncertainties that under-
mined investment (Ukraine, Kyrgyz Republic),
and an increasingly negative contribution from
the external sector (Ukraine, Russia) all con-
tributed to this weaker growth.

At the same time as growth has slowed, the
composition of demand has been very unbal-
anced, raising concerns about the sustainability
of growth going forward. Investment has
remained weak, averaging just under 21 percent
of GDP in 2005, the lowest of any emerging
market and developing country region (Figure
1.17). Consumption, on the other hand, has
expanded strongly, particularly in Russia,
Ukraine, and Kazakhstan, underpinned by
large hikes in wages and public pensions and
increased access to credit. Indeed, credit has
grown extremely strongly in a number of
countries in the region, and in Ukraine and
Kazakhstan has increasingly been directed at
households and a significant share is denomi-
nated in foreign currency. While the ongoing
process of financial deepening in the region is
welcome—the ratio of bank credit-to-GDP is still
low in many countries—rapid credit growth
poses a risk to financial stability given banks’
generally weak abilities to assess borrower credit-
worthiness and the increasing reliance by banks
in some countries on financing from abroad.

This combination of strong consumption
growth and weak investment has led to increas-
ing capacity constraints in some countries and
sectors and, together with higher food and
energy prices (although pass-through to domes-
tic prices has not been complete), contributed
to a sharp increase in inflationary pressures in
the first half of 2005 that have moderated only
slightly in recent months. The current account,
however, remains in large surplus at the regional
level, although there is increasing differentiation
across countries. In energy exporters as a group,
higher oil prices underpinned a further increase
in the surplus during 2005, but in energy-
importing countries the surplus declined due

Figure 1.17. Commonwealth of Independent States:
Unbalanced Growth Raises Concerns About the
Outlook

Consumption has grown strongly in a number of countries, supported by wage and
pension increases and rapid credit growth. Investment, however, remains relatively
weak, raising concerns about the sustainability of current growth rates.
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both to higher oil imports and an increase in
non-oil import volumes.

Looking forward, growth is projected to slow
further to 6 percent in 2006, although decisive
policy actions will be needed to lock in this pace
of expansion. Monetary policy will increasingly
need to focus on reducing or containing infla-
tion, with the authorities correspondingly allow-
ing nominal exchange rates to appreciate as
necessary. And while countries that are benefit-
ing from higher oil revenues have scope to raise
productive government spending, such increases
will need to be carefully managed in line with
cyclical considerations to ensure they are consis-
tent with overall macroeconomic policy objec-
tives. To encourage investment spending, a more
hospitable business climate needs to be created
by reducing uncertainties about government
intervention in the economy and moving to
strengthen the institutional structures necessary
for vibrant market-based economies to flourish.
Structural reforms are also needed to boost pro-
ductivity in the noncommodity sectors to
improve competitiveness in the face of upward
pressures on exchange rates. In terms of the
financial sector, progress has been made in
banking reform, but it has lagged that in coun-
tries in central and eastern Europe. Regulatory
and supervisory systems, in particular, need to be
upgraded in line with the growing importance of
the financial sector.

Turning to individual countries, after a weak
start to 2005, real GDP growth in Russia has
accelerated, and the economy is expected to
expand by 6 percent in 2006 (0.8 percentage
points higher than projected in the September
2005 World Economic Outlook). The expansion is
being driven by private consumption, while
export growth has fallen. Investment, despite a
recent pickup, is relatively subdued, and con-
cerns remain that the economy may begin to
run into capacity constraints. Real wages are ris-
ing faster than productivity, imports are surging,
and CPI inflation is running at over 11 percent.
Against this background, fiscal policy should not
be relaxed until cyclical pressures have eased,
and monetary policy needs to be tightened.

Without allowing for greater nominal exchange
rate appreciation, it is unlikely the central bank
will be able to meet its end-2006 inflation target
of 8.5 percent. Turning to the financial sector,
credit growth remains rapid, and it is important
that prudential practices are strengthened
under the new deposit insurance scheme to
ensure that risks in the sector are appropriately
managed.

In Ukraine, real GDP growth has slowed
sharply, reflecting a less favorable external
environment and political and policy uncer-
tainties that have undermined investment.
Growth is expected to slow further this year—
to 2.3 percent—as continued political uncer-
tainties and a significant hike in import prices
for natural gas weigh on activity. Inflation has
fallen from a peak of 15 percent in mid-2005,
but remains over 10 percent, while credit
growth remains strong. Reflecting uncertainties
about the economic and political situation,
spreads on Ukrainian external bonds have
widened somewhat and the central bank con-
ducted substantial foreign exchange interven-
tions to maintain the official hryvina-U.S. dollar
exchange rate. The authorities need to tighten
monetary policy to reduce inflation, support
this with fiscal restraint, and implement reforms
to create a positive investment climate. In
Kazakhstan, growth remains strong, under-
pinned by high oil prices. Inflationary pressures,
however, have risen, and the central bank has
raised interest rates, although further tighten-
ing is still required. WTO accession negotiations
are proceeding, but progress with other struc-
tural reforms has been slow.

Growth in the low-income CIS countries
remains very strong, although there are con-
siderable differences across countries. In
Azerbaijan (oil production), Armenia (remit-
tance inflows and a good harvest), and Georgia
(agricultural recovery), growth has picked up,
but in the Kyrgyz Republic and Tajikistan it has
slowed. The central challenge for the region
remains to put in place the policies that will
maintain the strong growth needed to reduce
poverty going forward. To achieve this, the
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Table 1.10. Selected African Countries: Real GDP, Consumer Prices, and Current Account Balance

(Annual percent change unless otherwise noted)

Real GDP Consumer Prices! Current Account Balance?
2004 2005 2006 2007 2004 2005 2006 2007 2004 2005 2006 2007
Africa 5.5 5.2 5.7 5.5 8.1 8.5 9.1 7.3 0.1 1.9 2.6 2.7
Maghreb 5.1 41 5.2 5.0 2.9 15 3.7 3.8 71 118 105 9.1
Algeria 5.2 53 4.9 5.0 3.6 1.6 5.0 55 131 213 189 165
Morocco 4.2 1.8 5.4 44 15 1.0 2.0 2.0 2.2 09 -08 -09
Tunisia 6.0 4.2 5.8 6.0 3.6 2.0 3.0 20 -20 -13 -14 -11
Sub-Sahara 5.6 5.5 5.8 5.7 9.7 10.6 10.7 83 -21 -11 0.3 0.8
Horn of Africa3 8.1 8.3 9.9 8.5 8.4 7.8 8.7 53 -5.8 -101 -7.0 -5.2
Ethiopia 12.3 8.7 53 5.7 8.6 6.8 10.8 60 -51 -91 -75 -43
Sudan 5.2 80 13.0 103 8.4 8.5 7.5 50 -63 -107 -69 -54
Great Lakes3 5.6 5.6 5.4 6.1 6.9 11.6 8.2 45 -27 -471 -51 -5.8
Congo, Dem. Rep. of 6.9 6.5 7.0 7.2 40 214 9.3 64 -57 -48 -26 -21
Kenya 4.3 4.7 8.8 49 116 103 115 28 -25 -76 -44 -59
Tanzania 6.7 6.9 5.8 7.0 43 4.6 5.2 50 -16 -26 -76 -87
Uganda 5.6 5.6 6.2 6.1 5.0 8.0 6.5 40 -17 -12 -39 -42
Southern Africa3 4.8 5.2 9.2 8.2 476 33.2 46.7 34.0 0.3 0.3 3.2 3.2
Angola 111 157 260 202 436 23.0 13.0 8.3 4.2 82 113 120
Zimbabwe -38 -65 -47 -41 3500 2378 8504 5842 -83 -11.1 1.7 -15.0
West and Central Africa3 6.6 5.4 5.1 5.3 79 11.6 6.7 48 -0.4 4.6 6.7 7.4
Ghana 5.8 5.8 6.0 6.0 126 151 8.8 71 -27 -66 -78 -53
Nigeria 6.0 6.9 6.2 5.2 15.0 17.9 9.4 6.5 46 126 142 153
CFA franc zone3 1.7 41 3.4 4.8 0.2 4.2 2.4 23 -34 -13 0.1 0.0
Cameroon 3.6 2.6 4.2 43 0.3 2.0 2.6 10 -34 -15 -16 -1.38
Cote d’lvoire 1.8 0.5 2.4 2.6 15 3.9 2.8 3.0 2.7 0.7 1.9 1.9
South Africa 4.5 4.9 4.3 4.1 1.4 3.4 4.5 49 -34 -42 -39 -3.6
Memorandum
0Oil importers 4.8 4.4 4.6 4.7 75 83 10.0 80 -25 -37 -37 -36
Oil exporters4 7.2 7.0 8.2 7.5 9.7 9.1 7.2 5.8 58 120 127 123

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

2Percent of GDP.

3The country composition of this regional group is set out in Table F in the Statistical Appendix.

4Includes Chad and Mauritania in this table.

sources of growth need to be diversified, parti-
cularly by improving the business climate to
encourage investment in the noncommodity sec-
tors, liberalizing trade regimes, and reducing
high external debt levels.

Africa: Sustaining the Recent Growth
Acceleration

Economic activity in sub-Saharan Africa con-
tinued to expand robustly at 5.5 percent in 2005
(Table 1.10). Among oil exporters, growth
picked up in Nigeria, but slowed in some other
countries—particularly Chad and Equatorial
Guinea—following strong increases over the pre-

vious two years. Among oil importers, higher
metal prices have supported growth in countries
such as South Africa and Zambia, while growth
in excess of 7 percent in Ethiopia, Mozambique,
and Sierra Leone reflects the continuing positive
effects of earlier reforms. The moderation in
food and agricultural raw material prices, how-
ever, along with weather-related food production
shortfalls, affected growth in the Sahel region
and parts of eastern and southern Africa, while
weakness in cotton markets hurt the CFA franc
countries. The removal of textile quotas has also
adversely affected a number of African coun-
tries. Output continued to decline in Cote
d’Ivoire, Zimbabwe, and the Seychelles.
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Figure 1.18. Sub-Saharan Africa: Growth, Investment,
and Economic Transitions

Economic reforms have supported greater investment and improved growth
performance in recent years. Sustaining progress on structural reforms will be
important to maintain higher levels of long-term growth.
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1Angola, Cameroon, Chad, Republic of Congo, Céte d'Ivoire, Equatorial Guinea, Gabon,
Nigeria, and Sao Tomé and Principe.

2Benin, Botswana, Burkina Faso, Burundi, Cape Verde, Central African Republic, Comoros,
Democratic Republic of Congo, Ethiopia, Gambia, Ghana, Guinea, Guinea-Bissau, Kenya,
Lesotho, Madagascar, Malawi, Mali, Mauritius, Mozambique, Namibia, Niger, Rwanda,
Senegal, Seychelles, Sierra Leone, South Africa, Swaziland, Tanzania, Togo, Uganda,
Zambia, and Zimbabwe.

Despite the increase in international oil
prices, inflationary pressures have remained gen-
erally well contained, reflecting in part a lower
degree of pass-through to domestic fuel prices in
2005 relative to previous years. This has, how-
ever, adversely affected fiscal and current
account balances in a number of oil-importing
countries, which was partially alleviated by exter-
nal grants.

The economic outlook in sub-Saharan Africa
remains positive, with growth of 5.8 percent
projected this year—the highest rate in over
30 years—underpinned by high commodity
prices, improved macroeconomic policies, and
structural reforms in some countries. This accel-
eration in growth is largely due to the oil-pro-
ducing countries, where capacity increases in
Angola and the Republic of Congo and new pro-
duction in Mauritania are expected to drive a
substantial pickup in activity. Growth in non-oil
producers is also expected to pick up, supported
by continued, albeit slower, growth in non-oil
commodity prices, a recovery in agricultural pro-
duction, and stronger investment. While the out-
look for the region’s oil exporters is importantly
tied to oil prices, for non-oil-producing countries,
a softening in the global demand for non-oil
commodities, higher energy prices, and weather-
related factors are key risks. For the CFA franc
countries, a weakening in the U.S. dollar against
the euro would adversely affect competitiveness.

The strong projected expansion this year fol-
lows a period where growth in sub-Saharan
Africa has clearly risen above its historical trend
(Figure 1.18). Growth in both oil- and non-oil-
producing countries has strengthened, the for-
mer spurred by the coming on stream of new
capacity in recent years. In non-oil producers,
reforms implemented in the second half of the
1990s in a number of countries have clearly
started to pay dividends, with investment ratios
importantly reversing their previous downward
trend. Sustaining and further strengthening the
recent economic performance are critical to
making a lasting impact on poverty reduction. In
this regard, continued fiscal discipline and low

inflation are essential anchors for sustaining



growth accelerations, but further improvements
in economic institutions—where there have
been few new transitions in recent years—will
help secure stable long-term growth going
forward.10

Lessons from the last World Economic Outlook
suggest that the current favorable economic
environment is particularly conducive to imple-
menting necessary reforms to strengthen eco-
nomic institutions. In particular, the reduction
of trade restrictions and multilateral progress in
trade liberalization in the Doha Round can be
expected to support efforts to strengthen institu-
tions. Under the Multilateral Debt Relief
Initiative (MDRI), the IMF has granted debt
relief amounting to $2.5 billion to 13 countries
in Africa. Countries should take advantage of
the opportunities offered by the MDRI to reori-
ent spending to priority areas, including health
and education, to raise the level of human capi-
tal and long-term growth. The New Partnership
for Africa’s Development (NEPAD) offers an
important opportunity that needs to be fully
grasped for strengthening cooperation at the
regional level, with potentially large benefits
from the improvement in institutional quality in
the immediate neighborhood of countries.
Finally, reforms to improve the business environ-
ment, including streamlining of regulations and
improved governance, will help increase invest-
ment and employment.

Turning to individual countries, economic
activity in South Africa was strong in 2005,
driven by domestic demand and increasingly
supported by exports. Consumer and investment
spending have strengthened, while manufactur-
ing growth began picking up at end-2005 in
response to domestic and external demand.
Looking ahead, growth is expected to moderate
as output approaches potential. While higher oil
prices and strong domestic demand have led to
some widening in the current account deficit,

AFRICA: SUSTAINING THE RECENT GROWTH ACCELERATION

inflation has remained well contained and the
recent appreciation of the rand has improved
the inflation outlook. Nevertheless, the contin-
ued strength of domestic demand, high money
and credit growth, and developments in interna-
tional oil and food prices present potential
upside risks to inflation. Following persistently
strong fiscal performance and prudent levels of
public debt, the government is appropriately
planning to increase further social spending and
infrastructure investment to help address social
needs and supply bottlenecks. On structural
policies, the authorities are focusing on skills
development, improving efficiency in state-
owned enterprises, and on measures to improve
competition in domestic markets. The positive
impact of these initiatives on growth could be
enhanced by labor market reforms.

In Nigeria, growth strengthened in 2005 due
to robust expansion in both the oil- and non-oil
sectors, but is expected to slow in 2006. Follow-
ing insufficient sterilization of oil-related inflows
and low interest rates during much of last year,
monetary policy has begun to be tightened and
inflation is expected to decline from last year’s 18
percent. Reflecting strong oil revenues and lower
capital expenditures, the overall fiscal surplus
reached nearly 10 percent of GDP in 2005,
although the non-oil fiscal balance continued to
deteriorate. Management of oil revenues remains
a key challenge for policymakers, underscoring
the need for lasting institutional reforms to
ensure these revenues are used prudently to pave
the way for stable long-term growth. Budgetary
plans that place higher priorities on identifying
allocations for key reforms, poverty reducing pro-
grams and infrastructure, and explicitly identify-
ing domestic fuel subsidies are welcome, and
need to be implemented going forward. Risks to
the overall outlook stem mainly from develop-
ments in international oil prices as well as from

any disruptions to oil production facilities.

10A transition is defined as the first year of a sustained improvement in the quality of the underlying economic institu-

tions. The quality of institutions is assessed using an overall index composed of indicators encompassing the size of govern-
ment, legal structure and property rights, access to sound money, the freedom to trade internationally, and regulation of
credit, labor, and business. See Chapter III of the September 2005 World Economic Outlook for further details.
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Table 1.11. Selected Middle Eastern Countries: Real GDP, Consumer Prices, and Current Account Balance

(Annual percent change unless otherwise noted)

Real GDP Consumer Prices’ Current Account Balance?
2004 2005 2006 2007 2004 2005 2006 2007 2004 2005 2006 2007
Middle East 5.4 5.9 5.7 5.4 8.4 8.4 8.7 8.5 124 191 204 18.1
0il exporters? 5.7 6.2 5.8 5.5 8.2 8.1 9.8 9.6 144 221 236 21.2
Iran, I.R. of 5.6 5.9 5.3 5.0 152 13.0 17.0 17.0 2.5 7.5 7.6 6.2
Saudi Arabia 5.2 6.5 6.3 6.4 0.3 0.4 1.0 1.0 205 283 283 239
Kuwait 6.2 8.5 6.2 47 1.3 3.9 3.5 3.0 311 433 499 487
Mashreq 4.2 4.7 4.8 4.8 8.4 9.5 4.9 45 -08 -25 -34 -44
Egypt 4.1 5.0 5.2 5.2 103 114 4.4 45 43 2.8 13 -04
Syrian Arab Republic 2.5 35 3.6 3.6 4.6 7.2 7.2 50 -20 -55 -73 -86
Jordan 7.7 7.2 5.0 5.0 3.4 35 6.9 5.8 -02 -178 -16.0 -14.4
Lebanon 6.0 1.0 3.0 3.4 3.0 0.3 2.5 20 -182 -127 -129 -121
Memorandum
Israel 4.4 5.2 4.2 42 -04 1.3 2.4 2.0 1.6 1.9 1.0 2.1

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

2Percent of GDP.

3Includes Bahrain, I.R. of Iran, Irag, Kuwait, Libya, Oman, Qatar, Saudi Arabia, Syrian Arab Republic, United Arab Emirates, and Yemen.

In the Maghreb region, increased oil exports
and sustained activity in the services and con-
struction sectors have underpinned strong
growth in Algeria, although inflation has eased
due to a drop in food prices. Public spending—
largely investment—increased by some 4 percent
of nonhydrocarbon GDP, but rising hydrocarbon
revenues have generated very large fiscal and
current account surpluses. Against the backdrop
of high energy prices, the outlook for growth
remains strong, although absorptive capacity
may be limited in the short term. Growth above
5 percent is projected for both Morocco and
Tunisia, with the expiration of textile quotas hav-
ing had only a modest impact on overall growth.
Both countries, however, remain vulnerable to
further oil price increases and possible delayed
adverse effects on the textile sectors. Policies to
attract investment and diversify the manufactur-
ing base of the economy remain key policy
priorities.

Middle East: Booming Asset Prices
Across the Region

Oil-exporting countries in the Middle East
enjoyed a third consecutive year of substantially
higher export earnings, fueling average growth

of 5.9 percent in the region and a current
account surplus of 19 percent of GDP (Table
1.11). While a large proportion of the increase
in oil revenues has been saved in most oil-
exporting countries, domestic demand growth
has strengthened considerably, although infla-
tion has remained subdued. Growth in non-oil-
producing countries in the region has benefited
from the expansion in oil exporters and domes-
tic reforms in some countries. With oil produc-
tion near capacity, strong but moderating
growth is expected in 2006, while current
account surpluses in oil exporters reach 25 per-
cent of GDP. The main risks to the outlook are
closely related to the prospects for oil prices,
although rising geopolitical uncertainty and
developments in asset markets (see below) pose
additional risks to the region.

The current oil cycle has been accompanied
by a significant rise in money and credit growth,
which has contributed to surging property and
equity prices, with the latter also benefiting
from increased profitability of petrochemical
companies (Figure 1.19). During 2005, Middle
Eastern stock indices were among the best per-
forming in the world, and regional market capi-
talization at nearly $1.3 trillion in early 2006
exceeded that of emerging Europe and Latin



America. Many stock markets in the region,
however, experienced significant corrections in
the first quarter of 2006, although valuations still
remain well above long-term averages. Indirect
evidence from the performance of real estate
and construction shares supports other evidence
that real estate prices are also near record

levels.

A key challenge in the region is to channel
liquidity into productive investment in both the
oil and non-oil sectors, given the need to raise
potential growth and provide increased employ-
ment opportunities for the growing working-age
population. In particular, financial sector
reforms that support the development of deeper
capital markets would allow new and smaller
firms to tap into the pool of available liquidity to
fund their investment plans. An increased role
for managed funds could also allow investment
by small investors in diversified portfolios, reduc-
ing portfolio volatility and facilitating greater
flexibility in their spending decisions. More gen-
erally, however, recent developments have
increased the exposure of bank balance sheets
to any downturn in asset markets—possibly
resulting from an unexpected drop in oil prices
or increased geopolitical uncertainty—and
supervisory authorities will need to carefully
monitor these risks, particularly in terms of lend-
ing to the construction sector.

Turning to developments in individual coun-
tries, the growth outlook for the Islamic
Republic of Iran remains favorable, supported
by high oil revenues, the recovery in agriculture,
and a strong performance of the manufacturing
sector. Inflation, however, still remains in double
digits, underscoring the need for fiscal restraint
and greater exchange rate flexibility. Prudent
macroeconomic policies, reforms of the finan-
cial sector and the public subsidy system, and
increased private sector participation in the
economy are essential preconditions if higher oil
revenues are to be successfully used to foster
growth and employment.

In Saudi Arabia, activity expanded by 6.5 per-
cent in 2005, supported by both the oil and non-
oil sectors, with substantial current account and

MIDDLE EAST: BOOMING ASSET PRICES ACROSS THE REGION

Figure 1.19. Middle East: Surging Asset Markets

Oil-related revenues have fueled growth in bank credit and asset prices. Regional
equity markets have grown similar in size to other emerging market regions.
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Sources: SHUAA Capital; IMF, International Financial Statistics; and IMF staff calculations.

10il exporters: Bahrain, I.R. of Iran, Kuwait, Libya, Oman, Qatar, Saudi Arabia, Syrian Arab
Republic, Republic of Yemen, and United Arab Emirates.

2|ndices represent the Arab composite with January 1, 2000 base year.

3Emerging Europe includes Russia and Ukraine; Developing Asia excludes Taiwan Province
of China, Korea, Singapore, and Hong Kong SAR; and the Middle East includes the countries
of the Cooperation Council of the Arab States of the Gulf (GCC) plus Egypt, Jordan, and
Lebanon.
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fiscal surpluses and subdued inflation. With oil
export volumes not expected to increase sub-
stantially in the short term, growth is projected
to remain broadly unchanged during 2006-07,
with the current account surplus anticipated to
remain high based on current oil price forecasts.
The government’s plans for substantial invest-
ment in the oil sector and infrastructure, accom-
panied by further structural reforms aimed at
greater private sector participation, should help
sustain strong growth and reduce unemploy-
ment. The substantial strengthening of the fiscal
position and reduction of public debt will also
create room for additional social spending in
the areas of health and education.

Despite the very difficult security environ-
ment, Iraq has managed to maintain overall
macroeconomic stability. Growth of 10 percent is
projected in 2006, although the outlook is sub-
ject to considerable risks. The fiscal position has
improved on account of higher oil revenues and
the undershooting of some expenditure due to
project implementation difficulties. The
approval of the Stand-By Arrangement with the
IMF in December paves the way for further debt
reduction by Paris Club creditors which, along
with the successful $14 billion debt exchange
with private creditors, is expected to reduce debt
obligations to a more sustainable level. Planned
expansion of the oil sector, reform of public sub-
sidies, and improved administrative capacity
remain key challenges in the period ahead.

Economic activity picked up momentum in
Egypt in 2005, with strengthening domestic
demand broadening the expansion and boosting
the prospects for robust growth this year. Infla-
tion has declined impressively to below 5 per-
cent, aided by the appreciation of the pound in
early 2005. While the current account surplus
has narrowed—with still buoyant export growth
and rising remittances offset by higher imports
of oil and capital goods—strong private capital
inflows against the backdrop of recent nominal
exchange rate stability poses challenges for mon-
etary policy. Looking forward, a key macroeco-
nomic challenge is to steadily reduce
government deficits and public debt, both to

reduce vulnerabilities and create space for more
productive public spending and higher private
investment, the latter a key to raising growth and
reducing high and rising unemployment. The
recent momentum in privatization is welcome
and efforts to resolve nonperforming loans in
state-owned banks should be stepped up.

Elsewhere in the Mashreq, Jordan has success-
fully adjusted to higher oil prices and a sharp
decline in external grants through a significant
reduction in fuel subsidies and expenditure
restraint, and growth, while slowing, is projected
to remain robust in 2006. Activity in Lebanon is
expected to rebound in 2006 following the sta-
bilization of the political situation. Public
debt—already extremely high—remains on an
upward trajectory, and sustained measures to
raise the primary surplus will be critical to
reducing the debt burden and risks to the
financial system.

Economic activity in Israel expanded by 5.2
percent in 2005, underpinned by robust private
consumption and tourism revenues. The
strength of domestic demand and wages has
increased inflationary risks, prompting the Bank
of Israel to raise interest rates in October and
November. Looking ahead, growth prospects are
favorable, although political and security risks
remain. The government will need to outline
specific spending plans to meet the medium-
term budget deficit target of 3 percent of GDP
and put high public debt—over 100 percent of
GDP—on a firm downward path.

Appendix 1.1. Recent Developments in
Commodity Markets

The authors of this appendix are Valerie Mercer-
Blackman, To-Nhu Dao, Paul Nicholson, and Hossein
Samiei.

The IMF commodities and energy price index
increased by over 29 percent in dollar terms (30
percent in special drawing right, or SDR, terms)
in 2005, on surging fuel and base metals prices.
Energy prices rose by 39 percent, owing to signif-

icant increases in oil and natural gas prices.



Prices of nonfuel commodities rose by 10 per-
cent during 2005, reaching record highs in nom-
inal terms. Most metal prices experienced
significant increases in 2005. Robust economic
activity and limited supply response have been
the main drivers of higher energy and metal
prices. Looking ahead, limited excess capacity in
the oil sector is likely to persist well beyond
2006, and prices will continue to be susceptible
to geopolitical events. In contrast, metal prices
are projected to weaken somewhat as capacity
comes on stream by end-2006.

Crude 0il and Other Petroleum Products

The energy market has remained tight and
increasingly susceptible to short-term events,
reflecting concerns about future supply in the
face of limited excess capacity among members
of the Organization of the Petroleum Exporting
Countries (OPEC).

Price Developments

The average petroleum spot price (APSP)!!
rose by another 41 percent in 2005. Prices spiked
sharply in early September, peaking at $66 per
barrel in the wake of Hurricane Katrina. Coordi-
nated action by the International Energy Agency
(IEA) and the U.S. government to provide addi-
tional supplies from strategic reserves, as well as
OPEC’s accommodative supply stance, temporar-
ily calmed the market, and by November crude
oil prices dropped back to pre-Katrina levels.
Prices bounced back, however, in January 2006
and have fluctuated mostly in the $60-66 range,
owing to renewed geopolitical concerns in the
Islamic Republic of Iran, Iraq, and Nigeria. These
countries together account for about 11 percent
of world production, well above the current OPEC
spare capacity of 2-3 percent of world produc-
tion. Prices of refined products followed a similar
trend up until December 2005 (Figure 1.20).

HThe IMF average petroleum spot price is an equally
weighted average of the West Texas Intermediate, Brent,
and Dubai crude oil prices. Unless otherwise noted, all
subsequent references to the oil price are to the APSP.

APPENDIX 1.1. RECENT DEVELOPMENTS IN COMMODITY MARKETS

Figure 1.20. Crude Oil Prices, Futures, and Petroleum
Product Prices
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Sources: Bloomberg Financial Markets, LP; and IMF staff calculations.
Average unweighted petroleum spot price of West Texas Intermediate, U.K. Brent, and
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Dubai Fateh.

55



56

CHAPTER | ECONOMIC PROSPECTS AND POLICY ISSUES

Table 1.12. Global Oil Demand by Region
(Millions of barrels a day)

Annual Change

2005

_ Demand  “wjjiion barrels 2004

2005 2004 a day Percent Percent
North America 2543 25.34 0.09 0.4 3.3
Europe 16.30 16.33 -0.03 -0.2 1.3
OECD Pacific 8.63 8.53 0.10 1.2 -1.8
China 6.59 6.43 0.16 2.5 15.2
Other Asia 8.72  8.56 0.16 1.9 6.3
Former Soviet Union 3.80  3.76 0.04 11 47
Middle East 591 5.62 0.29 52 6.6
Africa 290 2.81 0.09 3.2 2.9
Latin America 499 486 0.13 2.7 4.1
World 83.25 82.23 1.02 1.2 3.8

Source: International Energy Agency, Oil Market Report, March 2006.

Following a gasoline price spike in the aftermath
of the hurricane, the result of bottlenecks in
refinery capacity, prices fell to pre-Katrina levels
by November. Unlike crude oil, they remained
fairly stable, as relatively warm winter weather in
January kept inventories at comfortable levels,
but increased in March owing to strong demand
in the United States.

U.S. natural gas prices almost doubled in
2005, peaking at $15 per MMBTU (million
British thermal units), following the hurricanes
in the Gulf of Mexico. Prices have eased below
$10 recently, but remain above their five-year
average. As of early February, about 16 percent
of natural gas production in the Gulf of Mexico
was still shut in. Prices in Europe, which have
been lower than in the United States, also spiked
in January owing to price disputes between
Russia and Ukraine.12

Oil Consumption

Global oil consumption in 2005 rose by 1.1
million barrels a day (mbd)—well below the
3 mbd increase in 2004 and somewhat lower
than initial projections by the IEA—mostly on
account of lower consumption growth in China

and the United States (Table 1.12). Record-high
prices—particularly of gasoline—may have
begun to play a role in slowing consumption,
but the evidence is limited and consumption
growth still remains near the average of the past
two decades. Other key factors include hurri-
cane-related disruptions in the United States and
developments in China—in particular, the
apparent resolution in 2005 of shortage of coal-
powered electricity generation, which had in
2004 increased demand for stand-alone diesel
power generators; and policies in 2005 aimed at
controlling domestic product prices, which
encouraged local refineries to export abroad
and repressed domestic consumption.

Oil Production

To satisfy growing demand in the face of flat
non-OPEC supply in 2005, OPEC production
(including natural gas liquids and condensates)
increased by 1 mbd, to 34 mbd. Production lev-
els in most OPEC countries (excluding Iraq) are
close to their quotas, but Iraq’s production has
been disappointing. At 1.6 mbd in December,
Iraq’s production was 20 percent below 2004—
and well below its capacity of 2.5 mbd—reflect-
ing inadequate storage capacity and delivery
bottlenecks, as well as sabotage attacks on pro-
duction infrastructure. OPEC’s spare capacity
(excluding Iraq) stood at 1.25 mbd at end-2005
(Figure 1.21).

Non-OPEC supply in 2005, at 50.1 mbd, was
almost unchanged relative to 2004, largely owing
to production shortfalls in Russia (in part result-
ing from the production slowdown in former
Yukos fields); and the United States (mainly due
to infrastructure damage in the aftermath of the
hurricanes, with production in the Gulf of
Mexico still 430,000 barrels a day below pre-
Katrina levels). Production also fell slightly in
other oil-producing OECD countries, while
some production gains occurred in non-OPEC
Africa.

12Prices of natural gas in the three main markets (Asia, Europe, and the United States) can vary significantly owing to

the difficulty of transporting natural gas.



Early indications are that global oil produc-
tion is somewhat below expectations so far in
2006, mainly due to attacks on oil installations in
Nigeria, weather-related disruptions in the North
Sea and the former Soviet Union, and ongoing
security-related disruptions in Iraq.

Inventories

The behavior of inventories is the most telling
sign of a shift in the oil market balance in 2005
as, despite high prices, OECD commercial crude
inventories have risen to their highest level in
the past five years. Government-controlled inven-
tories have also risen in both levels and days of
forward cover. This contrasts markedly with the
typically negative relationship between prices
and inventories observed in the past, suggesting
that concerns about future supply have likely led
to precautionary accumulation of stocks on the
part of consumers and governments. The funda-
mental negative relationship between invento-
ries and the spread between spot and long-dated
futures prices still holds (Figure 1.22).

Short-Term Prospects and Risks

Going forward, while mild winter weather in
the United States may have provided some
breathing space, the oil market is likely to be
characterized by robust consumption growth
and production uncertainties, in the context of
buoyant global activity and limited spare capac-
ity. The IEA projects global oil consumption
growth of 1.5 mbd in 2006, broadly in line with
other analysts’ projections. Consumption in
China is projected to pick up by 0.4 mbd to 7
mbd. Many analysts are becoming increasingly
bullish about prices. Based on the futures mar-
ket, prices are expected to remain at $61.25 per
barrel on average in 2006 and increase slightly
to $63 in 2007.

Supply-side risks remain significant, including
in Nigeria (unrest in the oil-producing region);
Iraq (security situation); and the Islamic Republic
of Iran (the nuclear standoff). Recent attempts
to attack oil facilities in Saudi Arabia have further
increased risks of disruptions. Prospects for non-
OPEC supply are also uncertain, given that out-

APPENDIX 1.1. RECENT DEVELOPMENTS IN COMMODITY MARKETS

Figure 1.21. World Refinery Capacity, Spare Capacity,
and Production
(Millions of barrels a day)
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Sources: Bloomberg Financial, LP; British Petroleum Statistical Review; International
Energy Agency; U.S. Department of Energy; and IMF staff calculations.

10PEC-11 spare capacity refers to production capacity that can be brought online
within 30 days and sustained for 90 days.
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Figure 1.22. Commercial Oil Inventories, Spot and
Futures Prices
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3all prices are derived from NYMEX contract prices. Spread is the spot price minus the
24-month forward futures price.
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put was virtually flat in 2005 compared with ear-
lier expectations of an increase of over 1 mbd. In
addition, concerns have increased regarding
Russia’s reliability as an oil and gas supplier, fol-
lowing its decision to briefly cut off gas supplies
to Ukraine and Georgia in early January (which
in one case affected supplies to western Europe).
In this context, like many analysts (including the
U.S. Department of Energy), IMF staff believes
that the IEA’s and OPEC’s projections in the 1.2
mbd range for non-OPEC supply growth in 2006
may be optimistic. Even if OPEC’s capacity
increases by a projected 1 mbd, spare capacity
will likely continue to remain low, and consist
mostly of the heavy grades, for which refining
capacity is limited.

Medium-Term Prospects and Policies

In light of the current tightness in the oil mar-
ket and risks going forward, the key issue is how
investors and consumers are responding to
higher prices and supply-demand imbalances.
The IEA estimates that investment in the oil sec-
tor is probably 20 percent below what is needed
to meet projected demand over the medium to
long term. In contrast, oil-exporting countries
and major oil companies argue that they are
investing as rapidly as is appropriate. Against this
background, this section discusses prospects for
investment and demand adjustment in the oil
market.

Is Investment Forthcoming?

Many analysts argue that international oil
companies have followed overly conservative
investment strategies and have been slow to
respond to higher oil prices, despite demand
growth surpassing capacity growth for at least
three years. This may have resulted from the
persistence of the cost-cutting mentality of the
1990s. For their part, company managers argue
that short-term price movements can only be a
small factor in their planning decisions because
of the long time horizons in the industry, and
the importance of longer-term fundamentals,
shareholder preferences, and business strategy.



Given past experience, they stress the need to
wait and assess the permanence of higher prices
before making investment decisions. To date, oil
corporations appear to have used a large part of
their profits to distribute to shareholders, buy
back shares, accumulate cash reserves, or
acquire other companies.!3

Nevertheless, recent evidence does suggest
that investment has increased significantly in
nominal terms. A biannual survey by Lehman
Brothers and Citigroup of 316 oil companies
suggests that spending in 2005 was 20 percent
higher than the previous year, and it could grow
by 14-15 percent in 2006. Moreover, major oil
countries such as Norway, Saudi Arabia, the
United Arab Emirates, Mexico, and Brazil have
markedly increased their capital expenditure, in
some cases by over 50 percent in 2005, and have
announced ambitious investment plans for
2006.

Of course, these investments may not affect
output in the short to medium term, because
the average time between initial exploration of a
field and near-full-capacity upstream production
is at least five years.

However, new investment, while significant in
nominal terms, may not be large in real terms.
Surveys suggest that the industry is facing
increasing costs and a given dollar of investment
will produce less quantity of oil than in the past.
First, as it is becoming more difficult to find
large oil fields where the oil is relatively easy to
extract, production is moving increasingly into
higher cost and riskier areas. Some company sur-
veys show that the share of investment in explo-
ration has increased, reflecting smaller average
size of fields and more complex technologies
necessary to extract the oil. Second, costs are
increasing in part as a result of a lack of skilled
and experienced personnel and petroleum engi-
neers in the industry—reflecting the leaner
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operations during the low oil price period of the
1980s and 1990s—and limited supply of drilling
rigs, tankers, and related equipment. These
additions to costs may be cyclical in nature but
are affecting the real value of investments.!*
Other factors contributing to higher produc-
tion costs and limited investment of interna-
tional oil companies are impediments to foreign
investment in some oil-rich countries, either in
the form of increases in royalty and export taxes,
or restrictions on ownership and licensing. Many
non-OECD oil-producing countries only allow
foreign companies to enter as subsidiaries or
contractors, which is much less attractive for
international oil companies than ownership con-
tracts. Saudi Arabia and Kuwait are effectively
closed to foreign direct investment, as they are
concerned that the international oil companies
tend to extract oil too rapidly, thus reducing the
ultimate recovery rate. Of course, this trend may
not necessarily translate into less investment
everywhere: some national oil companies, in par-
ticular Saudi Aramco, have major investment
plans and have access to the latest technology.
The recent general backlash against privatization
that has occurred in emerging and transition
economies has also affected the oil industry
(e.g., the case of Yukos in Russia, and recent
trends in Argentina, Bolivia, Ecuador, and
Venezuela). While oil-exporting countries may
be justified in requiring larger payments for the
sale of their national assets, higher export and
royalty taxes have become an increasing share of
overall foreign investment costs in the industry.

Demand Adjustment: Substitution and the Role of
Taxes and Subsidies

The delayed adjustment in some important
consumer countries in part reflects the time it
takes for consumers and governments to assess

the permanence of the price increase so as to

I3National oil companies in India and China are also purchasing shares in oil fields, on the belief that this will increase

their domestic energy security.

4Downstream investment has also been plagued by uncertainty about the mix of grades, loss of know-how in refinery
building, and excessive regulations in many OECD countries. Global refinery capacity has increased only 7 percent since
1980, while capacity in the OECD countries has actually declined by 10 percent.
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Figure 1.23. Energy Prices, Taxes, and Fuel Subsidies
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readjust budgets accordingly. Over the longer
term, the speed of adjustment of demand will
depend markedly on government policies and
on the viability of alternative technologies.

Many alternative energy sources that were not
economically and technologically feasible during
the high oil price episode of the 1970s are now
viable. The most salient close substitutes to
petroleum-based fuels are sugar-based ethanol,
which can now be used in some gasoline-pow-
ered vehicles, and biodiesel (a substitute for
petro-diesel). In Brazil, for example, over 60 per-
cent of new cars can use ethanol. Both ethanol
and biodiesel now receive fiscal incentives in
many countries, justified by their generally lower
greenhouse gas emissions compared to petro-
leum-based fuels. Mandatory mix requirements
may also help spur their demand.!> Nonetheless,
markets for these fuel technologies are still in
their infancy, and in most cases a speedy switch
by consumers is unlikely because it requires a
high sunk cost (such as, for example, switching
to a different type of vehicle). Governments will
also need to encourage the adoption of suitable
infrastructure for the new technologies.!6

Improved taxation policies would also help
energy demand adjustment. While pre-tax gaso-
line prices are similar across many countries
(Figure 1.23), retail taxes vary significantly.
There is, for example, scope for higher gasoline
consumption taxes in the United States—which
consumes a quarter of the world’s oil—so as to
reduce excessive consumption. On the other
hand, some European countries have very high
taxes, in part aimed at encouraging conservation
and correcting pollution externalities. A better
taxation policy to be considered over the

15The implementation of emission-reduction schemes
under the Kyoto agreement, such as the EU Carbon
Trading Scheme, should further encourage the adoption
of these and other carbon-reducing alternatives in the
years ahead.

16In the United States, for example, plans to offer
gasoline-powered cars that run 85 percent on ethanol
will only be attractive to a wide number of consumers if
there are sufficient fuel stations that offer the right fuel
mix.



medium term would be to decouple externality
charges from fuel prices by targeting the exter-
nality directly, for example through congestion
charges (as in the United Kingdom) or pro-
ducer emissions fees on all energy sources.
Many developing countries maintain general
implicit and explicit subsidies for diesel,
kerosene, and gasoline at substantial fiscal costs.
These countries need to take steps to reduce
subsidies (especially for diesel and gasoline
where most of the benefits go to the rich) to
allow price signals to work. A set of well-publi-
cized targeted compensation schemes can be
designed to mitigate the impact on the poor—
for example, through direct or indirect govern-
ment grants—lowering taxes that bear more
heavily on the poor whenever it is feasible, or
two-tier pricing systems. Such schemes can be
financed by savings made from lower subsidies.
Demand adjustment by developing country oil
producers, in particular, where even gasoline is
subsidized heavily (Figure 1.23), will be crucial
to maintaining the oil supply-demand balance in
the medium term. At the extremes, a gallon of
gasoline in Venezuela costs $0.15 and in the
Islamic Republic of Iran $0.34, compared to an
average of $4.95 in OECD countries. The implied
fiscal costs are very large, seriously hampering
government’s ability to allocate resources to
more productive social expenditures. The IEA
estimates that, under current policies, the share
of global demand coming from developing
countries will increase from about one-third in
2004 to almost one-half in 2030, with demand
from the largest exporters in the Middle East
and North Africa growing by 73 percent, and
demand from China more than doubling (com-
pared to the 17 percent increase in the OECD).

Nonenergy Commaodities

The IMF nonfuel commodity price index rose
by 10 percent in 2005, picking up strongly in the
second half of the year and reaching a nominal
record high in December 2005—and its highest
level in real terms since 1997—on surging metal
prices (Table 1.13). The recent period contrasts
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Table 1.13. Nonenergy Commodity Prices
(Percent change for 2005)

U.S. Dollar SDR

Terms  Contribution!  Terms

Food -0.3 32.8 -0.2
Beverages 21.0 10.8 21.3
Agricultural raw materials 1.8 7.7 2.00
Metals 26.4 48.7 26.9
Overall nonenergy 10.3 100.0 10.6

Sources: IMF, Primary Commodity Price Database; and IMF staff
estimates.

1Contributions to change in overall nonenergy price index in U.S.
dollar terms, in percent. Contributions to change in SDR terms are
similar.

strikingly with the general downward trend
observed in real nonfuel commodities prices
over many years, in part reflecting substantial
efficiency gains in agriculture and resource
extraction technologies, in particular in the
1980s and 1990s.

A number of factors are contributing to the
current upsurge: (1) strong demand from Asian
emerging markets, in particular China; (2) high
energy prices, which have contributed to higher
prices for many nonfuel commodities—for
example, energy-intensive aluminum and steel,
some agricultural commodities (through higher
fertilizer prices), sugar and edible oils (which
are inputs in alternative fuels, demand for which
has increased), and natural rubber (a substitute
for petroleum-based synthetic rubber); and
(3) increased financial investment in commodity
markets as investors seek diversification from tra-
ditional stocks and bonds, as well as protection
against potential inflation or changes in the
value of the dollar.

Price performance across commodities also
reflects inherent differences in their production
conditions, in particular between base metals
and other nonfuel commodities (Figure 1.24).
The base metals markets are in some ways closer
to the oil market, although supply response
tends to be speedier—in particular for copper
and zinc. In the case of the food and beverages
market, in contrast, global supply can respond
very quickly. In addition, the regularity of the
cycle around the trend is somewhat more uni-
form for base metals because the demand move-
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Figure 1.24. Nonenergy Commodities
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ments among metals tend to coincide more
closely, and their supply is not affected by unpre-
dictable weather changes.

Recent Developments and Prospects

The IMF metal price index rose by 26 percent
in 2005, defying analysts’ expectations that
prices would dampen as capacity came on
stream. Higher prices reflect robust demand
owing to strong industrial production growth
and construction activities in China and the
United States, as well as a series of supply
shocks, including labor strikes in the United
States and Chile in the copper industry and
delays in Chinese zinc mine expansion projects
planned for 2005. Higher energy prices forced
closure of some aluminum processing plants,
thus pushing up prices, while increased demand
for uranium for nuclear energy caused a further
significant increase in prices. Looking ahead,
metal prices are expected to increase by 7 per-
cent in 2006 on the continued strength of
copper, zinc, aluminum, and uranium. Produc-
tion is expected to catch up toward the end of
the year.

The food price index remained almost
unchanged in 2005 relative to 2004. Sugar was
the strongest component of the index, rising to
24-year highs, as Brazil and Europe reduced
exports: Brazil’s sugar cane crop has been
increasingly used for the production of ethanol,
and EU exports have been limited by a WTO
ruling and subsequent legislation. Oilseed
prices fell, owing to large harvests and multi-
year high inventories of soybeans, and offset a
demand-driven gain in seafood prices. Overall
beverage prices rose by 21 percent in 2005 on
the strength of Robusta coffee prices reflecting
weather-related supply disruptions in Vietnam,
the world’s largest producer. Looking forward,
food prices are expected to rise slightly in 2006,
as strong growth in sugar prices is offset by a
small decline in the prices of other foods.

The agricultural raw material price index
rose 2 percent in 2005, after falling in the first
half of the year. Natural rubber prices rose on
robust demand, as higher oil prices pushed up



the prices of synthetic rubber, its substitute.
Sawnwood prices showed strong recovery in

the second half of 2005, owing to robust con-
struction activity in China and new demand
from the United States for the reconstruction
of the hurricane-affected areas. In contrast, cot-
ton prices declined in 2005 owing to good
global harvests.

Semiconductors

Worldwide semiconductor sales revenue grew
6.8 percent in 2005 to reach record levels, after
growing 28 percent in 2004 (Figure 1.25).
Strong growth in unit sales more than offset
falling prices, which resulted from a capacity
overhang. Consumer interest in electronics was
the primary cause of higher quantity demanded,
as prices fell on cutting edge technologies and
new products were introduced. Business pur-
chases have been slow, owing to uncertainty
regarding inflation, interest rates, and higher
energy costs. In Asia (excluding Japan), con-
sumption of semiconductors grew 16 percent in
2005.

Global capital spending by semiconductor
producers increased slightly in 2005. In general,
increasing tightness in existing capacity is
expected to increase capital spending in 2006.
Capacity utilization in the fourth quarter of 2005
was reported 91.8 percent, with leading-edge
capacity at 98.4 percent. The global book-to-bill
ratio for semiconductor equipment sales stood
at 1.24 in February.

China’s exports of electronics grew over 30
percent in 2005, while exports of other Asian
countries grew more slowly. Over the medium
term, regional and technological factors may
shift production within Asia. For example, the
increasing replacement of hard drive memory by
flash memory will benefit Japan, Korea, and
Taiwan Province of China over ASEAN-4 coun-
tries, which are heavily geared toward producing
hard drives. And China’s emergence as an
important location for electronics manufactur-
ing will likely attract new semiconductor invest-
ment to the country.
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Figure 1.25. Semiconductor Market
(Seasonally adjusted; quarterly percent change of three-month moving
average)
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Most analysts are optimistic about sales rev-
enues in 2006. The semiconductor Industry
Association (SIA) forecasts growth in sales rev-
enues of 7.9 percent in 2006. Strong sales of
consumer products are projected to continue as
prices fall on higher-end products and more new
product releases are scheduled. Business pur-
chases are expected to grow, owing to expected
new software releases, which may force a replace-
ment cycle.

Appendix 1.2. The Global Implications of
an Avian Flu Pandemic

The main authors of this appendix are Sandy
Mackenzie, Johannes Wiegand, and Selim Elekdag.

Avian flu—or “A-strain flu”—refers to a type
of influenza virus that is endemic in aquatic
birds but can, in certain circumstances, be trans-
mitted to human beings. When avian flu viruses
merge and swap genetic material—a process
called “antigenic shift’—new flu strains emerge
that differ from both parent viruses. Antigenic
shift can cause human epidemics if the new virus
is easily transmitted between humans. The cur-
rent H5N1 virus has not yet mutated into so
deadly a form, but it has mutated rapidly in its
avian hosts, and it has jumped the species bar-
rier from birds to human beings.

The first documented human outbreak of the
HbBNI virus occurred in 1997 in Hong Kong SAR.
It infected 18 people, killing six of them. The
virus resurfaced in December 2003 in poultry in
Korea and spread to other east Asian countries.
It reached southeastern Europe in August 2005,
probably transmitted by migratory birds, and
West Africa, as well as southern and central
Europe, in February 2006. As of April 4, the
World Health Organization (WHO) reported
191 human cases and 108 deaths since 2003.

The cost of a deadly epidemic in human
terms is beyond any reckoning. However, an epi-
demic’s impact on the health of a population is
normally characterized by its attack rate—that is,
the share of the population that contracts the ill-
ness—and the case mortality rate—the share of

the ill who succumb to the illness. There have
been three avian influenza epidemics in the
twentieth century. Although they are thought to
have had similar attack rates, their case mortality
rates have differed greatly. The Spanish flu pan-
demic of 1918-19 was by far the most lethal (see
Box 1.7), and is thought to have claimed the
lives of 40-50 million people worldwide.

It is next to impossible to predict what the
case mortality rate of a future pandemic would
be. This appendix discusses possible effects of a
severe outbreak, with attack and case mortality
rates similar to those observed in the United
States during the 1918 pandemic—specifically,
an attack rate of about 25 percent and a case
mortality rate of 2.5 percent, implying overall
mortality of 0.6 percent. It should be empha-
sized that such a scenario is not the most likely—
as mentioned above, other influenza epidemics
in the twentieth century have been far less viru-
lent, and the probability of an epidemic with
human-to-human transmission is still considered
low at this juncture.

For simplicity, the appendix assumes that
attack and case fatality rates would be the same
in all countries. However, in 1918 substantially
higher mortality rates than those observed in the
United States were reported from other areas of
the world. It appears plausible that in some
developing countries, limited availability of med-
ical care, overburdened public health facilities,
and lack of sanitary infrastructure could cause
higher mortality rates than would occur in
advanced economies today.

Apart from the attack and the case mortality
rates, the key parameters that determine the
impact of an epidemic include its length and the
average duration and number of periods of
infection (i.e., periods when the virus has not
returned to dormancy). Flu-like illnesses tend to
last several weeks. It is not possible to be categor-
ical about average periods of infection. The esti-
mates of this appendix are based on the
assumption that there would be one period of
infection lasting six weeks. This is in line with
the American experience in 1918—although
there were three waves of contagion—in that a
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Box 1.7. The Spanish Flu of 1918-19

The Spanish flu of 1918-19 was by far the
most lethal influenza pandemic of the twentieth
century. It infected about one-fourth of the
global population and took the lives of 40-50
million people. This renders the Spanish flu the
third most deadly pandemic on record, sur-
passed only by the plague pandemics of the
sixth and fourteenth centuries. One unusual fea-
ture of the Spanish flu was that it killed not only
the very young and the very old, but also adults
in their prime years with above-average fre-
quency, creating a “W-shaped” mortality pattern
(Noymer and Garenne, 2000).

Despite its name, the first outbreak of
Spanish flu was recorded in early 1918 in army
camps in the United States. The pandemic
came in three waves, with the second wave—
beginning in August 1918 simultaneously in
Brest/France; Freetown/Sierra Leone; and
Boston/Massachusetts—being the most deadly.
Mortality rates varied greatly between countries,
ranging from an estimated 0.6 percent of the
population in the United States to 5 percent in
India and 20 percent on some Pacific islands,
such as Fiji or Western Samoa. For many coun-
tries, the mortality figures have a large margin
of error, which explains why estimates on the
global death toll vary greatly.

Although data on the U.S. economy in 1918
are better than most, they are not good enough
to allow the drawing of firm conclusions regard-
ing the economic impact of the Spanish flu. In
particular, there are no comprehensive national
accounts or household survey data. Higher-
frequency indicators show that both U.S. indus-

Note: The main authors of this box are Sandy
Mackenzie and Johannes Wiegand.

very large share of flu-related deaths occurred in
one month—October. A further assumption is
that the disease assails all countries within a mat-
ter of weeks.

The appendix draw parallels with the 1918
pandemic wherever possible. History can only

trial production and the business activity index
dipped in October 1918—that is, at the height of
the epidemic—but then promptly rebounded.
Factory payroll numbers behaved in a similar
fashion, although data on the labor force as a
whole are lacking. There were also temporary
and modest reductions in passenger rail trans-
port and retail sales. A recent study by the Cana-
dian Department of Finance estimates that the
overall impact on annual GDP was only 0.4 per-
cent. However, it appears implausible that an
outbreak of similar virulence today would have
comparably limited effects (see the main text). In
late 1918, the United States was still on a war foot-
ing, and there may have been considerable social
as well as economic pressure to stay on the job.
A study by Brainerd and Siegler (2003) con-
centrates on the aftermath of the pandemic,
studying U.S. economic growth across states
between 1919-21 and 1930. The authors find
that there was a positive relationship between the
mortality rate and growth: one more death per
thousand resulted in an increase of per capita
growth over the next 10 years of at least 0.15 per-
cent per year, which would point to a sustained
period of catching up after a short and sharp
shock. However, this result seems at odds with
the observation that the pandemic’s immediate
impact on economic activity was only moderate.
There are only a few pieces of analysis that
shed light on the economic impact of the
Spanish flu in other countries. In a study on
India—where mortality was particularly high—
Schultz (1964) estimates that agricultural pro-
duction fell by 3.3 percent during the pandemic,
compared to a reduction in the agricultural
workforce by 8 percent. However, more recent
work by Bloom and Mahal (1997) finds no link
between the population and the production loss.

provide very limited guidance to the economic
impact of a pandemic, however, given the huge
changes in economic organization and the
progress in medicine and public health since
then. The recent SARS (Severe Acute Respira-
tory Syndrome) epidemic is another possible
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model—better in some respects, given the
improvements in economic statistics and the
greater comparability of economic and medical
institutions—but its relevance is limited by the
virus’s low infectiousness and mortality.

The next section analyzes the channels
through which an avian flu pandemic would
affect the aggregate output of an economy
before turning to the impact on the budget and
financial institutions. The final section summa-
rizes the overall impact and considers the major
policy conclusions.

Channels of Transmission

The following section examines the effects an
avian flu outbreak would have on the supply side
and demand side, including the impact on exter-
nal demand.

Supply of Labor and Capital

The principal supply-side effect of an avian flu
pandemic would be on labor force numbers and
average hours worked. Given the stated assump-
tions, deaths caused by the pandemic could
reduce the global labor force by about 20 mil-
lion people, with three-quarters of the loss in
developing countries. While the pandemic
raged, large numbers of workers would be ill
and unable to work. Others would be asked to
stay at home, or would choose to do so to avoid
infection or to care for a sick relative. The tem-
porary impact of illness and absenteeism on
total hours worked would be much larger than
the immediate impact of mortality. In some sec-
tors of advanced economies, telecommuting
might compensate for a small part of the impact
of absenteeism.

Once the pandemic had run its course, aver-
age hours worked should recover quickly to
their normal level. They might even rise above
it, as industry increased production to accommo-
date a bounce-back in demand (see below). The
working age population would probably be perma-
nently reduced, although this effect would be at
least partly offset by an increase in the labor
force participation rates of the survivors.

A pandemic would depress investment, at least
temporarily, if it caused investment projects to
be deferred until capacity utilization rates had
recovered. Once the pandemic had subsided,
however, it is likely that previously postponed
investment would proceed. Hence, it is unlikely
that the capital stock would be permanently
affected.

Supply of Energy, Transportation, and Other
Key Inputs

Shortages of key inputs like energy, water, and
transportation would affect factor productivity.
In the short run, the extent of disruptions would
depend on the impact of the pandemic on labor,
especially skilled labor, and on whether absent
employees could be replaced (the impact on air,
maritime, and road transport being possibly of
greatest concern). The widespread adoption of
justin-time inventory management techniques is
another possible source of disruption. Once the
pandemic had run its course, production ought
to recover quickly.

Overall Effects on Aggregate Supply

Opverall, the most likely scenario is a short, but
possibly sharp, decline in aggregate supply. A
purely illustrative estimation of its magnitude
can be derived from assumptions about the size
and duration of the decline in hours worked
and the parameters of an aggregate production
function. Specifically, if 25 percent of the work
force falls sick, stays home, or is sent home for
six weeks and if 0.6 percent of the work force
dies, aggregate labor input would decline by
about 13 percent for one quarter, or about
3 percent for a year. A Cobb-Douglas production
function with a coefficient on labor input of 0.6
then implies a drop in aggregate supply in the
quarter of about 8 percent or a drop in terms of
annual GDP of about 2 percent. This fall is likely
to be reinforced by a temporary decline in factor
productivity.

The American experience of 1918 is not easy
to interpret, but it points to a much smaller
decline. This suggests that absenteeism may
not have been particularly great, possibly
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because of social pressures on workers to stay at
work and the absence of a social safety net to
cushion any declines in earned income. A 1918-
scale pandemic in contemporary circumstances
could well lead to a much larger decline in
labor input.

Domestic Consumption and Investment

The impact of the pandemic on consumption
would come through two main channels. First,
with large numbers of people unable to work,
incomes and, therefore, spending would decline,
particularly for households that have limited
savings or that receive limited sick pay. Second,
during the contagious period, the demand for
consumer goods—especially postponable
durable and semi-durable consumer goods—
would decline, as households shunned physical
contacts in malls, market places, and other retail
establishments or household members conva-
lesced. The former effect would likely dominate
in low-income countries, where consumer
durables account for a smaller share of total
consumption; the latter in more advanced
economies. Provided that income levels were
maintained or picked up sharply once the pan-
demic had ended, demand for consumer goods
could be expected to recover quickly (and in
advanced economies a significant rebound in
purchases of durables could be expected). As
mentioned above, investment postponed during
the pandemic could be expected to recover
once the pandemic had passed.

External Demand

Given the global decline in supply and
demand, the volume of global trade would drop
sharply for a period. Countries specializing in
exports of investment goods, consumer durables
or travel-related services, such as tourism, could
suffer a particularly sharp decline in export
earnings and a deterioration in external current
accounts. SARS reduced airline passenger
arrivals in Hong Kong SAR by nearly two-thirds
in the month following the month of the peak of
the outbreak, although it recovered to its pre-
SARS level four months later. Commodity

exporters would probably experience a tempo-
rary terms-of-trade loss. Trade might also be
affected by more restrictive inspection of goods
in transit. Restrictions imposed on public health
grounds could be a cloak for protectionist meas-
ures in some countries. Once the pandemic had
ended, however, there is no reason why global
trade should not recover fully.

Financial Institutions and Financial Systems

A pandemic could disrupt payments, clearing,
settlement, and trading systems significantly. The
source of vulnerability is basically the same as for
utilities—reliance on specialized workers who
must work together. The key to minimizing the
risk of a serious slowdown or systemic failure is
to implement contingency plans that provide for
an adequate number of replacements, and per-
haps alternative operating and backup systems.
The more successful these efforts, the less likely
would be a general panic entailing a massive and
destabilizing flight to quality that could trigger
major problems with creditor and counterparty
risk (see the IMF’s Global Financial Stability Report,
April 2006, for a detailed discussion of these and
related issues). One key issue is how disruptions
of the financial system in one country would
affect others. Serious problems in major finan-
cial centers could have a destabilizing knock-on
effect. Disruptions in small countries would be
less serious, but could nonetheless trigger conta-
gion. Avoiding serious disruption to financial sys-
tems will also speed the recovery of countries
from the pandemic.

Even if the core financial system continued to
function adequately, some outflow of capital
from emerging market countries would still be
expected. Some emerging market countries
would be more at risk than others; for example,
countries whose current accounts would be wors-
ened by the pandemic, or countries already
deemed vulnerable to capital flight. However,
basically stable countries would be unlikely to be
pushed into crisis if the economic impact of the
pandemic would be short-lived and the crisis
well managed.
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The Overall Effect and Policy Implications

If a global avian flu pandemic were to break
out, the costs in terms of death and human suf-
fering, of course, would be beyond calculation.
From a narrow economic perspective, affected
countries could be expected to suffer a sharp
temporary decline in output. While the size is
impossible to assess with any degree of certainty,
the illustrative estimate of an 8 percent drop in
GDP in one quarter from reduced labor input
alone—equivalent to a 2 percent drop in annual
GDP—is not outlandish. This could prove to be
a significant underestimate if the fall in demand
and effects from disruptions of physical and
infrastructure services were large.l” Some coun-
tries could be particularly vulnerable, in particu-
lar economies that depend heavily on exports of
durable goods and services, countries that were
vulnerable to a capital account crisis already
before the pandemic, and developing countries
with a weak public health infrastructure and rel-
atively low institutional and financial capacity to
deal with the outbreak. Once infrastructure serv-
ices had been restored, economic activity could
be expected to rebound relatively quickly, and
the long-run economic impact of the pandemic
would be modest.

As described above, the pandemic would lead
to substantial reductions in both supply and
demand. In principle, if demand dropped more
than supply as many expect,!8 the overall impact
would be deflationary and monetary policy
should be eased; if the reverse, policy should be
tightened. In practice, it will be very difficult to
know which effect is dominating, and for how

long the resulting supply-demand imbalance will
last. In such circumstances, and given the likely
adverse impact on confidence and probable
strong demand for liquidity, monetary policies
should err on the accommodative side. There
may also be a need for temporary regulatory for-
bearance, particularly if asset values suffered a
sharp decline.

On the fiscal side, a pandemic would
temporarily worsen the budgetary balance.
Revenues—particularly sales and VAT receipts
and payroll taxes—would fall sharply, the more
so if tax collection was disrupted; expenditures
on medical and income support programs
would also rise significantly. Given the one-off
nature of these expenditures, the temporary
widening of budget deficits should be accepted,
wherever this would not pose serious risks to
fiscal or external sustainability. Moreover, budg-
etary procedures would need to be flexible
enough to reallocate public expenditures
quickly across spending categories. At the
present juncture, the key issue is to ensure suffi-
cient funding of preventive measures, to reduce
the risk that a pandemic takes hold and the
costs if it does. Given the public good character-
istic of measures to fight infectious disease, rich
countries should fully subsidize the costs of such
programs in poor countries. Extensive technical
assistance with public health issues may also be
needed.

As will be evident from the discussion above,
the impact of a pandemic will depend critically
on adequate contingency planning to ensure
that the financial and physical infrastructure

17Several studies have attempted to simulate the effect of a human H5N1 pandemic on GDP. The results depend typi-
cally on the assumptions made about mortality and about the relative size of demand-side effects. One of the most sophisti-
cated studies is McKibbin and Sidorenko (2006). The authors use a model with 20 countries/regions to simulate epidemic
outbreaks that differ by the degree of severity. The model allows for differing mortality rates across countries—they vary
with a proxy for the availability and quality of health care—and country risk premiums, which vary with mortality rates.
With these assumptions, some emerging market economies are hit very hard by the pandemic. Canada, the United States,
and the euro area are the least affected.

18A recent study of the hypothetical effects of a pandemic on the U.S. economy concluded that the demand-side would
be greater than the supply-side impact, on the assumption the demand for certain services entailing congregations or
crowds would drop to zero for a time (Congressional Budget Office, 2005). The recent SARS experience—where most of
the economic damage was caused by demand-side effects—provides only limited guidance, as SARS had a minimal impact
on labor market participation and other supply parameters.



continue to function. Given extensive global
financial market linkages, countries that already
have well-designed business continuity plans for
their central bank and financial institutions have
an interest in seeing that others achieve a similar
standard. At the present stage, preparations
appear well advanced in a few countries, particu-
larly those affected by the 2003 SARS outbreak.
However, in general the level of preparedness
and awareness is still low.
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OIL PRICES AND GLOBAL

wo developments have dominated the

international economic landscape

over the past several years. First, large

global external imbalances have per-
sisted, including a large current account
deficit in the United States matched by sur-
pluses in other advanced economies, in emerg-
ing Asia and—more recently—in fuel-exporting
countries (Figure 2.1). These imbalances have
been matched by corresponding shifts in net
foreign asset positions, although—particularly
for the United States—this has been partly
offset by valuation changes, reflecting exchange
rate movements in conjunction with changes
in the relative price of U.S. financial assets.
Second, energy prices have risen sharply since
2003 (Figure 2.2), driven both by strengthen-
ing global demand and most recently by
concerns about future supply.! With limited
excess capacity, the medium-term supply-
demand balance is expected to remain very
tight, and oil prices will persist near current
levels.

This chapter seeks to examine the implica-
tions of the rise in oil prices for global imbal-
ances and how these imbalances may evolve,
focusing on three main questions:2
® What has been the impact of higher oil prices

on global imbalances, and what are the key

channels of transmission?

The main authors of this chapter are Alessandro
Rebucci and Nikola Spatafora, with support from Lutz
Kilian, Doug Laxton, Lars Pedersen, and M. Hashem
Pesaran. Christian de Guzman and Ben Sutton provided
research assistance.

ISee the April 2005 World Economic Outlook, Chapter 1V,
as well as Hamilton (2005); and Kilian (2006).

2See previous issues of the World Economic Outlook,
including in particular the April and September 2005
issues, for a detailed discussion of how and why global
imbalances have emerged, the associated risks, and the
appropriate policy response.

IMBALANCES

Figure 2.1. Current Account Balances and Net Foreign

Asset Positions
(Percent of world GDP)

Large global external imbalances emerged starting around 1996. In particular, the
United States is now running an unprecedented current account deficit, with fuel
exporters emerging as the main counterparts. Also, the United States is by far the
world's largest net debtor. As a group, other advanced economies remain the largest
creditors; fuel exporters' net foreign assets, while growing, remain relatively small.

—— Other advanced economies
—— Other developing economies

— Fuel exporters
United States
~——— China

— Current Account Balances -2

1990

92 94 96 98

Net Foreign Asset Positions -8

1990

92 94 96 98 2000 02 04

Sources: IMF staff calculations; and Lane and Milesi-Ferretti (2006).
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Figure 2.2. Real 0il Prices and Net Qil Exports

Energy prices started to increase in 1999, with a sharp rise since 2003. This
upsurge is to a large extent driven by growing demand in advanced and emerging
economies, as well as by expectations of future market tightness. However, current
and expected future real oil prices are still significantly below their value in the late
1970s and early 1980s.

- Real Oil Prices -120
- (2005 U.S. dollars a barrel) -

- -100
- -80
- -60
- - 40
- -20
T S S S A A A A S S S A S S R AR

1970 75 80 85 90 95 2000 05 07

_ Fuel Exporters' Net Oil Exports - 800

(billions of 2005 U.S. dollars)

1 §70 75 80 85 90 95 2000 05 0

Sources: IMF, International Financial Statistics; and IMF staff estimates.

* How has the recycling of oil export revenues,
or “petrodollars,” affected global and regional
financial markets?

* How do policy responses—in particular the
pace at which oil exporters spend additional
revenues, and the extent to which oil
importers allow pass-through of energy prices
into core inflation—affect global and regional
saving and investment, and hence the evolu-
tion of external imbalances?

Specifically, the next section documents key
facts about the energy market, external imbal-
ances, and their financing, contrasting the cur-
rent oil price shock with previous episodes. The
chapter then analyzes the likely impact of the
current shock on imbalances and how the imbal-
ances may evolve over time. In particular, it
offers an econometric analysis of the historical
impact of oil prices on external positions, the
channels of transmission, and the associated
adjustment process. It also investigates through
simulations the impact of factors such as the
speed with which oil exporters spend their addi-
tional revenues, and the extent to which oil
prices are allowed to feed through into core
inflation.

How Does the Current Qil Price Shock
Compare with Previous Episodes?

As a result of the almost $30 per barrel
increase in oil prices during 2002-05—and, to a
much lesser extent, rising production—global
oil exports have boomed. For a broad sample of
fuel exporters,3 the value of oil exports more

3This sample consists of Algeria, Angola, Azerbaijan,
Bahrain, Brunei Darussalam, Republic of Congo,
Equatorial Guinea, Gabon, Islamic Republic of Iran, Iraq,
Kazakhstan, Kuwait, Libya, Nigeria, Norway, Oman, Qatar,
Russia, Saudi Arabia, Sudan, Syrian Arab Republic,
Trinidad and Tobago, Turkmenistan, United Arab
Emirates, Venezuela, and Yemen. The sample includes all
the countries in the World Economic Outlook “Fuel
Exporters” analytical group as of February 2005, with the
addition of Kazakhstan and Norway. The main criteria for
selection were that, over the past five years, the average
share of fuel exports in total exports exceeds 40 percent;
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Table 2.1. Increase in Fuel Exporters’ Net Qil Exports?

(Billions of constant 2005 U.S. dollars, unless otherwise noted)

Percent of World

Trade-Price- Percent of Percent of Percent of World Stock Market

CPI-Deflated Deflated? World GDP3 Own GDP3 Private Capital Flows3 Capitalizationd
1973-81 436 289 1.9 489 78.6 7.6
1973-76 239 139 11 27.8 58.4 55
1978-81 218 174 0.8 14.5 39.3 4.5
2002-05 437 382 1.2 33.2 37.3 1.6

Sources: IMF staff calculations, World Economic Outlook, International Financial Statistics, and World Bank, Financial Structure and Economic

Development Database.
1All values deflated by the U.S. CPI, except where otherwise noted.

2Trade-price-deflated figure is calculated using a trade-weighted average of the G-7 non-oil export-price deflator.

3World GDP, own GDP, private capital flows, and stock market capitalization are all computed for the first year of the relevant period (except
for private capital flows and stock market capitalization during 1973-76 and 1973-81, when the final year of the relevant period was used
instead, reflecting limited data availability). Private capital flows are defined as the sum of net direct investment, portfolio investment, and other
investment, from the balance of payments. Russia is excluded from all calculations in the “Percent of Own GDP” column, since it was not a

market economy during 1973-81.

than doubled to nearly $800 billion in 2005 and
in real terms is now well above the previous
1980 peak (Figure 2.2). For fuel exporters, the
current shock is in real terms comparable to (or
indeed slightly larger than) the shocks of the
1970s, although as a share of their GDP it is not
quite as large (Table 2.1). Rising exports by fuel
producers have, of course, been matched by ris-
ing imports elsewhere. The increase in the oil-
import bill between 2002 and 2005 amounted to
almost 4 percent of GDP for China, and over 1
percent of GDP for the United States, other
advanced economies, and other developing
countries (Table 2.2). From the perspective of
the global economy, nevertheless, the current
shock is smaller than in the 1970s, whether
measured relative to world GDP, private capital
flows, or the size of financial markets (Table
2.1). It is also worth noting that external imbal-
ances were apparent well before oil prices
started to edge upwards in 1999, and certainly
before oil prices reached their current peaks
(Figure 2.3). That said, over the past two years
higher oil prices account for one-half of the

and the average value of fuel exports exceeds $500 mil-
lion. Kazakhstan was included even though data were not
available to gauge whether the first criterion was met. The
sample excludes large oil producers for which oil is not a
key export earner, such as Canada, Ecuador, Mexico, and
the United Kingdom.

deterioration in the U.S. current account
deficit.

Since 2002, fuel exporters have spent a some-
what smaller share of their additional revenues
than after the first oil price shock. Their imports
over the past few years have remained broadly
constant as a share of GDP; even in absolute
terms, the increase in imports accounts for little
more than one-half of the additional revenues
(as opposed to the three-quarters share observed
in the early 1970s). A more formal statistical
analysis (see Box 2.1, “How Rapidly Are Oil
Exporters Spending Their Revenue Gains?”)
confirms these broad conclusions, while finding

Table 2.2. Change in Net Qil Exports, 2002-05

Billions of
Constant 2005  Percent of Percent of
U.S. Dollars ~ World GDP2  Own GDP2

Fuel exporters3 437 1.24 33.2
United States -124 -0.35 -1.1
Other advanced

economies? -198 —-0.56 -1.3
China -53 -0.15 -3.8
Other developing

countries® -53 -0.15 -1.2

Source: IMF staff calculations.

1All values deflated by the U.S. CPI.

2Both world GDP and own GDP are computed for 2002.

3Includes all the countries in the World Economic Outlook group
of fuel exporters, with the addition of Kazakhstan and Norway.

4Includes all the countries in the World Economic Outlook group
of advanced economies, except for the United States.

SIncludes all other countries.
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Figure 2.3. Fuel Exporters' Cumulative

Current Account Balances and Capital Flows
(Billions of 2005 U.S. dollars, cumulative)

Current account surpluses in the 1970s were associated with significant increases in
official reserves and bank deposits. During the past few years, there has been
relatively little accumulation of bank deposits, while portfolio investment flows have
been sizable.

I Direct investment, net
[ Other investment, net
Errors & omissions

I Portfolio investment, net
Reserve assets

—— Current account

1974-761 - 600

1974 75 76

1979-812 -700

1979 80 81

- 1999-20053

- - 1500

1999 2000 01 02 03 04 05-500

Source: IMF staff calculations.
Cumulative, starting from 1974.
Cumulative, starting from 1979.
Cumulative, starting from 1999.

significant differences across countries (spend-
ing rates are relatively low in Cooperation
Council of the Arab States of the Gulf, or GCC,
countries, but considerably higher in the Islamic
Republic of Iran). In particular, the public sector
has been cautious about rapidly ramping up
spending: between 2002 and 2005, government
budget surpluses in fuel exporters increased on
average by 11 percentage points of GDP. This
appears to reflect concerns, fueled by past expe-
rience, about whether such large amounts can
be spent effectively within a short period, and
whether the current oil price shock may prove
transitory (see also IMF, 2005).

Will the shock in fact persist? From a histori-
cal perspective, about one-half of the 1973-74
oil price shock proved enduring, while the
1979-81 shock was eventually completely
reversed. While any long-run oil price forecast is
subject to enormous uncertainty, both market
expectations and an assessment of medium-term
oil market fundamentals suggest that a consider-
able proportion of the recent shock will be per-
manent in nature (see Chapter IV of the April
2005 World Economic Qutlook). Examining this
issue from a different perspective, the shock has
changed not just current income, but also
wealth: the value of fuel exporters’ petroleum
reserves increased by more than $40 trillion
between 1999 and 2005 (Table 2.3). If two-thirds
of this were to prove permanent in nature,
broadly consistent with the estimates in the April
2005 World Economic Outlook, it would imply an
$850 billion increase in permanent income,*
almost three times the observed increase in
aggregate imports to date. That said, the
increase in wealth has been spread very unevenly
across fuel exporters; in some, such as Norway
and Bahrain, the value of total petroleum
reserves is equivalent to current GDP or less.

Fuel exporters’ spending patterns are likely
to affect the relative demand for goods from

4Assuming a U.S. long-term real interest rate of 3 per-
cent, roughly the average value observed over the past
30 years.
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Table 2.3. Petroleum Reserves

Change in Value of Reserves,

Value of Reserves 1999-2005 Percent of
Percent of in Percent of Percent of Percent of World Crude
World Reserves 2005 GDP! 2005 GDP 2005 world GDP Qil Production
Sample of selected fuel exporters 88.2 2,156 1,763 98.3 62.4
Kuwait 8.3 8,178 6,708 10.5 3.0
Libya 3.3 5,847 5,034 4.3 2.0
Saudi Arabia 221 4,722 3,856 27.6 13.2
Kazakhstan 3.3 4,145 3,663 4.5 1.6
United Arab Emirates 8.2 4,129 3,368 10.3 3.3
Iran, I. R. of 11.1 3,679 3,199 14.8 5.1
Venezuela 6.5 3,329 2,724 8.1 3.7
Azerbaijan 0.6 3,276 2,672 0.7 0.4
Qatar 1.3 2,244 2,143 1.9 1.2
Nigeria 3.0 2,111 1,862 4.0 3.1
Angola 0.7 1,826 1,672 1.0 1.2
Congo, Rep. of 0.2 1,729 1,425 0.2 0.3
Gabon 0.2 1,416 1,123 0.2 0.3
Sudan 0.5 1,290 1,280 0.8 0.4
Equatorial Guinea 0.1 1,133 1,042 0.2 0.4
Oman 0.5 1,033 849 0.6 1.0
Yemen 0.2 1,010 995 0.4 0.5
Brunei Darussalam 0.1 927 761 0.1 0.3
Syrian Arab Republic 0.3 661 572 0.4 0.7
Algeria 1.0 635 522 1.3 2.4
Russia 6.0 529 454 8.0 11.6
Trinidad and Tobago 0.1 399 354 0.1 0.2
Norway 0.8 185 144 1.0 4.0
Turkmenistan — 175 142 0.1 0.3
Bahrain — 53 36 —_ 0.1
Irag? 9.7 — — 121 2.5
OPEC 74.9 3,601 2,997 95.3 41.0
World 100.0 153 128 128.0 100.0

Sources: BP, Statistical Review of World Energy 2005, Energy Information Administration; and IMF staff calculations.

Note: Estimates of reserves refer to end-2004 and of crude oil production to 2004 (except for Bahrain, where production estimates refer to
2003).

1Total value of stock of reserves calculated using average petroleum spot price for December 2005.

2No GDP data available.

different regions. In particular, fuel exporters incremental revenues, this “third-country” effect
are importing fewer goods, measured as a would still act to increase the U.S. current
share of their total merchandise imports, from account deficit by a further $25 billion, or

the United States today than they were in the 0.2 percent of GDP.

1970s. In terms of market share of imports, the For now, however, oil exporters are saving a
United States ranks well below either advanced considerable share of their income. This raises
economies or most developing economies the question of how the surplus funds are being
(Table 2.4).> Hence, as the shock redistributes recycled and how they are affecting global
income from advanced economies and other financing conditions, including the extent to
developing countries toward fuel exporters, rel- which they are contributing to low global inter-
ative demand for U.S. goods declines. Even est rates. At a broad level, the current account
assuming that fuel exporters spend all their surpluses of the 1970s and early 1980s were

5As a caveat, the data reflect the composition of merchandise trade alone. However, there is anecdotal evidence that fuel
exporters may be relatively large consumers of U.S. financial services.
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Table 2.4. Composition of Merchandise Imporis

(Percent of imports of given importing region sourced from given exporting region)

Exporting Region

Fuel Other advanced Other developing
exporters!  United States economies? China countries3 Total

Importing Region—2004

Fuel exporters? —_ 8.4 59.0 7.6 25.0 100

United States 8.3 — 54.0 13.8 23.9 100

Other advanced economies? 19.5 25.8 — 21.3 334 100

China 9.2 8.6 65.3 — 17.0 100

Other developing countries3 13.3 19.5 59.3 8.0 — 100
Importing Region—Change Between 1981 and 20044

Fuel exporters! — -57 -9.0 6.6 8.0

United States -114 — -4.9 13.0 3.2

Other advanced economies? -19.6 -8.7 — 18.1 101

China 8.5 2.6 -14.7 — 3.6

Other developing countries? -9.2 -4.8 7.8 6.3 —

Source: IMF, Direction of Trade Statistics.
1This group is as defined in the text.

2This group included all the countries in the World Economic Outlook group of advanced economies, except for the United States.

3This group includes all other countries.

4Percentage point difference in the share of imports between 1981 and 2004 (i.e., a positive number indicates an increase since 1981). The
year 1981 is the earliest date available with data coverage comparable to 2004.

almost entirely associated with increases in offi-
cial reserves and bank deposits (Figure 2.4);
much of this was on-lent to emerging market
countries, particularly in Latin America, setting
the stage for the 1981-82 debt crisis (see Box
2.2, “Recycling Petrodollars in the 1970s”).
During the past few years, in contrast, there has
been relatively little accumulation of bank
deposits, whereas portfolio investment flows
have been sizable. However, given the limita-
tions of published data, it is difficult to be more
precise regarding the current allocation of oil
money by asset, currency, or region. Fuel
exporters’ recorded deposits in BIS-reporting
banks, together with their identified purchases
of U.S. securities, amount to less than one-third
of the cumulative current account surpluses
(Figure 2.5; see also BIS, 2005). In some coun-
tries, prepayment of external debt accounts for
an important share of the difference.6
Anecdotal evidence also suggests other possible
explanations. Purchases of U.S. securities may
be booked largely through intermediaries based

in London or offshore financial centers. Again,
fuel exporters may be investing in more diversi-
fied portfolios—for instance, real estate, private
equity, and hedge funds. They may also be
investing relatively more in non-U.S. and, per-
haps, non-G-7 securities, not least because of
the reporting requirements of the post-9/11
Patriot Act. For instance, some of the savings
may have been invested in regional equity and
real estate, whose price is booming throughout
the Middle East, and in emerging markets more
generally. However, IMF staff estimates of the
currency composition of fuel exporters’ official
reserves indicate that the share held in dollar-
denominated assets, at about 60 percent of all
identified assets, has not changed significantly
since 2002.7

Given the limited hard data available, any
impact of the recycling of oil revenues on finan-
cial market conditions must be estimated indi-
rectly. To the extent that petrodollars are
currently being recycled through market-based
instruments, rather than bank-based lending,

SIMF staff estimates indicate that as much as 10 percent of fuel exporters’ total 2005 hydrocarbon revenues were allo-

cated to debt prepayments.

7See IMF (2006), Box 1.6, for a more detailed discussion.
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any effect on financing should be concentrated
on market-based financial systems and on traded
assets. Box 2.3 (“The Impact of Petrodollars on
U.S. and Emerging Market Bond Yields”) ana-
lyzes whether the recycling of petrodollars has
helped lower either U.S. long-term interest rates
or emerging market spreads. There is indeed
strong evidence that capital inflows from abroad
have helped reduce yields on U.S. bonds. The
precise impact of oil-related flows is more diffi-
cult to disentangle, although its magnitude is
likely to be relatively modest (at most a '3 per-
centage point reduction in U.S. nominal yields
in 2005), possibly reflecting the diminished
importance of fuel exporters in the international
financial system.8

Finally, it is worth underscoring that the
current increase in oil prices is taking place in
a very different global environment from the
past. In particular, the pattern of external imbal-
ances has changed markedly since the 1970s.
Then, large external deficits were concentrated
in oil-importing developing countries (Figure
2.3). Now, it is the United States that is running
a large external deficit, aggravated by high oil
prices; given the central role of the United
States in the world economy, this must heighten
concerns. Set against this, the nature of the
international financial system has been trans-
formed over time, with bank-based lending
being largely replaced by intermediation
through financial markets. Now that the recy-
cling of petrodollars is market-based and less
driven by a few large intermediaries, it may
well prove more sustainable than in earlier
episodes.

How Will the Current Oil Price Shock
Affect Global Imbhalances?

The previous section sought to place the
recent oil shock in context. This section looks in

8Their gross external assets as of end-2004 accounted
for less than 4 percent of the world total, while their
share of official reserves was about 10 percent.

Figure 2.4. Fuel Exporters' Cumulative Current Account

Balances and Identified Asset Purchases
(Billions of U.S. dollars, cumulative since 1999)

In contrast to the 1970s, tracking the precise assets and countries into which oil
revenues have been invested over the past few years is difficult. Identified purchases
only account for a small share of current account surpluses.
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Sources: Bank for International Settlements; Treasury International Capital System; and
IMF staff calculations.
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Figure 2.5. Current Account and Qil Trade Balances
(Percent of GDP)

In the 1970s, large external deficits, financed by the recycling of petrodollars, were
concentrated in oil-importing developing countries. In recent years, the oil price
shock has instead contributed to a widening U.S. current account deficit and has
redistributed current account surpluses from other advanced economies and
emerging Asia toward fuel exporters.

—— Current account —— Qil trade balance

_ United States Other Advanced Economies
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1970 75 80 85 90 95 2000 05 8 1970 75 80 85 90 95 2000 05 s

B China 8 B Other Developing Economies
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B Fuel Exporters
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Source: IMF staff calculations.

more detail at how the global economy—and

particularly global imbalances—are likely to

adjust. Following the initial oil price shock,
adjustment takes place broadly as follows.?

e In fuel importers, the rise in world oil prices
worsens the trade balance, leading to a higher
current account deficit and a deteriorating net
foreign asset position. At the same time,
higher oil prices tend to decrease private dis-
posable income and corporate profitability,
reducing domestic demand; along with a
depreciation of the exchange rate, this acts to
bring the current account back into equilib-
rium over time. The speed and output cost of
adjustment depends on factors such as the
degree of trade openness, structural
flexibility,!? and central bank credibility, as
well as the shock’s expected persistence and
the speed with which it is allowed to feed
through into domestic fuel prices. Among
other things, these determine the extent to
which rising oil prices raise inflationary pres-
sures, necessitating a monetary tightening that
could lead to a more pronounced slowing in
growth.

e In fuel exporters, the process works broadly in
reverse: trade surpluses are offset by stronger
growth and, over time, real exchange rate
appreciation. One important difference, how-
ever, is that fuel exporters may take longer
than fuel importers to adjust to the increase in
fuel prices.!! Hence, their savings may remain
at high levels for extended periods.

¢ Consequently, aggregate global demand is likely
to fall. In turn, this sets in train a process of
multilateral adjustment, driven by interest
and exchange rate changes, as well as growth

9See Ostry and Reinhart (1992) and Cashin and
McDermott (2003) for a detailed discussion of the inter-
national transmission of terms-of-trade shocks.

10See the April 2005 World Economic Outlook, Chapter II1.

HThe rise in oil exporters’ revenues is often very large
as a share of own GDP, and cyclical and/or structural and
institutional constraints can make it very difficult to
expand demand quickly and efficiently. In contrast, no
such constraints prevent demand from rapidly adjusting
downward in fuel importers.
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Box 2.1. How Rapidly Are Qil Exporters Spending Their Revenue Gains?

Oil-exporting countries’ export revenues
have increased significantly over the past two
years, with Organization of the Petroleum
Exporting Countries (OPEC) revenues esti-
mated at about $500 billion in 2005, twice that
in 2003, but lower as a share of world GDP
(1.1 percent) than both in 1974 and in 1979
(around 2 percent). Oil exporters’ response to
higher revenues has an important bearing on
the evolution of global imbalances, as well as
their domestic economic developments. This
box assesses the response of major oil-exporting
countries’ imports to higher oil revenues and
compares it with their past behavior, in par-
ticular with the 1970s’ episodes of sharp
increases in oil prices. To this end, it augments
the use of the simple marginal propensities to
import by a more formal estimation of import
functions.

One might expect that after years of low oil
prices and limited social expenditures in many
oil-exporting countries, spending would adjust
rapidly to higher prices, especially in countries
with large populations (relative to their oil
income) and sizable development needs. In
the 1970s, however, oil exporters took time to
respond to higher revenues, but once spending
took off, it gradually rose to unsustainable
levels, with the average propensity to import
surpassing one by the late 1980s—reflecting in
large part badly planned or wasteful projects
and declining oil prices. Spending was finally
curtailed (with the average propensity to
import falling below one) by the mid-1990s,
after years of low oil prices, suggesting that
oil exporters must have initially assumed a
higher permanent component in the price
hikes than was justified ex post. The experience
with the resulting fiscal deficits, therefore,
could result in a more cautious use of higher
oil revenues this time around, especially in
countries where the ability to absorb the
increased revenues is limited.

Note: The main authors of this box are Pelin
Berkmen and Hossein Samiei.

OPEC Imports and Oil Exports 1
(Billions of U.S. dollars)

— Value of imports of goods and services
—— Value of oil exports

Sources: World Integrated Trade Solution; Source OECD; and
IMF staff calculations.

10PEC-9, excluding Iraq and Indonesia; data for United Arab
Emirates start from 1971.

A quantitative analysis and comparison of
spending patterns across the three episodes is
not straightforward in part because much
depends on the time periods used and defini-
tions of spending out of oil revenues. For
example, a casual examination of the first
figure—which depicts nominal imports and oil
exports of OPEC countries—suggests that
spending out of oil revenues has been larger in
the current episode than in the past. Specifi-
cally, in 2004 imports constituted about 90 per-
cent of oil exports, in contrast to 38 percent in
1974 and 75 percent in 1979.

However, more meaningful than these simple
ratios is the behavior of the marginal propensity
to import out of oil revenues over the shock
periods. There is no single correct way of defin-
ing this propensity. One possible definition is
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Box 2.1 (concluded)

Marginal Propensity to Import Out of Qil Revenues?
1973- 1973- 1978- 1978- 2003-

Dynamic Forecasts for Real Imports

1974 1975 1980 1981 2005

GCC? 0.08 034 018 025 0.15
OPEC3 014 052 024 042 024
Iran, |.R. of 017 068 035 024 037
Saudi Arabia 0.01 032 027 039 026
Venezuela 0.18 065 -015 0.01 046
Major non-OPEC4 o c. o ... 031
Russia 077 137 076 1.08 020
Norway 018 -0.30 -0.13
Mexico . 0.78

(Log of billions of 2000 U.S. dollars)

Sources: World Integrated Trade Solution; OECD; World
Economic Outlook; and IMF staff calculations.

Defined as (change in imports net of non-oil exports, invest-
ment income, and transfers)/(change in oil exports).

2The Cooperation Council of the Arab States of the Gulf
(GCC) includes Bahrain, Kuwait, Oman, Qatar, Saudi Arabia, and
the United Arab Emirates.

30PEC-9, excluding Iraq and Indonesia. Data for the United
Arab Emirates start from 1971.

4Major non-OPEC includes Angola, Canada, Kazakhstan,
Mexico, Norway, Oman, and Russia.

one minus the change in the current account
over the change in oil revenues.! The results,
shown in the table, suggest that OPEC is cur-
rently spending 24 percent of its additional oil
revenues on imports. The figure is 31 percent
for major non-OPEC countries and 15 percent
for the Cooperation Council of the Arab States
of the Gulf (GCC). The latter group also appears
to be spending less rapidly than in most past
episodes, while for OPEC the picture is less
clear-cut. These results, however, could underes-
timate spending propensities if, in particular,
additions to non-oil export revenues are also
mostly oil-related (e.g., natural gas and oil prod-
ucts—as in many OPEC countries), although the
extent that this may be the case is difficult to
know given data deficiencies. If the above defini-
tion is modified to incorporate the change in
non-oil revenues too, then the marginal propen-
sity to spend in the recent period will be higher

10r equivalently: (change in imports net of non-oil
exports, investment income, and transfers) / (change
in oil exports). This definition assumes that the
increase in oil income is the only “shock” to external
revenues and that additions to other revenues are fully
spent on imports.

—— Forecast —— Actual
OPEC GCC
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40- - -_4.5

- - -4
3,5-' N I35
3.0- - -3
05- - '_2.5
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{5 et ettt et 1
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. Iran, I.R. of o Saudi Arabia
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30- - - -3

25- - - -2

2.0
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Source: IMF staff estimates.

(and less different from past episodes). The fig-
ure for the GCC (34 percent) is also now close
to that for OPEC (36 percent). These aggregate
trends also mask important differences across
countries. In particular, countries with larger
populations and/or expenditure needs, such as
the Islamic Republic of Iran, Mexico, and Vene-
zuela have higher propensities to import than
Saudi Arabia and most other GCC members.
The above analysis, while informative, does
not capture the impact of other variables on
imports. As an alternative—and more formal—
statistical analysis, we estimate import functions
for the 1970-2001 period and examine the out-
of-sample forecasts for the recent period. This
procedure does not distinguish shock episodes
from other periods and focuses on testing
whether current performance is similar to the
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average of the past. We use an error-correction
formulation, with real GDP and the terms of
trade as explanatory variables.2 The estimation is
done for oil-exporting countries individually, the
GCC, and OPEC (for which comparison with
the past is possible). The results (second figure)
suggest that OPEC’s spending is only slightly
lower than that implied by its past behavior
while the GCC’s spending behavior is clearly

?The logarithmic change in real imports is regressed
on its lagged values, current and lagged values of
logarithmic changes in GDP and the terms of trade,
and an error correction term. The estimation is car-
ried out using an autoregressive distributed lag model,
and employs the Schwarz-Bayesian criterion for lag
selection.

differentials. The incipient excess of global
saving over investment puts downward pres-
sure on real interest rates, which supports
investment demand in fuel importers and
weakens incentives to save in fuel exporters.
At the same time, exchange rate changes and
growth differentials shift aggregate demand
from importers to exporters.

¢ Adjustment is also influenced importantly by
financial market developments. Higher oil prices
will tend to reduce asset prices—including
equities and exchange rates!2—in oil-import-
ing countries and to raise them in oil-export-
ing countries. This will tend to reinforce the
adjustment process, particularly in countries—
such as the United States—where wealth
effects are large. In addition, changes in asset
prices have important valuation effects.!3 For
example, if oil exporters hold equities or

more conservative. Most of the individual coun-
tries’ responses (e.g., the Islamic Republic of
Iran and Saudi Arabia) are also consistent with
their spending needs and with the trends in the
marginal propensity to import discussed above.

On balance, these findings suggest that aver-
age spending so far has been gradual, especially
for most GCC exporters. But expenditure needs
are great in many countries and, based on the
1970s experience, it is not at all certain that the
current trend will continue. The outcome will
also depend on perceptions about the magni-
tude of the permanent component in higher
prices. Higher spending, when prudent and on
projects with high returns, would help promote
domestic growth in these countries and con-
tribute to reducing global imbalances.

bonds in oil-importing countries, their gains

from higher oil prices may be partly offset by

capital losses on their asset holdings, as stock
markets in oil importers fall or their exchange
rates depreciate.

To investigate the adjustment process in more
detail, IMF staff used two separate but consistent
vector autoregressions (VARs).!# The first of
these, a standard VAR, investigates the link
between real oil prices and external positions
(measured using both current accounts and net
foreign assets) in the United States and in
selected other country groups. The second, a
Global VAR (GVAR),!> looks in more detail at
the link between oil prices, growth, inflation,
and asset prices, to shed more light on how the
adjustment takes place. Starting with the broad
implications of oil prices for external positions,
the VARs suggest that:

12Bond prices will also fall, as long as nominal interest rates increase.

13See the April 2005 World Economic Outlook, Chapter 111, for a detailed discussion of valuation effects.

14Adopting two separate but consistent models allows for more parsimonious specifications. The results are consistent
with those obtained combining the two models within a single GVAR.

15As estimated by Dees and others (forthcoming); see Appendix 2.1 for details.
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Figure 2.6. Impact of Oil Price Shocks on

External Imbalances, 1972-2004'
(Percent of GDF, x-axis in years)

In the short term, oil price shocks lead to external imbalances. However, the impact

on net foreign assets has historically proved transitory.

—— Point estimate 95 percent error bands
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Source: IMF staff calculations.

1Response to a permanent $10 a barrel annual average increase in oil prices (measured

in constant 2005 U.S. dollars).
2Fuel exporters' response presented on a wider scale.
3Net foreign asset data available only after 1980.
4Error bands partially out of scale.

¢ Oil price shocks have a marked but relatively
short-lived impact on current accounts

(Figure 2.6).16 A permanent increase in real

oil prices of $10 per barrel was on average

associated with an increase in fuel exporters’
current account surplus of about 2 percent of
own GDP, with the effect dying out within
three years. This was matched by higher
deficits in the United States (about ¥4 percent
of GDP), other advanced economies, and
developing economies other than China.l?

Among these, the impact on the United

States was statistically the most significant as

well as persistent (with a half-life of about

three years).

¢ Oil price shocks also have a noticeable—and
predictable—effect on the net foreign asset
position of all regions, except the United

States (see Figure 2.6). A permanent $10 per

barrel oil price shock boosts the net foreign

asset position of oil exporters by about 2 per-
cent of GDP, in line with the increase in the
current account; the increase has a half-life of
about five years. More surprisingly, the esti-
mated change in U.S. net foreign assets was
positive (although statistically insignificant),
while other countries experienced a larger
and more persistent reduction in net foreign
assets than implied by the (cumulative)
impact on the current account.!® This may
reflect the valuation effects described above,
with declines in asset prices in the United

States reducing wealth in the rest of the

world.

Against this background, how does the under-
lying adjustment to an oil shock occur, and are
there significant differences across countries and
regions? Figure 2.7 compares the adjustment
process across regions in response to a perma-

16See Appendix 2.1 for a fuller discussion of the identi-
fication and interpretation of the oil price shock.

17China was a net oil exporter during the first half of
the sample period.

I8For many fuel exporters, complete data on foreign
asset positions are not available. This may explain the sim-
ilarity between the cumulative current account response
and the estimated change in net foreign assets.
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Figure 2.7. Adjustment to Oil Price Shocks, 1979:02-2003:04'

(Percent unless otherwise indicated, x-axis in quarters)

— Point estimate 95 percent error bands
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Source: IMF staff calculations, based on Dees and others (forthcoming).

1Response to a permanent $10 a barrel annual average increase in oil prices (measured in constant 2005 U.S. dollars).

2G.roups described in Appendix 2.1.

3Y-axis in percentage points at a quarterly rate. For other developing countries, error bands out of scale.

4For fuel exporters, data only available for Canada, Norway, and the United Kingdom. For other developing countries, confidence
intervals partially out of scale. For China, insufficient data available.

SError bands partially out of scale. For the United States, real effective exchange rate vis-a-vis other groups shown. For all other groups,
CPI-based real bilateral exchange rate vis-a-vis the United States shown.

By-axis in percentage points at a quarterly rate; multiply by four to annualize. For other developing countries, only Korea and South Africa
shown. For China, short-term interest rates shown.
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Figure 2.7 (concluded)'
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1Response to a permanent $10 a barrel annual average increase in oil prices (measured
in constant 2005 U.S. dollars).

2Groups described in Appendix 2.1.

3Y-axis in percentage points at a quarterly rate. For other developing countries, error
bands out of scale.

4For fuel exporters, data only available for Canada, Norway, and the United Kingdom. For
other developing countries, confidence intervals partially out of scale. For China,
insufficient data available.

SError bands partially out of scale. For the United States, real effective exchange rate
vis-a-vis other groups shown. For all other groups, CPI-based real bilateral exchange rate
vis-a-vis the United States shown.

6 y-axis in percentage points at a quarterly rate; multiply by four to annualize. For other
developing countries, only Korea and South Africa shown. For China, short-term interest
rates shown.

nent oil price shock (again, of $10 per barrel).!?

The key points are as follows.

® The basic adjustment channels work broadly as
described above, with slowing growth and real
depreciation supporting the trade adjustment
in oil importers, while fuel exporters experi-
ence real appreciation and output growth. In
particular, in the United States, the real effec-
tive exchange rate depreciates, and output
declines by up to % percent, although this
decrease is statistically weak. In other advanced
economies, the exchange rate also depreciates,
but any output declines are smaller than in the
United States (especially in Japan).20

e Inflation in advanced economies rises after one
year by an annualized ¥ percentage point in
the United States, and somewhat less else-
where.?! This has historically been accompa-
nied by an increase in both short- and
long-term nominal interest rates. Long-term
real rates, however, fall temporarily in response
to the shock. This helps support demand in
fuel importers and maintain the global saving-
investment balance, until exchange rate
changes and growth differentials work their
way through the adjustment process. In devel-
oping countries, the response of inflation can-
not be estimated precisely, reflecting strong
heterogeneity within this group.??

9These results are based on the estimates of Dees and
others (forthcoming). For this exercise, both the sample
period (1979:Q2-2003:Q4) and the list of countries
included (see Appendix 2.1) are slightly different from
what was previously used. This reflects the limited avail-
ability of the quarterly data needed to estimate the under-
lying GVAR model.

20In Japan, there is a marked depreciation. In the euro
area, in contrast, the real exchange rate does not respond
(see Appendix 2.1).

2IFor this sample, which includes the second oil price
shock and the associated delayed policy response, the
hypothesis that inflation is affected even in the long run
cannot be rejected.

22These results, while based on a different methodol-
ogy, are broadly consistent with earlier IMF staff estimates
of the impact of an oil price shock. For instance, the cal-
culations in IMF (2000) suggest that a $10 per barrel
increase in oil prices would reduce real GDP in the
United States and euro area by about ¥ percent, and
increase inflation after one year by 1 percentage point.
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Box 2.2. Recycling Petrodollars in the 1970s

The first “oil shock” began in the fall of 1973.
The sudden tripling of world oil prices resulted
in a large windfall gain for oil-exporting coun-
tries at the expense of oil importers. It also led
to a major financial shock, since most exporting
countries spent only a small portion of the
increased revenues. In 1974, the first full year
after the initial shock, the aggregate current
account surplus of major oil-exporting countries
amounted to $68 billion (one-third of their
GDP). The major counterparts were the deficits
of industrial countries ($31 billion, 0.8 percent
of GDP) and of oil-importing developing coun-
tries, or OIDC ($34 billion, 10% percent of GDP).
Although these shifts moderated over time as oil
exporters adjusted to the new market situation
with increased spending, the general pattern
persisted through the rest of the decade.!

Oil exporters faced the question of how to use
their sizable current account surplus. Data on
identified investments, which account for almost
the entire surplus, indicate that most of the
money was channeled into a few well-established

Note: The main authors of this box are James M.
Boughton and Suchitra Kumarapathy.

IThe current account balance of industrial countries
swung from a cumulative surplus of $23 billion in
1968-73 to a deficit of $44 billion in 1974-79, while the
cumulative deficit of OIDC doubled to $139 billion.

Fuel Exporters’ Deployment of Current Account Surpluses

(Billions of U.S. dollars; by type of financial investment)

markets. In 1974, more than half was placed in
bank deposits and money market instruments
(including short-term treasury securities) in
advanced economies (see the first table). Of the
liquid investments in the United States, treasury
securities accounted for less than a sixth of the
total, with the rest placed mostly with commer-
cial banks. About $25 billion was channeled into
long-term investments, such as loans to national
governments and international agencies, as well
as government bonds in the United States and
the United Kingdom. Broadly speaking, the pat-
tern persisted throughout the rest of the 1970s.
The financial shock from the oil price
increases of the 1970s came at a time when the
potential for large private international capital
flows was just beginning to be realized. The first
relevant development, which began in the late
1960s, was the deregulation and consequent
innovative evolution of Eurocurrency markets.
The oil shock of 1973-74 reinforced this devel-
opment, providing new fuel for these markets by
making large sums of liquid assets available for
investment. By then, banks in Europe and in less
regulated “offshore” financial centers were
much better prepared than they would have
been even a few years earlier to accept and
invest dollar-denominated deposits and other
liquid liabilities. A third factor was weak aggre-

1974 1975 1976 1977 1978 1979

Bank deposits and money market investments

Dollar deposits in the United States

Sterling deposits in the United Kingdom

Deposits in foreign currency markets

Treasury bills in the United Kingdom and the United States
Total

Long-term investments

Special bilateral arrangements

Loans to international agencies

Government securities in the United Kingdom and
the United States

Other?

Total

Total new investments

1.9 1.1 1.8 0.4 0.8 4.9
1.7 0.2 -14 0.3 0.2 1.4
22.8 9.1 12.1 10.6 3.0 31.2
4.8 0.6 -1.0 -1.1 -0.8 34
31.2 11.0 11.5 10.2 3.2 40.9
11.9 12.4 12.2 12.7 8.7 11.8
3.5 4.0 2.0 0.3 0.1 -0.4
1.1 2.2 41 4.5 -1.8 -0.9
9.7 6.1 8.5 5.8 3.3 2.4

25.1 24.7 26.8 23.3 10.3 12.9
56.3 35.7 38.3 33.5 13.5 53.8

Source: Bank for International Settlements.

1Including equity and property investments in the United Kingdom and the United States, and foreign currency lending.
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Box 2.2 (concluded)

gate demand in industrial countries, which
meant that banks in those countries had to find
other profitable outlets for the “petrodollars”
that oil exporters were investing with them. For
many banks, meeting this challenge meant mov-
ing into new markets where loan demand was
stronger, including Latin America and other
developing countries.

A large part of the initial response to the oil
shocks took the form of official “recycling” of
petrodollars, in which the IMF and other official
creditors provided fast-disbursing loans to
OIDC. The main vehicle for the IMF was an “Oil
Facility,” newly established in 1974, through
which $2.4 billion were lent to 45 developing
countries from 1974 to 1976. Because the shock
was thought to be temporary, this financing was
provided with only token conditionality. Overall,
in 1974-76, official recycling from multilateral
and bilateral creditors and donors amounted to
$48 billion, two-thirds of which was bilateral.

Over time, international private banks took
over much of the financing role. In 1975,
long-term official loans and grants to OIDC
amounted to about $18 billion, and private
financing was estimated at roughly the same
amount, most of it channeled through commer-
cial banks. But cross-border private flows, espe-
cially through banks, then increased sharply. For
instance, the external foreign currency assets
reported by banks in eight European countries,
Canada, Japan, the United States, and offshore
branches of U.S. banks quadrupled to almost
$1 trillion between 1973 and 1980.2 The

2Since the lion’s share of the recycling in the 1970s
passed through the banking systems or securities mar-
kets of industrial countries, the Bank for International
Settlements (BIS) was able to estimate the composi-
tion and direction of financial flows, using data
obtained largely from its participating central banks.
Subsequently, financial markets continued to globalize
and diversify into new and more complex instruments,
and a variety of nonbank financial institutions became
major intermediaries for cross-border flows. Since the
mid-1990s the BIS has ceased reporting cross-border
banking claims on a basis comparable to earlier years,
and tracking the course of overall flows has become
much more difficult.

Financial Inflows for Selected OECD Economies
in 1974
(Billions of U.S. dollars)

Financial Inflows
Traditional Compensatory

capital foreign Official

inflows borrowing! inflows? Total
United Kingdom 2.2 413 324 95
Italy 1.0 2.1 583 8.4
France 3.8 1.7 0.5 6.0

Source: OECD, Economic Outlook, 1975.

10fficial or semi-official borrowing from foreign private
institutions.

2Private and official borrowing from foreign official institutions.

30f which, $2.6 billion representing foreign currency borrow-
ing by the public sector under the exchange cover scheme, and
$1.5 billion drawing on the government Euro-loan.

4Including an increase of $5.3 billion in sterling-denominated
exchange reserves by oil-exporting countries.

Eurobond market also expanded considerably,
with the total value of international and foreign
bond issues growing from $12 billion in 1974 to
$38 billion in 1980.

A portion of the recycled funds went to
industrial countries with large current account
deficits, including France, Italy, and the United
Kingdom, which relied on a combination of
official and private external financing (see the
second table). In 1974, for instance, the United
Kingdom financed its $7.5 billion current
account deficit by means of compensatory for-
eign borrowing and direct inflows of funds from
oil-exporting countries (at the time, the United
Kingdom was still developing the North Sea oil
fields and was a major oil importer). The IMF
also provided financing to several industrial
countries, including large Stand-By Arrange-
ments for Italy and the United Kingdom, in part
because of the failure of these countries to
adjust policies and aggregate demand fully to
the oil shock.

An even greater share of the recycled petro-
dollars went to developing countries, many of
which had initially faced difficulties financing
their increased current account deficits. Weak
overall aggregate demand and a big unantici-
pated jump in price inflation kept world interest
rates low in nominal terms and substantially
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negative in real terms throughout the 1970s,
encouraging developing countries to take on
loans. For many developing countries that were
exporters of primary commodities, a commodity-
price boom in the mid-1970s made their bor-
rowing terms look even more attractive. For
instance, in 1973-78 low-income countries as a
group paid an average nominal interest rate of

® There also appears to be an active valuation
channel. Equity prices fall by 2—4 percentage
points in major advanced economies, which—

along with the depreciation of the U.S.

dollar—results in a wealth transfer to the

United States from other economies.

The analysis so far describes the average
impact of oil price shocks in the past. However,
the effects of the current shock, including the
speed and nature of the future adjustment
process, may be different, and in particular will
depend on two policy-related factors. First, as
noted above, oil producers appear to be increas-
ing their spending in response to higher rev-
enues more slowly than in the past. In addition,
as discussed in Chapter I, the impact of oil
prices on core inflation to date has been surpris-
ingly mild relative to previous experience, so
that central banks have not had to raise short-
term interest rates to reduce inflationary pres-
sures. Partly as a result, growth in oil-importing
countries has been relatively unaffected, imply-
ing that trade balances may take longer to
adjust; set against this, for net debtors, relatively
lower interest payments on external debt have
reduced any negative impact on current
accounts.?3

just over 3 percent on their external debt, while
their export prices—measured in the depreciat-
ing U.S. dollar—rose at an average annual rate
of 18 percent. Latin America emerged as the
largest borrowing region, accounting for two-
thirds of total credits issued by reporting banks
to OIDC—a development that laid the basis for
the debt crises of the 1980s.

To examine the potential impact of these
various factors on the adjustment of global
imbalances, IMF staff undertook two simula-
tions using the IMF’s MULTIMOD model.2*
The first scenario assumes rapid adjustment in
oil exporters, as compared to the WEO baseline
where their existing current account surpluses
continue into the medium term. Specifically,
the scenario assumes that imports by oil
exporters increase by $150 billion in 2006
(about Y of their aggregate 2005 current
account surplus, or %5 percent of world GDP),
and $350 billion (about % of their current
surplus) by 2010. This more rapid pace of
expenditure shrinks the U.S. current account
deficit, by almost ¥ percent of GDP by 2010,
and also leads to some real dollar appreciation
(Table 2.5). The decline in global savings results
in an increase in real and nominal interest rates
in oil importers, amounting to up to 40 basis
points. There is little net impact on growth in
advanced economies.

In the second scenario, it is assumed that the
low level of pass-through into core inflation can-
not be sustained and that pass-through picks up
in 2006, although its magnitude is still only half
of what would have been expected based on his-

23In addition, historical experience may prove misleading in illustrating the potential impact of any large future oil price
shock, if there are important nonlinearities in the effects of such shocks.

24For a description of MULTIMOD, see Laxton and others (1998); see Hunt, Isard, and Laxton (2001) for the specific
version employed here. MULTIMOD does not have a separate “oil exporters” group. The estimates reported aggregate all
those countries whose trade surplus increases in response to an oil price increase. This includes Canada, the United
Kingdom, the “small industrial economies” group, and a group of high-income developing economies that are mainly oil

exporters.
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Table 2.5. Impact of Qil Price Shock: Greater

Spending by Fuel Exporters
(Relative to baseline)

Table 2.6. Impact of Qil Price Shock: Delayed

Pass-Through to Core Inflation
(Relative to baseline)

2006 2007 2008 2009 2010

2006 2007 2008 2009 2010

Current account balance
(in percent of GDP)

United States 04 04 05 06 07
Japan 05 07 09 1.0 11
Euro area 05 07 09 10 11
Core inflation
(in percentage points)
United States 01 01 — — 01
Japan 01 01 01 01 0.1
Euro area 02 02 01 — 0.1
Real short-term interest rate
(in percentage points)
United States 03 03 03 03 03
Japan 04 04 03 03 04
Euro area 05 05 03 03 04
Nominal short-term interest rate
(in percentage points)
United States 04 04 04 03 04
Japan 05 05 04 04 04
Euro area 06 06 04 04 04
GDP (in percent)
United States 05 01 -04 -0.2 -0.1
Japan 05 0.2 -04 -0.3 -0.1
Euro area 07 02 -05 -0.3 -0.1
Real effective exchange rate
(in percent)
United States -08 -0.7 -06 -0.6 -0.6
Japan 07 07 07 06 06
Euro area -03 -03 -04 -04 -04

Current account balance
(in percent of GDP)

United States — — -01 -0.1 -0.1
Japan — 01 02 02 01
Euro area —_ = = = -
Core inflation
(in percentage points)
United States 01 03 01 01 —
Japan 01 03 01 — —
Euro area 01 02 01 — —
Real short-term interest rate
(in percentage points)
United States 02 06 04 03 02
Japan 02 05 03 02 01
Euro area 02 05 02 01 —
Nominal short-term interest rate
(in percentage points)
United States 03 07 06 03 02
Japan 03 06 04 02 01
Euro area 02 06 03 01 —
GDP (in percent)
United States -03 -0.8 -0.7 -0.5 -04
Japan -02 -0.6 -06 -04 -03
Euro area -02 -05 -05 -0.3 -0.2
Real effective exchange rate
(in percent)
United States 01 03 03 02 0.1
Japan — 01 — 01 01
Euro area -0.1 -04 -03 -0.2 -0.2

Source: IMF staff calculations.

torical experience through 2003. As core infla-
tion increases, central banks respond by increas-
ing nominal interest rates significantly (by
about 70 basis points for the United States in
2007, relative to the baseline), so as to contain
the inflationary impact of the increase in energy
prices (Table 2.6). In turn, higher interest rates
act to depress demand and output, with some
positive effects on the trade balance. Higher
interest rates also increase the interest burden

Source: IMF staff calculations.

on the U.S. stock of net foreign liabilities,

which tends to raise both the U.S. current
account deficit and the Japanese current
account surplus.?> Nevertheless, as long as
monetary policy responds promptly to the infla-
tionary pressures, the effects on both output
and, especially, the current account are rela-
tively mild. If the monetary policy response were
instead delayed, the eventual effects would
prove much more sizable.26

2’The impact on net foreign assets, however, would be mitigated by valuation effects working in favor of the United

States but not present in the model.

26For technical reasons, all scenarios assume that the oil price is driven only by oil supply shocks. This tends to overesti-

mate the positive impact of lower oil prices on real GDP in oil-consuming countries. However, there is no a priori reason

why the assumption should affect results for either scenario relative to the baseline. In addition, all scenarios assume full
and immediate pass-through of the world oil price into domestic oil prices. Incomplete pass-through would result in slower

adjustment.
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Box 2.3. The Impact of Petrodollars on U.S. and Emerging Market Bond Yields

How does the recycling of oil-export revenues
affect global financial markets? To the extent that
higher oil prices increase world net savings, and
that saved petrodollars are used to purchase given
securities, the outcome would be an increase in
the price of (or, equivalently, a lower interest rate
on) such securities. In turn, this could lead to a
second-round effect on the price of other, similar
securities. This box analyzes the issue by focusing
on the link between oil prices and interest rates
on U.S. and emerging market bonds.

Examining first the United States, direct evi-
dence of a link between petrodollars, capital
inflows, and interest rates is not available, in
large part because many oil exporters tend to
purchase U.S. securities through third-country
intermediaries. Such third-country trades con-
found the country attribution of U.S. capital
flows data. The estimation here therefore pro-
ceeds more indirectly. As a first step, following
Warnock and Warnock (2006), there is evidence
that capital flows to the United States do put
downward pressure on U.S. interest rates (see
the first table, column 1). Foreign flows into
U.S. government securities in the 12-month
period through May 2005 depressed U.S. 10-year
yields by 86 basis points,! controlling for factors
such as inflation expectations and the federal
funds rate. On this basis, if one assumed that
fuel exporters used one half of their current
account surplus to finance investments in the
United States, the increase in oil prices over the
last two years would have reduced U.S. yields by
about '3 percentage point (holding constant all
other capital flows).

To investigate the issue further, the Warnock
and Warnock regression analysis was extended
by disaggregating total capital flows into the
United States into two components: those attrib-
utable to East Asian countries, which are
unlikely to directly reflect oil-export revenues;

Note: The main authors of this box are Laura
Kodres and Frank Warnock.

ICalculated as 12-month inflows, amounting to 3.65
(percent of lagged GDP), times the estimated coeffi-
cient, —0.236.

The Impact of Oil Revenues on U.S. Interest Rates?

Nominal 10-Year
Treasury Yield

(1) @) ®)

Foreign capital inflows?:3 -0.24* . ..
East Asian flows S -0.42*  -0.35"
Other flows .. -0.14* .
Qil-related S . -0.12
Residual .. . -0.13*

Inflation expectations,
10-year ahead 0.63* 0.67* 0.65*

Interest rate risk premium 1.88* 3.16* 0.90*

Federal funds rate 0.36* 0.33* 0.35*

Structural budget deficit2 0.25* 0.23* 0.22*

R2 0.90 0.90 0.85

Source: Authors’ calculations.

1The sample is monthly, from August 1987 to May 2005.
Yields are measured in percentage points. Asterisks denote sta-
tistical significance at the 1 percent level. The following vari-
ables are included but not reported: expected real GDP growth;
the difference between 1-year ahead and 10-year ahead inflation
expectations; and a constant.

2Scaled by lagged GDP.

3Twelve-month benchmark-consistent foreign official flows
into U.S. treasury and agency bonds.

and all others (“Other Flows”).2 Perhaps surpris-
ingly, East Asian inflows were found to have a
relatively greater dollar-for-dollar impact on U.S.
yields, although Other Flows have recently been
somewhat larger in absolute terms (see the first
table, column 2). Among possible explanations,
East Asian purchases may have been concen-
trated on more thinly traded, longer-maturity
portions of the yield curve, where purchases
have a greater impact. In addition, interventions
by Asian central banks may have been inter-
preted as a signal that they were likely to con-
tinue buying dollars in the future.? Overall, the
regression attributes 52 basis points of the total

2For the purpose of this box, East Asia consists of
China, Hong Kong SAR, Japan, Korea, and Taiwan
Province of China—countries and territories whose
governments have recently accumulated substantial
positions in U.S. government securities.

30n a more technical note, “Other Flows” may also
contain private flows that are related to other variables
in the regression. In contrast, East Asian flows are pri-
marily official flows, and may more reasonably be
treated as exogenous.
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Box 2.3 (concluded)

yield reduction between June 2004 and May
2005 to East Asian flows, but only 34 basis points
to Other Flows.

Of course, Other Flows cannot be entirely
assumed to reflect oil-export revenues—they
have many potential sources. To isolate the
effect of oil revenues, Other Flows were explic-
itly regressed on oil prices.* In this regression,
however, oil prices have very little explanatory
power. Further, the part of Other Flows that is
related to oil prices does not help explain lower
U.S. rates, even though non-oil-related Other
Flows do have a statistically significant impact
(see the first table, column 3).%

Summing up, while one might expect higher
oil prices and the consequent recycling of
petrodollars to exert downward pressure on U.S.
interest rates, such an effect is hard to detect sta-
tistically among all the competing influences on
U.S. yields. This may well reflect the relatively
limited magnitude of petrodollar flows. Two
caveats should, however, be stressed. First, these
negative findings in part likely reflect the lack of
direct data on capital inflows from fuel-exporting
countries. Second, the above analysis treats U.S.
interest rates as being determined separately
from global interest rates. In an integrated world
capital market, oil prices may also affect U.S.
rates indirectly, through the impact of recycled
petrodollars on interest rates in other countries.
That said, the regressions failed to find a statisti-
cally significant impact of interest rate differen-
tials or exchange rates on U.S. yields.6

4Allowing for 24 monthly lags, and deflating by
nominal GDP. An alternative specification also
included oil-export revenues, as proxied by oil prices
times fuel exporters’ total petroleum output, but these
did not prove significant.

5Over selected subperiods (e.g., starting in January
1999), there is a relationship between Other Flows
and oil prices. However, the portion of Other Flows
attributable to oil prices over such subperiods still
does not help explain U.S. rates.

6Their effect may already be picked up through other
included variables, such as inflationary expectations or
output. In a similar vein, purchases of U.S. corporate
securities by oil exporters might impact U.S. interest
rates; this effect is again not explicitly modeled.

Determinants of Emerging Market Bond Spreads

Explanatory Variable Coefficient!
Qil price? 0.005
Non-fuel commaodity prices? -1.096*
World industrial production2 -1.173
Predicted credit ratings and outlooks? 0.237*
Federal funds three-month future rate 0.076*
R? Within = 0.49;
Between = 0.73;
Overall = 0.64

Sources: Bloomberg, L.P; The PRS Group; J.P. Morgan;
Bloomberg; and authors’ calculations.

1Fixed-effects panel regression using 2,345 monthly
observations on 29 countries, from January 1991 to May
2005. The dependent variable is the log of Emerging Market
Bond Spreads, measured in basis points, using the J.P. Morgan
Emerging Market Bond Indices (EMBI) relative to the U.S.
10-year treasury bond. All countries for which EMBI are
available are included, except that Algeria and Cote d’lvoire
are excluded owing to lack of other data; Russia and Venezuela
are excluded owing to significant oil exports; Nigeria is
excluded on both grounds; and Argentina is excluded owing
to its crisis-related spreads in 2001. Asterisks denote sta-
tistical significance at the 1 percent level. The following
variables are included but not reported: expectations of
federal funds rate (FF) increase; expectations of FF decrease;
volatility of FF futures; volatility of FF futures x expectations
of FF increase; volatility of FF futures x expectations of FF
decrease; volatility of S&P 500 options; a constant; and a
time trend.

2In logs.

3Predicted value for default risk, from a separate first-stage
regression.

Even if petrodollars have only a limited effect
on the large U.S. bond market, they might have
a more sizable impact on the smaller market
for emerging market debt. This hypothesis is
explored next, using a model of emerging
market bond spreads that controls for the
impact of country-specific and global macro-
economic fundamentals and of variables related
to U.S. financial markets. Specifically, the
model recognizes that oil prices (as well as
nonfuel commodity prices, global industrial
production, and U.S. interest rates) influence
emerging market bond spreads through two
separate channels. First, oil prices affect emerg-
ing market “fundamentals,” as proxied by their
credit ratings and outlooks, which in turn affect
their spreads. In particular, for oil importers,
higher oil prices may negatively affect the cur-



rent account, one of the variables used to estab-
lish credit ratings.

Second, as discussed above, if a significant
share of oil exporters’ revenues is used to pur-
chase emerging market debt , then higher oil
prices may be associated with lower emerging
market spreads. However, even after controlling
for fundamentals, estimates suggest that any
link between higher oil prices and lower emerg-
ing market spreads becomes statistically
insignificant when industrial production is also
included in the regressions (see the second

Conclusions

Global imbalances had emerged long before
the current oil price shock began. Neverthe-
less, some of these imbalances have clearly
been exacerbated by higher energy prices. In
particular, the increase in oil prices since 2003
has directly worsened the U.S. current account
deficit by over 1 percent of GDP; at the same
time, higher oil prices have tended to reduce
surpluses in non-oil-exporting developing
countries, notably in Asia. To the extent that
higher net savings by oil exporters have driven
down global interest rates, and that these lower
rates have boosted demand in economies with
market-based financial systems, such as the
United States, the oil price shock may also have
had an additional indirect negative effect on
the U.S. external position. Since it is neither
feasible nor desirable for oil exporters to spend
their newfound revenues immediately, global
current account imbalances are likely to remain
at elevated levels for longer than would other-
wise have been the case, heightening the risk of
a sudden, disorderly adjustment.

In the past, current accounts have tended to
adjust relatively quickly to oil shocks, as higher
energy prices led to a rise in interest rates, a
slowdown in growth and domestic demand, and
changes in exchange rates and asset prices. This
time, in part because of improved monetary

CONCLUSIONS

table). Oil prices and industrial production
both move in sync with the global economic
cycle, making their independent influence on
spreads difficult to disentangle. Interestingly,
nonfuel commodity prices do have a statistically
significant, negative impact on spreads. Either
their positive influence on fundamentals in
those nonfuel commodity exporters included in
the sample (such as Chile) is not sufficiently
captured by credit ratings, or the associated
export revenues are being used to purchase
emerging market debt.

frameworks and credibility, the impact on short-
term interest rates, growth, and inflation has
been smaller than before, while deeper finan-
cial integration may facilitate the persistence of
deficits. Further, authorities in fuel-exporting
countries are being somewhat more cautious in
increasing spending, even though market
expectations indicate that the current energy
price shock is likely to prove more persistent
than in the 1970s. All this suggests that current
accounts may adjust more slowly now than in
the past.

As with any terms-of-trade shock, much of the
adjustment must take place in the private sector,
but policies can also play an important support-
ing role. For consuming countries, this requires
full pass-through of world oil prices into domes-
tic energy prices, accompanied by a monetary
stance that guards against potential spillovers
into core inflation. For producers, most of
which are developing countries, the rise in oil
revenues represents a major development
opportunity. While the pace at which oil earn-
ings can be usefully spent will vary by country,
measures to boost expenditures in areas where
returns are high (as well as structural reforms to
boost domestic supply, particularly of nontrad-
ables) would be highly desirable both from a
domestic perspective and to help reduce global
imbalances.
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Appendix 2.1. Oil Prices and Global
Imbalances: Methodology, Data, and
Further Results

The authors of this appendix are Alessandro Rebucci
and Nikola Spatafora.

This appendix describes more fully the empir-
ical evidence, presented earlier in this chapter,
regarding the effects of oil price shocks on
external imbalances and the associated adjust-
ment process. Specifically, the appendix
describes the econometric models and data used
and the identification of the oil price shocks. It
also reports additional results underlying the
aggregate responses depicted in Figure 2.7.

The Econometric Models

The econometric models used to analyze the
response to oil price shocks of the current
account or net foreign assets (NFA) are standard
VARs, which include one lag of the following
endogenous variables:27
® The real oil price, defined as the average

annual nominal oil price deflated by the U.S.

CPI, in first-difference form; and
e The current account (in the first VAR), or

NFA as estimated by Lane and Milesi-Ferretti

(2006) (in the second VAR), both as a share

of world GDP.

The model also includes the following exoge-

nous variables (as well as a constant and a time

trend):

e World growth and world consumer price
inflation.28

* A measure of the change in world oil supply
due to events that are exogenous to the oil
market, from Kilian (2006).

The model is estimated for the following
countries and country groups: the United States;
fuel exporters, as defined earlier; China; other
advanced economies;?? and other developing
economies.?0 The current account and NFA of
each country group are constructed as the sum
of the values for individual countries.3!

The econometric model used to analyze the
broader macroeconomic adjustment process is
instead the global, multiregion VAR (GVAR)
estimated by Dees and others (forthcoming).32
In this GVAR, country-specific VARs are first esti-
mated for 33 countries (see below for model
details and sample), under the assumption that
foreign variables are weakly exogenous. Then,
the country-specific VARs are combined to solve
for a global model in which world variables and
country-specific variables are jointly determined.
Each country-specific model embeds a set of
co-integrating relations derived from a standard,
New-Keynesian small open economy model.33
Hence, the GVAR may be interpreted as the
empirical counterpart to a simplified, global,
dynamic general equilibrium model.3*

Each of the underlying country-specific VARs
incorporates the following variables, subject to
data availability: the level of real GDP; consumer
price inflation; the real bilateral exchange rate
versus the U.S. dollar; short and long nominal
interest rates; real equity prices; and the foreign
counterparts of these variables. The (nominal)
oil price is endogenous in the VAR for the

27Data frequency is annual, and the sample period is 1972-2004.
28We treat these variables as exogenous because, while they are likely to affect oil prices quickly, it may take significant
time for oil prices to affect them; and endogenizing world growth and inflation would use up a needed degree of

freedom.

2)Consisting of Australia, Canada, Cyprus, Denmark, euro area, Iceland, Israel, Japan, New Zealand, Sweden,

Switzerland, and the United Kingdom.

30Consisting of all other countries in the Lane and Milesi-Ferretti (2006) data set.
3lInclusion of the global discrepancy in the empirical analysis does not change the results.
%2Data frequency is quarterly, and the sample period is 1979:Q2-2003:Q4. On GVAR modeling, see also Pesaran,

Schuermann, and Weiner (2004).

33For each country, these restrictions are first tested using an unrestricted model; if not rejected, they are then imposed

on the data.

34Technically, it may also be seen as an approximation to a global common factor model.
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United States and hence in the GVAR, but
weakly exogenous in all other country-specific
VARs (see Dees and others, forthcoming, for
more details on all these variables). Lag length is
selected at the level of the country-specific VARs,
using standard selection criteria.

After estimating the responses of individual
countries, weighted averages of these individual
responses (with weights given by PPP-adjusted
GDP) are used to construct aggregate responses
for the following country groups: fuel exporters,
both advanced and developing;3> other
advanced economies, consisting of Japan, avail-
able euro area economies®6 and other small
advanced economies;3” and other developing
economies, consisting of East Asia,? Latin
America,? and others.40

Description and Identification of Oil Price Shocks

Figure 2.6 reports the generalized impulse
responses (GIRs) to a permanent shock to the real
oil price.#! The magnitude of the shock is nor-
malized to $10 per barrel at constant 2005 prices.
The GIRs are rescaled to show the impact on cur-
rent account and NFA in terms of own GDP,
although the models are estimated using current
account and NFA as a share of world GDP.

The VARs for external positions control sepa-
rately for those changes in world oil supply that
are due to exogenous events, such as wars,
domestic political instability, or other geopoliti-
cal events. Hence, the oil price shock should be
viewed as that part of the change in real oil

prices that is not due to such geopolitical events.
The rationale for discarding such events is that,
while wars, revolutions, and the consequent dis-
ruption of economic activity will undoubtedly be
associated with changes in current accounts and
NFA, the relevant channels (at least in the case
of the directly affected countries) may go well
beyond changes in oil prices, and hence have lit-
tle to do with those economic mechanisms that
are the focus of this chapter.

As a result, the oil price shock being analyzed
embodies a mixture of demand and supply fac-
tors (for instance, expected future market tight-
ness, long production lags, or discoveries of new
oil reserves). And there is no a priori reason to
expect that the responses to pure demand and
supply shocks would be the same. No attempt is
made to separate demand from supply shocks,
since no generally accepted procedure for doing
SO exists.

Figure 2.7 reports the GIR to a permanent
shock to the nominal oil price. The magnitude
of the shock is again normalized to $10 per bar-
rel at constant 2005 prices, for greater ease of
comparison.42

Additional Details on GVAR Results

Figure 2.7 only reports the GIR to a perma-
nent oil price shock for selected countries and
country groups—specifically, the United States,
China, all fuel exporters, all other advanced
economies, and all other developing economies.
Figure 2.8 presents more disaggregated

35Advanced economy fuel exporters are Canada, Norway, and the United Kingdom. Developing economy fuel exporters

are Indonesia, Mexico, and Saudi Arabia.

36Austria, Belgium, Finland, France, Germany, Italy, the Netherlands, and Spain.

37Australia, New Zealand, Sweden, and Switzerland.

38Korea, Malaysia, the Philippines, Singapore, and Thailand.

%Argentina, Brazil, Chile, and Peru.
40India, South Africa, and Turkey.

4IAlso shown are two-standard-deviation error bands, computed analytically. GIRs illustrate the effects of changes in
observed variables (such as oil prices) on the evolution of other variables in the system, taking into account the historical
correlations between shocks to all variables in the system. The use of GIRs allows the computation of impulse responses
without the large number of arguably arbitrary identification assumptions typically needed to orthogonalize shocks. The
disadvantage is that the shocks are not structural and are therefore harder to interpret as supply or demand shocks.

42Since the GVAR is estimated using quarterly data, the distinction between real and nominal oil prices makes little dif-
ference to the results. Also shown are error bands, computed using bootstrap simulation, which contain 95 percent of the

simulated distribution.
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Figure 2.8. Additional Results: Adjustment to Oil Price Shocks, 1979:02-2003:04"

(Percent unless otherwise indicated, x-axis in quarters)
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APPENDIX 2.1. OIL PRICES AND GLOBAL IMBALANCES: METHODOLOGY, DATA, AND FURTHER RESULTS

Figure 2.8 (concluded)
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Source: IMF staff calculations, based on Dees and others (forthcoming).
1Response to a $10 a barrel annual average increase in oil prices (measured in constant 2005 U.S. dollars).

2Groups described in Appendix 2.1.
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3Y-axis in percentage points at a quarterly rate. Developing fuel exporters and Turkey partially out of scale.

41nsufficient data available for developing fuel exporters. For other major developing countries, only India and South Africa shown. Euro area

and other major developing countries partially out of scale.
5CPI-based real bilateral exchange vis-a-vis the United States shown. Developing fuel exporters and Japan partially out of scale.

6y-axis in percentage points at a quarterly rate. For developing fuel exporters, short-term interest rates for Indonesia and Mexico shown. For

other major developing countries, only South Africa shown.
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responses; all groups referenced therein are
defined as discussed above. Estimated responses
for short-term interest rates are also available,
although not reported.
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CHAPTER 1l

nflation in advanced and many emerging

market economies has remained remark-

ably subdued over the past two years

despite a significant rise in commodity
prices, strong growth, and a broadly accommo-
dating monetary policy stance in the major
currency areas. Is this situation sustainable or
does it foreshadow unwelcome inflation sur-
prises in the near future? Some analysts have
argued that low and stable inflation reflects
more intense global competition, which pre-
vents firms from raising prices and puts down-
ward pressures on wages in many sectors.! If so,
and given that lower-cost producers in emerging
markets and developing countries will continue
to integrate into the global trading system, these
forces are likely to ensure low inflation in the
foreseeable future, reminiscent of the secular
deflation associated with broad productivity
increases during the classical gold standard in
the late nineteenth century. However, such
views are not universally shared. Other analysts
have offered alternative explanations for the
recent inflation performance, including
improved monetary policy credibility, broad
productivity gains of uncertain duration, or
cyclical conditions.?

Looking forward, the issue of whether or not
globalization has indeed been a factor driving
recent inflation behavior has important implica-
tions for the conduct of monetary policy. For
example, if it could be established that the tail-
wind from declining prices of many internation-
ally traded goods matters for inflation and is
likely to continue, monetary policy would likely
have to be less restrictive to meet a certain infla-

HOW HAS GLOBALIZATION AFFECTED INFLATION?

tion target than it would have to be otherwise. If

the magnitudes and duration of the tailwind

were overestimated, however, monetary policy
may risk being too expansionary.

Against this background, this chapter explores
the relationship between globalization and infla-
tion, using both aggregate and sectoral analysis.
The chapter seeks to address the following
questions.

* How has globalization affected inflation over
the past 15 years or so?

* How has globalization affected prices and
costs at the sectoral level?

e Will globalization put downward pressure on
inflation in the future, and, if so, what are the
implications for monetary policy?

Two points should be noted at the outset.

® The chapter will take the now firmly
entrenched goals of low and stable inflation as
given.

* As usual, one needs to be specific in delineat-
ing the scope of globalization. For the pur-
poses of the chapter, globalization is defined
broadly as the acceleration in the pace of
growth of international trade in goods, serv-
ices, and financial assets relative to the rate of
growth in domestic trade.? At the global level,
this encompasses the growth spurts in key
emerging market economies—notably China
and, to a lesser extent, India. Globalization
has also overlapped with economic and finan-
cial deregulation in many countries and with
the information technology revolution. While
an attempt is made to distinguish between
these phenomena, this is often difficult to
accomplish in practice.

The main authors of this chapter are Thomas Helbling, Florence Jaumotte, and Martin Sommer, with consultancy sup-
port from Laurence Ball. Angela Espiritu provided research assistance.

ISee, among others, BIS (2005); Greenspan (2005); or Fisher (2006).

2See, among others, Ball and Moffitt (2001); Kamin, Marazzi, and Schindler (2004); or Buiter (2000).

3See Chapter III of the April 2005 World Economic Outlook.
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Figure 3.1. Inflation
(Distribution of five-year averages of year-on-year CPI inflation across
countries)

Inflation declined significantly during the 1980s and 1990s in industrial countries
and, with a lag, major emerging markets.
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Source: IMF staff calculations.
1Australia, Austria, Belgium, Canada, Denmark, Finland, France, Germany, Greece,
Iceland, Ireland, Italy, Japan, Luxembourg, the Netherlands, Norway, Portugal, Spain,
Sweden, Switzerland, the United Kingdom, and the United States.
China, India, Indonesia, Korea, Malaysia, the Philippines, and Thailand.
Argentina, Brazil, Chile, Colombia, Dominican Republic, Ecuador, Mexico, Peru, and
Venezuela.
4czech Republic, Egypt, Hungary, Poland, Romania, Russia, South Africa, and Turkey.

HOW HAS GLOBALIZATION AFFECTED INFLATION?

The chapter is organized as follows. The next
section provides an overview of salient features
of recent inflation developments. The chapter
then discusses the broad channels through
which globalization affects inflation. The fourth
section looks at the relationship between infla-
tion and globalization at the aggregate level.
The focus is on how globalization affects infla-
tion variability over the cycle and how large
declines in relative import prices influence
aggregate inflation. The ensuing section then
analyzes the relationship at the sectoral level,
focusing on the impact of globalization on
domestic (relative) producer prices. The last
section provides a summary and policy
conclusions.

Recent Inflation Developments

For a meaningful analysis of globalization and
inflation in recent years, the relationship needs
to be seen against the background of recent
inflation developments. Following current cen-
tral bank practice, aggregate inflation is meas-
ured by changes in consumer price indices. The
picture would be broadly similar if other aggre-
gate price measures were used.
® Average inflation in industrial countries has been

low since the early 1990s, reflecting success in

stabilizing inflation after the 1970s and early
1980s (Figure 3.1). Specifically, inflation rates
have fluctuated around an average of 2-3 per-
cent, with very little dispersion across coun-

tries. In contrast, the average was about 9

percent in the early 1980s and dispersion was

wider. The low, roughly constant average infla-
tion rates since the early 1990s closely match
the central banks’ explicit or implicit inflation
targets.

o [Inflation in industrial countries has also become less
volatile. Magnitudes of inflation fluctuations
around the average are thus smaller, reflecting
in part the determined policy efforts in keep-
ing inflation close to targets (Figure 3.2). As a
result, expected deviations from an inflation
target will now be smaller, everything else
being equal.
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o The relationship between current and past inflation
in industrial countries has weakened. This decline
in the so-called persistence means that devia-
tions of actual inflation from its average are
shorter-lived, and that the impact of distur-
bances to inflation has declined.*

o The declines in inflation and inflation volatility in
the major emerging market economies have lagged
the declines in industrial countries. High inflation
remained a problem in many major emerging
market economies, notably in Latin America,
until the early 1990s. Since then, however,
progress in stabilizing inflation at single-digit
levels has been remarkable. In the emerging
market economies of Asia, inflation typically
was close to levels observed in the industrial
countries.

® Prices of services in industrial countries have typi-
cally increased faster than those for goods. This has
reflected generally faster productivity growth
and higher trade openness in goods produc-
tion but also the increasing expenditure
shares on services associated with rising per
capita incomes (Figure 3.3).%> That said, the
differential between services and goods price
inflation has recently narrowed in a number
of countries and for a number services that
have been subject to increased competition,
especially in business services (see below).

Understanding Globalization and
Inflation: A Broad Framework

There is widespread agreement that globaliza-
tion has accelerated since the early 1990s. In
particular, cross-border trade in financial instru-
ments has skyrocketed, both in advanced and

4The extent of the decline remains subject to debate
and partly depends on the underlying methodology and
data. See, among others, Pivetta and Reis (2004); O’Reilly
and Whelan (2005); or Stock (2002).

5This trend is documented for the major industrial
countries in Clark (2004) and Gagnon, Sabourin, and
Lavoie (2004). For similar reasons, broad indices of
domestically produced goods and services have usually
risen faster than broad price indices for imports, which
remain determined mainly by goods price developments.

Figure 3.2. Inflation Volatility
(Standard deviations of rolling five-year windows of year-on-year CPI
inflation; distribution across countries)

With declining average rates, inflation volatility has also declined significantly.
—— Median Lower and upper quartiles
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Source: IMF staff calculations.

1 Australia, Austria, Belgium, Canada, Denmark, Finland, France, Germany, Greece,
Iceland, Ireland, Italy, Japan, Luxembourg, the Netherlands, Norway, Portugal, Spain,
Sweden, Switzerland, the United Kingdom, and the United States.

ZChina, India, Indonesia, Korea, Malaysia, the Philippines, and Thailand.

Argentina, Brazil, Chile, Colombia, Dominican Republic, Ecuador, Mexico, Peru, and
Venezuela.
4Czech Republic, Egypt, Hungary, Poland, Romania, Russia, South Africa, and Turkey.
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Figure 3.3. Prices of Goods and Services

Price increases in services have typically exceeded those in goods prices, reflecting
both supply and demand factors.

- Real Price of Goods! - 160
- (1995 = 100) )

- 140

Germany_ 49

United States
United Kingdom

Advanced
- economies? Japan

100
: \_ i

1958 64 70 76 82 88 94 2000 60
- Difference Between Goods and Services Inflation -10
_(percent) .

- Advanced J -5
economies2 apan
° Germany
\Z
’ United States )
United Kingdom ®
L L L L L L -10

1958 64 70 76 82 88 94 2000

Sources: Eurostat; Haver Analytics; national authorities; and IMF staff calculations.
TRatio of consumer prices of goods to overall CP!.
The group of advanced economies includes Australia, Canada, France, Germany, Italy,
Japan, the United Kingdom, and the United States.

HOW HAS GLOBALIZATION AFFECTED INFLATION?

major emerging market economies (Figure 3.4).
In international trade, the locational fragmenta-
tion in the production of manufactured goods
and the growing importance of emerging mar-
ket economies in world trade have reshaped
many markets and industries. Measures of trade
and financial integration obviously are highly
correlated, and in the subsequent analysis, trade
openness is used to quantify the exposure to
globalization.

How have such globalization-related changes
affected inflation? As a first step toward answer-
ing this question, it is useful to review the main
broad channels through which globalization
affects national inflation.
® Policy incentives. Determined monetary policy

efforts aimed at reaching and maintaining low

inflation have been a major factor in the
global decline in inflation and inflation volatil-
ity during the 1980s and 1990s documented
earlier. These efforts have reflected a number
of factors. Policymakers have learned from the
mistakes of the 1970s. Financial deepening,
improved fiscal policies, and smaller distur-
bances have also played a role.® Globalization
may have played a subtle role in the strength-
ened conduct of monetary policy by changing
the incentives of policymakers (e.g., Rogoff,

2003). In particular, globalization may reduce

their ability to temporarily stimulate output

(e.g., Romer, 1993) and/or may increase the

costs of imprudent macroeconomic policies

through the adverse response of international
capital flows (e.g., Fischer, 1997; or Tytell and

Wei, 2004). Central banks in industrial coun-

tries are unlikely to lower their inflation tar-

gets further despite continued globalization.

This is because of concerns about the adverse

consequences of targets that are too close to

zero at times of weak aggregate demand con-
ditions. However, in many developing and

emerging market countries, globalization is

6See, among, others Sims (1999); Romer and Romer
(2002); Sargent (1999); Cogley and Sargent (2002 and
2005); Stock (2002); Goodfriend and King (2005); and
Sargent, Williams, and Zha (2005).
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likely to continue to affect inflation through
its impact on central banks’ inflation objec-
tives (Box 3.1, “Globalization and Inflation in
Emerging Markets”).

Trade integration and price level declines.
Globalization and the associated rise in trade
integration have reduced the barriers to mar-
ket access by foreign producers. This tends to
bolster price competition in domestic markets
and increase imports. It has also led to the
relocation of production of many internation-
ally traded goods and, to a much smaller
extent, of services to the most cost-efficient
firms in the countries with a comparative
advantage. As a result, the prices of affected
goods or services typically decline compared
to the general price level—in other words,
their relative price declines. A case in point is
the observed fall in the relative prices of many
manufactured goods, such as textiles, that has
accompanied the rapid integration of emerg-
ing market economies into the world trade
system. Because such goods prices are a com-
ponent of consumer prices (and other aggre-
gate prices), their fall has, to some extent,
contributed to low overall inflation. In addi-
tion to such direct effects, increased com-
petition may also have indirect effects by
moderating domestic producer prices, input
prices, and markups in some industries more
generally, given the availability of close substi-
tutes produced abroad.

Productivity growth, aggregate supply, and relative
prices. Globalization can raise productivity
growth, reflecting increased pressures to inno-
vate and other forms of nonprice competition.
By increasing aggregate supply, such produc-
tivity gains typically lower prices, which may
affect aggregate inflation, along the lines dis-
cussed above, with the effects possibly ampli-
fied by positive feedback from low inflation to
productivity growth. Clearly, globalization-
related productivity increases have overlapped
with increases due to other factors, including
the information technology revolution.
Inflation response to domestic output fluctuations.

Globalization may have affected the strength

Figure 3.4. Trade and Financial Openness
(Percent of GDP)

In the early 1990s, international trade and financial openness increased for both
industrial and emerging market economies, reflecting an acceleration in globalization.
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Sources: Lane and Milesi-Ferretti (2006); and IMF staff calculations.

TMeasured as the sum of exports and imports in percent of GDP (five-year moving
average).

2Measured as the sum of the stocks of external assets and liabilities of foreign direct
investment and portfolio investment in percent of GDP.

3Austra|ia, Austria, Belgium, Canada, Denmark, Finland, France, Germany, Greece,
Iceland, Ireland, ltaly, Japan, Luxembourg, the Netherlands, Norway, Portugal, Spain,
Sweden, Switzerland, the United Kingdom, and the United States.

4Argentina, Brazil, Chile, China, Colombia, Czech Republic, Dominican Republic, Ecuador,
Egypt, Hungary, India, Indonesia, Korea, Malaysia, Mexico, Peru, the Philippines, Poland,
Romania, Russia, South Africa, Thailand, Turkey, and Venezuela.
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Box 3.1. Globalization and Inflation in Emerging Markets

Average inflation in emerging market
economies has declined dramatically since the
early 1990s—in many cases from double- and
triple-digit levels—to about 5 percent at the
present time. This decline in inflation, which
has now been sustained for more than half a
decade, is impressive compared with the experi-
ence from the mid-1970s to the mid-1990s when
recurring episodes of loose fiscal and monetary
policies, combined with commodity price
shocks, kept inflation high (see figure).!

The inflation performance has reflected poli-
cymakers’ increasing preference for low and sta-
ble inflation. This policy shift in part resulted
from the earlier experience with high and vari-
able inflation in both emerging markets and
advanced economies. In the early 1980s, the
perceived costs of double-digit inflation
increased, as high inflation coincided with low
growth and rising unemployment.? Govern-
ments in the advanced economies responded
first by strengthening institutional and policy
frameworks to foster monetary stability.? The
combination of falling external inflation, learn-
ing from successful policies elsewhere, and pub-
lic dissatisfaction with inflation explain much of
the subsequent shift to low-inflation policies in
emerging markets. Moreover, the gradual deep-
ening of domestic financial markets and greater
central bank independence have made inflation-
ary financing of fiscal deficits less common.

Aside from these factors, globalization may
also have strengthened policymakers’ incentives
to conduct prudent monetary policy. Rogoff
(1985 and 2003) and Romer (1993) noted that
in open economies, policymakers benefit less

Note: The main author of this box is Martin Sommer.

IIn the Central and Eastern European countries,
inflation spikes were associated with the initial stage of
economic transformation.

2See the May 2001 issue of the World Economic
Outlook for a detailed review of inflation developments
in emerging markets.

*For example, by boosting the central bank trans-
parency and independence and—in some countries—
adopting an explicit inflation target (see the
September 2005 issue of the World Economic Outlook).

Inflation in Emerging Markets!
(Annual percent change)

— Median Lower and upper quartiles

1960 65 70 75 80 8 90 95 2000

Source: IMF staff calculations.

TIncludes Argentina, Brazil, Chile, China, Colombia, Czech
Republic, Dominican Republic, Ecuador, Egypt, Hungary, India,
Indonesia, Korea, Malaysia, Mexico, Peru, the Philippines, Poland,
Romania, Russia, South Africa, Thailand, Turkey, and Venezuela.

from accommodative policies because monetary
expansion has a smaller impact on domestic out-
put than in closed economies.* In addition, ris-
ing trade and financial integration tends to
weaken the co-movement between domestic
consumption and production, which increases
the welfare costs of inflation variability (Razin
and Loungani, 2005). Finally, international capi-
tal markets may have a disciplining effect on
monetary policy, including through the risk of a
reduction in foreign investment (see, for exam-
ple, Tytell and Wei, 2004).

“For the recent empirical analysis of links between
trade openness and inflation, see Gruben and McLeod
(2004). The early research includes Triffin and Grubel
(1962) and Iyoha (1977).
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Inflation in Emerging Markets: Probit Estimates

Dependent Variable: Probability of Achieving Low Inflation?

(1) () ) (4)
Openness? 0.39*** 0.76*** 0.45** 0.30**
Fiscal balance3 147+ 2.48*** 1.36*** 2.55%**
Inflation in advanced economies* —2.95%** —6.12*** .. —4.42% >
Depth of financial sector® 0.94*** 1.04** 1.05** -0.35
Pegged exchange rate regime® S 36.46*** .. S
Central bank independence’ -10.30** .. .
Other S . Time dummies Country dummies
Sample 1960-2004 1975-2004 1960-2004 1960-2004
Number of observations 815 484 815 804

Sources: IMF, International Financial Statistics; Reinhart and Rogoff (2002); World Bank, World Development Indicators; World

Economic Outlook; and IMF staff calculations.

1Low inflation is defined as annual inflation below 10 percent. The probability is scaled between 0 and 100. All explanatory variables
are lagged by one year. *** denotes statistical significance at the 1 percent level; and ** at the 5 percent level.

2Trade in percent of GDP.
3Central government balance in percent of GDP.

4Expressed as a percentage. The group of advanced economies consists of Australia, Canada, France, Germany, Italy, Japan, the

United Kingdom, and the United States.
SMoney in percent of GDP.

6The dummy takes value of 1 (peg) or 0 (otherwise) and is calculated from the Reinhart-Rogoff (2002) data set.
"Proxied by the central bank governor’s turnover. Higher turnover may be associated with lower central bank independence.

How much has globalization contributed to the
decline of inflation in emerging market econo-
mies? To answer this question, IMF staff estimated
an econometric model that links the likelihood
of good inflation performance—defined as
annual inflation below 10 percent—to the factors
discussed above.? Specifically, the model specifi-
cation includes trade openness, inflation in
advanced economies, the depth of the domestic
financial sector, and the fiscal balance. In addi-
tion, the model also controls for monetary policy
credibility and conduct—as measured by central
bank independence—and the exchange rate
regime (see table).6 The results suggest that
more open economies tend to experience lower

5The probit model is estimated for 24 emerging
market economies over 1960-2004 (see figure foot-
note for the complete list).

6See Catao and Terrones (2005) and the May 2001
World Economic Outlook for analysis of the relationship
between fiscal deficits and inflation. Alesina and
Summers (1993) document the broad correlation
between measures of central bank independence and
average inflation. Boschen and Weise (2003) find that
U.S. inflation is a useful predictor of inflation spurts
in the OECD countries. Ghosh and others (1997) pro-
vide evidence that the fixed exchange rate regime can

inflation rates, even after accounting for the
other inflation determinants. Coefficient esti-
mates vary across specifications, but, on average,
a country whose trade-to-GDP ratio is 25 percent-
age points higher than in another country” is
over 10 percentage points more likely to achieve
single-digit inflation. Moreover, since average
openness in the sample increased from approxi-
mately 30 to 60 percent over the past four
decades, globalization has increased the proba-
bility of low inflation by about 10 percent in the
whole group of emerging markets.

While growing openness may have boosted
incentives for the prudent conduct of monetary
policy and thus helped to reduce inflation, the
model confirms that the other policy determi-
nants discussed above have played a key role.
The model attributes a significant weight to

help reduce inflation, although in the long term, the
currency peg may incur large output and inflation
costs if it is not supported by appropriate policies and
breaks down (Mishkin, 1999).

"This figure roughly corresponds to 1 standard devia-
tion of trade openness across countries in the sample.

8These calculations are based on specifications (3)
and (4) in the table.
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Box 3.1 (concluded)

the inflation performance in advanced econo-
mies. The disinflation that took place there in
the early 1980s is estimated to have increased
the likelihood of low inflation in emerging
markets by 30 percentage points or more. Fiscal
policy—a traditional source of inflation pres-
sure—is also identified as an important deter-
minant of inflation. In general, a 10 percent
budget deficit relative to GDP increases the like-
lihood of high inflation by up to 25 percentage
points. Moreover, countries that had a high
turnover of central bank governors—which
tends to be associated with low central bank
independence—were less likely to achieve low
inflation. Finally, a fixed exchange rate regime
on average improved chances of attaining low
inflation, although sustaining currency pegs in
emerging markets have proven difficult in the
long term.?

9See the September 2004 issue of the World Economic
Outlook for a discussion of recent developments in
exchange rate regimes in emerging markets.

of the cyclical response of inflation to output
fluctuations for a number of reasons. For
example, prices of many items that are pro-
duced or consumed at home are increasingly
determined by foreign demand and supply
factors rather than local factors. This is rein-
forced by the effects of financial integration,
which allows for larger trade balance deficits
or surpluses and, thereby, weakens the rela-
tionship between domestic output and
demand. While it is widely thought that global-
ization has reduced the sensitivity to fluctua-
tions in domestic production, some aspects of
globalization may actually have increased it, as
elaborated below.

Will low inflation in emerging markets prove
to be durable? With price stability abroad and
domestic budget positions strengthened, the
risk of a sustained increase in inflation rates at
present appears small. Should fiscal deficits rise
significantly in the future, they could again put
pressure on the monetary authorities to inflate,
especially in the countries with shallow financial
markets. However, the ability of governments to
obtain inflationary financing from the central
bank and reduce the real value of their debts
has increasingly been constrained by greater
central bank independence. More generally, the
stronger institutional and policy frameworks for
monetary policy,!? deepening financial systems,
and policy incentives provided by globalization
are all important factors that may help to pre-
vent inflation in emerging markets from return-
ing to high levels.

10The September 2005 issue of the World Economic
Outlook analyzes the benefits and costs of adopting
inflation targeting in emerging markets.

An important question that naturally arises is
that of whether the effects of globalization on
aggregate inflation are likely to be lasting or only
temporary. There is broad agreement among
macroeconomists that in the long run inflation is
determined by the nominal anchor, the nominal
target variable for monetary policy. If credibly
and effectively pursued, this anchor will deter-
mine expected and actual inflation in the
medium term. Accordingly, to the extent that
globalization has contributed to changing
nominal anchors through its impact on policy
incentives, it may have had permanent effects—
most recently primarily in emerging market

economies, as noted above.” In contrast, to the

7On empirical grounds, it would be difficult to argue that globalization has had an impact on the medium-term level of
inflation targeted by central banks in advanced economies over the past decade or so. During the 1990s, formal inflation
targets were introduced in many advanced economies and have been held largely unchanged since. That said, greater
openness may have further strengthened policymakers’ resolve to keep inflation close to the targets over the cycle or over

their forward-looking policy horizon.



extent that it may have primarily affected relative
prices or the cyclical behavior of inflation, the
effects may have been substantial over short- to
medium-term horizons, but are unlikely to be
lasting in the sense of affecting long-run average

inflation.

Globalization and Inflation:
An Aggregate Perspective

This section analyzes the relationship between
inflation and globalization at the aggregate level,
focusing on two of the broad channels discussed
earlier. The first issue of interest is whether global-
ization and the associated increase in trade flows
have reduced the sensitivity of prices to domestic
economic conditions. The second issue is the
impact of large declines in the relative import
prices of some goods on aggregate inflation.

Inflation over the Business Cycle

How might globalization influence the sensi-
tivity of prices to domestic economic conditions?
With the growing share of international trade,
prices of many items that are produced or con-
sumed at home are increasingly determined by
foreign demand and supply factors. Similarly,
stronger foreign competition may reduce the
pricing power of domestic corporations, limiting
their ability to raise prices during booms.8
Consequently, prices become less sensitive to the
domestic cycle, and the business-cycle volatility
of inflation decreases.

Of course, openness is not the only factor that
could have weakened the co-movement of out-
put and inflation. The strengthened conduct of
monetary policy over the past two decades is

GLOBALIZATION AND INFLATION: AN AGGREGATE PERSPECTIVE

likely to have contributed as well for at least two
reasons. First, in a low-inflation environment,
firms re-price their production less often (Ball,
Mankiw, and Romer, 1988). Second, increasing
policy credibility increases the weight that price
setters put on expected inflation or inflation tar-
gets when they set their prices (Bayoumi and
Sgherri, 2004).

However, certain factors related to globaliza-
tion and the associated push for structural
reforms may have acted in the opposite direction,
effectively raising the sensitivity of inflation to out-
put. In highly competitive markets with very low
margins, producers respond faster to changes in
their cost structure and may become more sensi-
tive to demand fluctuations if production costs
vary with volumes over the cycle. Co-movements
between output and inflation could therefore
increase when economies become less regulated,
more competitive, and more flexible.? Which of
the competing factors have so far been most
important for the output-inflation relationship
needs to be determined empirically.

Figure 3.5 illustrates the behavior of headline
and core inflation in selected countries over
past business cycles. While the figure can be no
substitute for a model that takes into account
various determinants of inflation, it seems that
over the past two decades, inflation has become
less responsive to output gap fluctuations. This
has occurred against the background of rising
trade openness, greater monetary policy credi-
bility, and more flexible wage-setting mecha-
nisms in some countries (see Figure 3.6).

To examine the issue in more detail, IMF staff
constructed a model of inflation for selected
advanced economies (see Appendix 3.1 for
details).19 The model is an extension of the tra-

8See, for example, Kohn (2005). Razin and Loungani (2005) point out that financial integration weakens the link
between output and domestic demand by allowing for greater variation in net exports. This can also reduce the consumer

price response to domestic output fluctuations.

9Cournéde, Janovskaia, and van den Noord (2005) find that inflation responds more weakly to economic downturns in
economies with greater labor and product market rigidities. Nunziata and Bowdler (2005) present evidence that a high
degree of labor market coordination dampens the effect of unemployment movements and other shocks on inflation. By
contrast, high unionization rates amplify the inflation response to shocks.

10The sample consists of Australia, Canada, France, Germany, Italy, Japan, the United Kingdom, and the United States,

and spans 1960-2004.
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Figure 3.5. Inflation over the Business Cycle,

1961-2003'

(Annual percent change for inflation; percentage points for output gap)

In many countries, the sensitivity of headline and core inflation to the business cycle

seems to have diminished.
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Sources: Eurostat; Haver Analytics; national authorities; and IMF staff calculations.

1Outpu‘[ gap is defined as the percent deviation of real GDP from its long-term trend.
Core inflation refers to headline CPI excluding food and energy. All variables are expressed
as three-year centered moving averages. See Appendix 3.1 for details.

ditional Phillips curve framework, which relates
wage inflation to the rate of unemployment or,
alternatively, the inflation rate to the degree of
spare capacity in the economy. For each country
in the panel data set, annual inflation is related
to its own lag (to capture the persistence in
inflation outcomes, which can reflect policies,
structural rigidities, and the importance of past
inflation in the formation of expectations) and a
measure of spare capacity in the economy. The
inflation response to output is allowed to vary
across countries and over time, as it is interacted
with the various factors discussed above. The
basic version of the model also contains oil price
changes to account for one particularly impor-
tant source of large relative price changes with a
potentially broad price impact. To control for
shifts in policymakers’ inflation objectives and
expectations about monetary policy behavior,
the regressions include either time dummies or
a measure of monetary policy credibility.!! The
econometric analysis suggests that the sensitivity
of prices to domestic economic conditions has
indeed been falling over the past couple of
decades (Table 3.1). Currently, the estimated
average inflation-output elasticity implies that if
a country’s output rises above its long-term trend
by 2 percentage points for a year,!? inflation
would be higher by 0.4 percentage points in the
first year, instead of 0.6 percentage points a cou-
ple of decades ago.

Trade openness appears to be the key factor
behind the reduced sensitivity of prices to out-
put. The coefficient on openness remains nega-
tive (therefore reducing the inflation sensitivity)
and statistically significant in most modifications
of the basic model. Reduction in labor market
rigidities (as measured by an index of centraliza-

One additional point is worth mentioning here. Since
the model residuals include, in addition to the modeling
error, also the impact of external environment on domes-
tic prices—which is to some extent shared across coun-
tries—the panel model is estimated using the Seemingly
Unrelated Regression method. This method exploits cor-
relation in the residuals across countries to obtain more
precise estimates of the model parameters (Zellner, 1962).

12This figure roughly corresponds to 1 standard devia-
tion of output gaps in the sample over 1983-2004.



Table 3.1. Estimates of Output-Inflation Sensitivity
and Inflation Persistence in Advanced Economies?

Inflation-output elasticity

1960 0.3

1983 0.3

2004 0.2
Inflation persistence

1960 0.6

1983 0.7

2004 0.6

Source: IMF staff calculations.

1The underlying inflation model relates current inflation to past
inflation, @ measure of cyclical slack in the economy and other vari-
ables. The model coefficients vary across countries and time, and
depend on the various factors discussed in the main text. Inflation
persistence refers to the effective coefficient on past inflation, and
inflation-output elasticity refers to the effective coefficient on the
measure of business cycle. The reported coefficients are PPP-
weighted average of estimates for Australia, Canada, Germany, France,
Italy, Japan, the United Kingdom, and the United States. See Appendix
3.1 for a detailed specification of the inflation model and its variants.

tion and coordination in wage bargaining) in
some countries has partly offset the effects of
openness by raising the price sensitivity, but this
effect tends to be small.13

The estimation results also confirm that the
strengthened conduct of monetary policy over
the past two decades has reduced inflation per-
sistence, as measured by the effective coefficient
on the inflation lag, which partly depends on a
measure of monetary policy credibility.'* As pol-
icy credibility has improved, the estimated coeffi-
cient on the first lag of inflation has declined
from over 0.7 in the early 1980s to less than 0.6

I3For example, the fall in the extent of economy-wide
wage bargaining centralization and coordination is esti-
mated to have raised the sensitivity of inflation to output
by about 0.025 in Australia and 0.05 in the United
Kingdom. It needs to be noted, however, that due to their
qualitative nature, the available measures of wage bargain-
ing may be imprecise.

14Tt should be noted that the credibility measure, which
was developed by Laxton and N’Diaye (2002), is based on
government bonds yields (see Appendix 3.1). It encom-
passes many of the factors underlying the credibility of
monetary policy. While one would expect the measure to
reflect primarily expectations about future inflation, such
expectations partly depend on the record of previous
macroeconomic policies, including past fiscal policies,
and institutional arrangements governing these policies,
including central bank independence, transparency, and
any specific commitment mechanisms to low budget
deficits or public debt.

GLOBALIZATION AND INFLATION: AN AGGREGATE PERSPECTIVE

Figure 3.6. Selected Structural Indicators

Trade openness has been rising in most advanced economies. Credibility of monetary
policy strengthened substantially during the past two decades, and recovered from
the earlier period of monetary instability. Wage-setting mechanisms vary widely
across countries but tend to be highly persistent over time.
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Sources: ElImeskov, Martin, and Scarpetta (1998); Laxton and N'Diaye (2002); Nicoletti
and others (2001); and IMF staff calculations.

1Share of non-oil trade in GDP.

The group of advanced economies includes Australia, Canada, France, Germany, Italy,

Japan, the United Kingdom, and the United States.

3Measure of Laxton and N'Diaye (2002). The minimum score for the indicator is zero, the
maximum is one. See Appendix 3.1 for details.

4Summary index of wage-setting centralization and coordination by Elmeskov, Martin,
and Scarpetta (1998), as updated by Nicoletti and others (2001). The wage bargaining index
ranges from one (low) to three (high). See Appendix 3.1 for details.

107



108

CHAPTER 111

Figure 3.7. Import Prices

Real prices of internationally traded commaodities have been on a trend decline.
However, import prices are highly volatile, reflecting various factors such as oil price
fluctuations and exchange rate movements. In the United States, relative prices of
imported consumer and capital goods continue to fall, though on the whole, import
prices are now contributing to inflation.

Real Price of Imports in Advanced Economies
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Sources: Haver Analytics; and IMF staff calculations.
1The group of advanced economies includes Australia, Canada, France, Germany, Italy,
Japan, the United Kingdom, and the United States.

HOW HAS GLOBALIZATION AFFECTED INFLATION?

for the last observation.!> This lowers the extent
to which disturbances propagate over time.
Continuing with the earlier example, the
second-year impact of a temporary 2 percentage
point output increase would now almost be to
raise inflation in that year by 0.22 percentage
points, instead of 0.45 percentage points some
20 years ago. By the third year, that same output
disturbance would now almost cease to affect
inflation, while earlier, half of its cumulative
effect would still be forthcoming. Overall, the
analysis suggests that openness contributed over
half of the decline in the sensitivity of prices to
domestic output, while improved monetary pol-
icy credibility and the low inflation environment
account for the remainder.16

The Impact of Import Price Changes

Trade integration, notably with developing
countries and emerging markets, has been
accompanied by a rapid decline in the prices of
certain goods and services. From the aggregate
perspective, this has been reflected in falling
real import prices (that is, import prices relative
to broad price indices that include prices of
domestically produced goods and services) in
the advanced economies over the past two
decades (Figure 3.7) and was supportive of the
declines in the real prices of goods noted
earlier.? The question of interest is whether the
various relative price changes associated with
globalization have had a significant impact on
inflation in advanced economies and how per-
sistent these effects have been. Clearly, if recent
inflation developments in the advanced econo-

15The estimation results indicate that together with per-
sistence, the implied average annual inflation declined as
well—from a peak of about 10 percent in 1981 to roughly
2 percent in 2004.

16Loungani, Razin, and Yuen (2001) examined the
impact of financial integration on the output—inflation
sensitivity and made a similar finding. In their empirical
specification, countries with stricter capital controls had a
steeper Phillips curve.

17Real goods prices would generally be falling on aver-
age even in a closed economy because productivity in the
goods-producing sectors tends to grow faster than in the
services sectors.



mies had reflected tailwinds from globalization,
import prices would need to have played a sig-
nificant role in the process.

A brief look at Figure 3.7 suggests that, in gen-
eral, the role of import prices in keeping infla-
tion low has likely been limited. The downward
trend in relative import prices started before the
acceleration in globalization, and the recent fluc-
tuations in these prices do not appear unusual in
either magnitude or persistence. On the con-
trary, they appear to broadly reflect fluctuations
in global economic activity, as before. Specifically,
during the past decade, relative import prices in
advanced economies declined during 1997-98
(in parallel with the Asian crisis when currencies
of advanced economies appreciated and prices of
many manufactures and commodities fell),
increased during the ensuing recovery in Asia
and with strong global growth, and then declined
again during the 2001-02 downturn. To give a
sense of the magnitudes, in the sample of eight
advanced economies analyzed in this section, real
import prices fell on average by 3.8 percent a
year during 1997-98, compared to an average
decline of 1 percent a year during 1960-2004.18
With import shares in the sample ranging from
10 to 35 percent, the immediate direct impact on
inflation of import price movements of a few per-
centage points is likely small.

To examine the impact of relative import
prices on inflation more formally, one of the
model specifications from the previous subsec-
tion explicitly includes import prices (Appendix
3.1 provides details).!? The estimation results
corroborate the intuition—on average, only
about one-tenth of an import price decline rela-
tive to the long-term trend passes through into
inflation during the first year (Table 3.2).
Moreover, the effects of an import price decline
almost disappear from headline inflation after
two years in all countries in the sample.

GLOBALIZATION AND INFLATION: AN AGGREGATE PERSPECTIVE

Table 3.2. The Cumulative Impact of a 1 Percent
Decrease in Real Import Prices on Inflation

(Percentage points)
Impact on Inflation

First ~ Second  Third Import

year year year Share!
Australia -0.10 -0.07 -0.03 0.21
Canada 0.08 -0.07  -0.03 0.34
France -0.07 -0.01 0.01 0.26
Germany -0.07 -0.01 — 0.33
Italy -0.01 -0.05 -0.02 0.26
Japan -0.08 — — 0.11
United Kingdom 0.19 -0.07  -0.03 0.28
United States -0.15 -012  -0.06 0.15

Advanced economies2  —0.08 -0.07 -0.03 0.20

Source: IMF staff calculations.
Share of imports in GDP.
2PPP-weighted average of the sample countries.

What do the estimates above mean in prac-
tice? Figure 3.8 presents simulations of the path
of inflation under the assumption that real
import prices during 1997-2005 were evolving in
line with their historical trend. In the first simu-
lation, real import prices during 1997-2005 fall
on average at the rate of one percent a year
(Scenario A in the figure). The results suggest
that the large fall in real import prices in recent
years has contributed importantly to inflation
developments in the short term. On average,
import prices contributed about 2 percentage
point to the reduction in inflation in both 1998
and 1999, and over 4 percentage point in 2002.
For some countries, the calculations point to a
stronger impact—especially in those cases where
the broad decline in prices of internationally
traded commodities were accompanied by real
appreciation. In the United States, for example,
the contribution of import prices to disinflation
was 1V4 percentage point in 1998 and over
% percentage point in 2002. Excluding the
direct impact of oil prices (Scenario B), these
magnitudes are reduced by up to Y-Y5 percent-

18The cross-country differences in the broad trend of real import prices are not large and can often be related to the real

exchange rate movements. See Clark (2004) for a detailed analysis of country-specific fluctuations in the real goods prices.
9The specification includes real import price changes weighted by the import share. The model therefore allows for a
time-varying response of inflation to import price changes. The persistence of the effects of import price changes also

varies over time because of their dependence on the coefficient on lagged inflation, which evolves in line with monetary

policy credibility, as described earlier.
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Figure 3.8. The Impact of Import Prices on CPI Inflation
(Annual percent change)

Had import prices evolved during 1997-2005 in line with historical trends, inflation
in the advanced economies would—until recently—nhave been higher. Import prices
contributed to disinflation, especially in the late 1990s after the Asian currency crisis
(2 percentage point on average in advanced economies and more than 1 percentage
point in the United States). Import prices also helped temporarily reduce inflation
during the global slowdown in 2001-02.

—— Headline inflation
— Headline inflation assuming trend import prices (scenario A)1
Headline inflation assuming trend non-oil import prices (scenario B)2
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Sources: Eurostat; Haver Analytics; national authorities; and IMF staff calculations.
Scenario A assumes that during 1997-2005, real import prices fell at the historical
average rate of about 1 percent a year.
2To capture the impact of globalization on inflation more precisely, scenario B removes
the impact of oil prices from scenario A. Real import price changes are first decomposed
into the contribution of oil prices and non-oil commodities. The scenario then assumes that
the contribution of oil prices to import price changes was the same as the actual values
during 1997-2005 but the contribution of non-oil commodities was at the historical
average rate of about 1.6 percent a year.
The group of advanced economies includes Australia, Canada, France, Germany, Italy,
Japan, the United Kingdom, and the United States.
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age point, which suggests that the disinflation
pressures that can be directly associated with
globalization in the production of goods may
have been somewhat less.

The simulations also show that during 2003-05,
there was almost no globalization-related impact
on inflation. The differences between actual and
simulated inflation were almost entirely due to
oil price increases. Overall, the results suggest
that while the initial effects of substantial import
price changes can be sizable in times of low
inflation—up to the order of 40-60 percent of
average inflation—the cumulative effects tend to
be small. In both episodes with above-average
import price declines, inflation tended to return
to its average level within a period of two years
in all countries.

When interpreting this finding, it is useful to
realize that the effects of price declines gener-
ated by foreign competition—such as the falling
prices of textiles and other consumer goods—
are very similar in their nature to the effects of
other, perhaps more “traditional,” kinds of so-
called price shocks, such as swings in the prices
of food or energy. These reflect fluctuations in
the equilibrium price of specific products or
commodities (relative to prices of other prod-
ucts) because of changes in demand or supply
conditions. If policymakers do not change their
monetary policy objectives (such as the inflation
or monetary target) in the aftermath of the
shock and keep policy rates at levels consistent
with those objectives, the impact of the distur-
bances will only be temporary and inflation will
return to the range desired by policymakers.20 In
such an environment, the falling prices in the
sectors most affected by globalization will simply
be offset by rising prices elsewhere, partly
because consumers will use the related increase
in purchasing power to boost their spending on
other goods, including on other imports. Hence,
large changes in the import price of some goods
need not result in large increases or decreases in
broad price indices.

20See Hooker (2002) for a recent study on the inflation
impact of oil price shocks.



A number of conclusions emerge from this
analysis.

® Concerns about the risks of ongoing deflation
due to globalization clearly need to be recon-
sidered. The main reason for the secular
deflation in the last era of accelerated glob-
alization—the period 1880-96 under the
classical gold standard—was that a roughly
constant gold stock did not allow the accom-
modation of the increased demand for money
due to high, productivity-driven growth (Box
3.2, “Globalization and Low Inflation in a
Historical Perspective”). In today’s environ-
ment, with a determined monetary policy
response to downward deviations of inflation
from the medium-term target at times of
large declines in import prices, such risks
generally seem small, especially at the current
juncture.

* While the results do not suggest a strong per-
sistent effect of falling import prices on aggre-
gate inflation in the advanced economies,?!
the sizable effects found for one- to two-year
periods may offer opportunities for disinfla-
tion. Under such circumstances, policymakers
may permanently lower their target for aver-
age inflation while avoiding the output losses
that would have been incurred in the absence
of such favorable external conditions.?2

e At the current juncture, with the global econ-
omy expanding strongly, there is no notice-
able impact of globalization on inflation in the
advanced economies. This highlights that in
the short term, there are both upside and
downside risks to the inflation impact of glob-
alization. The possible upside risks are rein-
forced by the recent increases in commodity
prices, which have been associated with the
very same force that has put pressure on

A SECTORAL PERSPECTIVE ON GLOBALIZATION AND PRICES

prices of manufactures, namely the rising inte-
gration of major emerging market economies
into the world trade system.2

e Since import prices are partly determined by
exchange rate fluctuations, the evidence of
low persistence in imported inflation is also
consistent with the literature on diminishing
pass-through of exchange rate changes to
inflation (see Box 3.3, “Exchange Rate Pass-
Through to Import Prices”).

A Sectoral Perspective on Globalization
and Prices

This section examines differences in producer
price changes across sectors and investigates how
they might be related to globalization. The sec-
toral perspective complements the aggregate
perspective and can deepen the understanding
of the relationship between globalization and
changes in relative prices. In particular, since the
extent of globalization differs across sectors, a
sectoral approach might help in better identify-
ing the indirect effects of globalization on
domestic relative prices—through the competi-
tive effects associated with the increased avail-
ability of close substitutes produced abroad—in
addition to the direct effect through relative
import prices.

Globalization in the sense of more market
access for foreign producers fosters competi-
tion by increasing the price elasticity of
demand, which may force producers to lower
margins while rents in factors of production
may decrease (Chen, Imbs, and Scott, 2004).

In addition, the exit of inefficient firms may
lower the average costs of production. The
predicted negative relationship between global-
ization and sectoral inflation, which will be

21This is consistent with other studies. Kamin, Marazzi, and Schindler (2004) find that China’s exports to the United
States have only had a marginal impact on import and producer prices in the United States. Similarly, Feyzioglu and
Willard (2006) suggest that prices in China have a fairly small and temporary impact on inflation in the U.S. and Japan,
although they find evidence of stronger price linkages in some sectors.

22See Orphanides and Wilcox (2002) for a discussion of such an “opportunistic approach to disinflation.” It should be

noted that the role of globalization in disinflation in this case differs from that discussed earlier, as it affects decisions

through its impact on the policy environment rather than policy incentives.
23See, for example, Chapter IV of the April 2005 World Economic Outlook on the long-run oil market outlook.
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Box. 3.2. Globalization and Low Inflation in a Historical Perspective

The present era of globalization and low infla-
tion has an important precedent: 1880-1914,
the era of the classical gold standard. In the
context of this chapter, the most noteworthy
feature of this precedent is the coincidence of
globalization with secular deflation from
1880-96. Given current views that lower cost
producers are “exporting deflation,” a reexami-
nation of the deflation experience under the
classical gold standard clearly is of interest. This
box documents the extent of deflation, exam-
ines the underlying forces, assesses the impact
of deflation on economic activity, and discusses
implications for today.

Today, it is widely believed that the deflation
of 1880-96 reflected the interaction of favorable
supply disturbances—productivity growth shifted
the aggregate supply curve to the right—and
the nominal anchor, the classical gold standard.
The latter prevailed from 1880 to 1914, when
the majority of countries adhered to the rule of
fixing the prices of their currencies in terms of
gold (Bordo, 1999). The world price level was
determined by the demand and supply of mone-
tary gold, which depended on gold production
on the one hand and the relative demands on
gold for monetary and nonmonetary (e.g., jew-
elry, industrial use) purposes on the other
(Barro, 1979). In the long run, global prices
were anchored by the (roughly constant) mar-
ginal cost of producing gold.

In this setup, disturbances to the demand and
supply of gold could lead to persistent, but not
necessarily permanent, changes in the price
level because the stock of monetary gold was
exogenous in the short to medium term. In the
case of global disturbances, the global price
level would change. For example, the increased
global income associated with a global produc-
tivity boom would boost the demand for mone-
tary gold, which, with an unchanged stock of
monetary gold, would lead to deflation initially.
Over time, however, the stock of monetary gold
would adjust because of the implied changes in

Note: The main author of this box is Michael Bordo.

the real price of gold (the nominal price of gold
divided by the price level). Under deflation, the
rise in the real price would encourage gold pro-
duction and the search for new sources, as well
as the conversion of nonmonetary gold into
monetary gold (see, among others, Rockoff,
1984). The resulting increase in the world mon-
etary gold stock would generate inflation and
thereby offset the price level effects of the ear-
lier deflation.

Reflecting this mechanism, the gold standard
era was characterized by alternating episodes of
inflation and deflation. The top panel of the fig-
ure shows the movements in the world gold
stock and the world monetary gold stock. Gold
production remained fairly stable until the
1890s. Then the combination of the develop-
ment of the cyanide process for extracting gold
from low-grade ore and the discovery of low-
grade deposits in South Africa led to a dramatic
expansion in world gold production.

The middle panel of the figure documents
the price level behavior during 1880-1914 era in
the four core countries of the era—the United
Kingdom, France, Germany, and the United
States. The broad picture is one of deflation fol-
lowed by inflation. Prices fell in all countries
between 1880 and 1896 but rose subsequently.
The lower panel shows growth in the four coun-
tries. While somewhat slower during the defla-
tion phase, the sustained growth during the era
does not seem consistent with the proposition
that this was the period of the “great depres-
sion” in the United Kingdom or the “longue
stagnation” in France, as economic historians
used to classify the years 1880-96 (e.g., Craig
and Fisher, 2000).

What were the effects of the secular deflation
on economic activity during the first era of glob-
alization? Bordo, Landon Lane, and Redish
(2004 and 2005) addressed this issue for the
1880-1914 experience of the four core countries
using a structural vector-autoregressive model.
Specifically, they decompose fluctuations in
prices, output, and the money stock in each
country into the effects of a gold stock shock, a
domestic aggregate supply shock, and a domestic
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aggregate demand shock. The key presumption
underlying the analysis is that the impact of
deflation depends on the underlying distur-
bance. Deflation owing to shocks to aggregate
supply is likely to be different in its interaction

A SECTORAL PERSPECTIVE ON GLOBALIZATION AND PRICES

with economic activity than deflation due to, say,
stagnant gold production or a banking panic.

The results show that in European economies,
output movements were mainly driven by supply
shocks, while price level fluctuations were domi-
nated by gold stock shocks. In the United States,
deflation was driven by positive supply shocks,
but also by adverse gold stock shocks (which
helped induce serious banking panics) in the
mid-1890s, which had real effects. Overall, the
evidence suggests that the deflation experience
in the nineteenth century was benign, reflecting
the prevalence of favorable supply shocks—for
example, the second industrial revolution—that
were rapidly reflected in real income gains, as
there were virtually no nominal rigidities. The
latter may not be the case today. Moreover, while
pre-1914 deflation seemed benign in its impact,
contemporaries did not feel good about it. The
common perception was that deflation was
depressing. This may have reflected the fact that
deflation was largely unanticipated by certain
groups affected by its redistribution effects or
money illusion.

Overall, the experience with the classical gold
standard suggests that the risks of deflation are
clearly different today, given that positive infla-
tion targets allow for the more immediate
accommodation of increased money demand
with strong growth. However, with regard to the
credibility of the nominal anchor, the experience
of the gold standard still seems relevant. If the
nominal anchor is credible, and if agents expect
inflation to be anchored at a low level, then tem-
porary disturbances (business cycles)—includ-
ing, as discussed in the chapter, a large fall in
import prices—will lead to temporary departures
of inflation from the long-run average. Indeed,
under the gold standard, the expected inflation
rate hovered around zero and long-run price
level uncertainty was low, which is consistent with
the observed mean-reversion in price levels
(Klein, 1975; Borio and Filardo, 2004; and Bordo
and Filardo, 2005). Moreover, the persistence of
price level changes was low and symmetric.
These features are akin to key characteristics of
today’s inflation behavior.
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Box 3.3. Exchange Rate Pass-Through to Import Prices

Exchange rate pass-through measures the

extent to which movements in the nominal Response of Import Prices to Nominal Effective
exchange rate affect either domestic import Exchange Rate Movements
prices (first stage) or the consumer price level (Percentage decline: 1990-2002 over 1975-89)

(second stage). Empirical evidence suggests that
the rate of exchange rate pass-through (first and
second) varies widely across countries, reflecting
their ability to influence import prices in an
increasingly global setting, but in general tends
to be less than complete.! Moreover, the degree
of exchange rate pass-through in advanced
economies appears to have declined signifi-
cantly since the 1980s (see the figure). Lower
exchange rate pass-through implies that larger
movements in the exchange rate are necessary
to reduce current account imbalances or influ-
ence growth via the import/exchange rate chan-
nel. On the other hand, lower exchange rate

pass-through may also enhance the performance
of monetary policy by limiting the impact of - -

exogenous exchange rate fluctuations on the I I I I I I I 70
Canada Germany Japan United States
France Italy United Kingdom

domestic price level and output.
A number of competing arguments have been
offered for the decline in exchange rate pass- ,
L. Source: IMF staff calculations.
through, a subset of which includes:
® Lower headline inflation. Exchange rate pass-

through is linked explicitly to the level of

inflation and, indirectly, to domestic monetary latter are likely to be perceived as tempo-
conditions (positive association). In contrast rary in such an environment. Others link

to the standard literature on the determinants exchange rate pass-through to inflation by
of exchange rate pass-through, which empha- arguing that the costs of maintaining fixed
sizes market structure and the elasticity of prices (namely, forgone profits) are much
demand, Taylor (2000) argues that in a stable, greater than the costs of changing prices.
low inflation environment supported by a Numerous empirical papers have obtained
credible inflation-targeting regime, firms support for Taylor’s (2000) hypothesis by
reduce the extent to which they pass on including the level and variability of inflation
exchange-related cost increases because the in standard empirical models of exchange

rate pass-through (e.g., Choudhri and
Hakura, 2001).

Note: The authors of this box are Kornélia Krajnyak . ..
o Changes in import composition. Campa and

and Sam Ouliaris.

1See Goldberg and Knetter (1997) for an extensive Goldberg (2002) question the macroeco-
review of the empirical literature on exchange rate nomic/monetary explanation for the decline
pass-through. In the case of the United States, they in exchange rate pass-through exposited in

conclude that the median estimate of exchange rate
pass-through is approximately 0.5. More recent studies
(e.g., Marazzi, Sheets, and Vigfusson, 2005) suggest
that the first stage exchange rate pass-through coeffi- better explained in terms of a shift in the
cient has declined to 0.2. import bundle away from energy and raw

Taylor (2000). In particular, they argue that
the decline in exchange rate pass-through is
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materials toward manufactured goods, which
have lower estimated pass-through rates.
While Campa and Goldberg (2002) confirm
that countries with lower inflation have lower
exchange rate pass-through coefficients, they
conclude that the decline in exchange rate
pass-through is due more to a change in the
composition of imports rather than lower
inflation. This view is largely endorsed by
Marazzi, Sheets, and Vigfusson (2005) for the
United States, but the authors also emphasize
the role of China’s increasing presence in the
U.S. market.

o Structural reforms. Since the early 1980s, a num-
ber of industrial countries have implemented
structural reforms that have resulted in sub-
stantial gains in multifactor productivity, lower
unit costs, and greater choice to consumers
(see Rogoft, 2003; and Chen, Imbs, and Scott,
2004). As a result, firms now operate in a
more competitive environment relative to the
1980s, thereby reducing their ability to pass
on cost increases. Moreover, by lowering unit
costs of production, multifactor productivity
gains increase the capacity of firms to absorb
exchange rate losses, possibly lowering
exchange rate pass-through. Of course, the
validity of the structural reform argument
relies on the presence of imperfect competi-
tion and excessive “quasi-rents” (or “abnor-
mal” markups) to monopolistic firms prior to
the introduction of the reforms. Exchange
rate pass-through could rise once these

referred to as the “global competition hypothe-
sis,” has several implications at the sectoral level.
For example, if increased exposure to foreign
competition has helped to contain inflation,
one would expect smaller price increases in

manufacturing than in services, as the former

A SECTORAL PERSPECTIVE ON GLOBALIZATION AND PRICES

markups decline to more normal levels—

for instance, as the level of competition

approaches what is prevalent in energy and

commodity markets. Evidence in favor of the

“structural reform” hypothesis is reported in

Ouliaris (2006), who finds that the decline in

exchange rate pass-through can be better

explained using structural reform indicators
rather than the average rate of inflation or
other proxies for monetary conditions. More-
over, the decline in pass-through is evident
only in the short-run/business cycle compo-
nents of the data, and is therefore likely to be
temporary in nature.

Has exchange rate pass-through declined per-
manently? If structural reforms or the changing
composition of international trade are the main
driving factors, then the decline is likely to be
temporary. Rationalizing lower pass-through by
appealing to “lower cost producers” or “decreas-
ing importer’s willingness to increase domestic
prices” relies on the existence of significant
markups over costs or “quasi-rents” that are
likely to be eventually eroded in a heightened
competitive environment. The tighter margins
will naturally limit the ability of competitive
firms to absorb nominal exchange rate move-
ments, placing upward pressure on the degree
of exchange rate pass-through to import prices.
However, the eventual impact on final goods
prices will be influenced by the conduct and
credibility of monetary policy, particularly in an
inflation-targeting setting.

sector has long been, and continues to be, more
open than the latter.

Patterns in overall producer price inflation
are very similar to those for consumer price
inflation discussed earlier.2* After declining in
the late 1980s and early 1990s, producer price

24The analysis is based on sectoral producer prices and their components from the OECD’s Structural Analysis (STAN)
Database. For consistency, much of the analysis is performed for the advanced economies, with the most complete data
coverage for the period 1987-2003 (Austria, Denmark, Finland, France, Germany, Italy, Japan, Korea, Luxembourg,
Norway, and the United States). Unless mentioned otherwise, sectoral averages are simple averages of the country data. See

Appendix 3.2 for a description of the data.
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Figure 3.9. Inflation in Manufacturing and Business

Services in Selected Industrial Countries!
(Annual percent change)

While inflation in manufacturing has been consistently below overall inflation,
business services have also significantly contributed to the decline in inflation.

Producer Prices?

—— Median Lower and upper quartiles
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Sources: OECD, STAN database; and IMF staff calculations.
1Sample includes Austria, Denmark, Finland, France, Germany, Italy, Japan, Korea,
Luxembourg, Norway, and the United States.
Three-year moving average.
Difference between sectoral producer price inflation and producer price inflation in all
sectors.
4Trend derived using Hodrick-Prescott filter.
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inflation has been about stable from the mid-
1990s. Comparing manufacturing and business
services—the two largest sectors that have been
most exposed to globalization-related changes
over the past decade or so—shows that in the
former, producer price increases have consis-
tently been below those registered in overall
prices (Figure 3.9).25

In contrast, while changes in producer prices
in business services used to exceed overall pro-
ducer price inflation, they have fallen at a faster
rate than overall inflation since the mid-1990s,
thereby contributing at least as much as manu-
facturing to the decline in overall producer
price inflation.?6 A possible explanation for this
finding could be the substantial extent of dereg-
ulation in important business services sectors,
including, for example, telecommunications,
although improvements in the measurement of
prices of services may also have played a role.27

Within manufacturing, relative prices have, on
average, declined less in low-tech sectors than in
high-tech sectors (the distinction is based on a
measure of spending on research and develop-
ment). Since the mid-1990s, however, both low-
and high-tech sectors have experienced a similar
trend of disinflation (Figure 3.10).2% Likewise,

2Together, manufacturing and business services sectors
account for some 70 percent of a typical industrial coun-
try economy in the sample. The other sectors are agricul-
ture, mining, construction, utilities, and community,
social and personal services (including government).
Details on the sectors and the subsectors therein are pro-
vided in Appendix 3.2.

260ther sectors’ contributions are smaller in part
because their weights in the overall economy are smaller.

270utput volumes (and hence prices) are notoriously
difficult to measure in services due to the complexity of
the products. As a result, part of the productivity
increases or quality enhancements are recorded as price
increases instead of volume increases. To the extent that
measurement may have improved over the last 15 years,
this could partly explain a decrease in measured business
services inflation.

28]t should be noted that sectoral price changes are
often expressed relative to the aggregate rate of producer
price inflation in order to eliminate fluctuations in infla-
tion that are common to all sectors. An example would be
fluctuations due to monetary policy, which in itself tends
to affect all sectoral prices equally in the longer run.



price increases in high-skill sectors (based on
average education levels of the labor force)
have, on average, been lower than in low-skill
sectors, both in manufacturing and in the over-
all economy.??

Overall, the most important recent changes in
broad patterns of sectoral producer price devel-
opments appear to have occurred in some serv-
ices and high-skill, high-tech manufacturing
sectors. At first glance, these results are difficult
to reconcile with a narrow version of the global
competition hypothesis that views most of the
competitive pressure arising from the integra-
tion of developing and emerging market coun-
tries into the world trade system as being in
low-tech and low-skill sectors. The results are,
however, consistent with a broader notion of the
hypothesis that views trade integration more
generally, including in high-end manufacturing,
as the driving force behind increasing global
competition. China, for example, exports a large
and increasing set of products that may be classi-
fied as high-tech or high-skill.3? The findings
may also reflect the impact of the information
technology revolution, which has led to sharp
declines in the relative prices of high-tech and
high-skill electronics goods. Finally, it is worth
noting that the data also suggest that increased
competition may have begun to affect price
developments in the business services sectors.

How Has Globalization Affected Prices in
Different Sectors of the Economy?

How do these sectoral patterns in inflation
relate to globalization? To analyze this, changes
in relative producer prices in a sector were
related to changes in the sector’s exposure to
globalization, as measured by its import-to-
production ratio (Chen, Imbs, and Scott, 2004).

2Agriculture, mining, refined petroleum, and commu-
nity, social, and personal services are excluded from both
the low-skill and high-skill aggregates.

30According to Rodrik (2006), the implied income level
in China’s export basket is much higher than its actual
(PPP-adjusted) income.
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Figure 3.10. Relative Producer Price Inflation by

Technological and Skill Intensity?
(Annual percent change)

Interestingly, inflation has been higher in low-tech sectors than in high-tech sectors.
In the overall economy, low-skill sectors also have had higher inflation than sectors
classified as high-skill.

- Manufacturing Sectors: Technological Intensity -05

Low-Tech

- --05
i Medium-Tech?
- --1.0
) High-Tech 15
1 1 1 1 1 1 1 1 _20
1988 90 92 94 9% 98 2000 02
- Overall Economy: Skill Intensity3 -05
0.0
- Low-skill -
- High-skill2 --1.0
- --15
1 1 1 1 1 1 1 1 _20
1988 90 92 94 96 98 2000 02

Sources: OECD, STAN database; and IMF staff calculations.
1Growth in the ratio of sectoral producer price indices and the producer price index in all
sectors. See Appendix 3.2 for the list of sectors included within each grouping.
Excludes refined petroleum products.
Excludes agriculture, mining, and community, social, and personal services sectors.
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The expectation is that the relationship is nega-
tive; faster increases in trade openness in a sec-
tor would be associated with smaller producer
price increases. Simple correlations confirm this
expectation, as the relationship between changes
in the relative producer price and changes in
the import ratio is indeed negative (Figure
3.11). In particular, in textiles, telecoms, and
electrical and optical equipment, the strong
increases in openness are clearly associated with
negative changes in relative prices.3!

Figure 3.11. Producer Price Inflation and Openness ticonometric analysis supports this broad find-

(1987-2003; annual percent change) ing (details of the econometric analysis can be
found in Appendix 3.2). The analysis is per-
Changes in trade openness and relative producer prices are negatively correlated. formed both for the manufacturing sectors, for
which trade data are more readily available and
- -2 are of better quality, and for the manufacturing
- Real estate and - and business services sectors together.
Refined other business activities . .
_ petioleum Hotels and g ™ 1 The results show that changes in the import
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ride Machnery S o o Textiles 5 facturing sector, a 1 percent increase in the
— Services = 13 import ratio reduces the relative producer price
Basic metals ) <]
- e :"as“cs -2 by about 0.1 percent. The results also suggest
emicals =
_ —2 8 that the effect tends to be the same for manufac-
_ - turing and business services sectors, as simple
Telecommunications E tests for a differential impact yield insignificant
- Electrical and optical u - -3 . .
equipment results. Changes in labor productivity also have a
— n -
significant impact on changes in relative pro-
L | | | | | | | | | | | 4 d . . h 1 . . 1 b
5 =2 4 0 1 2 3 4 5 8 7 8§ o ucer prices, with a 1 percent increase in labor
Average growth in openness? productivity also reducing relative producer

prices by about 0.1 percent.?? As shown in

Sources: OECD, STAN database; and IMF staff calculations.
1Growth in the ratio of sectoral producer price indices and the producer price index in all . .
sectors. producer prices is robust and does not depend
2Growth in a sector's import-to-production ratio.

Appendix 3.2, the impact of globalization on

on a specific model or a specific variable to
measure globalization, even when allowing for
reverse causality (including for productivity
growth).

31A similar picture emerges for the simple correlation
between the relative unit labor cost growth and the
import ratio growth.

#Increased productivity growth does, to some extent,
result from increased competitive pressures due to global-
ization, but this indirect effect of globalization on infla-
tion is very small, as detailed in the next subsection.
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Table 3.3. Impact of Trade Openness on Relative
Producer Price Inflation?

Dependent Variable: Changes in
Relative Producer Prices

Manufacturing
and business

Manufacturing? services?
(16 sectors) (22 sectors)

1977-2003 1988-2003 1977-2003
(all countries (core (all countries

Explanatory Variables available)  countries)®  available)
Change in import share —0.11** —0.12%** -0.12**
Difference for services* . . -0.01
Change in labor productivity —-0.10*** -0.09*** -0.10***
Difference for services* . S -0.08

Source: IMF staff calculations.

1All variables are in natural logarithms. The equations are estimated by
two-step feasible generalized method of moments treating changes in
import shares as an endogenous variable. Control variables include the dol-
lar exchange rate interacted with sectoral dummies (effect through cost of
intermediates), and sectoral and country dummies. *** denotes statistical
significance at the 1 percent level; ** at the 5 percent level.

2The refined petroleum sector is excluded from the regressions because
its behavior is strongly affected by oil price developments.

3Restricted to countries used in the descriptive analysis of sectoral infla-
tion patterns.

4Variables interacted with a dummy variable indicating a business ser-
vices sector.

Put another way, the increase in openness
explains about 30 percent of the 1 percent infla-
tion differential between manufacturing and the
overall economy during 1987-2003 while labor
productivity growth accounts for about 40 per-
cent of this differential (Figure 3.12). Increased
openness has played a particularly important
role in Japan and the United States, where the
manufacturing sectors appear to have opened
relatively more during the past 15 years than in
other countries.

Within manufacturing, increased openness
contributed about twice as much to lower infla-
tion in low-tech sectors than in high-tech sectors,
in line with what conventional wisdom would
have predicted.3? Interestingly, changes in open-
ness were roughly similar between high-skill and
low-skill manufacturing sectors, and the differ-

33Part of the difference in relative price changes
between high-tech and low-tech sectors remains unex-
plained: the model underpredicts the fall in relative
prices of high-tech sectors while it overpredicts the fall in
low-tech sector prices.

A SECTORAL PERSPECTIVE ON GLOBALIZATION AND PRICES

Figure 3.12. Contributions to Declines in Relative

Producer Prices]
(Percent; annual average)

Increased openness contributed approximately 0.3 percentage point to the average
decline in relative producer prices in manufacturing.
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Sources: OECD, STAN database; and IMF staff calculations.

1Based on estimates of the global competition hypothesis reported in column two of
Table 3.3. Positive values reflect contributions to decreases in relative producer prices
while negative values reflect contributions to increases in relative producer prices.

2Averages are for the period 1987-2003 except for France (1987-2002), Germany
(1991-2003), and Korea (1995-2003).

3Averages are for the period 1992-2002.
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Figure 3.13. Producer Price Inflation by

Cost Components
(Annual percent change)

The decline in unit labor cost increases appears to be greater than the decline in
producer price inflation (PPI). On the other hand, changes in other cost components,
such as unit gross operating surplus, have been moving relatively closely with PPI.
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Sources: OECD, STAN database; and IMF staff calculations.

HOW HAS GLOBALIZATION AFFECTED INFLATION?

ences in relative inflation rates between these
two types of sectors appear to be primarily due
to higher labor productivity growth in high-skill
sectors. Looking at business services, the contri-
bution of globalization to lower inflation was as
strong as in manufacturing in a number of
sub-sectors, especially telecoms, other business
activities, and hotels and restaurants (the latter
category includes some tourism services). In
finance and telecoms, sizable productivity
increases also had a moderating effect on sec-
toral producer prices.

The impact of globalization in the manufac-
turing sectors in most countries has increased in
recent years. While openness explained only
one-quarter of the decline in relative prices of
manufacturing over the period 1987-94, it
accounted for about 40 percent of the decline
over the more recent period. This acceleration
of globalization was visible at all levels of techno-
logical intensity, but more so in low-skill than
high-skill activities.

Finally, if trade integration in business serv-
ices sectors were to reach the levels currently
seen in manufacturing—which would mean that
the average import ratio in business services
would quadruple3*—the relative producer
prices for these services would, on average,
decline by slightly less than 20 percent. This
clearly illustrates the substantial impact that
further trade integration in services could have.
Clearly, such an increase in openness would
occur gradually, and the year-on-year declines
in relative prices of business services would thus
be smaller.

Overall, therefore, the analysis provides robust
support for the global competition hypothesis,
with differences in the openness explaining
about one-third of the differences in relative
producer prices. That said, in terms of the actual

34This illustrates how despite strong opening in some
services sectors in recent years, levels of openness in busi-
ness services remain low on average compared to manu-
facturing, even when the provision of services through
foreign affiliates is taken into account (considered to be
imports).



A COST PERSPECTIVE ON THE MODERATION IN SECTORAL PRODUCER PRICES

Table 3.4. Producer Price Inflation by Cost Components?
(Average deviations from changes in the overall economy in percent)

Manufacturing and
Business Services
Business Manufacturing

Manufacturing  services  High-tech  Medium-tech2  Low-tech  High-skill2  Low-skill

Changes in producer prices and costs3

Producer prices -1.0*** 0.4 -0.9** -0.6 -0.4 -0.9** -0.6
Unit labor costs =1.2%** 0.1 -1.5** -0.7 -0.6 -1.4** -0.7
Nominal labor compensation 0.6%** -0.2 0.7** 0.2 0.3 0.7** 0.3
Real productivity 1.8%** 0.1 2.7*** 11 1.0 2.6%** 1.2
Unit intermediate costs =1.0%** 1.1 -0.8 -0.6 -0.5 -0.9 -0.6
Unit gross operating surplus# -0.8 -0.2 2.7 -0.7 1.2 4.0 0.2
Contribution to producer price
inflation by cost componentss
Unit labor costs -0.4*** — -0.5** -0.2 -0.3 -0.4* -0.3
Unit intermediate costs -0.2%** 0.2 -0.2 -0.1 0.1 -0.3+ 0.0
Unit gross operating surplus# —0.4%** 0.2 -0.3 -0.3 -0.2 -0.2 -0.3

Source: IMF staff calculations.

1A bold entry indicates that the deviation from the country average is significant at the 5 percent level. Significant differences between sectors
(e.g., high-tech versus medium-tech and low-tech) are marked by *** (1 percent confidence level); ** (5 percent confidence level); * (10 per-
cent confidence level); or + (15 percent confidence level).

2The refined petroleum sector is excluded from medium-tech and high-skill because its behavior is strongly impacted by oil price changes.

3The entry “~1.0” for changes in producer prices in manufacturing means that annual inflation in manufacturing was on average (across coun-

tries and years) 1 percentage point lower than inflation in the overall economy.

4The sample size is somewhat smaller for the unit gross operating surplus.

5A contribution of unit labor costs to producer price inflation in manufacturing of —0.4 means that changes in unit labor costs imply that
annual producer price inflation should be on average —0.4 percentage points below overall producer price inflation.

moderation of domestic producer prices, the
estimated magnitudes of the globalization effects
are relatively small. On average, the increased
trade openness has reduced relative producer
prices in manufacturing by about 0.3 percentage
point a year over the past 15 years.

A Cost Perspective on the Moderation in
Sectoral Producer Prices

How has the moderation in sectoral producer
prices been mirrored in producer’s cost compo-
nents, especially unit labor costs? By definition,
changes in producer prices must be reflected in
changes in at least one of the following compo-
nents: unit labor cost, unit intermediate cost,
unit gross operating surplus (or loss), and unit
net taxes. As discussed in Appendix 3.2, the
change in producer prices is just the weighted
average of changes in its components, with
weights given by the cost shares.

At the economy-wide level, the most notice-
able feature of cost developments is the greater
decline in unit labor cost increases compared to
producer price inflation during the mid- to late
1990s (Figure 3.13). In contrast, changes in
other cost components appear to have closely
followed changes in overall producer prices. As a
result, the labor share declined during the
1990s.35

Differences in unit labor costs also appear to
explain most of the differences in cost develop-
ments between manufacturing and business serv-
ices and within manufacturing (Table 3.4).
Labor compensation in manufacturing increased
in nominal terms at a faster rate and in business
services at a slower rate than in the overall econ-
omy. However, in manufacturing, the faster rise
in nominal compensation was more than offset
by strong labor productivity growth, so that unit
labor costs increased at a rate below that in the
overall economy. Similarly, within manufactur-

35The labor share is the ratio of the unit labor cost over the unit producer price.
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Table 3.5. Impact of Trade Openness on Productivity,

Labor Compensation, and Unit Labor Costs?
(Manufacturing subsectors relative to the overall economy)?

Dependent Variable
Change in  Change in
Change in relative relative
relative labor unit
Explanatory Variables productivity compensation labor cost
Change in import share 0.12** -0.10***  -0.09***
Change in relative labor
productivity . 0.63*** -0.71***
Interacted with import share - -0.18* Ca

Source: IMF staff calculations.

1All variables are in natural logarithms. The equations are estimated by
two-step feasible generalized method of moments treating changes in
import shares and changes in relative labor productivity as endogenous vari-
ables. Other control variables include sectoral and country dummy variables.
*** denotes statistical significance at the 1 percent level; ** at the 5 percent
level; and * at the 10 percent level.

2The sample covers the period 1977-2003, the maximum number of
countries, and 16 manufacturing subsectors. The refined petroleum sector
is excluded from the regressions because its behavior is strongly affected by
oil price developments.

ing, much stronger productivity growth, not fully
compensated by stronger increases in nominal
labor compensation, accounted for the smaller
increase in unit labor costs in high-tech sectors
compared to the medium- or low-tech sectors,
and in high-skill sectors compared to low-skill
sectors.

Regarding other costs, relative declines in unit
intermediate costs appear to have contributed to
lower relative producer price inflation in manu-
facturing, but not in business services, where
these costs actually rose faster than in the overall
economy. Finally, the rate of change in the gross
operating surplus—which includes both the cost
of capital and profits—has declined broadly in
line with overall producer price inflation. While
there is some evidence that the surplus has
increased relatively less in manufacturing than
in business services, the difference appears not
to be significant.

Econometric analysis confirms that sectoral
differences in openness partly explain these pat-

HOW HAS GLOBALIZATION AFFECTED INFLATION?

terns in unit labor costs and labor compensa-
tion. An increase in openness is found to reduce
the response of nominal labor compensation to
productivity changes, both directly, as a 1 per-
cent increase in the import ratio of a sector
reduces its relative compensation by about 0.1
percent for a given level of productivity growth,
and indirectly through a reduction in the
response of compensation to productivity growth
(Table 3.5). The effects of openness on labor
compensation remain negative even if the signif-
icant, small positive relationship between open-
ness and productivity (and, therefore, labor
compensation) is considered; a 1 percent
increase in sectoral openness raises sectoral pro-
ductivity by 0.1 percent, after controlling for the
overall level of productivity in the economy.36
Unit labor costs are affected in a similar way by
openness.>7

Opverall, therefore, the empirical evidence
appears to support the proposition that the
moderating effects of globalization on domestic
producer prices are restraining unit labor costs
and labor compensation. In addition, a fall in
relative unit intermediate costs appears to have
played some role in explaining the faster decline
in relative prices in manufacturing. This could
reflect outsourcing, which, in turn, could in part
explain the behavior of unit labor costs.
Evidence for the gross operating surplus is less
conclusive. Finally, the analysis also highlights
the important role that productivity differentials
play in explaining differences in unit labor cost
and wage behavior across sectors.

Summary and Policy Conclusions

This chapter has examined the proposition
that globalization has been an important factor
behind low and steady inflation in recent years.
The main points arising from the chapter are as
follows.

36The relationship between openness and productivity might actually be stronger but data limitations prevent obtaining bet-

ter estimates by controlling for more determinants of sectoral productivity (such as spending on research and development).
¥The effect of labor productivity on unit labor costs is negative but smaller than minus one (about —0.7) because pro-

ductivity increases are partly absorbed by compensation gains.



® Over the medium term, the prevailing nomi-
nal anchor—such as the central bank’s infla-
tion target—determines inflation. Therefore,
the impact of globalization on inflation will be
temporary unless it changes the overarching
objectives of monetary policy. This is unlikely
in industrial countries given the already low
single-digit inflation targets (explicit or
implicit). In emerging market and developing
countries, however, greater openness appears
to have been—and is likely to remain—an
important factor behind the sustained
improvement in inflation.

® The direct effect of globalization on inflation
through import prices has in general been
small in the industrial economies. That said,
when global spare capacity increases—such as
during the 1997-98 Asian financial crises and
the 2001-02 global slowdown—import price
declines have had sizable effects on inflation
over one- to two-year periods, shaving more
than 1 percentage point off actual inflation in
some advanced economies. With low average
inflation, such effects are economically signifi-
cant. This lends support to the view that infla-
tion targets should not be set too close to
zero—otherwise shocks of this size could
result in periods of deflation.

® Globalization has contributed to reducing
the sensitivity of inflation to domestic capac-
ity constraints in advanced economies over
the past couple of decades—for example,
through the impact on the labor markets
and wages. As global economic developments
have become increasingly important for
domestic inflation, they will require closer
monitoring by monetary policymakers in the
years ahead.

® Globalization has had a significant effect on
relative prices in industrial economies. Sectors
that have become more exposed to foreign
competition have seen the largest relative
price declines in recent years. Nevertheless,
globalization is not the only factor driving rel-

3See Chapter II in the April 2004 World Economic Outlook.

SUMMARY AND POLICY CONCLUSIONS

ative price changes. While openness has been

important, particularly in low-tech and low-

skill sectors, productivity growth has also con-
tributed significantly to relative price changes,
particularly in the high-tech manufacturing
and services sectors. Indeed, while price
increases in the manufacturing sector have
consistently been below those in services, the
decline in inflation in some services sectors
since the mid-1990s has been more pro-
nounced, contributing as much to the decline
in overall producer price inflation as the man-
ufacturing sector.

Against this background, the immediate policy
concern is judging how globalization may impact
inflation in the future. Globalization has
undoubtedly provided some break on inflation
in the industrial economies in recent years and
has allowed for a more measured monetary pol-
icy tightening to date. Ongoing trade integration
will continue to put downward pressure on
prices in many industries in the foreseeable
future, although the extent of these pressures
will vary with the economic cycle. The experi-
ence with earlier episodes of rapid integration,
such as those of Japan from the mid-1950s, sug-
gests that China’s share in world trade may dou-
ble over the next 10 years or so.3 Moreover,
international trade in services is also likely to
accelerate, leading to declining relative prices in
the concerned sectors.

Notwithstanding these developments, however,
globalization cannot be relied upon to keep a lid
on inflationary pressures in present circum-
stances. Strong global growth and diminishing
economic slack have reduced the restraining
impact of declining import prices on inflation,
and with strong global growth expected to con-
tinue, the primary risk is that a further upturn in
import prices could result in stronger inflation-
ary pressures going forward, particularly in
countries that are well advanced in the eco-
nomic cycle. The possibility of further, partly
globalization-related, commodity price increases
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Table 3.6. Inflation in Advanced Economies: SUR Estimates o
Estimated Equation: &, = ¢; (1 + ¢Crediby) + o,; (1 + 8Crediby)m; + B; (1 + YOpen3” + \Credibd" + dnl" + yBargain?“)y, + ;s

Model (1) () @) (4) (5)
c; (average) 0.010*** 0.013*** 0.011*** 0.010*** 0.012***
-0.091 . -0.309* -0.105 -0.098
o, (average) 0.768*** 0.641*** 0.774*** 0.763*** 0.748***
0 —0.243*** . -0.232*** —0.241**> -0.275***
B, (average) 0.223*** 0.312*** 0.217*** 0.237*** 0.201***
v —2.711*** -1.719* -1.915* —2.517*** -1.737*
A -0.309 -0.154 . —-0.225
) . . 0.481 .
x . -0.233
Qil price
Current (average) 0.032*** 0.026*** 0.032***
Lagged (average) 0.020*** 0.021*** 0.020***
Import prices x import share
Current (average) 0.224***
Lagged (average) o o o o 0.122*
Time dummies No Yes No No No
Memorandum:
Inflation-output elasticity?
1960 0.26 0.31 0.35 0.27 .
1983 0.27 0.31 0.24 0.27 0.19
2004 0.17 0.24 0.19 0.17 0.16
Adjusted R? (average) 0.823 . 0.812 0.817 0.726
Sample 1960-2004 1960-2004 1960-2004 1960-2004 1970-2004
Number of observations 333 333 284 333 278

Source: IMF staff calculations.

Notes: The inflation model was estimated for Australia, Canada, Germany, France, Italy, Japan, the United Kingdom, and the United States
using the Seemingly Unrelated Regressions estimator. Credib stands for the monetary policy credibility measure of Laxton and N'Diaye (2002);
Open denotes a country’s openness to trade; 7 is the average inflation level; and Bargain is the wage bargaining index of Elmeskov, Martin, and
Scarpetta (1998) and Nicoletti and others (2001). The variables labeled DV are expressed as deviations from the sample mean. Average refers to
the simple average of country-specific coefficients or regression statistics. *** denotes statistical significance at the 1 percent level; ** at the 5

percent level; * at the 10 percent level; and + at the 15 percent level.
1PPP-weighted average of the sample countries.

adds to these upside risks from the external sec-
tor. Monetary policymakers must therefore
remain vigilant for any signs of a pickup in infla-
tion in the period ahead.

Appendix 3.1. Sample Composition, Data
Sources, and Methods

The main author of this appendix is Martin Sommer.

This appendix provides further details on the
sample composition, the data and their sources,
and the empirical strategies used in the analysis
of inflation in the chapter.

Inflation Model

The inflation model presented in Table 3.6
consists of eight equations, one for each country
in the sample: Australia, Canada, France,
Germany, Italy, Japan, the United Kingdom, and
the United States. Most parameters of the model
are allowed to vary across countries (constant,
average persistence, and average slope of the
output-inflation relationship). However, it is
assumed that changes in openness, credibility,
average inflation, and wage-bargaining index
influence these country-specific parameters simi-
larly, through multiplicative terms.? To capture
changes in inflation persistence over time, the

%Variables labeled DV denote deviations from the sample mean. The equation also contains contemporaneous and
lagged oil price changes to control for large inflation shocks or, alternatively, import prices.
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constant term and the coefficient on past infla-
tion depends on a measure of monetary policy
credibility detailed below.

;= ¢ (1 + 0 Crediby) + 0,;(1 + 6 Crediby)T;,_,
+ Bi(1 + YOpenl)V+ NCreditf)" + 5@
+ X Bargaini)y; + €.

The model is estimated over 1960-2004 using
an iterative Seemingly Unrelated Regressions
estimator. The starting values for the iterative
estimation are Least-Squares estimates of the sys-
tem.40 The inflation-output elasticity and infla-
tion persistence in Table 3.1 were calculated for
each country separately from specification (4) in
Table 3.6, using the country-specific coefficient
estimates and actual values of openness, credibil-
ity, and other relevant variables. The advanced
country average is computed on the basis of pur-
chasing-power-parity (PPP) weights.

The counterfactual simulations in Figure 3.8
indicate what inflation might have been in the
advanced economies if import prices evolved
over 1997-2005 in line with their historical
trend. The counterfactual simulations have two
versions. In Scenario A, real import prices are
assumed to be falling during 1997-2005 at the
sample average rate for each country—the
advanced economy average rate would be about
1 percent a year. The simulated inflation paths
are averaged into an advanced economy aggre-
gate using PPP weights. In an attempt to capture
the impact of globalization on inflation more
precisely, Scenario B removes the impact of oil
prices from Scenario A. Real import prices are
first decomposed into the contribution of oil
prices and non-oil commodities. The scenario
then assumes that the contribution of oil prices
to import price changes was the same as actual
values over 1997-2005 but the contribution of
non-oil commodities was at its historical average
rate for each country—or about 1.6 percent a
year for the advanced economy group average.

Variable Definitions and Data Sources

The variables of the inflation model are
defined below. The data sources are listed in
parentheses.
¢ Inflation, 7, is defined as the change in the

natural logarithm of annual consumer price

index (Eurostat; Haver Analytics; national
authorities, and World Economic Outlook).

e Output gap, y, is defined as the difference
between the natural logarithm of annual GDP
and the natural logarithm of its trend, calcu-
lated by the Hodrick-Prescott filter with the
smoothing parameter of 100 (Haver Analytics;
World Economic Outlook; and IMF staff calcula-
tions). These estimates of the output gap are
similar to the data published by, for example,
the OECD.

® Openness, Open, is defined as the share of
nominal non-oil exports and non-oil imports
in GDP (World Bank’s World Development
Indicators). The data on crude oil imports and
exports are from the database of International
Energy Agency.

® Monetary policy credibility, Credib, is calcu-
lated using the formula of Laxton and
N’Diaye (2002):

(R, - RIfehy?

Credib;, = : .
13 (R“— Rthgh)Q + (R”— Rg‘ow)g

where R;, denotes yield of long-term govern-
ment bonds in country ¢ at time ¢ (Haver
Analytics; IMF’s International Financial
Statistics; and IMF staff calculations); Rfﬁgh
denotes the maximum yield in country ¢ over
the sample period; and RE“ is calibrated at

5 percent in line with Laxton and N’Diaye
(2002). Since the credibility measure is cal-
culated from bond yields, it captures a variety
of factors. First, the bond yields reflect expec-
tations about future inflation, and therefore
also the record of previous stabilization
policies and various institutional arrange-

“The estimation results are qualitatively similar when lagged output gap instead of its contemporaneous value is used as
a regressor or when the measures of openness and credibility enter the model with a lag, or as a moving average of their

historical values.
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ments, including central bank independence,
transparency, and accountability. Second,

the risk premiums in the bond yields are
related to the fiscal performance and any
institutional commitment to low deficits or
debt. In the sample of advanced economies
analyzed here, it is likely that the credibility
measure mostly reflects behavior of inflation
expectations.

® Average inflation, T, is calculated as the simple
average of actual inflation rates over -2, .. .,
t—12.

* Oil price is expressed as the change in the
natural logarithm of the simple average of the
spot prices of the Brent, Dubai, and West
Texas Intermediate crude oil varieties (Source:
IMF’s Commodity Price System database).

e Import prices are measured using the import
price deflator (World Economic Outlook). The
inflation model incorporates this variable as
the change in the natural logarithm of the
real import price.*! The change in the real
import price is weighted by the import share
(including oil) to allow for time-varying con-
temporaneous impact of import prices on
inflation. Effectively, the persistence of import
price shocks is also allowed to vary over time—
to the extent that the coefficient on the infla-
tion lag depends on the credibility of
policymakers.

¢ Index of wage bargaining, Bargain, is a sum-
mary measure of wage-setting centralization
and coordination by Elmeskov, Martin, and
Scarpetta (1998). The index reflects the pro-
portion of workers who are members of a
trade union, the level at which wages are
negotiated (aggregate, sectoral, or firm level),
and the degree of coordination between
employers and trade unions. The index ranges
from one (low) to three (high). The original
data set of Elmeskov, Martin, and Scarpetta
was updated by Nicoletti and others (2001).
Values of the index are assumed unchanged
during 2001-04.

HOW HAS GLOBALIZATION AFFECTED INFLATION?

Appendix 3.2. A Sectoral Perspective on
Globalization and Inflation

The main author of this appendix is Florence Jaumotte.

This appendix provides further details on the
data and their sources and the empirical strategy
used in the analysis of the relationship between
globalization and sectoral prices.

Variables and Their Sources

Most data used in the section are from the
OECD’s Structural Analysis (STAN) database.
The following are the main variables (from
STAN unless otherwise noted).
® Relative producer prices. The relative producer

price of a sector is the producer price of the

sector scaled by the overall producer price.

Producer prices are defined by the ratio of the

value of production at current prices and the

volume of production in a sector. The value of
production includes the cost of intermediate
inputs.

e [mport ratio. This variable is the ratio of the
import value to the value of production in a
sector. The imports referred to are those pro-
duced by foreign producers in the same sector
and not the imports of intermediates by
domestic producers in the sector. For services,
import data are from the OECD’s Statistics of
International Trade in Services and include, in
addition to traditional measures of imports,
the services performed by foreign affiliates
established and temporary workers posted in
the country when available.

® Labor productivity. This variable is defined as a
ratio of the volume of production in a sector
to the number of employees. When data on
the number of employees were incomplete,
they were spliced using growth rates from total
employment (including self-employed and
unpaid family workers).

® Components of unit costs. The nominal value of
production by definition equals the sum of the

41Using real rather than nominal changes is consistent with the theoretical literature (e.g., Ball and Mankiw, 1995).
However, estimation results are similar when the nominal changes are used.



APPENDIX 3.2. A SECTORAL PERSPECTIVE ON GLOBALIZATION AND INFLATION

Table 3.7. Classification of Sectors by Technological and Skill Intensity

High-Skill Low-Skill Not Classified
Manufacturing
High-tech Chemicals Machinery
Electrical and optical equipment Motor vehicles
Other transport equipment
Medium-tech Refined petroleum Plastics
Minerals
Basic metals
Fabricated metals
Low-tech Publishing Food Other manufacturing
Textile
Leather
Wood
Paper
Business services Trade Hotels and restaurants
Telecoms Transport
Finance
Other business activities
Other sectors Utilities Construction

Sources: OECD; and IMF staff estimates.

costs of intermediates, costs of labor, gross
operating surplus and net taxes.*?

PY= Py IM+ P,L+ GOS+ TAXN,

where P denotes the producer price and Y the
production volume; F, is the price of inter-
mediates and /M is the volume of intermedi-
ates; F is the nominal compensation per
employee and L is the number of employees;
and GOS is the gross operating surplus and
TAXN represents the net taxes. Accordingly,
the producer price equals the sum of the unit
intermediate cost, the unit labor cost, the unit
gross operating surplus, and the unit net tax.

P= Py (IM/Y) + B.(L/Y) + GOS/Y + TAXN/Y
= UIC + ULC + UGOS + UTAXN.

® Changes in unit costs. The change in producer
prices is by definition a weighted average of
the changes in the various cost components,
where the weights are the shares of the respec-
tive unit cost components in the producer
price.

dP/P = (dUIC/UIC) (UIC/P)
+ (dULC/ULC) (ULC/P)
+ (dUGOS/UGOS) (UGOS/P)
+ (dUTAXN/UTAXN) (UTAXN/P).

In Table 3.4, the contribution of unit cost
components to producer price inflation is
defined as the product of the change in the unit
cost component and its share in total unit costs.

The sectoral classification is based on the
International Standard Industrial Classification
(ISIC), Revision 3. Most of the econometric
analysis uses a disaggregation of the sectors at
the two-digit level for manufacturing (depend-
ing on data availability) and at the single-digit
level for business services. The descriptive analy-
sis, on the other hand, distinguishes various
broad aggregate sectors (Table 3.7).
® Manufacturing versus business services.
® High-tech, medium-tech, and low-tech. This dis-

tinction is based on the intensity of R&D in

the sector and follows the OECD classification.

For technical reasons, the definition of the

#The net tax is a partial measure calculated as the difference between the value of production and the sum of the cost
of intermediates, the cost of labor, and the gross operating surplus (which includes the consumption of fixed capital).

When data for the gross operating surplus were not available, the variable was calculated using tax adjustment factors pre-

pared by the OECD.
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high-tech category used in this chapter
includes both high-tech and medium high-
tech sectors while medium-tech refers to
medium low-tech sectors.

High-skill and low-skill. This distinction is based
on the fraction of skilled labor in the employ-

ment of a sector, where a person is considered

skilled if he or she has at least upper second-

ary education. Data on the average fraction of
skilled labor in each sector (across 16 OECD
countries from 1994 to 1998) are taken from

Jean and Nicoletti (2002). The threshold

between high-skill and low-skill sectors was put

at 20 percent of skilled employment in order
to achieve a rough balance between the num-
ber of observations in high-skill and low-skill
sectors in the overall economy (40 percent
versus 60 percent).

Advanced economies with coverage from 1987
to 2003 include Austria, Denmark, Finland,
France, Germany, Italy, Japan, Korea, Luxem-
bourg, Norway, and the United States. Data are
also available for shorter periods of time for
Belgium and Greece. The descriptive analysis is
based on the 11 countries for which coverage
over time is similar.

Econometric Analysis

This part of the appendix provides details on
the specification of the various equations
reported in the main text and the econometric
methodology. It also presents additional results
on the relationship between sectoral inflation
and sectoral import prices, as well as on the
effect of trade openness on cost components
other than unit labor costs.

Sectoral Inflation and Globalization

The econometric analysis of the relationship
between inflation and globalization at the sec-

toral level is based on the following variant of
Chen, Imbs, and Scott (2004),

Dije = i = 0(my) g + By + Yj($m) it
M WA+ G+ € (D)

where the subscript j denotes the sector; the sub-
script ¢ the country; and the subscript ¢ the time
period. The variables are defined as follows: p is
the logarithm of the producer price; my repre-
sents the logarithm of the import-to-production
ratio; ylis the logarithm of average real produc-
tivity per employee; $xr represents the nominal
local currency to U.S. dollar exchange rate; 1
are the country fixed effects and [ are sector
fixed effects. Sectoral price levels are scaled by
the overall producer price to account for the
influence of monetary policy and the fact that in
the long-run price levels are determined by
monetary policy. The relative price of a sector is
allowed to depend on the sectoral import ratio,
sectoral labor productivity, and an interaction
term between a sectoral dummy and the local
currency to U.S. dollar exchange rate. The latter
captures the impact that exchange rate fluctua-
tions exert on sectoral producer prices through
the price of imported intermediates in the sec-
tor. This effect is allowed to vary across sectors
because the share of imported intermediates dif-
fers across sectors. Finally, the specification con-
trols for country and sector fixed effects and
time trends. Among other things, sector fixed
effects control for important sectoral differences
in technological intensity, skill intensity, and
degree of differentiation of products.

The equation is estimated in first differences
using a two-step feasible generalized method of
moments estimator instrumenting for the
changes in the import ratio given concerns
about their endogeneity.#3 The list of instru-
ments used is as follows:

* A measure of how close (geographically) the
country is from the large producers in a sector

4SThere are two sources of possible bias in the estimates. On the one hand, high producer price inflation in a sector low-
ers competitiveness and increases the import ratio, inducing an upward bias in the estimates. On the other hand, high pro-
ducer price inflation in a sector could trigger stronger protectionism, thereby reducing the import ratio and imparting a

downward bias on the estimates.
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at a point in time: for each country, this vari-

able is constructed as a weighted sum of the

shares of the other countries in the “world”
production of a sector (excluding the coun-
try’s production), where the weights are the
inverse distances between the country and the
other producers.

® The nominal effective exchange rate, which
captures the countrywide evolution in import
prices and competitiveness and affects directly
each sector’s import-to-production ratio.

A relevant and valid set of instruments com-
prising various lags of the difference and level of
these two variables was identified based on the
Anderson likelihood-ratio test of relevance of
the instruments and the Hansen-Sargan test of
validity of the instruments (as implemented in
Stata, a data processing software).

Equation (1) is estimated first for 16 manufac-
turing subsectors and then for all 16 manufac-
turing sectors jointly with six business services
sectors.** Two different samples of countries and
years are used: one with the maximum number
of countries and years available, and another
one restricted to the countries and years
included in the descriptive analysis of sectoral
inflation patterns. The maximum sample covers
the period 1977-2003 and the following 11
OECD countries: Austria, Belgium, Denmark,
Finland, France, Greece, Italy, Japan, Norway,
the United Kingdom, and the United States
(Germany does not report production volumes
and Korea does not provide labor productivity
data for most of the two-digit level subsectors of
manufacturing).® The results are robust when
the sample excludes Belgium and Greece and is
restricted to the period 1988-2003 to match the

sample used in the descriptive analysis. Results
are reported in Table 3.3. Variables have the
expected sign and are significant, generally at
the 5 percent level.#6 The magnitude of the coef-
ficients is also broadly similar to that found by
comparable studies.?

IMF staff also explored the relationship
between changes in relative producer prices and
changes in the price of imported goods in that
sector. This relationship is the price dual of the
relationship between sectoral relative prices and
quantities of imported goods in the sector
(Gamber and Hung, 2001). Sectoral import
prices, which are only available for manufactur-
ing sectors, are based on unit values of imports
of products classified under the sector.*8 The
specification is the same as equation (1) except
that changes in the sectoral import ratio are
replaced by changes in sectoral import prices.
An equation including both changes in the sec-
toral import ratio and changes in sectoral
import prices is also estimated. The estimation
method and the samples are the same as before
and the instrumental variables are again chosen
based on validity and relevance. Results reported
in Table 3.8 show that changes in relative pro-
ducer prices are positively and significantly
related to import price inflation, confirming that
import price developments constrain the ability
of domestic producers to raise prices. Specifi-
cally, a 1 percent change in import prices is asso-
ciated with a 0.15 percent change in producer
prices. These estimates are close to those found
by Gamber and Hung (2001) for the United
States. Finally, the model that includes both
changes in the import ratio and import price
inflation lead to coefficients that are similar in

#As in the descriptive analysis, the refined petroleum sector is excluded because its behavior is strongly influenced by oil

price developments.

#The period covered varies across sectors and countries depending on data availability, and the panel data set is thus

not balanced.

46Although not reported, the results are also robust when IT sectors such as electrical and optical equipment and telecom-
munication services are excluded. Allowing for endogenous labor productivity growth in the estimation yields similar results,
although the negative effect of productivity growth on sectoral price changes becomes somewhat larger in magnitude.

47See, for example, Chen, Imbs, and Scott (2004) for the effect of the import ratio and labor productivity on sectoral

inflation in a sample of European countries.

48This measure does not control for composition changes within lines of products and quality improvements, but it is a
widely used proxy measure. The main source is the United Nations’ Comtrade database.
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Table 3.8. Impact of Changes in Import Prices on Relative Producer Price Inflation?

Dependent Variable: Changes in Relative Producer Prices in Manufacturing Sectors (16)2

Price version

Price and quantity version

1981-2003
(all countries available)
Change in import prices 0.16***
Change in import share o
Change in labor productivity -0.08***

1988-2003 1981-2003 1988-2003
(core countries)3 (all countries available) (core countries)3
0.15*** 0.12*** 0.25***
. -0.12** -0.19**
_0.09%** _011*** _0.13***

Source: IMF staff calculations.

1All variables are in natural logarithms. The equations are estimated by two-step feasible generalized method of moments instrumenting for
changes in import prices and changes in the import share. Other control variables include the dollar exchange rate interacted with sectoral dum-
mies (effect through cost of intermediates), and sectoral and country dummies. *** denotes statistical significance at the 1 percent level; ** at

the 5 percent level.

2The refined petroleum sector is excluded from the regressions because its behavior is strongly affected by oil price developments.
3Restricted to countries used in the descriptive analysis of sectoral inflation patterns.

magnitudes and significance. Overall, therefore,
the impact of globalization on producer price
does not depend on a specific model or a spe-
cific variable to measure globalization.

Sectoral Unit Labor Cost Changes
and Globalization

The econometric analysis of the relationship
between globalization and unit labor cost
(denoted as ulc below) changes at the sectoral
level is based on a similar specification as equa-
tion (1), except for the exchange rate term,
which is not needed:

dulcy, — dulc, = o(dmy) 5, + P(dyly, — dyl;)
+ G+ &t e — g (2)

In order to gain a better understanding of
the effects at work, similar equations are esti-
mated for the two components of unit labor
cost changes, namely changes in labor compen-
sation per employee (plab) and changes in pro-
ductivity per employee (labor productivity,
denoted as yl),

dplabl-]-t —dplab;, = o.(dmy) it
+(B + M) (dyly, — dyl;,)
+§+ E:j &~ € (3)

dyly, — dyl, = ou(dmy);, + g+ F,j +te; =€ (4)

These equations allow one to estimate sepa-
rately the direct effect of the import ratio on
labor compensation (or unit labor costs)—
controlling for labor productivity—and its
indirect effect through labor productivity.
Equation (3) also allows the elasticity of the
relative price of labor to the relative productiv-
ity to depend on the level of the import ratio
(denoted as Mij) in order to test whether glob-
alization affects the extent to which productivity
changes are translated into labor compensation
changes.

Equations (2), (3), and (4) are estimated
using a two-step feasible generalized method of
moments estimator instrumenting for the
changes in the import ratio and, in equations
(2) and (3), for the changes in relative produc-
tivity. The instrumental variables used are the
same as before and the specific lags included
were selected using tests of the relevance and
validity of the instruments.4? Results of the esti-
mation are reported in Table 3.5 and are robust
to restricting the sample to countries covered in
the descriptive analysis and reducing the period
covered to 1987 onwards.

Finally, it is also of interest to examine the
effect of globalization, as measured by increases
in the import ratio, on changes in unit interme-
diate costs (uic) and changes in the unit gross
operating surplus (ugos). The following two

“For equation (3), the lagged relative productivity growth was used as an additional instrument.
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Table 3.9. Impact of Trade Openness on Cost Components?

(Manufacturing subsectors relative to the overall economy)?

Dependent Variable2

Change in relative unit

Change in relative unit Change in relative unit

labor cost intermediate cost gross operating surplus
1977-2003 1988-2003 1977-2003 1988-2003 1977-2003 1988-2003
(all available (core (all available (core (all available (core
countries) countries)3 countries) countries)3 countries) countries)3
Change in import share -0.13*** —-0.16%** -0.12*** -0.19*** — 0.30

Source: IMF staff calculations.

1All variables are in natural logarithms. The equations are estimated by two-step feasible generalized method of moments instrumenting for
changes in import prices and changes in the import share. Other control variables include the dollar exchange rate interacted with sectoral dum-
mies (effect through cost of intermediates), and sectoral and country dummies. *** denotes statistical significance at the 1 percent level.

2The refined petroleum sector is excluded from the regressions because its behavior is strongly affected by oil price developments.

3Restricted to countries used in the descriptive analysis of sectoral inflation patterns.

equations are estimated using the same estima-
tion and instrumentation methods as above:

duicy, — duic; = a.(dmy) ;, + Y(d$xr),,
TG e gy

dugos;, — dugos;, = ou(dmy) ;i + §; + &+ € — €.
The results reported in Table 3.9 suggest that
increases in trade openness also contributed to
reduce increases in unit intermediate costs,
while the effect on changes in the unit gross

operating surplus is not significantly estimated.
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',1 CHAPTER IV

SAVINGS SO HIGH?

AWASH WITH CASH: WHY ARE CORPORATE

Companies, which normally borrow other folks’ savings in order to invest, have turned thrifty.

Even companies enjoying strong profits and cash flow are building cash hoards, reducing debt

and buying back their own shares—instead of making investment bels.

wo striking changes have taken place in

the global financial landscape in recent

years. First, reflecting a combination of

low investment and—more recently—
strong revenues from oil exports, emerging
market and oil-exporting countries have
become substantial net savers. As a conse-
quence, capital is flowing from emerging mar-
kets to industrial countries (notably the United
States), the opposite of what would be predicted
by economic theory (see Chapter II of the
September 2005 World Economic Outlook).
Second, since the bursting of the equity market
bubble in the early 2000s, companies in many
industrial countries have moved from their tra-
ditional position of borrowing funds to finance
their capital expenditures to running financial
surpluses that they are now lending to other sec-
tors of the economy.

The large current account surplus in emerg-
ing market (and, more recently, oil-producing)
countries has been labeled a global “savings
glut,” and advanced as a reason why the United
States has been able to finance a record high
current account deficit at low interest rates
(Bernanke, 2005). Yet, the $1.3 trillion of corpo-
rate excess saving (undistributed profits less cap-
ital spending) in the Group of Seven (G-7)
countries in 2003-04 was more than twice the

—David Wessel, Wall Street Journal, July 21, 2005

size of the accumulated current account sur-

pluses of emerging market and developing coun-

tries during those two years. The recent behavior
of the corporate sector—which until recently has
received much less attention—could therefore
be an equally important contributor to the rela-
tively low level of global long-term interest rates
at a time of a ballooning U.S. current account

deficit (J.P. Morgan, 2005).

Against this background, this chapter assesses
the recent behavior of the corporate sector in
the G-7 countries. It asks why the strong increase
in profits has been used by nonfinancial corpo-
rates to acquire financial assets—including a sub-
stantial amount of liquid assets (“cash” for short)
during 2003-04—or to repay debt, rather than
to finance new capital investments or to increase
distributions to shareholders through
dividends.! Specifically, three questions are con-
sidered:

* What has been driving the recent increase in
excess saving of companies in industrial
countries?

® Are there significant cross-country differences
in corporate behavior?

¢ s the increase in excess saving a temporary or
more permanent phenomenon?

In addressing these questions, the chapter
explicitly looks at the interaction between real

The main authors of this chapter are Roberto Cardarelli and Kenichi Ueda, with support from Vojislav Maksimovic. Ben

Sutton provided research assistance.

In the chapter, “cash” refers to currency and deposits plus short-term securities (including treasury bills, commercial
paper, and certificates of deposits). Data availability does not allow for the inclusion of bank lines of credit, which can be a
viable liquidity alternative to cash, especially for profitable firms (Sufi, 2006).
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Figure 4.1. Group of Seven (G-7), Excluding
Germany: Gross Saving, Capital Spending, and
Net Lending/Borrowing1

(Percent of total GDP)

Total corporate net lending was at a historical high on average during 2002-04,
driven by the turnaround in the position of nonfinancial corporates.

Net lending (right scale)
— Gross saving (left scale)
— Capital spending (left scale)
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Sources: Eurostat; national authorities; and IMF staff calculations.
1GDP—weighted averages using GDP in U.S. dollars at market exchange rates.

AWASH WITH CASH: WHY ARE CORPORATE SAVINGS SO HIGH?

and financial decisions of the corporate sector.
For example, are recent financial surpluses sim-
ply a residual decision, left after firms have made
their capital spending plans, or have they been
shaped by balance sheet considerations (e.g., the
need to reduce high debt levels) or other factors
(including a firm’s desire to insure against the
increased volatility it may face in an increasingly
globalized corporate environment)?

What Has Been Driving the Increase in
Corporate Excess Saving?

Since the 1980s, the corporate sector of the
G-7 economies has swung from being a large net
borrower of funds from other sectors of the
economy to a net lender of funds. Indeed, on
average over 2002-04, the excess saving (or “net
lending”) of the corporate sector—defined as
the difference between undistributed profits
(gross saving) and capital spending—was at a
historic high of 2%2 percent of GDP in the G-7
countries (Figure 4.1). This behavior has been
widespread, taking place in economies that have
experienced strong economic growth (Canada,
the United Kingdom, and the United States)
and in those where growth has been relatively
weak (Europe and, until recently, Japan). Most
of these economies, however, were affected by
the boom-and-bust cycle in equity valuations in
the late 1990s—early 2000s, which left corpora-
tions with high debt levels.

In all of the G-7 countries, higher corporate
excess saving (or lower net borrowing in France
and Italy) in recent years has partly offset—and
in some cases more than balanced—the increase
in net borrowing by other sectors of the econ-
omy. In the United States—where the current
account deficit has widened further in recent
years—higher corporate excess saving has offset
one-half of the increase in government and
household net borrowing, thereby helping to
mitigate the impact on the external deficit (see
Box 4.1 for a discussion of the link between cor-
porate and household saving).

A number of factors have driven this change
from net borrower to net lender status:



WHAT HAS BEEN DRIVING THE INCREASE IN CORPORATE EXCESS SAVING?

Box 4.1. Drawing the Line Between Personal and Corporate Savings

In stark contrast to the secular decline in
household saving, corporate saving in the G-7
countries has increased strongly over the last
decade, and now accounts for about 70 percent
of total private (household plus corporate) sav-
ing, compared to 50 percent in the early 1990s
(first figure). The strong increase in corporate
saving at a time of historically low household
saving is a reminder that household and corpo-
rate saving decisions are inherently linked. This
box discusses this link from two perspectives:

* From economic theory, since households own
corporations and should adjust their saving
plans—or “pierce the corporate veil’—to off-
set the saving done by corporates on their
behalf (Poterba, 1987; and Auerbach and
Hassett, 1991).

® From a definitional standpoint, because there
are several questions about the demarcation
between household and corporate saving in
the national accounts, and several alternatives
are available that could be more relevant and
appropriate for economic analysis (Gale and
Sabelhaus, 1999).

Do Households Pierce the Corporate Veil?

The argument that households may offset
changes in corporate saving can be illustrated
with a simple example. Suppose a corporation
decides to increase its saving—that is, to retain
earnings rather than distribute them as divi-
dends—sophisticated shareholders should
understand that their net worth has increased
(through the increase in the market value of
equity) and reduce their savings to re-establish
their optimal life-cycle consumption.

However, a variety of factors related to con-
straints on consumer and corporate financial
behavior may in practice lead to the imperfect
substitutability between personal and corporate
saving (Bernheim, 2002). In particular:
¢ Consumers may have a lower marginal

propensity to save out of an increase in wealth

rather than out of disposable income (which

Note: The main author of this box is Roberto
Cardarelli.

Private, Corporate, and Household Gross
Saving Ratios in the G-7"

(Percent of GDP)
- - 24
- Private -

- -20
- - 16
Household -

- - 12
- -8
- Corporate -
- -4

Lo o b v o by v o by v by v by v g by 0
1970 75 80 85 90 95 2000 04

Sources: OECD; Eurostat; and national authorities.
1 GDP-weighted averages using GDP in U.S. dollars at market
exchange rates.

would increase if retained earnings were dis-
tributed as dividends). For example, they may
be liquidity constrained, or they may tend to
perceive capital gains as transitory.

Even in the absence of liquidity constraints
and myopic behavior, and with individuals
successfully piercing the corporate veil, exoge-
nous shocks that redistribute wealth from
individuals to corporations may increase
aggregate savings if shareholders have a
higher propensity to save than do other con-
sumers.

The value of the firm may not change dollar-
to-dollar with retained earnings, reflecting
problems in corporate governance and imper-
fect observability of new investment projects.
For example, if managers invest retained earn-
ings in projects yielding below-market returns,
then share values will grow by less than the
increase in retained earnings (Jensen, 1986).
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Box 4.1 (concluded)

The opposite would happen if retained earn-
ings were to be invested in high-yielding proj-
ects that would have been more difficult or
costly to finance through financial markets,
due to asymmetry of information.

Ultimately, the degree of substitutability
between corporate and household saving is an
empirical question. The few empirical analyses
available tend to show that the “piercing of the
corporate veil” is incomplete, which is consistent
with the declining trend in private savings
shown in the first figure (i.e., corporate saving
has not risen sufficiently to completely offset the
decline in household saving in recent years). As
an example, Poterba (1987) finds that for the
United States a $1 increase in corporate saving
is likely to increase total private saving by about
$0.25-0.50, as households reduce their saving by
$0.50-0.75.1

The Definition of Corporate Savings in the
National Accounts

Turning to the definition of corporate saving
in the national accounts, two adjustments need
to be considered to make the data more eco-
nomically meaningful. First, retained earnings
do not include inflationary gains on nominal
debt, which were large during the high inflation
decades of the 1970s and 1980s. In particular, as
part of nominal interest payments is effectively a
repayment of principal (reflecting the inflation-
driven erosion of the real value of interest bear-
ing assets), it could be argued that this should be
included in corporate saving (Auerbach, 1982;
and Poterba, 1987). Making such an adjustment
eliminates the upward trend in the G-7 gross cor-
porate saving ratio and cuts the average net bor-
rowing by the G-5 (excluding Germany and

IAuerbach and Hassett (1991) show that predictable
changes in dividends and other forms of capital
income do not affect consumption, suggesting that no
corporate veil exists. However, they also find that
wealth-neutral transfers from corporations to individu-
als would increase aggregate consumption via distribu-
tional effects, owing to the heterogeneity in
consumption behavior and a lower marginal propen-
sity to consume out of changes in wealth.

AWASH WITH CASH: WHY ARE CORPORATE SAVINGS SO HIGH?

Group of Seven (G-7), Excluding Germany
and Italy: Nonfinancial Corporate Sector!
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